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Where Have All the Black Pharmacists Gone?
Litigation, Affirmative Action and Government Statistics

Clifford B Hawley*

Introduction

The Human Resources Dzwsion of a large natmnal corporatmn regularly compares
the racial and gender composition of ItS workforce w~th government statistics For good
reason, the comparison is occupation by occupation rather than a s~mple aggregate of all
occupations For each occupation, the firm lists its percentage black and percentage female,
compares each w~th national statistics and if required by law, files detafied EEO-1 reports
with the appropriate government agency ~ That report wfil list occupatmns where black
and/or female representation ~s less than the national average and, in addition, ~t w~ll include
detafied documentation of the company’s Affirmative Action plan to increase representation
It may also provide similar information for other protected groups The plan might include
a discussion ofskfil requirements for the position and past and future search efforts to recruit
quahfied mmormes and women Other finns that are more regional or local do the same
comparisons but may rely on government data that is state, SMSA, or MSA based

Another corporation is sued over this very issue Turned down for employment, a
black person becomes a plaintiff in a lawsuit alleging racial dlscrlmmatmn In hiring A
forensic economist is hired and he or she finds that the company’s percentage black in the
occupational category for which the plaintiff was considered for employment ~s well below
the national average Casting the forensic report m terms of the number of standard
devmtmns of the disparity, the report finds that the disparity is more than two standard
deviations below the national average Plaintiff’s attorney now has prima facie ewdence of
racial discrimination 2

The first story above is an everyday occurrence for personnel divisions of firms
covered by either federal or state civil rights laws No firm can afford to ignore its
affirmative action responsibfimes today Workforce analysis of the finn is part of that
responsibility The second story is common in lmgatmn over such an issue. There is no
necessity that the case be a class action in order to introduce workforce statistics as ewdence
For example, m a recent case a forensic econommt retained by plaintiff’s attorney compared
a finn’s minority figures on the occupation Pharmacist with national data 3 National data for

’ Professor of Eeonormes, West Vlrgmm Umverslty, Morgantown, WV The author wishes to acknowledge
John SUnson at the U S Bureau of Labor Statistics for helpful conversations

For example, federal contractors employ about one third of the workforee and under the Federal Contract
Compliance Program are obligated to take affumatlve aetmn to insure equal opportumty in employment

2 Tins is a reference to the Castaneda-Hazelwood standard See Hawley (1992) or Plette (1991) for 
d~scussion of the reqmrements for a prima faeie case

3 I use the word minority and black mterchangeably for ease of exposition only
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1993 showed that 6.1% of pharmacists were black4 Let’s call the firm the XYZDrug
Company Firm data showed that 12 of the firm’s 400 pharmacists, or 3 0 percent, were
black 5 The expert used the binomml model to find that the firm’s percentage was 2 59
standard devtattons below the natmnal average and the corresponding prob-value or p-value
was 0 0048. Below ~s the expert’s presentation

# of # of Expected # of
Pharmacists Black # of Black Disparity Standard Standard
m XYZ Pharmacists Pharmacists Error Deviations
Workforce at XYZ ~ 6 1% From Exp

P-value

400 12 24 4 -12 4 4.787 -2 59 00048

The standard error for the binomial is the square root of 400* 061’ 939 or 4 7876 The
number of standard dematlons ~s the &fference between the actual and expected d~vided by
the standard error with the negative sign to indicate under representation of mmormes at the
XYZDrug Company The p-value or prob-value shows the probabd~ty that a selection
process independent of race would produce twelve or fewer minority hires m four hundred
opportunmes

Clearly the forenstc economtst has presented evtdence that sheds light on the
minority representation of the XYZDrug Company’s pharmaceutical workforce How strong
ts this ewdence? Is it compelhng? What statistical arguments can be made to refute this
evidence or at least put it in proper perspecUve9

Certainly several standard and by-now common arguments come to mind The first
would be to examine the appropriateness of using data that Is natmnal m scope The analysis
presented above presumes that the labor market for pharmacists is a natmnal market Second,
even though XYZDmg Co. m descrtbed above as a national firm, its local offices and
branches might not be d~stributed across the U S m a way that mirrors the d~stnbutJon of
black pharmaceutical talent Regmnal or smaller geographically based stat~stms may be more
appropriate Hmng may be from a series of local or regional markets 7

Thtrd, all of these stat~stms, whether natmnal or regmnal, are representatton
statistics and the analysis above is a compartson of workforce representation and nattonal
representatmn Since the lawsmt is a hmng case, one might argue that apphcant flow data

4 StattstTcalAbstract of the UmtedStates 1994, Table 637, page 407

50bvmusly, the XYZDrug Company ~s fictmnal and eyasts only m my mmgmatmn All eharaetenzatmns oflhe
firm including numerical representatmn are fictmnal and used for filustratxve purposes only However, the
forensm economlst’s presentation, use of government data as a benchmark, and the issues tbas rinses are based
on an actual court case

O56 More generally, the standard error for the bmonnal is [nx(1-n)] where n as the number of seleetmns and 
as the probablhty of success (here, a mmonty lure)

7 See Shoben (1986) for a dlseussmn of issues revolved m definmg the appropnate pool for comparison
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that reveal the proportion of minority applicants is more appropriate than the stock data used
here. The courts generally agree unless there is evidence that the firm has discouraged
minority apphcatlons Suppose though that it is the case here that applicant flow data is
unavailable Since it is not available and assuming that national rather than regional data are
the most appropriate, then for the moment let’s assume that plaintiff’s forensic economist
has used the best data available

How good is this dataP This is the focus of the remainder oft his article According
to the national statistics used by plaintiff’s expert, in 1993 there were 187,000 pharmacists,
6 1% of whom were black. This works out to be 11,407 black pharmacists The same data
for the followang year though show that there were 182,000 pharmacists in the U S. and only
2 6% of them were black. This suggests instead just 4,732 black pharmacists From one year
to the next, the number of black pharmacists m the U S fell by over 6000, an average drop
of over 120 per state, a percentage decline of nearly sixty percent. Where dad all the black
pharmacists go9

This paper is an mvestagatmn ofthas question and thas question applied to all the
three-digit occupations for which a forensic economist might be seeking national data Such
year-to-year Varlablhty motivates this paper to mqmre as to the source, method, reliability
and appropriateness of these statistics for equal employment opportumty htlgataon and for
workforce analyses that are fundamental to company affirmative action plans.

Sectaon II below examines black employment percentages for three-digat
occupations, shows that such large changes are not rare and suggests that one source of the
fluctuations may be a 1994 change an the government survey instrument The section that
follows d~scusses the standard errors associated w~th the survey’s point estimates and
illustrates how these standard errors and their companion confidence intervals are calculated
Section IV proposes and executes a test of year-to-year survey comparability and the final
part of the paper is a concluding section.

Where Did All the Black Pharmacists Go?

The short answer to this question is that they qmte likely were never there. The
national data from which the percentage black Is derived is sample survey data As such, the
percentage black or percentage female are sample statlstacs not population parameters as the
forensic economist whose work is illustrated above has presumed As sample statastics,
fluctuation can be expected but should one expect such large fluctuations9 In many economic
loss estimates forensic economists routinely rely on average wage mformauon by occupation
to form the basas ofthear report Those are sample statastlcs as well and it would be well to
remember this when presenting dollar estimates of economac losses that use sample statastics
as a foundaUon

The large change m the percentage black in the three-digit occupation Pharmacists
is far from unique Table 1 shows thirteen three-digat occupations for which the 1994
percentage black is more than fifty percent lower than the 1993 figure The table also lists
sixteen occupations where the percentage black in the occupation rose by more than fifty
percent between 1993 and 1994 All the occupataons hsted in Table 1 have total employment
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estamates of at least 50,000 8
These national statistics are generated from household responses to the monthly

Current Populataon Survey (CPS) Thas as the same survey that supphes the well-pubhcazed
monthly unemployment rate data It also supphes an abundance of other labor force data
such as labor force pammpatmn rates and earnings by occupatmn In short, at is hkely to be
the source of a large variety of statistics that forensic economists rely on m thmr work m
economic loss estamatmn and m other areas of litigation The CPS as a survey of about
60,000 households per month It employs a stratafied multi-stage sampling desagn
Households chosen are surveyed for four consecutive months, then are dropped for eaght
months, and then return for four months This as called the 4-8-4 rotataon Annual data on
employment, earnings and many other variables are thus the averages over twelve months
Employment by occupation appears m the Stattstlcal Abstract of the United States each year
for some but not all occupations and in many instances data from several three-dagat
occupations are accumulated and reported m aggregate form Employment for all three-dagat
occupations that have at least 50,000 workers are reported each year m the January issue of
the Bureau of Labor Statmtms pubhcatmn Employment andEarnmgs

Interestingly, the CPS survey questionnmre was redesagned and the new instrument
was put rnto full use beginning m January 1994 This was the first major change an over a
quarter century in the questions and the sequence m which they were asked The changes
included changes m questmns desagned to dascover the three-dagat occupatmn into whmh
respondents fall 9

Improved accuracy as the prtmary reason for the change. For example, an antemal
research report now two decades old found that month to month almost one-th~.rd of
respondents were coded as hawng changed three-dagit occupations Many of these reported
changes were false, a result of rather codmg errors or erroneous anterpretatmns by
intervaewers of the detaded responses discussing job responsibdities that were supphed by
survey pamc~pants ~o

8 Unpublished data obtamed from the U S Department of Labor show that among three, qhgit occupations vath
employment of less than 50,000 there are dozens of oceupatmns that have 1993-1994 changes m the
pementage black of more than filly percent That data though has black and total employment rounded to the
nearest thousand That roundmg produced m my opinion too much uncertainty about the survey estimate’s
percentage black to be useful Consequently, all analyses vathm this paper are hmlted to occupations that had
emplo!anent of at least 50,000 in 1992, 1993, and 1994 Fifty-thousand is the BLS’s pubhcatlon threshold as is
discussed below

9 Before the new msmiment was adopted m January 1994, It was tested m 1992 and 1993 See Cohany et al
for a detmled &scussion of revisions to the CPS

~0 Collins, Can&ee L, "Comparison of Month-to-Month Changes m Industry and Occupation Codes vath
Respondents’ Reports of Change CPS Job Mobfiity Study," Response Research Staff Report no 75-5, Bureau
of the Census, 1975, cited m Pohvka, p 18 Many proposed improvements to the CPS could not be
implemented m the 1980s due to fundmg shortages and a lack ofcongressmnal and executive support for those
federal agonetes that have major data collection responslbfiltles
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TaHe 1

Ui~t Occupations With Changes in the 1993-1994 Estimates

of Percentage l~aployment mack of ~0%or More

Total
Emit. Percent

Ooc OompalJon 1993 Blaak
No~ (O00) 1993

Dedines ~ 50%and greater

9 Purchasmgmmagers 109 8 0
43 Amhatects 123 3 1
44 ~ engm~rs 83 21
83 IVle6cal sore.sis 82 5 8
96 Phanmos~s 187 6 1
104 :~ch ttgragnsts 83 6 7
187 Actors md ~x:tors 96 104
204 Dental hygemsts 76 0 4
218 fia’v,~-ylngandmap[nngtoch.~ 73 4 8
226 An’plane pflotsandnavlgators 101 5 5
314 St~logaphers 94 2 9
514 Auto body md relatod repatrers 192 54
538 Office nmehme repatrers 59 13 5

l~ereases -- 50%and greater

7 Fmancaal managers 529 4 4
56 Indmtnal engneers 201 3 4
85 Dmtmts 152 1 9
164 latranms 195 7 0
223 Biologtcal techntctmls 85 6 1
265 Salesvorkem shoes 101 14 1
268 Salesv~rkers, hard~u~andbk~, 250 1 g
305 ~t~msors, fmancaal recordproc 98 5 0

317 Itotd clerks 102 8 5
383 l~ktdlers 446 69
386 Ratmt~ca/clerks 50 15 4
414 $utxnaastn~ pohoe and detecttves 96 66
463 Puhhc trtmsportatlon attendants 104 8 8
509 Small ongne repmrers 70 1 0
577 Hectncal powr installers & rep’rers 1 I0 7 8
694 Water ~d seuage treat operators 57 6 2

Total ’93-94 ’93-94
1~/S. Percent Perwnt P~ Ch.
1994 Blad~ Change in Hack
(000) 1994 in Total Percent

130 1 7 19 3 -78 8
141 1 4 14 6 -54 8
75 0 9 -9 6 -57 1

62 I I -244 -81 0
182 2 6 -2 7 -57 4
92 33 108 -507
86 3 g - 10 4 -63 5
97 0 2 27 6 -50 0
68 1 5 -68 -688
104 1 5 3 0 -72 7
105 10 11 7 -65 5
186 16 -3 1 -70 4
61 24 34 -822

608 7 0 14 9 59 l
245 59 219 735
148 37 -26 947
196 I0 5 0 5 50 0
89 104 47 705

110 213 89 51 1
253 4 8 12 166 7
97 87 -10 740

107 147 49 729
441 104 -1 I 507
75 23.4 50 0 51.9
109 12 3 13 5 86 4
104 13 9 0 0 58 0
52 2 9 -25 7 190 0
116 13 1 5 5 67 9
68 16 6 19 3 167 7

source Employment and Earnings, Je~uary 1994 emd J~mmy 1995 last m Imutod to occupations wth
employment estunates of at least 50,000

I
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That the new design went into effect m January 1994 raises the questmn as to
whether the large changes in black representation m the occupations hsted m Table 1 are
merely a consequence of the new survey instrument That is, should one mew the 1993 data
with suspicion and put more faith in the 1994 CPS estimates of black employment by
occupation9 In fact, a footnote to the published tables contains that caveat that always
distresses time series researchers "Data for 1994 are not directly comparable with data for
1993 and earlier years

Estimated Standard Errors and Confidence Intervals

I proceed to address this question by invemgatlng the estimated errors associated
uath the percentage black of a three-digit occupation Curiously, the BLS does not publish
confidence intervals for what are clearly important sample statistics Pubhshmg the standard
error for the percentage black in the occupation Pharmacist might have alerted the forensic
economist whose work ~s illustrated m Section I that the government data that forms the
basts of his report is a sample statistic and not a population parameter

How large are these standard errors? Are they large enough to beheve that both the
1993 figure of 6 1 percent black and the 1994 figure of 2 6 percent are drawn from (almost)
the same populatmn?~2

To compute this standard error, it ~s important to recognize that the estimate
"percent black" is a ratio of two sample statistics the number of black pharmacists
(numerator) and the number of pharmacists (denominator) Both are annual averages 
addmon, the CPS does not have a simple random sampling design Consequently, standard
errors are estimated usmg variance decomposmon methods)3

The estimate of the standard error (S) ~s computed as,

S=a{bp(1-p)R}°5

where p is the percentage black, t is the total pharmacy employment estimate, a is a constant
that accounts for the fact that the data is an annual average, and b ~s a constant produced by
the variance decomposition methods Thus, the 1993 black pharmacist percentage estJmate
of the standard error is,

S = 0 65{2613 14(6 1)(100-6 1)/187,000}°s or
S = 1 84%

n Employment and Earnings, January 1995, p 180

n Certainly I recogmze that ~om year to year, there are new entrants and re-entrants mto the pharmacy
occupatmn as well as exats for retirement and other reasons Demograplucs, the business cycle and the
pharmacy market gself affect these flows These factors wall affect both blacks and nonblacks though My
maintained hypothesis is stabfilty from one year to the next m the black employment percentage CPS data
show that the black percentage of total employment was 10 2 m 1993 and 10 4 m 1994

13 See any Issue of Employment and Earnings for the formula, related tables of constants, and a discussion of
estimates of error
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Using the 1993 point estimate, the 95% confidence interval is computed as,

6 1%+ (1 96)(1.84)
6 1% + 3 61%

or a range from about 2 5 percent to 9 7 percent. Note the size of the confidence interval
w~dth. It is larger than the 6.1 percent point estimate Furthermore, the confidence interval
is broad enough to include both the 1994 CPS estimate of 2 6 percent for black
representation as well as the XYZDmg Company’s percentage black? Finally, this Is the
case when total employment for the occupation Pharmacist ~s estimated as being about 3 75
rimes higher than the minimum threshold of 50,000 that the BLS uses for publication.

Thus the confidence interval is qmte large For another example to drive this point
home, consider an occupation with employment of 50,000 and black representation of 10
percent.

~4 The forensic economist with the XYZDrug Company data who first treated the naUonal data as a parameter
perhaps now could v~ew the test as one mvolwng a &ffemce betwen two sample proportlons The samples are
not independent ones though, but ffvlewed this way anyway, the estimated standard error will be larger than
1 84%
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~ble 2

1993 Confidence lntenals and 1994 l~timates of

Percentage Black for Selected ~cee Digit Occupations

Percent l~timated Percent 94 est.
Occ Occupation Black Stan~ml lower Upper Black within
No. 1993 l~mr Limit Limit 1994 C.! ?

9 ~ mmagas 80 273 265 1335 17 no
43 Ardntects 31 164 -012 632 14 yes
44 Pevospoce engre~rs 21 165 -114 534 09 yes
83 h&d~cal~mt~s 58 271 048 ll 12 1 1 yes
96 Ph,m’am~ s 61 184 250 970 26 yes
104 8$x~ch ~s 67 288 105 1235 33 yes
187 A~tors and ~:ctors 104 327 398 1682 38 no
204 Derlal hyg~erasts 04 076 -109 189 02 yes
218 Surveying and mappm4g t w. hx 48 263 -035 995 15 yes
226 Aa’pl,mepfiotsandmnng~ors 55 238 083 1017 I 5 yes
314 Rax>Watxhars 29 182 -066 646 I0 yes
514 Atto lx)dy andmlated repama’s 54 171 204 876 16 no
538 Office mmtam refiners 135 467 434 2266 24 no

7 Y~mr~al ~ 44 094 256 624 70 ro
56 ~~ 34 134 0.77 6.03 59 yes
85 Dert~s 19 116 -038 418 37 }es
164 Lslxanms 70 192 324 1076 105 5es
223 B~ologtcal t~w. lwamms 6 1 2 73 0 75 11 45 10 4 yes
265 Salesworlaxs, fl,s)es 14 1 3 64 6 97 21 23 21 3 no
268 Sales xata~s, [mrdume axt hldg 18 088 007 353 48 no
305 ~mam-al n:cordtxoc 50 231 047 953 87 y~
317 I-btel cknks 85 290 281 14.19 147 n~
383 /~zktellers 69 1 26 443 937 104 r~>
386 Rat~tcal cterks 154 536 489 2591 234 yes
414 ~rs, police ard det ~t tees 66 266 138 1182 123 no
463 ht:hc ~mon attaxlants 88 292 308 1452 139 yes
509 ~nall exl~ne repanevs 10 125 -145 345 29 yes
577 Electncalpovermmallers&re~rers 78 269 253 1307 13 1 no
694 Wat~and~ntgetrem oixa~ors 62 336 -038 1278 166 no

Ten percent is about the national proportion of black employment In this case with a point
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estimate of 10 percent, the estimated standard error ts 4 46 percent and a 95 percent
confidence interval has lower and upper hmits of 1.26 percent and 18 74 percent
respecttvelyt

Next, examine the confidence intervals m Table 2 These are for the twenty-nme
occupations hsted in Table 1. Are the confidence mtervals broad enough to encompass the
1994 estimate? Despite the large interval widths, four of the thirteen occupatmns with
decreases m black employment had 1994 point estimates below the lower limit and half of
the sixteen showing increases had point estimates above the upper limit

Are the 1993 and 1994 Surveys Comparable?

The occupations in Table 2 are exceptional though by the sizes of their changes m
their minority percentage representation Overall, one expects that five percent of all 95%
confidence intervals will not capture the population parameter of interest Since that is the
expectation, I propose to test for the comparabdlty of the two surveys by asking the
following questions

1 Of the 246 three digit occupations with employment over 50,000, how many of the 1993
95 percent confidence intervals do not encompass the 1994 estimate? Is this significantly
greater than 5 percent?

2 Of the 246 three digit occupations with employment over 50,000, how many of the 1992
95 percent confidence intervals do not encompass the 1993 estimate? Is this slgmficantly
greater than five percent9

Note that the first questions asked involve data from both before and after the CPS
survey design change This is the proposed test for comparability The second questions are
based on 1992 and 1993 CPS data before the design change This ts essentially a check that
the expectation is a reasonable one m the absence of design change ~5 Note that both
questions ask whether the confidence interval m one year captures the following year’s
estimate Here confidence intervals are used prospectively

A second test is to use the data retrospectively and ask:

3 How many confidence intervals constructed using the post-change 1994 data do not
encompass the 1993 pre-change estimate of the percentage of employment black9~6 Is this
slgmficantly greater than five percent9

4 Similarly, when there was no survey change, how many 1993 confidence intervals do not
capture the 1992 estimate and is this pementage greater than five percent*

Table 3 reports the results The top half of the table shows the results using the two

~s That is, the rnamtamed hylx~thesls of stablhty Is tested here See note 12

~6 The results won’t necessarily be the same as those m questmn 1 because the estimated standard errors and
thus the confidence interval w~dths depend on the point estlrnates of that year
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Tatle3

Can~sGa of Fm’en,e Values for Black Peiresentafim

gfith andgf~ut (JPS Pedsi~

No Sunny Oa,~e

Number Number S~gnd~cantly

Outside of Outstde of Percentage Greeter

1992 1993 O Ulslde te st than I,% 9

C 1 C.I (of 246) statlshe (alpha = 05)

.............................................................................................

1993 Point Estimate 9 ...... 3 66% ~0 97 N 0

1992 PomtEstlmate ...... 10 407% -067 NO

Number Number Slg nlhCa n tly

Outstde of Outstde of Percentage Greater

1993 1994 O utslde le st than 591~ ?

C I C I (of 246) statishc (alpha= 05)

.............................................................................................

1994 PomtEstlmate 20 ...... 8 13% 2~23 YES

1993PomtEshmate ...... 20 8 13% 223 YES

bottom half of the table (questions 1 and 3) shows that from 1993 to 1994 (survey change)
though, the movement m the point estimates for the percentage black m three chglt
occupations is often so large that the hypothesis of survey comparability is rejected

A change m survey design is most often routinely accompanied by a caution of
mcompattbthty with prewous years’ surveys The evidence presented here m Table 3 is that
for mmonty representation data the caution is warranted and should be taken seriously by
forensic economists who participate in lmgation or consult with compames about minority
workforce targets and goals
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Conclusion

Unfortunately for users of this government data the evidence presented above
suggests that one cannot ignore the fact that the CPS survey instrument was changed m
January 1994 Since it is well-documented that a substantial portion of the pre-1994
movement between occupations by many respondents ~s spurious, then this suggests that
great caution should be taken when making use of the pre-1994 CPS estimates of black
employment propomons by three- dlgtt occupatton Because better data ts oRen
available,black representation rates have hmlted use m lmgatlon and rightly so, given the
credence here Because of the change m the CPS questionnaire, 1994 estimates have a
greater degree of credlbdlty and can be given more weight in lmgatlon and affirmative action
than prior surveys
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Policy and Practice in the Equitable Distribution of Defined Benefit Pension Plans

J. C. Poindexter, David L. Baumer and Katherine Beal Frazier*

Introduction

On a daily basis across the U.S., courts are transferring ownership of sizeable
volumes of assets to accomplish e0uitable distributions of marital assets upon dissolutions of
marriages. The magnitudes of wealth transfers at issue are substantial and, in the case of many
assets, there are significant questions regarding the correct values to be assigned in this
process for division purposes. In most marital unions, pension plans are the second-highest-
value assets, following homes. In practice, it appears that they are much more difficult to
value "fairly" than homes.

In a defined contribution pension plan, the pension claimant(s) may be viewed 
owning an identifiable dedicated portfolio of securities. Since pension assets are thus ones
whose market values are set daily in financial markets, defined contribution pension plans are
easily valued (and not a matter of concern in this paper). The accurate valuation of defined
benefit plans, however, may be far from straightforward and can require complex economic
analysis involving forecasting, discounting, risk analysis, and a subjective weighing of
tradeoffs that ex-spouses face. While courts are busily applying their versions of economic
analysis to the valuation of defined benefit pension plans (hereat~er DBP plans), there has
been a dearth of academic illumination and analysis of the appropriateness of court-developed
regulation of the divisions of wealth taking place.

This paper attempts to bring DBP plan valuation into the arena of academic
discussion. It does so by focusing primarily on what appears to be the most troubling aspect
of court valuation procedures, the failure of courts to properly and consistently deal with
passive escalations of defined benefit pensions, while also raising related issues. Of course,
the mechanics of the application of time-value-of-money calculations to future (pension-
benefit) cash flows are familiar to a wide range of participants in valuation activities and have
much in common no matter what the specific setting calling for a valuation. Valuations of
DBP plans for equitable distribution purposes are distinctive, however, in the imposition of
a specific cutoff date for determining the marital portion of earned prospective benefits that,
generally, is prior to any actual retirement. The imposition of this cutoff introduces an
additional degree of complexity and uncertainty into the pension valuation process and opens
the door for troublesome court rulings. It is not clear that the complications in DBP valuation
are universally understood by the experts who are involved in pension-valuation settings. On
the other hand, an abundance of actual decisions makes it clear that courts have not addressed
the valuation of defined-benefit pensions in a consistent manner, and this fact strongly

* Associate Professor, Associate Professor, and Professor, respectively, North Carolina State
University, College of Manegement. Drs. Poindexter and Baumer are members of the Department of Business
Management and Dr. Frazier is a member oftbe Department of Accounting.
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and John Mijares for their helpful comments, as well as an anonymous referee and the editor of this Journal for
their insightful comments and suggestions. All errors in and shortcomings of the article are the responsibility of
the authors.



14 LITIGATION ECONOMICS DIGEST

indicates a lack of understanding of the requirements for accurate valuation of such pension
plans.

Since the valuation difficulties that plague equitable-distribution court actions are
particular to DBP plans, Section II of this paper discusses these plans, illuminating
assumptions that can be (and often are) made as to future benefits. In Section IH, statutory and
common law valuation decisions are examined, and the wide variation in treatment across a
geographically dispersed sample of states is illustrated. Section IV discusses some possible
court rules and/or modifications of divorce statutes that would reduce the incentives to engage
in post-divorce opportunism and litigation.

Defined Benefit Plans and the Value Available for Distribution

A DBP plan provides formula-prescribed pension benefit payments. The relevant
formula typically includes as variables the highest experienced levels of earnings, numbers
of years of service, and related factors. Proper calculation of the correct (presen0 value of
such a retirement plan is viewed by courts as an exercise in applying a correct discount rate
to future benefits over a time interval to completion of life expectancy. Properly determining
the requisite pension plan present value at a date dictated by marital separation is actually a
difficult and uncertain task and remains so in spite of the acceptance by courts of prescribed
mechanical methods for valuing such plans. J

The nature of the issues and sources of confusion courts face are the same, no matter
whether there is a single earner/pension-plan owner in a family unit, or whether both spouses
have pension plans. Hence, lessons drawn from an analysis applied to a family setting in
which there is one working spouse (H), vested in a retirement program provided by the
employer, and one nonworking spouse (W), with no such pension coverage, are directly
applicable to dual pension settings?

Of course, to know with certainty the lump-sum value of the future benefits from a
DBP plan (i.e., itspresent value) to H, the employee spouse, as of a prescribed valuation date,
it is necessary to know precisely a date of retirement, the time interval subsequent to
retirement over which benefits will be drawn (the date of retirement to the date of death), the
amounts of periodic benefits to be received, and the rate(s) of return that correctly link a sum
set aside at the valuation date with the future series of payments that must be provided by that
sum. It is commonly understood that the valuation environment is not one in which certain
information on these variables is available, and courts readily accept estimated values based
on "expected" retirement dates or court-mandated rules in that regard, "average" life-
expectancy measures, and currently available interest-yield measures. Courts seem routinely
to accept U.S. Vital Statistics measures of life expectancies, along with yields on governments
and/or PBGC multiples employed for discounting?

These distinctions and other aspects of pension evaluation methodology have previously been discussed by
Frasc~ (1990), and by Trout (1988).

2 If one spouse is employed and one not, the employed spouse is generally male. The analysis presented below
is equally applicable for households that have nonempioyed house-hushands.

3 Courts seem routinely to accept U.S. Vital Statistics measures of life expectancies, along with yields on
governments and/or PBG-C multiples employed for discounting.
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The Value of Future Defined Benefit Pension Payouts

As described above, for a DBP plan, there typically is a formula that indicates a level
of prospective benefits, based upon formula entries including earnings levels and service
years. In simple algebraic form, the annual benefit payment (B) available at retirement
typically may be viewed as equal to the product of average highest pay rates (P) for 
prescribed period (such as five years preceding retirement), the number of years 
employment (N), and a formula multiplier factor (F).4 Using these factors, an initial annual
benefit may be calculated as

(1) B = FxPxN.

If, for example, F equals 2 percent, P is $50,000, and N is 30, then B equals $30,000.
Recognizing that mortality risks (proxied by expectancy value, (e)), differences of opinion
regarding future yields on invested funds (r), and other complications introduce uncertainties
in determining exactly the present value of a future retirement-benefits stream for any one
pension recipient, courts generally recognize the necessity of estimating the present value of
such a prospective benefits stream. That present value for the benefit level above is

e
(2) PVB = ~Bt/(l +rOt,

t=i

the summation of discounted future benefits from the fwst expected (or court-mandated)
retirement month (i being the number of periods to the initial retirement payment) to the last
expected survival period (t = e) prescribed by life-expectancy data.

Although, for equitable-distribution purposes, P and N are fixed once a valuation
date is set, adjustments (most oRen cost-of-living or COLA adjustments) are commonly made
to DBP plan benefrt levels subsequent to that date. The implication of these adjustments is
that equation I might better be written as

(3) B*=ffFxBxN)

where f is a multiple that incorporates passives adjustments in benefit levels after the
prescribed valuation date. If there is compelling evidence that no post-valuation-dat~
adjustments will be made to benefits during the pensioner’s life expectancy, then f equals l,
and the values provided by correct application of equation 2 are suitab~ present values for the
equitable division of DBP plans. The empirical evidence presented below, however, makes
it clear that, on average, fhas been greater than 1 by a considerable margin. Where there is
information relevant to a DBP plan, expert testimony may provide ass’~mee to finders of fact
(judges or juries) ahout the need for a forecast of benefit adjustments (a value of f other than

4 In practice, of course, pension benefits are disbursed monthly.

In asset valuations in ED cases, courts distinguish between "active" appreciation, an increase in value earned
by the efforts of one or both spouses, and "passive" appreciation, value adjustments that are not earned by such
efforts. Here we are concerned with benefit escalations that are not the result of lmst-maritat efforts of a spouse
but which are passive adjustments applied to benefit rights that were earned during a period of marriage.
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!). Of course, there can be other issues regarding the value oftbe marital portion of defined
DBP plans, such as those resulting from recognition that service years may add to 1J~e value
of the pension in a nonlinear manner (see Frasca, t990). The focus of this paper, however,
is on courts’ handling of passive escalations in pension benefits and the results of choices
courts have frequently reader

Evaluation Choices: Informed Judgment or Conjecture

Table 1 and Figure 1 below illuminate the actual recent historical record of
adjustments in benefit payments to retired employees of IBM, as an example of corporate
pensions, and to employees of the State of North Carolina, as an example of government

35O

Figure 1
Indices, CPI, & Retirement Benefits
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pensions. As only retirees receive(d) the benefit adjustments illustrated, the implied benefit
(multiplier, or ’f) adjustments reflected are purely passive.
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Table I

Index Values, CP! and Selected Retiree Benefits

Year CPI IBM State of NC
Index Value Index Value Index Value

1970 100.0 100.0 100.0
1971 104.4 101.9 104.0
1972 107.7 103.9 107.1
1973 114.4 105.9 110.8
1974 127.0 107.9 117.4
1975 138.6 115.7 126.8
1976 146.6 124.1 135.7
1977 156.1 131.3 144.4
1978 168.0 139.0 153.9
1979 187.0 145.8 161.9
1980 212.2 152.9 172.9
1981 234.1 158.9 178.1
1982 248.6 165.1 181.6
1983 256.5 167.6 188.9
1984 267.6 170.0 204.0
1985 277.2 172.5 212.2
1986 282.5 175.0 220.2
1987 292.7 178.0 229.1
1988 304.6 181.1 237.3
1989 319.3 194.2 245.6
1990 336.5 197.3 260.6

Soureces; International Business Machines, Inc. (1994)
North Carolina State Government Teachers’ and State

For State of North Carolina employee retirees, from 1970 to 1990 yearly adjustments ranged
from 2 percent to 8 percent, averaging a bit under 5 percent yearly, compounding to a 100
percent increase in benefits over 15 years. In no year was the increase zero in these most
recent two completed decades of experience. For IBM retirees, the adjustments were more
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sporadic and averaged less than for State retirees. Nevertheless, they exceeded zero on
average by a wide margin and are historically consistent with the expectation of future
increases.

While an effort to project likely future passive increases in pension benefits for a
particular recipient must pay heed to the history of such increases provided by the recipient’s
employer, national survey data indicate that the necessity of considering such increases is
widespread. In the 1970s, a large proportion of plans provided escalations of relirement
benefits. From 1973 to 1979, mean benefit levels among all plans are reported to have risen
by 24 percent while, for those plans that provided some increase(s), the escalation was 
percent (see Allen, et al., 1986).

Benefit escalations were reduced in the 1980s but were still a necessary
consideration in pension valuations. From 1980 to 1984, mean benefits rose 8 percent across
all plans, and by 20 percent among plans that provided some increase(s). From 1984 to 1988,
the respective percentage increases were 2 percent and 9 percent. In the 1980-1984 time
interval, 41 percent of participants were in plans experiencing an increase while, in the 1984-
1988 time span, 22 percent were. (Allen, et al., 1992).

Impact of lgnoring Future Changes in Defined Benefit Payments

With this sample of historical record as a backdrop, consider a case-specific
illustration of the impact of assumptions courts apply to future benefit escalations. In the
Bishop case the parties separated when the employee/spouse was 48.0 The court detenxdned
at date of separation that IIarry Bishop, an employee of the DuPont Corporation, had a life
cxpcctancy of 30 years and that the appropriate discount rate was 7.5 pcrccnt. Age 50 was the
earliest possible retirement date for Mr. Bishop. at which time he was entitled to pension
payments of $120 monthly ($1,440 annually). Using the figures above for e and r, and with
no allowance for benefit escalation (assuming f is 1.0), the present value of the Bishop
pension at date of separation was computed as $15,908.7 Data on an extended history of
adjustments in defined pension benefits at DuPont were not made available (though we are
aware of a 1996 adjustment of benefits for active DuPont retirees; (see Krol, [19961). If,
however, Harry Bishop’s DuPont pension had been adjusted as though hc had worked ibr the
State of North Carolina during the 1970 to 1990 period, the present value of the pension
would have been $25,908, a 62 percent diEt~rence (keeping e and r constan0. Were it
adjusted in a fashion that parallels that of IBM employees, the differences would be less
dramatic, but still non-zero. A seemingly endless stream of other reported cases, a few of
which are discussed below, have similar consequences associated with a court-endorsed
assumption that f is 1.0 (see Baumer and Poindexter, [ 1996]).

LEGISLATIVE INTENT

Bishop v. Bishop, 440 S.E.2d 591 CN.C.Ct. App. 1994).

7 Id at 594. The authors have independently verified the computations.
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A complete review of statutes from throughout the U.S. indicates common le~slative
focus on equity in addressing the detemlination of pension asset values and thek distribution.8
In the absence of serious marital misconduct or other unusual circumstances, equity generally
means equal division of marital property.° It is commonplace for statutes to call for inclusion
in marital property of all vested pension, retirement, and other deferred compensation
rights. TM Virtually all statutes allow for an award of shares of the present value of a defined
benefit pension with the nonemployee spouse to be paid with either an immediate lump sum
distribution or with disbursements over a prescribed time interval by means of a prorated
portion of the furore benefits stream when those benefits are received. If, for a DPB plan, the
nonemployee spouse receives an immediate lump sum (often called an immediate offseO, that
spouse, in return for renouncing his/her interest in the pension of the employee spouse,
receives other assets supposedly equal in value to the present value of the interest given up
in the pension plan.

Houses’ and other Nonpension Property versus Pensions

It often is convenient for male employee spouses to l~ve up their equity in the family
house in return for clear title to the pension associated with their job. In such cases where
marital property is exchanged in an immediate offset, the nonemplovee spouse will be
undercompensated if the pension of the employee spouse is undervalued as a consequence
of an inappropriate assumption of zero benefit escalation (an f equal to 1.0). If the defined
benefit is undervalued, of course, then the amount of equity in other assets that the employee
spouse must relinquish in order to gain unencumbered rights to a DBP plan is correspondingly
less (barring convenient offsetting errors in valuing other assets). Consider a dissolving
family for which the employee spouse’s pension plan is valued at $100,000 when in fact it has
a present value of $150,000 (each value net of sales expenses). If the couple’s equity in 
house has a correctly appraised value of $100,000, then the courts may order an equal
exchange, even though under equitable distribution and community property statutes, the
nonemployee spouse may be viewed as entitled to all of the equity in the house plus $25,000
in return for giving up her interest in her former husband’s pension. Valuation assymmetries
like this are commonplace, and the reason is clear; houses are regularly traded and their

See for example, N.C. GEN. STAT. s 50-20(a), "Upon application of a party, the court shall determine what 
the marital property and shall provide for an equitable distribution oftbe marital property between the parties in
accordance with the provisions of this section."

9 In White v. White, 312 N.C. 770, 324 S.E.2d 829 (1985), "equal division mandatory unless the trial court
determines that equal is not equitable." The authors have reviewed the statutes of all 50 states as well as
hundreds of reported cases in connection with their law review article [’Baumer, D. L., and Poindextcr, J.C.,
"Women and Divorce. The Perils of Pension Division," Ohio State Lmv Journal. Vol. 57 (1) 1996: 203-233]
and have not located a single state in which equitable did not mean equal absent serious misconduct by one
spouse or other compensatory consideration.

~0 Some states allow for the capture ofnonvested claims in pensions, but most, including North Carolina, do
not. "’1 he exception ofnonvested pensmn, retirement, or other deferred compensation rights shall be considered
separate property." N.C. GEN. STAT. s 50-20(b)(1). In Pennsylvania, marital property includes, "Retirement
pension benefits, subject to equitable distribution." Berrington v. Berrington, 409 Pa. Super. 355, 598 A.2d 31
(1991). 23 Pa.C.S.A. s 3501(a)
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"current" prices reflect future benefits of ownership including possible future appreciation,
whereas defined benefit pensions are not legally tradeable and, with no transactions data
available, have their values set administratively in courts. By not thctoring in "appreciation"
in defined benefits as market transactors would, the administrative values set by the courts
will be too low.

The Cost and Benefits of Waiting

Where marital assets are insufficient to allow for an immediate offset, nonemployee
spouses often (with court blessing) have to wait for de/krred fi xed-percentage distribution
share of the pension benefits when actually disbursed to the employee spouse, it A major
problem with deferred fixed-percentage distributions is that the financial affaim of the former
spouses remain entangled. In some cases certain elections by the employee spouse, such as
survivorship benefits, can affect the size of the pension benefit, while in other plans the
mortality of the employee spouse can affect the benefit. Also by waiting for a percentage of
the pension benefit, the nonemployee spouse bears the risk of default by a former spouse’s
employer. So, a significant number of risks may be avoided by an immediate offset. A cost
to the non-employee spoust of avoiding these risks and inconveniences under the most
frequently applied court standards is the fory/kiture of the spouse’s share of the value of any
passive escalations of pension benefits.

If permitted to choose whether to take an immediate offset distribution, a rational
nonemployee spouse would compare the value of anticipated appreciation in pension benefits
to the value of the inconveniences and risks avoided. If expected appreciation of defined
benefits on the marital portion of the pension is modest, then avoidance of the disadvantages
of waiting would make an immediate offset the preferred choice. On the other hand. when
pension appreciation is expected to be significant, immediate offsets are likely to pr¢.iudice
seriously the nonemployee spouse mid are less likely to be a choice voluntarily taken.

A Case Where the Differences Are Significant

In the ,$’e/~rt case, nonpension marital property totaled $85,759.87, and Mr. Seifert’s
pension was assigncd by the court a present value of $108,491.60, assuming no benefit
escalation?2 This case is particularly interesting because the judge listed costs and benefits
of immediate otl~ets versus deferred fixed percentages of the pension benefits when actually
disbursed. The court noted that an advantage of the deferred fixed percentages was the
capture of any appreciation of the pension benefits, though this advantage carried with it the
risks of pension default plus continued financial entanglement with a former spouse. With
an immediate offset, however, there would be no capture of pension escalations. In her ruling
in this case, the judge sanctioned disparate treatment of those who are willing to wait for a
percentage of the pension benefits disbursements (and thus capture possible pension

H In an immediate offset, the nonemployee spouse takes nonpension property as an offset in return for giving up
rights to the pension benefits. In some states, such as ’1 exas, immexhate offsets are required unless marital rxssets
are insufficient, whereas in other states, such as North Carolina, there is no statutory preference for immediate
offsets. )3etry v. Berry, 647 S.W, 2d 945 (Tex. 1983); N.C, GEN. STAT. s 50-20{b)(3).

~2 Seifert v. Seifert, 346 S.E. 2d 504 (N.C. Ct. App. 1986).
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appreciation) and those who desire an immediate offset by setting a pension plan value that
excluded any allowance for benefit escalation.

At the valuation date, Paul Seii~rt had a life expectancy of 25.5 years according to
the court. If we assume for illustrative purposes that, during that period, Seifert’s pension
benefits would escalate 50 percent to adjust for inflation, the correct present value of the
pension would be about $163,000. After adjusting for the coverture fraction and the
nonpension property, Margie Seifert would have been entitled to $90,000 or so with the
immediate offset election, while she would realize pension disbursements with a present value
of$114,000 if she elected the deferred fixed-percentage method.13 Of course, in the case of
higher paid executives, retired fi’om employers who parallel many govermnent units in their
benefit escalations, the consequences of immediate offsets could be even far more dramatic.
The large volume of appeals of pension valuations indicates that, even for run-of-the-mill
pensions, existing valuation procedures often result in perceived undervaluations that merit
added litigation, even if the escalations excluded are only fractional portions of full cost-of-
living adjustments.

Why Women in Particular Are Complaining

If, when one spouse works and the other does not, the employee spouse most often
is male, it would not be surprising if most appellants of defined benefit immediate offsets
were women. In fact, in nearly all of the reported cases involving DBP plans the parties
appealing the insufficiency of immediate offsets are female, nonemployee spouses (as in both
Bishop and Seifert) (see Baumer and Poindexter, 1996 for numerous examples). Under
current rules the employee (generally male) spouse typically cannot receive less than 50
percent of the marital portion of pensions while having a good chance of receiving
considerably more than 50 percent with immediate offsets.

Disparities Across the U.S.

There often are requirements, either statutory or in common law decisions, that the
vested accrued benefit be calculated at a date certain. There is, however, a great deal of
variation in the date prescribed (alternates include date of separation (DOS), date of divorce
or dissolution (DOD), date of trial (DOT) and date of retirement (DOR)) (see Table 2). 
often are statutory prescriptions on what adjustments may or may not be made in projected
pension benefits to that date and, indeed, after that date.TM Many states’ statutes explicitly
allow for the anticipation of future, fully passive adjustments (gains or losses) in the benefits

is In order to make theqe computations it is neeeqsary to adjust for the coverture fraction, which is the ratio of
time of job incumbency during marriage to total job incumbency with the pension-providing employer(s). 
Setl~rt that ratm was .875. The result in this ~imple illustration is obtained by multiplying the coverture fraction
times the uninflated pension, adding the nonpension marital property and dividing the figure by two, yielding
$90,344.91 ((.875 x 108,491,60 + 85,759.67)/2). If the pension actually has a present value 50 percent higher
due to COLA ,adjustments, the result is $114,077.44 (,(.874 x 162,737.40 + 85,759.67)/2).

14 According to N.C. GEN. STAT. 50-20, "The award shall be based on the vested accrued benefit, as provided
by the plan or fund, calculated as of the date of separation, and shall not include contributions, years of service or
compensation which may accrue after the date of separation."
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vested at the valuation date and include language that supports such adjustments? Statutes,
but more generally court decisions, may explicitly exclude evidence of cost of living or other
adjustments as being too speculative.

TABLE 2
State Comparison of Divorce Statutes:
Classification, Valuation Date, Capture of Appreciation, and Statute Number

Post Divorce
State Classification Valuation Date Appreciation Statute Number

1 Alabama Alimony No $30-2-51
2 Alaska ED DOT or DOS No $25.24.160
3 Arizona CP DOR No $25-318
4 Arkansas ED DOD Ycs $9-12-315
5 California CP Variable Yes $2610
6 Colorado ED DOD No $14-10-113
7 Connecticut Alimony DOD No $4613-81
8 Delaware Alimony No Ch. 13 $1513
9 Florida ED+Alimony Variable No Ch. 61.075
10 Georgia Alimony No $19-5-13
11 Hawaii Alimony DOD No $580-47
12 Idaho CP DOD Yes $32-712
13 l!linois ED+Alimony DOT No Ch. 750 $5/510
14 Indiana ED DOD Yes $31-1-11.5-11
15 Iowa D+ Alimony DOD No Ch.598.2!
16 Kansas Alimony No $60-1610
17 Kentucky Alimony DOD No $403.190
18 Louisiana CP DOR Yes C.C. Art. 2356
19 Maine ED+Alimony No Ch. 19.722A
20 Maryland ED DOD No FL $8-201
21 Massachusetts Alimony No Ch. 208 $34
22 Michigan Alimony Variable No $552.23
23 Minnesota ED+Alimony DOT No $518.54
24 Mississippi Alimony No $93-5-23
25 Missouri ED+Alimony DOT No $452.330
26 Montana ED DOD No Title 404.202
27 N. Dakota ED Yes $14-05-24
28 Nebraska Alimony No $42.366
29 Nevada CP+Alimony Variable No $125.150
30 New Hamp ED+ Alimony No $458:16a
31 New Jersey ED DOD No Ch 2A:34..23
32 New Mexico CP DOR Yes $40-3-9
33 New York ED Variable Yes FL 14 $236

15 In Berrmgton the court, citing the applicable Equitable Distribution statute stated, "but where the plan has
vested and value increased, a~ide from contributions made by employer and employee, after date of separation,
the increase in value after date of separation, which is not attributed to additional contributions, is marital
property. 23 Pa.C.S.A s 3501(a)." Berrington v. Berrington, 409 Pa. Super. 355, 598 A.2d 31 (1991).
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TABLE 2 (Coat)
State Comparison of Divorce Statutes:
Classification, Valuation Date, Capture of Appreciation, and Statute Number

Post Divorce
State Classification Valuation Date Appreciation Statute Number

34 North Carol ED+Alimony DOS No $50-20
35 Ohio ED+Alimony DOD No $3105.18
36 Oklahoma ED DOD No Title 43 $121
37 Oregon CP+Alimony Yes $107.105
38 Pennsylvania ED DOS Yes 23 Pa. $3501
39 Rhode Island ED+Alimony DOT No $15-5-16.1
40 South Carol ED+Alimony DOR No $20-7-472
41 South Dakota ED DOT No $25-4-44
42 Tennessee EDq-Alimony DOD No $36-4-121
43 Texas CP DOD No $3.63
44 Utah ED+Alimony DOD No $30-3-5
45 Vermont ED DOT No Title 15 $751
46 Virginia ED+Alimony DOT Yes $20-107.3
47 Washington CP DOR Yes $26.16.030
48 W. Virginia ED+Alimony DOT No $48-2-32
49 Wisconsin ED DOD Yes $767.255
50 Wyoming laD+Alimony DOD No $20-2-114

ED and CP stand for equitable distribution and community property, respectively.
DOT, DOS, DOR, DOD stand for date of trial, separation, retirement, and divorce or
dissolution, respectively. $ is used to designate section number.
Source: Baumer, D.L. and Poindexter, J.C. "Women and Divorce: The Perils of
Pension Division." 570) Ohio State Law Journal 203 (1996).

Sampling the Law - Statutes and Cases

A geographically dispersed sample of statutes and appellate court opinions from
throughout the U.S. reveals a great variety of positions on apparent legislative intent and
judicial interpretation in the handling of pensions as marital assets, both between states and
within them. What is considered fair and equitable in one state or one case is often unfair and
inequitable in another, and, indeed, there is a good deal of randomness in decisions by courts
within a single state.

In Texas, pensions must be valued at the date of divorce (DOD). hi Bert}., v. Berr~6
a Texas court noted that a nonemployee spouse may be entitled to a fixed percentage of the
employee spouse’s pension when collected but only if that spouse’s other assets are
insufficient to provide an immediate offset at DOD. When these assets are sufficient, the
employee spouse is entitled to retain the entire pension while the nonemployee spouse
receives an offsetting amount of property purportedly equal to the present value of the future
defined benefits at DOD. In Ber~, the court indicated that in calculating the present value

16 BetTy ¥. Bel’/’y, 647 S.W.2d 945 (Tex. 1983).
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of future defined retirement benefits at DOD, those benefits streams were to be frozen at the
DOD values, ignoring even highly probable increases in future benefits. T7

In contrast, in Caliibmia (and several other states), the courts have aclopted 
different view. In the Crook case, the California court held that, although the nonemployee
spouse is not entitled to share in any appreciation of pension benefits due to "increased age,
longer service, and higher salary,.., the nonemployee spouse is entitled to share in any increase
in pension benefits attributable to passive increases such as automatic cost-of-living
adjustment.’’18

Adding to the diversity of views, in New Jersey the decision of a trial-court judge to
take account of the eitbct of inflation on pension benefits was ruled reversible error. 19 The
Superior Court in New Jersey held that the nonemployee spouse’s interest in a pension at the
date of divorce should bc computed without considering the possible effects of inflation on
benefits to be received by the employee spouse at retirement (a mandate that was not offset
by any adjustment of discount rates to remove an inflation-adjusted yield component). This
appellate court decision in New Jersey is exactly the opposite of the Crook ruling in
California!

The list of cases with inconsistent rulings regarding the valuation of pensions in
divorce could be extended considerably. Our illustrative samples, however, will end with an
examination of two recent cases in Pennsylvania. In Zollars, the defendant husband’,,; expert
estimated tile present value of the husband’s pension at $54,825.60, assuming zero future cost-
oi;living adjustments? Both the trial court and Superior Court in Pennsylvania agreed with
the estimate of the plaintiffs expert, that the present value of the pension was $1’76,000,
incorporating semi-annual cost of living ’adjustments in benefits. Later in Berrington, another
Pennsylvania case, the issue of appreciation of pension benefits after DOS was addressed
again, with the Pennsylvania court apparently reversing itsel~1 In this case, the nonemployee
spouse rejected an immediate offset because she believed (probably correctly) that she would
receive greater (present) value with a deferred distribution, which would allow her to capture
her share of future appreciation. The Superior Court in Berrington reversed the trial court’s
decision with a confused directive that, "[T]he marital property calculation [must] yield the
same pension benefits under either method of distribution." [emphasis added]22 Of course,
since future appreciation was not allowed in the immediate offset but would he recoverable
in a deferred percentage distribution, the two methods generally can not yield the: same

17 See Brown, S., "An Interdisciplinary Analysis of the Division of Pension Benefits m Divorce and Posl-

Judgment Partition Actions: Cures for the Inequities in Berry. v Berry" 39(4) Bay/or Law’ Revtew 1131 (Fall
1978).

is In re Crook, 3 CaI.Rept.2d 905, 2 CaI.App.4th 1606 (1992).

19 DiPietro v. DiPietro, 193 N.J.Sup. Ct. 533, 475 A.2d 82 (A.D. 1984).

2o Zollars v. Zollars, 397 Pa. Super. 204, 579 A.2d 31 (1991).

21 Berrington v. Berrington, 409 Pa. Super. 355, 598 A.2d 31 (1991)

22 M at 367.
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amounts, adjusted to present value. Moreover, this is a result in a state that, in a previous
decision, appeared to comprehend fully the nuances of DBP plans.

Creation of Perverse Incentives

A sample of several hundred recent cases dealing with valuations of assets in divorce
reveals clearly that valuation of DBP plans is the most litigated valuation issue by far and that
virtually all of the appellants are female, nonemployee spouses.23 It is clear that, with great
confidence, male employee spouses can generally expect to collect at least 50 percent of the
true value of the DBP. Even so, when expected benefit escalation in a DBP plan is modest,
it generally may be in the interest of a nonempioyee spouse to renounce a claim on the
pension in return for an immediate offset that at least reflects the present value of the DBP
plan with zero benefit escalation. This presumption, of course, reflects the fact that immediate
offsets avoid certain pension risks for the nonemployee spouse, including opportunistic
behavior by the employee spouse, which may overwhelm a claim to possible future
appreciation. Ilowever, when expected appreciation on the DBP plan is relatively large, it is
more likely that noncmployec spouses will resist an immediate offset (and continue litigation)
if courts persist in assuming away benefit escalations.

"Solutions"

Unless current and future workers (implicitly) contract to take the deferred part 
their compensation in payments that are fixed in nominal terms for life, the need for more
consistent and satisfactory methods of’ DBP plan valuation will remain a public-policy
imperative. Of course, a start in this direction is mere recognition on the part of courts that,
in economic processes, a zero rate of change enjoys no special status (is not necessarily any
more "speculative" and/or "conjectural") in relation to other rates of change. In fact, with
some employers explicitly committed to COLA adjustments in benefits to active retirees
(including numerous federal and state government units), a uniform assumption of zero
escalation appears worse than conjectural.

Careful consideration of evidence bearing on the prospects ibr benefit escalations
should be a norm for courts. Just as courts expect to hear expert testimony on the values of
discount rates and life expectancies, they should expect to hear expert testimony on the
likelihood of benefit escalations and the corresponding impact on the (present) values 
future expected benefits. If litigants perceive that accurate values of DBP plans are provided
in and relied upon by courts, their inclination to appeal distributive decisions should be
markedly reduced. As between immediate offsets and deferred distributions, equivalent
calculated values would leave litigants with preferred outcomes, as opposed to indifference,
based on their own weighing of perceived risks of deferred distributions and values of
disentanglement. With immediate offset elections eliminating pension risks and post-divorce
opportunistic behavior as an option, accurately (present) valued immediate offsets would
almost always be preferred by nonemployee spouses to deferred fixed-percentage
distributions. Therefore, asset distributions based on such values should reduce the volume
of nonemployee-spouse appeals/continuation litigation. Of course, with such values as a

23 See Baumer and Poindexter (1996) for a more complete case analysis.
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starting point, courts could provide some explicit adjustment amount for the value of
disentanglement and risk avoidance (implying some degree of overvaluation from a personal
perspective), recognizing that any such adjustment will be a target for challenge.

To the extent that more efficient court procedures reduce litigation and the need for
judicial supervision after divorce, social savings will be a welcome result, along with more
equity in equitable distributions. Of course, it is possible that ally reduction in nonemployee
spouse appeals would be replaced by appeals by dissatisfied employee spouses.
Consequently, more than just better information in courts may be needed to assure equity and
social savings through reduced litigation.

A Woman’s (Nonemployee Spouses"?) Choice Suggestion

While many schemes may be possible, and other analysts may well have more
compelling methods for propelling litigants to agreement in DBP valuations, we offer one
simple extension of court procedures in pursuit of this goal. In the atmosphere of antagonism
that often exists in divorce settings, the litigants may well be unwilling to reveal voluntarily
the "true" values they place on the elimination of contractual entanglement and pension-
related risks.

Perhaps the employee spouse should be required to provide a "buyout price" in the
form of an immediate offset offer that is to be calculated at least equal to the present value of
the DBP with no benefit escalations. Such a figure may be attested to and defended by both
parties’ experts where used. The nonemployee spouse would then be allowed to elect either
the immediate-offset proposal or a deferred fixed percentage of the DBP distribution. If the
cmploycc spouse values cessation of financial entanglement and acrimony (s)hc may 
induced to forestall court interventions (avoiding costly litigation) by offering somewhat more
than the present value of the DBP plan without escalations. Of course, the closer the offer
price is to a present value that captures reasonably expected benefit escalation, the greater is
the likelihood of acceptance by the nonemployee spouse. At the same time, avoidance of
pension default risk, financial entanglement and post-divorce opportunistic behavior should
induce a well-intbrmed nonemployee spouse to accept significantly less than a full), COLA-
adjusted offer.

Just as buy-sell agreements are expected to have favorable efficiency consequences
in the event of the breakup of a closely held commercial partnership, :4 the structured
transaction process suggested above may be expected to improve both equity’ and efficiency
in DBP plan divisions. Transactions may be expected at values that more accurately reflect
risk-adjusted ("market-like") values, with far less (appeal) litigation resulting.

Conclusions

With most state statutes either permitting or suggesting that DBP plan valuations pay
heed to likely escalations of pension benefits, while most (but not all) court rulings have
disallowed such considerations, it appears to be imperative tbr economic experts to be
thoroughly familiar with the legal precedents in their states when valuing defined-benefit

24 In a buy-sell arrangement one disgruntled partner is required to state a price, while the other has the option of
electing to "buy" or "sell". l’his arrangement provides a remedy for unrealistic statements of value in an asset
(the closely held corporation) that is not traded in organized markets.
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pension plans in divorce cases. In many jurisdictions, it appears that experts should be
prepared to provide values of pensions, both based on benefit levels frozen at a prescribed
valuation date and at escalated levels consistent with company history and other relevant
information. In states where the present values of pension benefits are frozen at DOS or DOD,
valuation experts should advise attorneys and clients that the immediate offset method may
yield less to nonemployee spouses than taking a fixed percentage of the retirement benefits
and should be prepared to quantify and defend the calculation of the differential. Of course,
risks of actual collectability of a future pension stream and the burdens of continued ties to
an ex-spouse must be considered when making any immediate-offset-versus-deferred-share
choice.

The disparity in pension-plan values resulting from current court practices appears
to leave a large proportion of pension-share claimants (those who do not re ’tain a share in the
plan) convinced that they are undercompensated. This violates the intent of equitable-
distribution laws, clogs appeals-court dockets with valuation claims, and promotes the pursuit
of pension-disbursement-sharing agreements that maintain long-term financial entanglement
of parties who, in all likelihood, would prefer to avoid such ties.

The first and most immediately needed step toward equity and efficiency
improvements is simple recognitions of the probabilities and magnitudes of prospective
benefit escalations, for, if a zero escalation is less likely than a non-zero value, a mandated
assumption of no escalation forces actual speculation and conjecture to be imbedded in the
core of the plan valuation procedure. Changes in valuation/negotiation/litigation procedures
to require consideration of benefit escalations and to allow more choice (voluntarism) into the
system should result in the elimination of unneeded litigation and prolongation of acrimony
by former spouses, while also producing equity outcomes more in line with state objectives.
Simple oft~r/choice systems might be able to accomplish these goals.

Unfortunately, convincing judges and legislatures of the need for change in this area
is a daunting task. The issue itself is relatively complex and perhaps not as appealing to file
electorate as "fighting crime" or promoting "family values." Although most of the equitable-
distribution and community-property state divorce statutes are broad (or ambiguous) enough
to accommodate the allowance or nonallowance of likely appreciation in DBP plans in
immediate offset values, precedents have been established in this area that may be difficult
to reverse. Happily, the magnitude of valuation errors from omission of benefit escalations
is likely to be lower for divorcees in the 1990s than they were in the last three decades of
equitable-distribution asset divisions, as more companies are switching from defined-benefit
to defined-contribution forms of retirement plans and as, with a slowing of inflation, the
application of COLA adjustments are less prevalent. IIowever, a diminished magnitude of
the problem is not eradication, and the number of potential victims remains in the hundreds
of thousands if not millions. Rarely do economists have an opportunity to correct a problem
that affects the welfare of so large a group so immediately.

Appendix

A Crystal Clear Scenario

Simply for the purpose of maximum clarity, suppose that a divorcing pension-plan
owner actually stops working at the date designated by a court for pension-plan valuation. In
this case, any pension-plan rule-change, subsequent to this simultaneous quit/valuation and
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continuing through the life of the pension-plan owner, certainly cannot be attributed to post-
marital efforts of the pension-plan owner. In this scenario, it is clear that with a "predicted"
change in the benefit formula, an accurately appraised present monetary value of the projected
escalated benefits changes in step, from the original value B to the enhanced value fxB. Both
spouses have an equitable claim on the additional pension value [(f- I)×PVB] provided by any
such passive escalation in benefts. Likewise, if the pension plan owner continues
employment, but receives benefit enhancements (on the marital portion of pension benefits)
that would have been applied either with employment continuation or with retirement, the
value increase is marital.

When Equal is Not Equal

For sake of argument, assume that an equitable-distribution verdict deems equal to
be equitable and requires an immediate post-trial payout settlement. Based on’the benefits
formula in place at the prescribed date of valuation, assume A, the employee-spouse, keeps
full rights to the pension benefits earned to the valuation date and pays B one half of PV~
With no subsequent passive formula adjustment during survival years, both A and B retain
equal values of one half of actual pension benefits (at date of trial, presumed to be 1/2 of PVB).

However, should the multiplier factor be altered during the post-marital period, say
to an average value of the fxF, A will receive an expected benefit stream with the escalated
present value PVB,~, = t~<PVB. With an fvalue greater than one (say 1.25), A will end up with
a net present value (after payments to B) of considerably more than half of actual pension
benefits, with B having received a lump sum settlement that is considerably less than half.
If the increases in the multiplier are passive changes, as described above, the resulting
inequality may well be inequitable as well. To illustrative, suppose PVn (~1) is determined
to have a value of $40,000. With f having a value of 1.25, PVBaew = 1.25 x $40,000 or is
$50,000. With B having received 0.5 of $40,000, or $20,000 and A retaining rights to a
pension with a present value of $50,000, A retains on net balance an interest with a present
value of $30,000 (= $50,000 - $20,000), or 50 percent more than the present (.cash) value
awarded to B. Clearly, the use of lump-sum payoffs of retirement-benefit claims has the
potential for mischief in the pursuit of equity in ED cases.

Generalizing the Distributional Consequences of Multiplier Adjustments

The fractional distributions to A and B need not be equal. Fraction "a" may be
assigned to A and fraction "b" (= 1 - a) to B. In the illustration above, since A retained 
pension with a present value of fs<PVB while providing B with a lump-sum distribution with
a value of b×PV~ or, equivalently, (1 - a)×PV a the net present value available to A is (f 
b)XPVB, while the present value of the award to B is (1 - a)xpvw In the illustration above,
with an for 1.25 and an "a" (and "b") of.5, the present value retained by A is $30,000 [= (1.25
- .5) x $40,000] and the present value received by B is .5 × $40,000 or $20,000. Of course,
the conclusions are perfectly symmetrical ifB is the pensioned spouse and A the lump-sum
recipient.
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Engagement Letters for Experts in Valuing Damages in Personal Injuries and
Wrongful Deaths

W. Wade Gafford, CPA’

Introduction

When an expert ~s hired to perform a service, h~s involvement wzth h~s chent is
commonly called an engagement For the expert to provide the proper servme and avoid
potential problems with his chent(s), the parties should come to an understanding about the
engagement before services are provided The understanding about the engagement should
include the services to be promded, the responslblhtles of the parties to the engagement, and
other terms of the engagement including the method of determmmg the fees for the services,
and the dates the fees are to be prod The understanding of the engagement can be left to an
oral agreement or the expert may draft a letter that outhnes the understanding of the
engagement 2 This type of letter is commonly called an engagement letter Experts typmally
style engagement letters as business letters signed by the expert with a place for the chent(s)
to sign and accept the terms of the engagement This article describes and promdes examples
of various prov~smns that an expert might choose to include m an engagement letter when
valumg2 damages m personal injury and wrongful death cases 3

Necessity of Engagement Letters

Experts are not required to use engagement letters when prowdmg services
However, using engagement letters does provide a convement means of outhnmg the
engagement to prevent m~sunderstandmgs and to provide for a method of resolwng future
d~sputes about the engagement should any arise Underwriters of professional habflay
insurance for CPAs value engagement letters in that they currently quote lower (5 percent
less) premmms for those CPAs who use engagement letters on all engagements than for
those CPAs who do not use them

Expert witnesses have historically had slgmficant protection from mvfi habfiay
through a lmgatlon pnwlege granted to wanesses The current natmnal trend is to exclude
neghgence of ~endly expert witnesses from the lmgatmn pnwlege A slgmficant recent case

’ A CPA and Chief Financial Officer of Compensation Resource Group, Inc. m Pasadena,
Cahforma

Professionals frequently use engagement letters even when written engagement proposals are
prowded to the client

2 The author has used the terms valuing and valuation throughout tins article to convey the notmn
that the process used by an expert is more than a mere calculation or computation, the expert
commonly determines, considers, and quantifies factors that impact an eqmvalent monetary value
of certain damages, m other words, the process has characteristics of an appraisal process.

3 Although th~s article describes engagement letters specifically for valuing damages m personal
m lury and wrongful death cases, minor modffieations could be made to the provisions of the
sample engagement letter to tafior them to fit most other types oflmgatlon serwces provided by
experts.
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lsMattcoForge, Inc. v. Arthur Young & Co 4In 1992, a Cahfomla Court of Appeals decided
that a statutory litigation privilege that protects attorneys, judges, jurors, witnesses, and other
court personnel from liability arising from publications made during a ju&clal proceeding
does not apply to claims of neghgence of the expert by the party who hired the expert The
court reasoned that the lmgatlon privilege applies to adverse witnesses, but not to friendly
witnesses

That California Court of Appeals ruling sent the case back to the lower court for
trial. In June 1994, the jury in a Los Angeles Superior Court reached a verdict against the
expert and awarded $14 2 million m compensatory damages and approximately $28 million
m punitive damages

This case suggests that expert witnesses may be subject to civil liability, therefore,
careful attention to matters such as engagement letter preparation may be helpful rn avoiding
civil liability, controlling legal expenses, and reducing professional liability insurance costs.

Content of Engagement Letters

The content of engagement letters will vary depending on the court :system,
circumstances, professionals, and clients involved At the end of this article is a sample
plaintiff engagement letter and with minor modifications it could be adjusted to be a defense
engagement letter It contains 14 paragraphs for experts to consider using when valuing
damages m personal injuries and wrongful deaths Each paragraph and major prowslon is
explained in the remainder of this article

Identification of Parties to the Engagement (see Sample Paragraph 1)

Either the attorney5 or the attorney’s client or both may engage the expert Directly
engaging the expert by the attorney, or both the attorney and his client, is the first step that
the attorney can take to protect expert information from discovery by the opposing party until
the attorney decides that he expects to call the expert to testify 6 If the attorney’s client hires
the expert uathout the attorney being a party to the engagement, expert information may not
be as easy to protect from discovery by the opposing party under exther the Federal Rules of
Civil Procedure or applicable state rules As included in the sample engagement letter, the
attorney, his client, and the expert may benefit by including the attorney’s client as a party
to the engagement to help prevent misunderstandings and disputes regarding the selection
of the expert, the expert’s services, and the expert’s fees

Identification of Case and Parties to the Litigation (see Sample Paragraph 1)

If the plmntitTs attorney has filed the lawsuit, the engagement letter should identify

4 Mattco Forge, Incv. Arthur Young & Co., 6 Cal. Rptr 2d 781

s The author intends the use of the word attorney to include the attorney’s law finn.

6 The term expert reformation is used m tlus article to mean (1) facts known or relied upon by the
expert, (2) the expert’s oprmons, and (3) the expert’s work product
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the case and parties to the htigation, otherwise, the parties to the dispute and related subject
matter should be identified As included m the sample engagement letter, the identification
of the case and parties to the litigation is another step that helps document that the expert
was retained or specially employed in antfctpation of litigation or for preparation for trial
That is another key element to protecting expert reformation from discovery from the
opposing party until the attorney decides that he expects to call the expert to testify 7

Restricting Use of Documents Prepared by the Expert (see Sample Paragraph 1)

Unfortunately, documents prepared by an expert might be published or used for
purposes other than the intended lmgatlon As a precautmn, the sample engagement letter,
in the last sentence of the first paragraph, prohib~ts publishing or using documents prepared
by the expert for purposes other than the engagement related case

Discovery of Information, Opinions, and Work Product from Experts (see Sample
Paragraph 2)

The scope of dlscovery m a civil case under the Federal Rules of Clvd Procedure
and comparable state rules is quite broad Rule 26 of the Federal Rules of Civil Procedure
controls the scope of discovery in civil cases before federal district courts In general,
discovery, is allowed for any matter that is not privileged and is relevant to the case
D~scovery is even allowed for reformation that is not admissible at trial if the reformation
appears reasonably calculated to lead to the discovery of admissible evidence Although
discovery is generally allowed for any matter that is not prlvdeged and ts relevant to the case,
the rules of civil procedure provide for specific hmltatlons on certain types of discovery
related to expert witnesses

Privileges

The matters that are totally exempt from discovery are those matters that are
formally recognized as privileges under the rules of evidence Rule 501 of the Federal Rules
of Evidence provides that privileges are governed by the pnnciples of common law and are
determined by state law in clwl actmns govemed by state law

Although what constitutes privileges may vary depending on whether federal or
state law or whmh state law applies, privileges commonly include communications m
relationships between attorney-chent, doctor-patient, pnest-pemtent, and husband-wife in
addmon to the pnvdege against self-recrimination

Generally, these privileges exist unless they are wmved Wright, Miller, and Marcus
mdmate that Rule 26(a)(2) of the Federal Rules of Clml Procedure was designed to reqmre
disclosure of attorney-ehent privileged information that a testifying expert possess ~ That
notion is directly supported by the notes of the advisory committee on the rules to the 1993

7 See the discussion m the section tatled "Discovery of Information, Opimons, and Work Product
from Experts"

8 Wright, Miller & Marcus, Federal Practice and Procedure Civil 2d § 2016 2
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amendments Essentially, any pnvfieged reformation furnished to a testifying expert becomes
subject to disclosure, in other words, the privfiege ts waived

Work-product

In the above discussion, the term prtvtlege was used strictly to indicate that the
matter ~s totally exempt from discovery as opposed to protected from discovery m certain
circumstances and not in other circumstances In other words, situations that result m limited
lmmumty from discovery have not been referred to as prwfieged One such hmaed lrnmumty
matter m that of tangible trial preparation materials, sometimes referred to as attorney work
product

The work-product doctrine of the U S Supreme Court case ofHickman v. Taylor°
was substantially incorporated Into the Federal Rules of Civil Procedure through the 1970
amendments that created Rule 26(b)(3) Essentially, tt defines tangible work-product 
tangible things that are relevant, but not privileged, and prepared (1) by the attorney or 
agent for the attorney and (2) in anticipation of litigation or for trial, although, the reference
to subdivision (b)(4) excluded experts as agents of the attorney Therefore, as noted below
under "experts," the notes of the advisory committee on the rules to the 1970 amendments
say that expert reformation Is not work product, but It Is afforded varying types of protection
from discovery under the unfatmess doctrine

Experts--Generally

After the Hwlonan v. Taylor case, lower courts made different interpretations of the
work-product doctrine, some allowed information from experts to be protected from
discovery and others did not. In addition, some courts have allowed information from experts
to be protected from d~scovery as pnvdeged mformatmn The notes of the advmory
committee on the rules to the 1970 amendments essentially reject prevmus court dec~sions
that rendered expert reformation as pnwleged or as work product of the attorney; however,
expert information is afforded varying types of protection from discovery under the
unfalmess doctrine

The Federal Rules of Clvfi Procedure and the notes of the advisory commlrtee on
the rules provide for four different circumstances regarding experts (I) experts informally
consulted, (2) experts retained or specially employed and the attorney does not expect to call
the expert to testify, 0) experts retained or specially employed and the attorney expects to
call the expert to testify, and (4) experts that are ordinary witnesses

Experts~Informaily Consulted.

The notes of the advisory committee on the rules to the 1970 amendments stale that
subdivmmn (b)(4)(B) "precludes dmcovery against experts who were informally consulted
m preparation for trial, but not retained or specially employed" One common situation
where an expert is informally consulted occurs when the attorney discusses with the expert
the posmbfiity of being hired to work on the case, but the expert ts not selected, retained, or

9 Htckman v Tatlor, 67 S Ct 385
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spemally employed

Experts--Retained or Specially Employed but Not Expected to Testify

After the attorney retains or spemally employs the expert and before the attorney
decides that he expects to call the expert to testify as a witness, Rule 26(b)(4)(B) 
Federal Rules of Clvd Procedure hmlts dmcovery to the following

Those situations covered by Rule 35 of the Federal Rules of Civil Procedure, whmh
relate to when the mental or physical condition of a person is m controversy In
those situations the rule allows the court to order an examination by smtably
licensed or certified examiners, such as physicians, dentists, psychologists, and
occupational therapists
Those situations in which the opposing party can show that exceptional
c~rcumstances make ~t ~mpracticable to obtain the facts or opmmns on the same
topic by other means

A primary example of a showing of exceptional circumstances as described in Rule
26(b)(4)(B) is when no other experts for the particular topm are reasonably available 
many experts m valuing damages m personal injuries and wrongful deaths are avmlable, at
is quite unhkely that discovery would be allowed from such an expert who Is not expected
to be called as a wetness at trial

Experts-----Retained or Specially Employed and Expected to Testify

Wright, Mailer, and Marcus~° mdacate that the attorney must under Rule 26(a)(2)(A)
identify an expert as a testifying expert when the attorney decides that he expects to call the
expert as a witness Rule 26(a)(2)(B) will then require certain informatmn 
automatacally dmclosed wathout a dascovery request, including a wratten report prepared and
sagned by the expert

The first phrase m that rule, "Except as othervase stipulated or directed by the court
· . ," has essentmlly given each distract court the aNhty to opt out of the rule by adopting
local rules A March 24, 1995, report by the Federal Judmial Center says that Rule 26(a)(2)
is in effect m 74 distracts, but seven of those have made significant revisions, and not m
effect m 20 dastncts, but four of those have substantially provided for the rule m a Cavil
Justme Reform Act plan or local rule This automatic disclosure reqmrement was adopted
m the federal rules in 1993 and most of the individual states have not yet mcluded it m thmr
rules of card procedure Whale mdavidual states do not always rush to adopt new changes to
the federal rules, it as reasonable to expect that the adoptmn oftNs rule by m&vadual states
will be slower than other rule changes have been, particularly constdering the number of
federal districts that have opted out of at.

In addmon to the automatac &sclosures under Rule 26(a)(2)(B), dascovery 
deposition m allowed by Rule 26 (b)(4)(A) of experts identified whose opinions 
presented at trial

~0 Wright, Miller & Marcus, Federal Practtce and Procedure Ctvtl 2d § 2031 1
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If the expert’s role begms with discovery protection because he is not expected to
be called as a testifying expert and that role grows into a discoverable role because the
attorney decides that he expects to call the expert to testify, all of the expert’s work product,
expert’s opinions, and facts known or rehed upon by the expert are discoverable no matter
when the work product or opinions were created or facts were obtained The rule does not
restrict the time period in which discoverable information was created or became known

Experts--As Ordinary Witnesses

Experts that are not retained, specially employed, or informally consulted on the
case, but possess relevant information are treated as ordinary witnesses This group of
experts is not directly discussed in the rules, but the notes of the advisory committee on the
rules to the 1970 amendments provide for that interpretation

Existence of Conflicts of Interest or Not (see Sample Paragraph 3)

Although many situations are quite clear about whether or not the expert has a
conflict of interest, defining exactly what is and is not a conflict of interest may not always
be easy The American Institute of CPAs has some literature on conflicts of interest that may
be useful to experts That literature includes Interpretation 102-2 of its Code of Professional
Conduct That interpretation does not define the term conflict of interest, it simply de,;cnbes
general situations that may, although may not, create a conflict of interest That
interpretation, in part, follows

Conflicts of Interest . A conflict of interest may occur if a member
performs a professional service for a client or employer and the member
or hm or her firm has a significant relatmnship with another person, entity,
product, or service that could be viewed as impairing the member’s
objectlwty If thls significant relationship is disclosed to and consent is
obtained from such chent, employer, or other appropriate parhes, the rule
shall not operate to prohibit the performance of the professional service"

The third paragraph of the sample engagement letter provides for an affirmative
statement that the expert is not aware of any conflicts of interest If the expert has conflmts
of interest that have been waived by the appropriate parties, the third paragraph should be
changed to descnbe the conflicts of interest The attorney and the expert should consider the
potential effectiveness of the expert when conflicts of interest exist, although, ff the attorney
resmcts the engagement to an adwsor role that Is protected from discovery by the opposing
party, the effectiveness may be excellent

Limitations That May Require Other Experts (see Sample Paragraph 4)

The development and the ablhty to support certain assumptions to valuations of
damages in personal injuries and wrongful deaths may require experts other than those that
have the qualification to make the valuation Non-valuation experts that the case may require
include experts in medical, life care, psychiatric, psychological, and vocational rehabilitation
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fields Determining the appropnate evidence to present in the case is a legal matter,
therefore, the attorney is responsible to identify and proffer the appropriate evidence,
including expert testimony or other evidence regarding the above non-valuation areas.
Paragraph 4 of the sample engagement letter provides a provision to make it clear that the
attorney is responsible for these legal matters

Initial Services to Be Completed and Expected Timing (see Sample Paragraph 5)

The engagement letter may descnbe any mmal services to be provided and if
possible the expected completmn time It is ~mportant to describe what ~s reqmred of the
attorney and hm client to be able to prowde the serwces That generally includes obtaining
documents and mformatmn for the expert The engagement letter may s~mply refer to another
document provided by the expert that catalogues the reformation and documents that the
expert will need

Experts may also provide for a representatmn m the engagement letter that to the
best of the attorney’s and his chent’s knowledge and behef that any information or
documents provided by the attorney or his chent are true, complete, and correct Th~s type
of representatmn ~s s~mdar to representations obtained from chents in valuing their business
or au&tmg the financml statements of a person or business

Paragraph 5 of the sample engagement letter provides a descnptmn of preparmg an
economic valuation report as the inmal servme to be prowded along wah ~ts estimated
completion time, which is dependent upon recelwng all the reqmred information.

Update of Written Report Prior to Testimony (see Sample Paragraph 6)

Paragraph 6 of the sample engagement letter provides for a written valuation report
to be updated pnor to testimony occurnng or at any t~me the attorney makes such a request
This is to ensure the best available mformatmn is used for tesumony purposes

Additional Services That May Be Provided (see Sample Paragraph 7)

Depending on the initial services agreed upon, addmonal services that the expert
may provide w~ll vary In the seventh paragraph, the sample engagement letter describes
other types of servmes the expert may promde This provision simply allows for other
possibilities to avoid the need for amendments to the engagement letter for common serwces
provided

Limitation on Responsibility (see Sample Paragraph 8)

Many factors may affect the resolution or outcome of a case An expert’s
responsibilities must be limited to his opinions and work product and those responsibilities
must not extend to all factors that affect the ultimate resolution or outcome of the case The
attorney is not reqmred to accept or use the opinions or work product of the expert The
expert ts hired to provide objectwe opinions and work product, that is, opinions and work
product that are lmpartml without regard to whether the plaintiff or defendant will benefit

1



38 LITIGATION ECONOMICS DIGEST

Such a provtsmn m an engagement letter will help clarify that the expert is not a biased hired
gun In addmon, opposing attorneys may obtain the engagement letter through the &scovery
process and attempt to use ~t to lower the cred~b~hty of the expert; such a provlslon ~mll help
dtscourage such attempts by opposing attorneys Paragraph 8 of the sample engagement letter
descrtbes these hm~tatmns on the respons~bd~ty of the expert

Besides hmmng the expert’s responstbfimes to h~s opmmns and work product, the
expert may resist upon the chent(s) agreemg to hmlt thetr possible clatms against the expert
to the amount of fees charged The opposing party could imply that such a hmitatmn
promotes expert wanesses to temfy untruthfully and biased m favor of his chent, although
the logm of that argument seems faulty The tner of fact principally expects the expert to be
unbmsed or bmsed m favor of h~s chent Rarely, if ever, would the tner of fact expect the
expert to be btased against his chent, winch Is the type of untruthfulness that could be
promoted by the expert’s client agreeing to hmit his clmms against the expert This type of
hmltation should not be extended to possible clmms of third pames because that could be
exploited by the opposing party as promoting b~ased testimony m favor of the chent

The sample engagement letter simply hmas the expert’s respons~bllmes to his
chent(s) to the amount of fees that have been collected for serwces rendered, exclusive 
reimbursed expenses

Amount and Timing of Fee Payments (see Sample Paragraphs 9, 10, and 11)

Clear commumcatmn about the expert’s fees ~s important in preventing surprises,
m~sunderstandmgs, and unhappy clients Absent an open-ended fee arrangement, the sample
engagement letter prowdes several types of prowsmns that will help provide clear
commumcatmn about the expert’s fees

Having both the attorney and the attorney’s chent responsible for payment of the
fees is generally best for all pames Generally the expert does not have to be concerned about
whether or not the attorney can pay the fees w~thout the attorney winning the case If the
attomey is not responsible for payment of the fees, at least m addmon to his chent, the expert
along with the attorney will need to evaluate the abfilty of the attorney’s chent to pay the fees
w~thout a wctory m the case and to have the fees current at the t~me of trial. If the fees are
not current at the t~me of the trial or there ~s a s~gmficant nsk that the chent cannot pay the
fees without a vmtory m the case, the opposing party can attack the objectlwty of the expert
and possibly undermine h~s cred~bday with the trier of fact This s~tuatmn presents a s~milar
nsk as ~f the expert’s fees were a contingency fee arrangement If the attorney is not willing
to have any respons~bfi~ty for payment of the expert’s fees, the expert may deal w~th the
&fficult slmatmn by requmng advance payments of estimated amounts before a final written
report ~s ~ssued or testimony is g~ven. An engagement letter prowsmn for esumated
payments that could be included m the sample engagement letter is as follows

Despite the above payment terms, all servmes prowded in preparing a
written valuanon report must be prod before its issuance In addmon, all
fees related to testimony m depositions or real must be prod m advance
based on an estimate or I am not obhgated to be present for tesumony

Rule 26(b)(4)(C) of the Federal Rules of C~vfl Procedure provtdes for 
c~rcumstances when the opposing party must pay for some of the expert’s fees The sample
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engagement letter provides for a separate mvmce for any pomon of the expert’s fees and
expenses that the attorney directs to be charged to the defendant and defendant’s attorney
In addition, the attorney and the attorney’s chent remain responsible for payment of the fees,
since ~t ~s the attorney’s responsibility to get the court to order payment ffthe fees are m
dispute

Resolving Disputes (see Sample Paragraph 12)

Methods of resolving dmputes that arise about the services provzded by an expert
include out-of-court negotiations and settlements by the parties, litigation In the appropriate
court system, and alternative methods to lmgation The tradmonal lmgatlon process is
expensive and may stretch over a long t~me for many reasons, including that court resources
are scarce As a result, alternative methods have developed to resolve cirri disputes,
arb~tratmn ~s extremely common among such techniques

Arbitration is a process in which the parties to the dispute are heard at a heanng
conducted by a neutral third party, the arbitrator Two basic issues that parties to an
arbltratmn must agree upon are whether or not the arbitrator’s decision can be binding or not
and what procedural rules will apply to the arbitration process, including the hearing If the
decision Is binding, the parties to the dispute give up the right to have the dispute decided
m a court of law before a judge or jury and instead are accepting the use of arbitratmn for
resolutmn

The pames to an arbttratmn frequently agree to use the procedural roles of the
American Arbltratmn AssocJatmn.n The commercial arbitration rules are appropriate for
engagements of experts, although CPAs might choose to use the arbitratmn rules for
professional accounting and other related services disputes Since the commercial arbitration
rules do not authorize full discovery, it will be qmte hmlted or not ernst Since everyone m
the United States has a right to resolve disputes through the state and federal court systems,
altemaUve dispute resolution methods depend upon the parties to the dispute agreeing to use
an alternative method,~2 particularly when the third party has the power to impose a solution
As a result, arbitration ~s a contractual matter between the parties, a party cannot be required
to arbitrate a matter for a binding dectsmn without a valid contractual agreement

Paragraph 12 of the sample engagement letter prowdes a contractual agreement for
any disputes to be decided by arbitration in accordance with the Commercml Arbltratmn
Rules of the American Arbitration Association

In addltmn to the arbitration matter, paragraph 12 of the sample engagement letter
provides for the attomey and his client to pay reasonable attorney fees incurred by the expert
to collect or pursue arbitration for past due mvomes ff any portion of the unpaid fees are
determined to be due Essentially the performance of expert services without immediate or

~2 Experts desiring to draft modification clauses to the Conunercml Arbitration Rules of the AAA
should refer to Drafnng Dtspute Resolution Clauses--A Practical Crutde and Drafting Dispute
Resolutmn Clauses for Professional Accounting and Related Services Disputes by the AAA
Those pubhcatmns as well as others may be obtained free of charge by calling the AAA’s primary
office m New York City at (212) 484-4000

n Tlus excludes those arbitrations that are required by certain courts for certain types of cases,
although, those arb~tratmns do not contain binding decisions

I
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advance payment results m a granting of credat Many commermal enterprises haw~ learned
that having the credttor responsible for reasonable attorney fees related to collectmn can be
amportant or some individuals or businesses wdl not pay amounts due that are smaller than
the attorney fees required to pursue collecnon To keep the requxrement to pay reasonable
attorney fees from being one saded, the sample letter does not provide for the expert’s
attorney fees to be prod by the engaging attorney ffthe arbnrator detenmnes that none of the
unpaid fees are due

Halting Services or Terminating Engagements (see Sample Paragraph 13)

Three types of situations may result In the expert haltmg servmes or terminating the
engagement, which are the following.

Invmces for serwces rendered are not t~mely prod.
A change an the attorneys or partaes revolved an the case
Informatmn becomes known that makes the expert’s serwces inappropriate, for
example, the expert may become aware &facts that leads the expert to conclusmns
that are slgmficantly different from the attorney’s desare and the attorney strongly
expects or msasts on the expert rendermg an opmmn w~th which the expert
dasagrees Besades at being unethical for the expert to render such an opmmn, the
opposing party may destroy the expert’s testimony and even leave a record for
tmpeachment of the expert’s credlbfitty an future cases

Paragraph 13 of the sample engagement letter specifically reserves the right to halt
further servmes or terminate the engagement for any of the above reasons

Effective Date of Engagement Letters (see Sample Paragraph 14)

To prevent any misunderstanding that the expert has accepted an engagement,
paragraph 14 of the sample engagement letter makes it clear that the engagement does not
begin until the attorney signs the engagement letter and returns it to the expert. In addmon,
~t does not become effect~¥e untfi the retainer as prod to the expert

Summary

Using engagement letters provades a convement means of documentmg the partaes’
understanding of the engagement. Engagement letters can help prevent m~sunderstandmgs
about the services to be provided, the responslbfimes of the pames to the engagemenl, and
the terms of the engagement In additmn, they may help document that the expert’s oplmons,
expert’s work product, and facts known or rehed upon by the expert are protected from
dascovery by the opposing party untfi the attorney demdes that he expects to call the expert
to testify With an approprmtely structured engagement, the attorney wfil have a chance to
know and understand the expert’s opinions and work product before he decides that he
expects to call the expert to testafy. The content of engagement letters wfil vary depending
on the court system, circumstances, professionals, and chents mvolved



[Date of Letter]

Gafford

Sample Plaintiff Engagement Letter:
Economic Damages Valuation Report

Letterhead of Expert

41

[Mr or Ms ] [Attorney’s Name]
[Law Firm’s Name]
[Street Address]
[City, State, & Zip Code]

Dear [Mr. or Ms ] [Attorney’s Last Name]

1. This letter is the entire agreement between [Law Firm’s Name] ("you"),
[attorney’s client’s name] ("your chent") and W Wade Gafford, CPA (’T’ or "me") under
which I will provide htigation consultmg servmes in the matter of [Plaintiff’s Name] v
[Defendant’s Name] before the [Name of Court and Location], which matter is Docket
Number [number to identify case] Should any provision of this agreement become
inoperative, all other provismns of this agreement shall remain in full force and effect Any
documents that I prepare may not be pubhshed or used for any purpose other than the above
referenced case

2. You do not currently expect to call me as an expert witness to testify As a result,
the litigation consulting services to be provided, which include my opinions, my work
product, and facts known or relied upon by me, are to be protected from disclosure in
accordance with [See Table 1 for rule or code reference]. Should you decide that you expect
to call me as an expert uatness to testify tn the above referenced case, my opinions, my work
product, and facts known or relied upon by me will at that time become subject to disclosure
in accordance with [See Table 1 for rule or code reference] You agree to make scheduling
arrangements w~th me for any testimony that I am to give in a deposmon or trial

3 I am not aware of any conflicts of interest that I have with any parties to the
litigation IfI become aware of any, I vail lmmedmtely notify you

4 My consulting services wfil relate to the valuation of damages in the above
referenced case You will advise on all legal matters, including informing me of any legal
deadlines related to my services Certain assumptions to a damages valuation may need to
be drawn from expert opimons or other sources of evidence relating to medical, life care,
psychtamc, psychological, and vocational rehabditatmn information Since determining the
appropriate evidence to present or refute m the case is a legal matter, you are responsible to
identify and proffer or refute the appropriate evidence, including expert testimony or other
evidence regarding the above types of assumptions to a damages valuation

5 My initial consulting service is to provide a written valuation report of the
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following economic damages resulting from past and future (a) loss of eammgs, including
impaired earnings capacity, (b) loss of household services provided by the [injured 
deceased], and (c) expenses related to the [injury or death] including medmal and other
related expenses I anticipate that I can complete the valuation report vothm [number] days
of receiving the completed data form along with all related documents A copy of the data
form is enclosed with this agreement You and your chent represent to the best of your
knowledge and belief that all information and documents you or your client have provided
or wfil provide me are true, correct, and complete, therefore, I may rely upon such
information and documents without independent mvesugatmn and verification.

6 IfI am scheduled to testify m court or tfyou request an updated written valuation
report, I am to prepare an appropnately updated written valuation report.

7 In addition, my consulting services may include any of the following If you make
a request for such services.

Conveying objective expert knowledge to you to help you prepare questions for
depositions or written lnterrogatortes relating to any valuation prepared for the case
of the defense
Evaluating or designing structured settlements, that is, settlements that include one
or more payments to the plaintiff after the date of the settlement agreement
Performing a valuatmn of hedomc damages
Such other services that you specifically request

8 Many factors may affect the resolution or outcome of the above referenced case
My responslbdlties are limited to my opinions and work product and do not extend to all
factors that affect the ulUrnate resolution or outcome of the case You are hiring me to
provide objective opinions and work product, that is, opinions and work product that are
impartial without regard to whether the plaintiff or defendant will benefit

9 You will advise me of any work you desare to be completed m addition to the
written valuation report and I will provide you with an estimate of the time requited to
complete each request that you make The t~me required will depend upon the extent and
nature of available reformation, as well as the developments that may occur as work
progresses In the event it becomes necessary to expend more time than was included m my
estamate, I will discuss the s~tuatlon with you prior to expending more time

10 I will submit to you invoices for my services twice each month for the periods
from the first through the 15th and the 16th through the end of the month You and your
client are jointly and severally liable for payment for my services. I wfil provide you ~4th a
separate lnvome for any portion of my fees and expenses that you direct are to be charged
to the defendant and defendant’s attorney, although ultimate responslb~hty to pay the
mvotces remains wtth you and your chent The mvotces wtll be payable wttinn 15 days of
your receipt The invoices wall be based on the sum of the following

A fiat fee of [$1,400] for the economic damages valuation report, [$2,000] should
you decide for the valuatmn report to include both economic and hedomc damages.

/////,
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A flat fee for each updated written valuation report I prepare The flat fee will be
[$450] for an economic damages valuation report or [$650] for an economm and
hedomc damages valuation report
A charge for hours expended on the engagement other than those hours reqmred to
develop, prepare, and update a valuation report. The charge for those hours wall be
[$200] per hour for temmony m deposmons or at real and [$175] per hour for any
other t~me expended, including preparation time for testimony Ttme expended
includes round trip travel t~me and t~me spent wmtmg at depos~tmns or m court to
tesnfy
A scheduhng fee of [$200] for each of my appearances at depositions or trial that
are canceled v~thm [72] hours of the scheduled appearance
A mmlmum fee of the greater of (a) [$450] or (b) [$175] per hour expended, If 
engagement terminates prior to providing an economic damages valuation report
Cost of travel and out-of-pocket expenses
A late charge of the lesser of(a) 1 5 percent per month compounded monthly or (b)
the htghest rate allowable by law
My hourly and flat rates are subject to change m January of each year I agree to
charge you the rates quoted m thin agreement for serwces performed through
December 31, [1996] In January of each calendar year for servmes performed after
December 31, [1996], I may adjust the rates I charge to reflect mflatmn from
[December 1995] to the most recent December period as measured by the consumer
price mdex for all urban workers

11 My normal practme m th~s type oflmgatmn consulting engagement ts to recetve
a retamer of [$750] before beginning work The retainer is not intended to be an estimate of
the total charges for the work to be performed The retainer roll be applied to the final
mvome for the engagement, any unused pomon of the retainer will be refunded

12 If not resolved through negotmtmn by the parties, any controversy, d~spute, or
clmm arising out of, relating to, or breach of thts agreement shall be settled by binding
arb~tratmn administered by the American Arbitration Assocmtmn under its Commercml
Arb~tratmn Rules A judgment conststmg of the award rendered by the arbitrator(s) may 
entered m any court havmg jurisdiction. You and your chent agree (a) that my habdity 
hm~ted to the fees that I have collected for services rendered, exclusive of reimbursed
expenses and (b) to pay reasonable attorney fees incurred by me to collect or pursue
arbltratmn for past due invoices ~f any pomon of my unpatd fees are determined to be due

13 I reserve the right to halt further services or terminate this engagement for (a)
invomes that are not ttmely pard, (b) or a change m the attorneys or pames revolved m the
above referenced case, or (c) mformauon becomes known that makes my services
inappropriate.
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14 The proposed terms of th~s letter are subject to change ff not accepted w~thm
15 days of the date ofth~s letter This agreement will become effective as soon as you sign
and date this letter and return one original to me with the retamer A second orlgmtd ofthts
letter is enclosed for your records

Very truly yours, Accepted on behalf of Accepted
[Name of Law F,rm] by’

by

[W Wade Cvafford, CPA]
[Name of Attorney] [Name ofAttomey’s Chent]

Date Date
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TexasRules of Court, St Paul, Mmn West Pubhshmg Co, 1995 State edition, 1995
Utah Code Annotated: 1953: Utah Court Rules, Charlottesvdle, Va’ The Mmhie Company,

1995 edmon, 1995
VermontStatutes Annotated: Rules of Civil and Appellate Procedure, Oxford N.H Eqmty

Publishing Company, supplemented to 1995
Vlrgm Islands Court Rules Annotated, Salem, N H Butterworth Legal Publishers, 1995

edmon, 1994.
Code of Vlrgmta: 1950: Annotated, Vol 1 l, Charlottesvfile, Va The Mlchle Company,
1995
Washington Court Rules, St Paul, Mmn West Pubhshing Co, 1995 State edmon, 1995
West Vlrgnma Code Annotated: Court Rules: 1995, Charlottesvfile, Va. The Mlehle

Company, 1995
Wtsconsm Court Rules and Procedure, St Paul, Mmn West Pubhshmg Co, 1995 State

edmon, 1994
WyomingCourt Rules Annotated, Charlottesvfile, Va The Mlchle Company, supplemented

to 1995
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Table 1
Rules Relating to Scope of Discovery of Expert Information

Court System Discovery Rule Relating to Discovery Rule Relating to
Non-testifying Expert Testifying Expert
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Federal

Alabama

Alaska

Arizona

Arkansas

Cahforma

Colorado

Connecticut

Delaware

Federal Rules of Clvd
Procedure, Rule 26(b)(4)(B)

Alabama Rules of Clvd
Procedure, Rule 26(b)(4)(B)

Alaska Rules of Clml
Procedure, Rule 26(b)(4)(B)

Arizona Rules of Civil
Procedure, Rule 26(b)(4)(B)

Arkansas Rules of Clvd
Procedure, Rule 26(b)(4)(B)

Cahfomla Code of Clvd
Procedure § 2018(b)

Colorado Rules of Civil
Procedure, Rule 26(b)(4)(B)

Connecticut Supenor Court
Rules--Civil Cases § 220(B)

Delaware Supenor Court C~vd
Rules, Rule 26(b)(4)(B)

Federal Rules of Clvd
Procedure, Rules 26(a)(2)t3 and
26(b)(4)(A)

Alabama Rules of Clvd
Procedure, Rule 26(b)(4)(A)

Alaska Rules of Clwl
Procedure, Rules 260)(2) 
26(b)(4)A)

Arizona Rules of C~vil
Procedure, Rule 26(b)(4)(A)

Arkansas Rules of Civd
Procedure, Rule 26(b)(4)(A)

Cahfomla Code of Clvd
Procedure § 2034

Colorado Rules of Ctwl
Procedure, Rules 26(a)(2) 
26(b)(4)(A)

Connecticut Superior Court
Rules--Civil Cases § 220(A)

Delaware Supertor Court Civil
Rules, Rule 26(b)(4)(A)

,3 The first phrase m that rule, "Except as othermse stipulated or dtrected by the court ," has
essentmlly given each dlsmct court the abthty to opt out of the rule by adopting local rules. A
March 24, 1995, report by the Federal Judicial Center says that Rule 26(a)(2) is m effect 
d~stncts, but seven of those have made stgmficant revlszons, and not m effect m 20 dtstncts, but
four of those have substantmlly prowded for the role m a Ctvd Justice Reform Act (CJRA) plan 
local rule The mdswdual d~strict mformaUon prowded by the Federal Judtcml Center report Is
included m Wright, Mdler, & Marcus or can be obtained l~om the Federal Judicial Center by
calling 202-273-4070.
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D~stnct of
Columbia

Florida

Georgm

I-Iawall

Idaho

Illinois

Iowa

Kansas

Kentucky

Louisiana

Maryland

Massachusetts

Mtchtgan

Dlsmct of Columbm Superior
Court Rules of Civil
Procedure, Rule 26(b)(4)(B)

Florida Rules of Civil
Procedure, Rule 1 280(b)(4)(B)

Code of Georgia Annotated
§ 9-11-26(b)(4)(B)

Hawaii Rules of Clvfi
Procedure, Rule 26(b)(4)(B)

Idaho Rules of Cwfi
Procedure, Rule 26(b)(4)(B)

llhno~s Supreme Court Rules,
Rules 220(a)(2) and 220(0(5)

In&ana Rules of Tnal
Procedure, Rule 26(B)(4)(b)

Iowa Rules of Clvfi Procedure,
Rule 125(1))

Kansas Statutes Annotated
§ 60-226(b)(4)(B)

Kentucky Rules of Civil
Procedure, Rule 26 02(4)(b)

Lomsxana Code of Ctwl
Procedure Annotated
Amcle 1425(2)

Marne Rules of Cwd
Procedure, Rule 26(b)(4)(B)

Maryland C~rcmt Court Rules
of Clml Procedure, Rule 2-
402(e)(2)

Massachusetts Rules of C~wl
Procedure, Rule 26(b)(4)(B)

Mtchigan Rules of Ctvfi
Procedure, Rule 2 302(B)(4)(b)

Dlstnct of Columbm Supenor
Court Rules of Cirri Procedure,
Rule 26(b)(4)(A)

Flonda Rules of Ciwl
Procedure, Rule 1 280(b)(4)(A)

Code of Georgia Annotated
§ 9-11-26(b)(4)(A)

Hawau Rules of Civil
Procedure, Rule 26(b)(4)(A)

Idaho Rules of Cwfi Procedure,
Rule 26(b)(4)(A)

Ilhnms Supreme Court Rules,
Rules 220(a)(1), 220(b)(1), 
220(c)(1), (2), (3), 

Indmna Rules of Trial
Procedure, Rule 26(B)(4)(a)

Iowa Rules of Clvfi Procedure,
Rule 125(a)

Kansas Statutes Annotated
§ 60-226(b)(4)(A)

Kentucky Rules of Cirri
Procedure, Rule 26 02(4)(a>

Lomsmna Code of Clwl
Procedure Annotated
Amcle 1425(1)

Marne Rules of Cirri Procedure,
Rule 26(b)(4)(A)

Maryland C~rcmt Court Rules
of Cwfi Procedure, Rule 2-
402(e)(I)

Massachusetts Rules of Clw[
Procedure, Rule 26(b)(4)(A)

Mmhlgan Rules of Clwl
Procedure, Rule 2 302(B)(4)(a)
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Minnesota

Mtss~ss~ppt

Missouri

Montana

Nebraska

Nevada

New Hampshire

New Jersey

New Mexico

New York

North Carohna

North Dakota

Ohio

Oklahoma

Minnesota Rules of Civil
Procedure, Rule 26 02(d)(2)

Mlssisstppl Rules of Civfi
Procedure, Rule 26(b)(4)(B)

Missouri Supreme Court Rules
of C~wl Procedure,
Rule 56.01(b)(4)~4

Montana Rules of Cwfi
Procedure, Rule 26(b)(4)(B)

Author d~d not have access to
court rules to prowde
reference

Nevada Rules of Cirri
Procedure, Rule 26(b)(4)(B)

Author dtd not have access to
court rules to promde
reference

New Jersey C~wl Practice
Rules, Rule 4 10-2(d)(3)

New Memco Rules of Clvfi
Procedure, Rule 1-026(B)(6)

New York Ctvd Practtce Law
and Rules § 3101(d)(2)

North Carolina General
Statutes § 1A-l, Rule 26(b)(4)

North Dakota Rules of Clvfi
Procedure, Rule 26(b)(4)(B)

Ohto Ctvfi Rule 26(B)(4)(a)

Oklahoma Statutes Annotated
Tttle 12 § 3226(B)(3)(b)

Minnesota Rules of Civil
Procedure, Rule 26.02(d)(1)

Mlsslsslppl Rules of Clvfi
Procedure, Rule 26(b)(4)(A)

Missouri Supreme Court Rules
of Clvfi Procedure,
Rule 56 01(b)(4)

Montana Rules of Ctvd
Procedure, Rule 26(b)(4)(A)

Author did not have access to
court rules to prowde reference.

Nevada Rules of Ciwl
Procedure, Rule 26(b)(4)(A)

Author dtd not have access to
court rules to prowde reference

New Jersey Clwl Practice
Rules, Rules 4 10-2(d)(1) 
4.10-2(d)(2)

New Mexico Rules of Clvfi
Procedure, Rule 26(B)(5)

New York Clvtl Practtce Law
and Rules § 3101(d)(1)

North Carolina General Statutes
§ 1A-l, Rule 26(b)(4)(a)

North Dakota Rules of Cirri
Procedure, Rule 26(b)(4)(A)

Ohm Clvfi Rule 26(B)(4)(b)

Oklahoma Statutes Annotated
T~tle 12 § 3226(B)(3)(a)

14 Missouri rules only provide for (hscovery from experts expected to be called as a witness The
rules do not include a section stmtlar to the federal rules regarding experts not expected to be
called as a witness, therefore, complete protecUon appears to be proxaded to non-testifying experts
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Oregon

Pennsylvanm

Rhode Island

South Carohna

South Dakota

Tennessee

Texas

Utah

Vermont

%rgm Islands

Virginia

Washington

West Vtrgmla

Oregon Rules of Civfi
Procedure, Rule 36(B)(3)

Pennsylvania Rules of Clvfi
Procedure, Rule 4003 5(a)(3)

Rhode Island Superior Court
Rules of Clvtl Procedure
26(b)(2)

South Carohna Rules of Clvd
Procedure, Rule 26(b)(4)(B)

South Dakota Code of Laws
Annotated § 15-6-26(b)(4)(B)

Tennessee Rules of Cirri
Procedure, Rule 26 02(4)(B)

Texas Rules of Ctvll
Procedure, Rule 166b(3)(b)

Utah Rules of Clvd Procedure,
Rule 26(b)(4)(B)

Vermont Rules of Clvfi
Procedure, Rule 26(b)(4)(B)

%rgm Islands Rules of the
Terrttonal Court, Rule 39 and
Federal Rules of Clvd
Procedure, Rule 26(b)(4)(B)

%rgmla Supreme Court Rules,
Rule 4 l(b)(4)(B)

Washington Superior Court
Clvd Rules, Rule 26(b)(5)(B)

West Virginia Rules of Ctvfi
Procedure, Rule 26(b)(4)(B)

Oregon Rules of Civil
Procedure, Rule 36(B)(3)is

Pennsylvania Rules of Ctvfi
Procedure, Rules 4003 5(a)(1)
and (2)
Rhode Island Superior Court
Rules of Ctvd Procedure
26(b)(2)

South Carohna Rules of Civil
Procedure, Rule 26(b)(4)(A)

South Dakota Code of Laws
Annotated § 15-6-26(b)(4)(A)

Tennessee Rules of Clwl
Procedure, Rule 26 02(4)(A)

Texas Rules of Civil Procedure,
Rule 166b(2)(e)

Utah Rules of Clwl Procedure,
Rule 26(b)(4)(A)

Vermont Rules of C~wl
Procedure, Rule 26(b)(4)(A)

%rgm Islands Rules of the
Temtorml Court, Rule 39 and
Federal Rules of Ctvfi
Procedure, Rule 26(a)(2) 
26(b)(4)(A)

%rgmm Supreme Court Rules,
Rule 4 1 (b)(4)(A)

Washington Superior Court
Cwfi Rules, Rule 26(b)(5)(A)

West Virginia Rules of Civil
Procedure, Rule 26(b)(4)(A)

15 Oregon appears to consider expert mformat~on the same as trial preparanon matenal, therefore,
there ts no chstmctton between testifying and non-testffymg experts Dtscovery from experts is not
specifically prowded m Oregon’s rules as Is prowded m the federal rules
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Wisconsin

Wyoming

Wisconsin Rules of Clvtl
Procedure, Rule
804 01 (2)(d)(2)

Wyoming Rules of Civil
Procedure, Rule 26(b)(4)(B)

Wisconsin Rules of Civil
Procedure, Rule 804.01(2)(d)(1)

Wyoming Rules of Civil
Procedure, Rule 26(b)(4)(A)



Estimating The Economic Damage Resulting From
The Pollution Of A Municipal Water Supply

James F Horrell and D Craig Shew*

Introduction

In the 1920s oil and gas exploration began m the southeastern part of Caddo County
which ts located m western Oklahoma Included in this area of development was the aquifer
which served as a mtmtclpal water supply for the Town of Cyril In the late 1940s Cyril was
forced to abandon its first water wells because of saltwater pollution resulting from early oal
field development On several occasions through the years that followed, Cyril was forced
to move its water well to a new locatmn to obtain unpolluted water. Although each
successive move brought good water, saltwater pollntlon eventually contaminated the aquifer
to the extent that Cynl was forced to abandon the aquifer and seek an alternative source as
its municipal water supply

The most attractive alternative source of water was a nearby rural water d~strict which
had excess water, and was wflhng to contract for the sale of that water m sufficient quantities
to meet the needs of the Town However, the cost of purchased water substantially
exceeded Cyril’s previous production costs, and dependmg on the amount of water used,
resulted m a 400 to 500 percent increase m water rates for Cyril residents Consequently,
Cyril filed suit for the benefit of itself and ~ts residents seekmg compensation for the cost of
replacing the polluted water, among other elements of economm damage ~ Confronted with
the problem of developing an apprmsal of the economic damage suffered by Cyril as a result
of the pollution, the forensic economist must address a number of issues, including (1) What
is the legal basis for liability, i e, what statutes apply and to what extent do these statutes
allow for recovery of damages incurred9 (2) What are the central economic concepts and
methods being applied in natural resource damage assessments and which of these are
applicable to the current sltuatmn~ (3) What variables must be considered, are these
variables random, are the distributions of these random variables known, and which of the
variables have a major impact on the assessment methodology? and (4) How can the
assessment be presented m a manner that will be comprehensible to a lay jury?

The legal basis for liability will be already researched when the forensm economist
enters into the case and his pnnclple responslbdity in this area will be to thoroughly integrate
the legal bas~s into his/her perspective of the specific case An overview of the legal analysis
of the theories and clmms relevant to natural resource damages can be found in Ward and
Duffield [1992] The Comprehesive Environmental Response, Compensation and Liability
Act of 1980, gave federal, state, and local governments the right as trustees to sue for
damages resulting from the release of harmful materials into publicly owned natural
resourses such as ravers, lakes, estuaries, oceans, or other aquatic or terrest~al habitats An
~mportant d~stmctlon in the components of the damages that can be recovered are the "use

* Professor at the Umverslty of Oakland and Ph D, J D, Ada, Oklahoma

; Other elements of eeononnc damage wtuch Cyril was seeking include (1) the cost of mnnmg a plpelme
approxnnately five rmles to connect the rural water thstnct p~pehne to Cyril’s delivery systen, (2) Cyril’s attorneys’
fees and costs m a separate but related action m winch Cyril was made a party, brought by the Oklahoma
Corporation Conumssmn seeking restoratmn of the aqmfer, (3) putative damages, and (4) attorneys’ fees and costs
of the present actmn These elements of damage are not mcluded m tins paper
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values" and "nonuse values’’2 classfficatlons "Nonuse" refers to option and exlstenc e values,
where as "use" values refer to the direct uses of the resource Nonuse valuation is, c,f course,
more difficult and some of the methodologies applied are subject to more rigorous
examination, and can be controversial Direct use valuation has potentml areas for debate,
but is still quite manageable. For the valuation of the pollution of the aquifer which supplied
Cyril with its water, the damages suffered by the City that were of a direct use were dominate
and at the request of Cyril’s legal councel the nonuse values were ignored Thus, focusing
on the direct use value damage caused by the pollution and recognizing Cyrfi and its
residents as a microeconomm unit, attention was directed towards conventional
compensatory damages, (l e, what was the cost of the water prior to the pollution and what
is the current and future costs of the water) In thts mmroeconomm framework the problem
Is narrowed to one of forecastmg the future costs and reducing those costs to a present value
figure This paper elaborates on the specifics of considerations and determmatmns for
questmns (2), (3) and (4) as they relate to Cyril’s damages, 0 e., the conditions surrounding
the pollution, the vanables affecting the appraisal of future water costs, and the subsequent
analysis that was developed and presented at real)

Causes And Sources Of Pollutants

From the early days of pnmary oil production to the 1950s, the saltwater produced
through oil drilling was collected m saltwater d~sposal pits These pits were nothing more
than unlined impoundments near well sites where produced saltwater was collected for
disposal Although sometimes referred to as "evaporatmn pits," the primary means of
disposal amounted to saltwater lealang into the groundwater aquifer Even alter this d~sposal
practme ceased m the mtd-1950s, the saltwater which had already leaked into the aqmfer
continued to move slowly down gradient causing more widespread pollution, and infiltration
over time continued to cause residual salt to leach out of the abandoned pits into the
underlying aquifer

In addmon, a second, more recent source of pollutlon came from the unitized operatmns
m the area of Cyril’s municipal water supply. In the 1960s and 1970s the Oklahoma
Corporation Commission authorized the formation of several umts which utfi~zed many of
the emstmg wells in the area for secondary recovery operatlons by high-pressure saltwater
flooding As alleged by Cyril. m ~ts Complaint, many aspects of the umt operations
conmbuted to the already emstmg pollutmn including the follovong the fmlure to insure
that unit flood zones of non-unit wells were cemented, the failure to replug prevtously
plugged and abandoned wells whmh were not properly plugged to withstand high-pressure
injection fluids, the failure to repmr and/or replace well casing known to be in a weakened
or collapsed condmon, the lack of sufficient surface casing to protect the fresh water sands,
overpressurization, and, the failure to take appropriate remedial action following known
pollution incidents

After reviewing the available data with respect to both the sources and the areal extent
of the pollution in 1989, the Oklahoma State Department of Health determined that the Town
of Cyril’s public water supply was polluted by saltwater to the extent that a change in the
water source was needed to safeguard the public health due to the likelihood of the complete

2 See Knopp and Stmth (1993)
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loss of the present source As a result, the Town of Cyril entered into a consent decree
whmh required the Town to find an altemate source of supply By January of 1991, Cyril
began purchasing water from a rural water district at a cost whmh substantially exceeded its
earher productmn costs

The Determination Of The Present Value Of Future Water Costs

An Overview of the Approach Used

The present value of the future water costs "y" ts a multivariate function of several
random variables

y = f(xl, x2, x3, x4, x5)

Actually, there are more than five random variables that would influence the present value
of the future water costs, however, the major variable influences are (1) X~, the amount 
water usage that must be replaced and the current margmaI cost of replacement of the water,
(2) X2, the appropriate growth rate/discount rate differential ratio, (3) 3, t he length of t ime
the original source of water will remain polluted, (4) X4, the level of the Town’s population,
and, (5) 5, t he cost o f r eplacement water t hrough time due t o supply and demand factors
(1 e, true economic price increases, aside from normal inflationary mcreases)

The distributions of the random variables are not known, and httle if any data is
available that would allow empmcal estimation If such Information was available, then, an
expected value based analysis would allow thejury to see an average present value cost It
would be essentml to supplement this estimate wtth an estimate of the vartablhty of the
estimate, thus providing some notion of the range of possible total present value costs In
essence, the jury needs something on the order of a confidence interval on the present value
of the future water costs m order to provide an informed verdict Fortunately, by considering
the vartables m turn and selectmg representattve values of each tn an appropriate range, a
range of calculations can be generated that vail prowde the jury w~th a basis for an reformed
declsmn

The need for evaluatmg the vartous factors and the ranges through whmh they mtght
reasonably vary, along w~th the necessity for presenting relatively complex calculatmns m
an understandable form to a jury, posed a considerable challenge To md in this process an
interactive spreadsheet template, illustrated in Exhtblt 1, ("Template") was created m 
questton-and-answer format 3 This approach not only permitted many variables to be
evaluated quickly, but it also formed the basis for presenting a relatively complex set of
calculatmns m an orgamzed fashmn to the jury These assumptions with respect to possible
values for the factors mentioned above, the underlying bas~s for each assumption, and a
sensitivity analysis of the consequences of varying these factors are presented m part B
below

3 An example of the Template, entitled "FACTORS. OF DAMAGE CALCULATIONS," is shown m Extnblt 1
Spemfic input variables are included at hnes 1, 2, 4, 6, 8, and 11-14 Internal calculations are made at lines 3, 5,
7, and 9, and the present value of a future water cost based on these partmular variables is calculated at line 15
Reference to the template throughout the remainder of the paper will assist the reader m capturing the essence of
the calculatmn
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Factors Affecting Future Water Cost

1 Level of Water Usage and Current Cost

In determmlng the amount of water usage that must be replaced, the nine-year period,
1985 through 1993, was used to determine an average annual residential water usage
Exhibit 2, presents an hlstoncal look at the metered water usage As shown m Er~hlbtt 2,
the average annual residential usage for Cyril was 60,953,000 gallons This nine-year period
was selected because the three years prior to 1985 reflected a period when there was a plant
m operation that made use of water not now being used Although that was the case at the
time the original calculation was made, as the time approached for trial, the plant reopened,
as rs reflected m the increased monthly usage for the months of March through September
m 1994, Consequently, an adjustment was made to formally Incorporate this fact into the
presentation at trial The adjustment made involved estimating the amount of cornmerclal
usage based on the avafiable data and incorporating It as a factor m the overall calculation

All mumclpal water systems have some percentage of unaccounted for water This
percentage ts the difference between the amount of water metered m and the amount metered
out and billed to the water users This difference arises because of leaks m the dlstnbutmn
system, worn meters which fall to record the full volume, meter reading and bfillng errors,
unmetered water used by the mumclpahty for fires and other reasons, and, m some cases,
water meters that are altered or bypassed by water users Based on a detmled revtew of
Cyril’s water records, defendants contended that Cyrd’s unaccounted for water was excessive
Although Cyril’s mumcipal water supply expert testified that the amount of unaccounted for
water was within a normal range, a percent adjustment factor was added at hne 4 of the
Template to evaluate the results of defendants’ expert on th~s issue

Once the average annual adjusted total usage was determined, the annual cost per base
volume at line 7 of the Template could be determined by multiplying by the contract cost of
the replacement water at $1 85 per 1000 gallons Th~s prme was tied to the cost of other
customers of the Water District and was slated to increase mdetermmate amounts through
time Cyril was reqmred to purchase a minimum of 2 5 mdhon gallons of water per month
from the the new water supplier, with a maximum not to exceed six mllhon gallons of water
per month, and premiums would be charged for excesses

When Cynl began purchasing water, it was able to reahze a saving in terms of
maintenance, lease, elecmcal, and other costs that were recurred when mumc~pa} wells
served as the supply source These miscellaneous expenses were estimated and an
adjustment made to the cost of the water at hne 8 of the Template The estimates of the
annual saved expense appear m Exhibit 3

2 An Approprtate Growth Rate/Discount Rate Dtfferenttal

Oklahoma statutes limit the types ofsecurmes that a city can hold as investments In
partmular, crees are hmlted to (1) direct obhgatlons of the Umted States Government, (2)
certificates of depos!ts of savings and loan associates, banks and trust companies when
properly collaterahzed, (3) savings accounts or savings certificates fully insured, or, (4)
investments authonzed by Sectmn 348 3 which are fully collaterahzed Of the possible
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investment vehicles, long-term U. S treasuries are clearly the preferable mvestment
Smce mterest rates vary through time and are affected by the expected mflatmn rate, it

is not logical to pick a individual interest rate for discounting the long range forecasts that
thts appratsal requtres Thus, some appropriate average rate should be selected

The National Water and Wastewater Rate Survey and the American Water Works
Assoctation were consulted for reformation concerning the htstoncal growth rate m the cost
of water Accordmg to these sources, to date, mcreases m the cost of water have been
keepmg pace with the rate of inflation

In this context, the long-term geometric average inflation rate and the corresponding
long-term U S treasury’s geometric average interest rates were considered The relative
differential between these values was used for determining the present value of the future
annual cost of replacing the polluted water (Since the true economic price increases m the
cost of the water pose considerable dtfficulties when coupled with these variables, the true
economic price increase variable is treated separately.) Over the period running from 1926
through 1989, the geometrtc average return on long-term government bonds has been 4 6
percent, while the average inflation rate has been 3 1 percent 4 Over this 63-year period the
average differential between the inflation rate and the rate prod by long-term government
bonds has been -1 4 percent 5 Thzs dlfferentml was used throughout all the various scenarios
constdered for determining the present value of future costs of replacing the required water

3 Length of Time the Original Water Source Would Remain Polluted

One of the primary concerns m calculating Cyril’s future water cost was the length of
time reqmred for Cyril to purchase water Th~s element of future water cost depends on the
length of time Cyril’s well field would remain polluted, and ts a function of, among other
factors, the rate of groundwater movement6 Both plaintiff and defendants employed
hydrogeologmal experts who were able to provide an estimate of the rate of groundwater
movement Based on these estimates, along w~th knowing the areal extent of the saltwater
plume w~th respect to Cyril’s well field and other factors, the projected length of time Cyril’s
well field would remam polluted ranged from 50 to 175 years 7

Based on these opmmns a declsmn was made to make calculations for horizons at, 50,
100, and 175 years Smce the best evidence available has considerable vanabfiity within it,
then the prudent action would be to make calculations showing the impact of the variability
on the amount of damages Doing this type of sensitivity analysis places the decismn of
what should be constdered the most credtble ewdence, exactly where the system has placed

4 See Ibbotson and Smquefield (1990)

5 Defendant’s economic expert used the same data to calculate the average d~fferentlal but ignored the period
from 1942 to 1951 Ttus results m a differentml of-0 0261 winch m turn gives a lower present value water cost

6 UnlLke rivers and streams, for example, where the rate of movement is measured m miles per day, the usual rate
of groundwater movement is measured m feet per year Thus, groundwater pollution tends to remain for
extraordinarily long periods of tune

7 Cyril’s expert estunated the rate of groundwater movement to be about 100 feet per year winch corresponds to
the pollutmn remaining for 50 years Defendant’s expert calculated a slower rate of movement and the longer
pollution tune

1
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that responslbfilty, m the hands of the jury or the trier of fact

4 Changes m the Population

According to the Oklahoma State Data Center, the Census Data for the population of
Cyril since 1920 has been as follows

Year 1920 1930 1940 1950 1960 1970 1980 1990
Popul~mn 386 922 972 998 1284 1302 1220 1072

These values are shown graphmally m Exhibit 4 An examination of that graph reveals three
arrows that indicate the directions the population would be predmted to move should various
periods be used as a base for forecasting the population The arrows emanating from the
plotted values have labels that are indmatlve of the base used to calculate the growth rate of
the population

From 1970 untd 1990 the population of Cyril has fallen at the rate ofapprommately 1
percent per year From 1950 until 1960 the population of Cyril grew at a rate of
approximately 3 percent per year From 1950 until 1990 the population of Cyril grew at a
rate of 0 2 percent per year From 1920 until 1990 the population of Cyril grew at a rate of
1 5 percent per year Finally, from 1980 until 1990 the population of Cyril declined at a rate
of 1.3 percent per year. Recall that the decade of the etghttes was the period that the plant
closed

The point of presenting the above calculatmns ~s that size of populatmn affects the
water usage, and the water volume/cost analysis is dependent on the populatmn base used
and the associated rate of increase or decrease Obviously the defense would like to use the
last ten years (and they did); the plaintiff would prefer a more representative alternative
Possible factors affecting the historical growth and decline rates are (1) m~gratton to and
from the city for economic opportunities, (2) errors m the data, (3) the gradual dechne in 
quality of the water through time, among others There are a myriad of possible explanations
for the ups and downs m population growth rate and m situations where no clear-cut reason
emerges, what’s an economic expert to do9 Again, a possible solutmn is to make benchmark
calculations using a reasonable set of parameter values and let the jury decide on the
appropriate actmn

In the scenarios that have been used for calculating the economic loss the population
variable has been varied over the following four values a dechne of one percent per year,
no increase and no decrease, one-half of one percent increase per year, and one percent
Increase per year

5 Increases m the Real Cost of Water

A number of studies have noted thb, t our water supphes are diminishing at a sigmficant
rate People contacted at the National Water and Wastewater Rate Survey, and the American
Water Works Association, indicated that while water rates have been keeping pace with the
rate of mflatmn, they were concerned about the increases m certam areas and were beginning
to collect data that would allow the estlmatmn of the real costs of water However they
were not able to currenfiy offer any help on the problem of estimating the real cost increases
of water
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It has been conjectured that there wall come a time when the cost of a barrel of water
will exceed the cost of a barrel of od While It is certainly not the intent of this paper to
enter such a debate, ~t is apparent that the cost of replacement water is not going to decrease
As groundwater levels decease, populations increase, we continue to expand the land under
~rngatmn, and sources of poUutmn continue to d~mm~sh our water supply, the real cost of
water is going to increase, particularly when the horizons of 50 years, 100 years, and 175
years are considered It ~s apparent that some factor incorporating the real increase m the
cost of water should be included In the calculations that have been made, the true economm
increases m the cost of water have been assumed to take on the following values no
increase, one-half of one percent per year, and one percent per year

The Economic Damage Presentation

The future water cost presentation at real centered on the Template, "FACTORS OF
DAMAGE CALCULATIONS", and a question-and-answer format of the mdlvtdual inputs
into the Template As the need for supporting data and charts developed from the questmn-
and-answer format, the supporting reformation was brought into play As each factor was
discussed the vanabdaty in that factor was explained and reference was made to other
calculations that would soon be presented and summarized

Tables 1, 2, and 3 (Exhtblts 5-7) were then introduced and carefully consadered Table
1 was used to discuss the format of the Tables The first four rows of the Tables dehneate
values of the factors used m arriving at the replacement costs presented m the lower three-
by-four matrix The startmg point for conslderaUon of the replacement costs was column
3 of the row labeled 50 m Table 2 This particular value, $5,580,940 agrees wath atem 15 on
the spemfic apphcatmn of the FACTORS OF DAMAGE CALCULATIONS template It was
then explained that each number in each of the lower matrices was determined in a similar
manner using the FACTORS OF DAMAGE CALCULATIONS template

To summarize the calculations, two graphs were introduced, Exhtblt 8 and Exhlbtt 9
Exhibit 8 shows the ranges of replacement costs depmted an column two of each of the
replacement cost matrices shown m Exhibits 5, 6 and 7 Exhibit 9 shows the total range of
replacement costs for all calculations for each of tame horizons of 50, 100 and 175 years
A brief retteratton of the factors and why the complex set of calculations was made and

presented concluded the plaintiffs damage presentation

Defense Strategies

The defendants employed the following hnes of argument

1 Denial of responslbdlty,

2 That all Cyril had to do was go out and drill another well in a nearby location and
they would then have a new water source,

3 The statute of hmatatmns had run because Cyril knew that the aquifer was polluted
when they had to move the first wells an the late 1940s,

4 The wrong parties had sued, the water users should have sued, not the Town,
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5 The contract for replacement water was for a ten-year period, thus, no claim for
damages could go beyond that time period, and

6 The economic analysts was biased and seriously flawed

In response to the plamttffs economic analysts, the defense employed an economic
expert and a demographer The demographer considered the populatmn data and concluded
that based on the ten-year dechne m population from 1980 to 1990, the population would
continue to decline in the future at an average rate of about 1 15 percent per year

Defendants’ economist prepared an analysis similar to that of the plaintiff’s economist,
with the following exceptions

A A lower average annual water usage,

B A larger negative differential between growth and discount rates Defense used the
arithmetic average of inflation rates and interest rates for the same period of time as the
plaintiff, 1926-1990, but the years from 1942 to 1951 were excluded,

C A range of population decline rates between 1 2 percent and 0 3 percent,

D A spectrum of 5, 10, 20, 30, and 40-year calculations, and no calculations beyond 40
years,

E No real increase m water prices above inflation,

F An adjustment called "Water Quality Avoided Cost" was devised and rejected into the
analysis

The "Water Quality Avoided Cost" adjustment had essentially the following
justfficatton Since the water quahty of the replacement water was substantially better than
that of the water m use shortly before Cyrtl was forced to abandon its wells, the rectptents
of this better water e~ther recewed the benefits of the h~gher quahty or saved on water
softener costs 8 The empmcal basts for this adjustment was tied to a survey conducted m the
Town of Cyrd concerning individual household use of water softeners

Although defendants’ economist took a similar approach to the future water cost
problem, there were substantial differences m the underlying assumptions and thus the
numerical results One set of the defense’s assumptmns is shown in Exhibit 10 By far, the
single largest difference is the adjustment made for the "water quahty avoided cost ,,9 As

8 Aside from the fact that the degradatmn m water quahty was a result of the aqmfer being polluted m the first
place, ff defendants’ logic was extended, the Town and/or ~ts water users should be entitled to recover damages
for the degraded water quahty along with the mereased costs for water softening over the years

9 Tins factor, according to the defense, reduced the total annual excess cost of replacement water by about 90%
For example, defendants’ economist projected that Cyril’s 1994 excess cost of replacement water was $5,853 49
It ts mterestmg to note, however, that Cyril’s actual cost of replacement water for the years 1991-1993 were
respectively, $96,482 10, $104,278 18, and $105,984 48, and for 1994 would be considerably lug, her due to
increased usage
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determined by the defense, this factor amounts to $73,938, and was based on "saved" water
softening costs ~0 These costs were based on the theoretmal amount of salt needed to reduce
water hardness of the polluted water to a comparable hardness of the replacement water
Although the defense was able to achreve a 90 percent reduction m the replacement cost of
water with this factor, had there not been errors m these calculatmns, the saved water
softemng costs would have actually exceeded 100% ~ The original water quahty of the
aquifer was superior to the replacement water quality On the basis of a comparison of
already polluted water from the aquifer and the replacement water, an adjustment m the cost
of future water use was being asserted Under some of the scenarios calculated by the
defense this lead to a damage with a negative value This is turn, Implies that essentially,
although not exphcztly stated by the defense, Cyril actually gamed from the pollution of its
water supply

Overview And Resolution

As noted earher, the resolution of this case came with a settlement agreement put m
place at about two weeks after the trial had started and shortly after the close of the plaintiffs
case The case was filed in May of 1991 and ultimately resolved in November of 1994 In
that period, what appeared to be a huge setback for the plaintiff came when a federal judge
granted the defendants’ summary judgment based on the statute of hm~tatlons argument
This action was appealed and the Tenth Circuit Court of Appeals overturned the decision
Certiorari was ultimately denied by the Umted States Supreme Court

Near the end of the plaintiffs case, one of the plmntiffs experts had a heart attack in
court while testifying This had a very disruptive effect on the case presentation It may
have also played a role in the settlement of the case Of course, the defense raising its
settlement offer to a level the plaintiff could live with certainly had a big impact in the
resolution Plaintiff’s counsel, while accepting the client’s decision to settle the case,
regretted not having the opportunity to cross examine the defense economic witness
concerning the implications of the "Water Quality Avmded Cost" adjustment
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Exhibit I

FACTORS OF DAMAGE CALCULATIONS

AVERAGE ANNUAL RESIDENTIAL USAGE:

AVERAGE ANNUAL COMMERCIAL USAGE:

AVERAGE ANNUAL TOTAL USAGE:

PERCENT ADJUSTMENT:

AVERAGE ANNUAL ADJUSTED TOTAL USAGE:

6

7

8

9

COST PER 1000 GALLONS:

COST PER BASE VOLUME:

LESS SAVED COSTS:

FINAL BASE WATER COST PER YEAR:

!0

11

12

13

14

BASE WATER COST:

DISCOUNT DIFFERENTIAL:

NUMBER OF YEARS:

PERCENT CHANGE IN POPULATION PER YEAR:

PERCENT CHANGE IN WATER PRICE PER YEAR:

15 P.V. OF FUTURE WATER COSTS FOR STATED
NUMBER OF YEARS:



66 LITIGATION ECONOMICS DIGEST



Horreli and Shew 67

EXHIBIT 3

I MISCELLANEOUS EXPENSES

VEHICLES
EQUIPMENT
ELECTRICITY
LEASES
POSTAGE
M1SC

1987-1990 1991-1993
$3,159 $5,43O
$8,400 $5,617
$7,523 $1,055
$1,400 $8OO
$998 $1,099

$21A79 $14,001 $7,478j ~ SAVED EXPENSES

l CHANGES IN COSTS I

PERSONNEL
MISCELLANEOUS
WATER

I

$51,745 $61,996
$21,479 $14,001

$130,745
$73,2241 $206,742 ~
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IN1TIAL WA’LSER
COST P!~ YEAR ....

~OJ:
~:LA’FION AND
~ RATI~ ---

£~ PR1CE
~/YEAR---

POR/LATION
CHANGE RATF_/YF. AR -
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Ioo

175

~d~blt 5

SUMMARY OF ~ COSTS CALCULATIONS

SCENAIIO I
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REPLAC~
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50

I00

175
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’0014 ’0014 -0.014 ’0014

0005 OOO5 O00S ooo’J

.1o% 00% 05% 10%

REPLACEM]O~ COSTS

S4,003,234 S4,9’/2,992 g~10,94~ 16,291,810

S~.S38.990 S8.126~01 $10,122,(E~ $12.S53,159

$6,267,702 S10.831,582 $15..~97.67~ S23.27~.961

E~lm 7

SUMMARy OF ~ COSTS C~TIONS

SCENARIO 3

50

100

175

$123,267 SI23.~67 $123.267 $123.267

’00J4 ’0014 ’0014 ’0014

001 001 001 001

-I 0% 0 0% 0 5% I O~

~ COSTS

S4,444,d34 $~,~77,676 $6,291,810 $7,129,679

$6,629,632 $10,110,486 S12,853.159 $16,658,806

S8,014,~46 S1 $,.I~1,531 $23,225,961 137,289,S07
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EXHIBIT 10

CITY OF CYRIL DAMAGES ANALYSIS
Caddo County RWD #3 - Wenk Population Forecast and including Out of Town Customers

Assumotions

Volume ofwater 1991 47,329 (1)
u sed(O00’s) 1992 46,136

1993 45,983
1994 47,225

For 1991-93 the volume is the actual metered
usage + 10% for unmctelred use
For 1994 and all furore periods usage is the average
1990-93 metered usage +10% for umnetered use

Purchase Price $1 85 (2) Contract price per 1,000 gallons of water vath Caddo
County RWD #3

Total annual 1991 $87,558 71 (3)
purchases 1992 $85,352 47

1993 $85,067 66
1994 $87,365 39

Usage m (1) multlphed by the price m (2)

Amortlzed $1,095 65 (4) The cost of the physical connectaon to Caddo County
RWD #3 is $13,473 89 for Connectson Cost Cyril
Tl-ns cost is amortized over a 30 year use~al plant
hfe at a 30 year mume~pal bond rate of 7 09% at
1/2/91 The amortszatmn ms added to the annual
cost and ends 1/2/21

Cyril’s dzreet 1991 $ 7,910 21 (5)
avoided cost 1992 $ 8,854 21

1993 $ 8,674 21
1994 $ 8,679 54

Water quality $73,928 00 (6)

Expenses that Cyril no longer suffers since it is
purchasing water instead ofpumpmg water from
wells There are three types of avoided cost
Electric, Pump Semee and Leasing

The value of the unproved quahty of the purchased
water for 573 active avmded cost customers

Tomlarmual 1991 $ 6,816 14 (7)
excess costs 1992 $ 3,665 90

1993 $ 3,561 09
1994 $ 5,853 49

Purchases (3) less avmded costs (5), and the value
of the unproved water (6)

Popul~mn 1990-95 -04772% (8)
1990-00 -05123%
1990-05 -04824%
1990-10 -0 3737%
1990-15 -0 3705%
1990-20 -0 3625%
1990-25 -0 3536%
1990-30 -0 3262%

Populatmn growth rates based on the followmg
population data proxaded by groa~h DeeAnn
Wenk for her Average Forecast
1990 = 1,072, 1995= 1,047, 2000 = 1,018,
2005 = 997, 2010 = 995, 2015 = 977, 2020: 961,
2025 = 947 and 2030 = 941

Increase m real price of water only 0 0% (9) No real increase m water prices above mflattan
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EXHIBIT 10 (cont)

CITY OF CYRIL DAMAGES ANALYSIS
Caddo County RWD #3 - Weak Population Forecast and including Out of Town Customers

Interest rate (R) 5 58% (10) Average of arithmetic interest rate from 1926-1993,
excluding 1942-1951

InflaUon rate (1) 282% (11) Average of arithmetic inflation rate from 1926-1993,
excluding 1942-1951

Real &scount rate
[(1 +I)/(1 +R)]-I

-2 61% (12) The real &scount rate calculated as
{[l+(11)]/(l+(10)] 

Cumulattve
Discounted
damages at

5 Ye~s
10 Years
20 Ye~s
30 Years
40 Years

$ 31,921 43
$ 56,943 19
$ 97,029 4O
$126,362 20
$144,453 33
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EXHIBIT 11

RESULTS: SURVEY OF 100 CUSTOMERS OF CYRIL WATER SYSTEM

Of the 100 customers surveyed 9 (9%) said they had a water softener at the end of 1991) but 
longer had one

Of the 100 customers surveyed 1 (l%)sald they did not have a softener at the end of 1990 but did
have one currently

Therefore, net 8% (9-1)of the city’s customers have no further salt purchase expense, a saving
of $136 per year (a saving of 30 lbs a Week for 52 weeks at $ 6. 99 per 80 lbs or $136 31 per year) and
also have no rental or purchase expenses, a savings of $240 per year ($20perMonthfor 12 months
= $240)

Of the 100 customers surveyed 29 (29%) said they have a water softener now

Of the 29 who currently have a softener, 10 (34 5% of the 29 0% and 10% of the entire sample)
stud they have not used supphes m the last 3 Months

Therefore, 10% of the city’s customers have no salt purchase expense, a saving of $136 per year
(a saving of 30 lbs a week for 52 weeks at $6 99per 80 lbs or $136 31 per year)

Of the 29 who currently have a softener, 15 (51 7% of the 29% and 15% of the entire sample) said
that they have used supphes m the last three month, an additional 4 (13 8% of the 29% and 4% of the
total sample) did not know if they were currently using supphes (we will assume they are)

Therefore, 19% of the city’s customers have reduced salt purchase expense, a savings of $104
per year(a savings of 23 lb a week for 52 weeks at $6 99 per 80 lb or $104 5 per year)

Using 1990 data the city of the cyril’s water hardness was 840 Mg/hter and the average customer
used approxamately 223 gallons of water per day

In 1991 the usage was still approximately 213 gallons per day, but The water hardness Is only 154
mg/hter

Using the 1990 water quality data on the supply usage chart provided by culhgan water
condmonmg, the 1990 salt usage would have been to add 5 lbs of salt six tunes per 6 day period
(week) or an annual total of 1560 lbs 80 lb bags of softening salts cost $6 99 m cyril Tbas would
result m a total salt supply cost of $136 31.

Using the 1991 water quahty data on the supply usage chart provided by culhgan water
concht~omng, the 1991 salt usage would have been to add 7 lbs of salt once per sm day period (week)
or an annual total of 364 lbs. 80 lb bags of softening salts cost $6 99 m cyril. Tins would result m a
total salt supply cost of $31 80.

The differentml m cost is $104 51 ($136 31-$31 80) This dlfferentml m cost Is apphed to the
people still using water softeners to calculate their savings from reduced salt usage, and ~s used as a
proxy for the monetary value of the unproved quahty of the water to all customers on the system



TAXATION OF DAMAGE AWARDS:
CURRENT LAW AND IMPLICATIONS

Tyler J. Bowles and W. Cris Lewis*

Introduction

Congress, as part of the Small Business Job Protection Act of 1996,l has apparently
settled the ambiguous issue of when damages are excludible from gross income by amending
section 104(a)(2) of the Internal Revenue Code. Previously, this section stated that 
exclusion from gross income was allowed for "the amount of any damages received (whether
by suit or agreement and whether as a lump sum or as periodic payments) on account of
personal injury or sickness." The Small Business Job Protection Act amends this section by
allowing an exclusion for "the amount of any damages (other than punitive damages) received
(whether by suit or agreement and whether as lump sums or as periodic payments) on account
of personal physical injuries or physical sickness." Hence, this law, which became effective
with the President’s signature on August 20, 1996, does not allow an exclusion for punitive
damages or for compensatory damages not connected with a physical injury. Heretofore, in
some instances, punitive damages and compensatory damages associated with nonphysical
injuries (e.g., emotional distress, sexual harassment, discrimination) were excludible.

Forensic economists need to be familiar with the taxation of damages in personal injury
and employment cases to appropriately calculate the amount of compensatory damages
needed to make the person whole, to write reports that explain the tax implications implicit
in these calculations, and to converse intelligently with attorneys regarding the strategy of a
case. To understand the current law and its intent, a discussion of previous law is necessary.

Previous Law

Historically, damages received under nontort and noncontract claims have presented
ambiguous tax-treatment 2 namely amounts received based on one or more of the
discrimination acts: Civil Rights Act of 1964, Civil Rights Act of 1991, Age Discrimination
in Employment Act, Fair Labor Students Act, and Americans with Disabilities Act. In U.S.
v. Burke,3 the Supreme Court first made an attempt to clarify the applicability of IRC Sec.
104(a)(2) to the discrimination acts. This ruling indicated that compensatory damages4
received from claims based on a statute that allowed for a broad range of remedies (similar to
the remedies available under tort law) would be excludible under Sec. 104(a)(2) (see 

* Professors at Utah State University, Logan UT 84322-3530

I Public LawNo. 104-188, Sec. 1605.

2 Compensatory damages arising from the tort claims of personai injury or wrongful death have been clearly
excludible under IRC Sec. 104(a)(2). Conversely, compensatory damages from a contract claim have clearly
fallen outside the scope of this section.

3 US v Burke, 69AFTR2d92-1293.

4 The Revenue Reconciliation Act of 1989 (Public Law No. 101-239) had made punitive damages received after
July 10, 1989 excludible only when received in connection with cases involving physical injury or sickness.
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[1996]). Subsequent to this ruling, the Internal Revenue Service issued Revenue Ruling 93-
88, that provided that amounts received under post-1991 Civil Rights actions for inUmtional
discrimination are excludible under Sec. 104(a)(2).

Apparently not satisfied with its first attempt to solve the problem, the Supreme Court
heard another discrimination case, CIR v. Schleier.s Here the court ruled that compensatory
damages received under the Age Discrimination in Employment Act were not made excludible
by Sec. 104(a)(2). This decision, and the subsequent suspension of Rev. Ruling 93-88 by 
IRS, left the damage award taxation issue confused. Now, Congress has stepped in and
imposed what appears to be rather unambiguous guidance.

Current Law

The Small Business Job Protection Act makes punitive damages not resulting from a
personal physical injury subject to federal income taxes.6 Apparently to help define what is
a personal physical injury, this law also adds the following new sentence to IRC Sec.
104(a)(2): "For purposes of paragraph (2), emotional distress shall not be treated as a physical
injury or physical sickness.’’7 The intent of this law appears to be clear: an exclusion will not
be allowed for damages received under any of the discrimination acts or torts involving
nonphysical injuries such as emotional distress and injury to personal or business reputation.

Implications for Damage Camculations

If the legal framework allows,g the economist needs to calculate an amount that will leave
the person whole. Most economists are familiar with the appropriate model applied to
calculating lost wages in personal injury suits: an award is needed that will provide for an
immediate withdrawal to replace past lost wages, future withdrawals to replace future after-tax
lost wages, and future withdrawals to pay the income taxes imposed on interest earnings of
the award. This procedure appropriately focuses on replacing aRer-tax lost wages since, in
personal injury cases, the award itself (not the interest it subsequently generates) 
nontaxable. Given the new tax law imposing taxes on awards in discrimination cases, it
would appear appropriate to calculate damages as in personal injury cases with the,, only
change being a shift of focus away from replacing afwr-tax wages to replacing gross wages.
This approach, however, would be incorrect as shown below.

Since the income tax liability on a series of future periodic payments is different than the
tax liability on a lump sum equal to the present value of that series of payments, the focus

5 Commissioner v. ScMeier, 75 AFTR 2d 95-2675.

6 A remaining ambiguity is what portion, if any, of compensatory damages in discrimination suits is subject to
the FICA tax.

7 Sec Public Law No. 104-188, See 1605.

s Federal law and IRS regulations notwithstanding, forensic economists remain constrained by judicial practices
and guidelines. For example, state courts in Utah have essentially directed that damages m tort actions be
computed without considering tax implications even though the actual tax effects could be significant. See
Lewis and Bowles (1996).
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ought to be on replacing after-tax wages. In discrimination suits, an amount is needed that
will provide for the following: (1) an immediate withdrawal to replace past lost wages; (2) 
immediate withdrawal to pay the income tax imposed on the award; (3) future withdrawals
to replace future after-tax lost wages; and (4) future withdrawals to pay the income taxes
imposed on the interest earnings of the award.

The following example will illustrate. Assume that in a violation of the Americans with
Disabilities Act, a person is terminated who would have earned $40,000 annually for the next
five years, and that the appropriate discount rate is 6 percent. Further, assume that there is an
average tax rate of 10 percent on income of $40,000 and 20 percent on income of $140,000
or more? A simple (but incorrect) approach would be to assume that since the award 
taxable, and future wages would have been taxable, that taxes can be ignored and, hence, the
loss is simply the present value of the future gross wages. Using this approach, the award
intended to make the person whole is $178,605. However, this amount would leave the
person under compensated as Table 1 illustrates. Had the person not been terminated, they
would have had $36,000 of after-tax income available in each of the future five years. An
award that equals the present value of future lost gross wages is inadequate in that it only
provides $13,452 of after-tax income in year five.

The correct approach is to first calculate the present value of future after4ax lost wages,
which, in this instance, is $160,743 (i.e., the present value of five future payments of $36,000
discounted at 6 percent), and then "gross-up" this amount to pay the initial tax imposed on
the award. This "gross-up" procedure is complicated by the fact that every time the award is
increased to account for taxes, the tax liability also is increased. Fortunately, there is a simple
mathematical solution to this problem. The appropriate award, A, can be calculated as:

A = w/(l - O,

where w is the present value of future after-tax wages, and t is the average tax rate on a lump
sum equal to w. Here, A would equal $200,928. As illustrated in Table 2, the award now
fully compensates the victim of discrimination. 10

9 We are ignoring past lost benefits, tax on interest earnings, and other issues in order to concentrate on the
effect of a progressive tax system on calculating damages in a discrimination suit.

~0 No further damage calculations are necessary where an amount is awarded for punitive damages. While such
an award is taxable, it essentially is a windfall to the recipient and is unrelated to the actual losses suffered.
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Conclusion

The Small Business Job Protection Act of 1996, that became law on August 20, 1996,
effectively limits the exclusion from gross income avafiable under IRC Sec 104(~0(2) to
compensatory damages received on account of personal physical mjunes or smkness In
d~scnmlnatton stats, therefore, the forensic economist needs to focus on calculating an
amount that will not only fund past and future lost after-tax wages and taxes on interest
income, but also will pay the tax on the award Itself

Table 1. Annual Withdrawals Available from an Award Based on Future Gross Wages

BegLrmmg Ending
Balance of Interest Balanca: of

Period Award Fund Earnings Wtthdrawal Award Fund

1 $178,605 -- $71,721a $106,884
2 106,884 6,413 36,000 77,297
3 77,297 4,638 36,000 45,935
4 45,935 2,756 36,000 12,691
5 12,691 761 13,452 --

a This amount equals the sum of a withdrawal to pay income taxes on the award

($35,721 = 0 2 x 178,605) and a wtthdrawal to replace the after-tax lost wages of period one
($36,000 = $40,000 - 0 1 x $40,000)

Table 2. Annual Withdrawals Available from an Award Based on Future After-Tax
Wages and "Grossed-Up" for the Tax on the Award

Beguumlg Ending
Balance of Interest Balance of

Period Award Fund Earnings W~thdrawal Award Fund

1 $200,928 -- $76,186a $124,742
2 124,742 $7,485 36,000 96 227
3 92,227 5,774 36,000 66,001
4 66,000 3,960 36,000 33,962
5 33,962 2,038 36,000 --

Thin amount equals the sum of a withdrawal to pay mcome taxes on the award
($40,186 = 0 2 x $200,928) and a wahdrawal to replace after-tax lost wages of period one
of $36,000)
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Accounting for Medicare, Social Security Benefits and Payroll Taxes in Federal Cases:
Federal Case Law and Errors by Many Forensic Economists

Paul C Taylor and Thomas R Ireland*

Introduction

Since Norfolk and Western Radway Company v. Ltepelt, ~ it has been clear that
income taxes should be deducted from personal injury losses in federal cases Thzs was
strongly affirmed m Jones & Laughhn Steel Corp. v. Pfe~r,2 and is no longer an issue in
either FELA (Federal Employers Liability Act) or Jones Act maritime cases Whale these
U S Supreme Court decisions are explicit that "income taxes" include both federal and state
income taxes, the Court has left the interpretation of what that term constitutes to the lower
courts What is not explicit m those cases is the appropriate treatment ofmumclpal income
taxes and payroll taxes that are also lemed agamst personal incomes of mdivlduals In
Pfetfer, the Court was also explicit that lost fnnge benefits should be considered, but not
whmh "losf’ fnnge benefits However, there are federal cases m which the lower courts have
been quite exphcit about both the inclusion of payroll taxes and the proper way to consider
certain federally mandated fnnge benefits We have found that many forensic economists
are not aware of this body of case law and are, correspondingly, making major errors m
federal case reports of loss that include the elements of payroll taxes and lost fringe benefits

In this paper, we provide descnptmn of published court decisions that have
addressed both payroll taxes and the impact of death or injury on diminution of Social
Security and Railroad Retirement benefits In a number of maritime cases, federal circuit
courts have ruled that all payroll taxes are income taxes within the meaning of Ltepelt and
Plier A second group of cases, including three cases by the Umted States Supreme Court,
have stated that reductmns in Social Security Benefits are noncontractual and should not be
included as a part of lost income We also discuss one FELA case suggesting that there may
be a different requirement for Railroad Retirement benefits, but stall held that it is
specifically invalid to use employer tax payments to the Railroad Retirement Board as a
proxy for lost benefits by an injured worker.

In our practices, we frequently see reports by forensic economists that do not make
deductions for employee paid payroll taxes, and that treat employer paid payroll taxes as a
lost ~nge benefit Such treatments fly in the face of the case law we describe Further, the
one FELA case we discuss introduces the "docmne of curative admissibility" That doctrine
suggests, in M~ssoun at least, that a forensic economist who commits the error of using
employer Social Security or Railroad Retirement tax payments as a proxy for lost fringe
benefits, may allow the defense to introduce Social Secunty or RRB disabd~ty payments into
evidence to "cure" the earlier inappropriate admission of mvahd claims of loss In other
words, the economist’s mistake may create an exception to the collateral source rule,
allowing the jury to be informed about disability payments received by the injured party

* Paul c Taylons an independent econormc consultant In Fmrbanks, Alaska Thomas R Ireland is an
Assocmte Professor of Economms at the UtuYerslty of lx/hssoun-St Lotus

444 US 490, 62 L 2d Ed 689, 100 S Ct 755 (1980)

2 462 US 523, 76LEd 2d 768, 103 S Ct 2541 (1983)
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This paper conslsts of four parts (1) A bnef discussion of payroll taxes, (2) 
review of federal case law suggesting that payroll taxes should be deducted from loss
estimates, (3) A review of federal case law suggesting that social security benefits are too
speculative to be considered m loss estimates, and (4) A discussion of Adams v. Burhngton
Northern Railroad Coil , suggesting that the standards in FELA and Jones Act cases
involving Railroad Retirement Board taxes and Social Security taxes, respectively, may
differ. Adams also introduces the legal doctrine of"Curative Admissibility," which may be
important in the consideration of fringe benefits

The Meaning of Payroll Taxes

Virtually all working individuals pay some form of payroll tax on "earned" as
opposed to "unearned" income The most common forms are OASDHI (Social Security and
Medicare) and Tier I and Tier II Railroad Retirement taxes (by employees of railroads) 
Less common types of payroll taxes are "city income taxes" imposed by some municipalities,
5 and state unemployment and dlsablltty taxes Imposed by some states Our specific focus
in this paper is on OASDHI and Tier I and Tmr 1I taxes of the Railroad Retirement system.
Payroll taxes are defined as a percent of income received from earnings, up to some
maximum, except for Medicare and some city income taxes, which have no annual hmlt

The term "payroll tax’should be understood as an income tax that exempts all forms
of"passive income." Passive mcome exempted from taxation includes interest, ro:/alties,
rents, dividends, capital gams, and so forth Payroll taxes, unlike other income taxes,
typically do not start with a basle exemption, so that their percentages apply to the first dollar
of income Because payroll taxes reach a maximum, they are correctly considered to be, qmte
regressive as taxes although the benefits they fund can be very progressive m nature, thus
meeting an apparent overall goal of income redistribution In fact, this overall progres.sivay
is one of the primary reasons why the courts have ruled that employer contributions are not
a valid proxy for lost employee benefits, as will be discussed below

Payroll taxes are treated as income taxes in all Public Finance textbooks6 and all
analysis made of the impact of payroll taxes treat them as a special type of income tax Thus,
while payroll taxes were not specifically mentioned in Ltepelt or Pfetfer, we argue that their
inclusion was clearly implied by the reference to income taxes And, as we will show, that
is how the courts, following Ltepelt and Pfetfer, have ruled

865 S W 2d 748 0Vlo App W D 1993)

4 Tier I ofRmlroad Retarement tax ~s designed as a perfect analog to FICA It includes Medicare taxes of
rmlroad workers and ret~erctent/dlsablhty taxes that axe identical to Somal Secmaty taxes The percentages
allocated for Medicare, disablhty insurance and retirement insurance and the income maxunums on winch
these taxes are levied are ldentmal to those m FICA taxes, winch eombme Social Security and Medicare taxes

5 St Louis, M~ssoun, is one example of a "city income tax" that is a payroll tax, but we have not surveyed
cities to determine the frequency of thls type of tax

6 See Edgar G Browning and Jacquelme M Browning, Pubhc Fmance and the Price System, MacMillan
Pubhshmg Company (1994) and Randall G Holcombe, West Publishing Company (1996) In models
analyzing Incentive effects of payroll taxes, income is normally the dependent variable, as is the case uath
armlys~s of other income taxes

il
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Federal Cases Requiring Subtraction of Employee Payroll Taxes

This section offers a series of rotations to federal decisions (two appellate and one
trial) m which the courts have ruled explicitly that payroll taxes should be subtracted 
economic loss computations

In Madore v. Ingram Tank Ships, Inc., 732 F 2d 475 (1984), the U.S. Court 
Appeals, 5th Circuit at 478 said

In computing the loss of future earnings, gross earnings should not be
used Unless the amounts the worker would have been required to pay m
income taxes and social security taxes is negligible or should, for some
articulated reason, be disregarded, the lost income stream must be
computed after deducting the income taxes and social security taxes the
worker would have paid had he continued to work, for he Is entitled only
to be made whole for what he has lost, his net income Culver 1,688 F
2d at 302

InPtckle v. International OtlfieMDtvers, Inc., 791 F 2d 1237 (1986), the Court 
the Fifth Circuit, again dealt specifically with omission of a reduction for social security
taxes by the plamtlWs economic expert and at 1241 wrote

IOD correctly argues that the district court erred m not deducting social
security taxes from its estimate of Pickle’s future income

In Purdy v. BelcherRefimng Company, 781 F Supp 1559 (SD Ala 1992), the
Southem District, Alabama, U S District Court at 1562 noted

The Purdys agree that from base eammgs federal, state and social security
taxes amounting to 16 3% should be deducted.

We also cite Thomas J. Schoenbaum’s Admiralty andMartnme Law, 2nd ed. West
Publishing 1994 (p 205) as follows

Social Security taxes which would have been paid on wages are also
properly deducted from the award

There are two important elements in these citations First, all three cases and
Thomas J Schoenbaum’s legal treatise fall within the realm of admiralty law, whose
economic damage calculations flow directly from Pfetfer Second, we could find no
published decision from any federal court deahng with any form of admiralty or other federal
law that explicitly considered the question of payroll taxes and ruled that payroll taxes
should not be subtracted We found no FELA cases which specifically addressed payroll
taxes paid by employees, but since the Jones Act is essentially FELA applied to seamen, it
is reasonable to surmise that appellate courts applying FELA standards would react m the
same manner described here for Jones Act cases We also note one important instance
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(Trevmo v. U.S. 7), where a clrcmt court found the Supreme Court’s economm directives in
Pj~t~r compelhng enough to broaden its apphcablhty to include FTCA (Federal Tort Claims
Act) actions

Cases Disallowing Claims to Future Social Security Benefits

This section lists both federal and state decisions that suggest that social security
benefits, particularly including those stemming from employer paid Social Security taxes,
should not be treated as a compensable lost fringe benefit.

In Fleming v. Nestor,8, the United States Supreme Court discusses Social Security
at length and wrote 9

Of special importance in this case is the fact that ehglbfilty for benefits,
and the amount of such benefits, do not in any true sense depend on
contribution to the program through payment of taxes

The Somal Security system may be accurately described as a form of
social insurance, enacted pursuant to Congress’ power to "spend money
m aid of the ’general welfare,’" whereby persons gainfully employed,
and those who employ them, are taxed to permxt the payment of benefits
to the retired and disabled, and their dependents ..

It is apparent that the noncontractual Interest of an employee covered by
the Act cannot be soundly analogized to that of the holder of an annuity,
whose right to benefits ~s bottomed on his contractual premium payments

(the Socml Security) program was designed to function into the
mdefimte future, and its specific provisions rest on predictions as to
expected economm condltions whmh must inevitably prove less than
wholly accurate, and on judgements and preferences as to the proper
allocatton of the Natton’s resources whtch evolving economtc and social
conditmns will of necessity m some degree modify

To engra~ upon the Social Security system a concept of"accrued property
rights" would deprive it of the flexlblhty and boldness m adjustment to
ever-changing condmons which ~t demands

In Richardson v. Belcher,~° cmng Fleming v. Nestor, the Court wrote H

804F 2d15129thClr 1986

363 US 603, 4 Led 2d 1435, 80 S Ct 1367 (1960)

at 4 LEd 2d 1443-1444

404 US 78, 30 LEd 2d 231, 92 S Ct 254 (1971)
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In our last consideration of a challenge to the constltutlonahty of a
classification created under the Social Security Act, we held that "a
person covered by the Act has not such a right in benefit payments as
would make every defeasance of ’accrued’ interests violative of the Due
Process Clause of the 5th Amendment" The fact that social security
benefits are financed m part by taxes on an employee’s wages does not m
itself limit the power of Congress to fix the levels of benefits under the
Act or the condmons upon whmh they may be prod Nor does an
expectation of pubhc benefits confer a contractual rTght to recewe the
expected amounts (emphasis added)

In Wemberger v. Wtesenfeld, the Court restated 12

We held in Flemmmg that the interest of a covered employee in future
social security benefits is "noncontractual," because "each worker’s
benefits, though flowing from the contributions he made to the nanonal
economy whfie actively employed, are not dependent on the degree to
which he was called upon to support the system by taxation"

Drawing upon these three Supreme Court decisions, the California Court of Appeal,
First District, Division 2, in In re Marriage ofNtzenkoff,~3 reasoned (135 Cal Rptr at 191)’

Further, Congress, whmh has recognized the need for vested pensmn
nghts in the pnvate sector, has, m the intervening 26 years since Fleming,
retained section 1304 of the Social Security Act This reaction, m the face
of legal trends toward vested rights, only serves to confirm the court’s
mew that the social security system ts essentially different from other
benefit and insurance programs and stall needs the flexibility provided by
section 1304

In Farquharson v. Travelers Insurance Company,~4 the Court of Appeals of
Michigan ruled (at 488) that

plaintiff seeks compensation because h~s employer’s federal Socml
Security tax payment on his wages was terminated after he left work An
employee’s interest in such payments is too speculative for it to be
considered "income." Despite our recogmtion that plaintiff’s mabfitty to
work probably affected his eventual entitlement to Social Security

u 30 LEd 2d at 234

~2 420 US 636, 43 LEd 2d 514, 95 S Ct 1225 (1975) at 43 LEd 2d 523

~3 65 Cal App 3d 136, 135 Cal Rptr 189 (1976)

24 M~ch App, 329 N W 2d 484 (1982)
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benefits, we conclude that the employer’s tax ts not "income" to the
employee under section 3107(b).

The Alaska Supreme Court m Mann v. Mann~5 cited Ntzenkoff and wrote,.

Unhke social security, an employee has an absolute contractual right to
receive SBS benefits. (social security is a scheme of social Insurance
whmh slgmficantly dtffers from ordinary deferred compensation plans)

In Jenkins v. Kerr-McGee Corporation,~6 the Court of Appeal of Lomslana, Third
C~rcmt at 1103 wrote

The trial court correctly deducted income taxes from the gross past lost
wages amount It ~s well settled that an award for lost wages under
general maritime law should be based on after tax earnings The real
court erred, however, m adding employer FICA contributions to the net
past lost wages amount The worker Is entitled to be made whole for what
he has lost, i e, his net income--what he would have recmved had he
continued to work Madore v. Ingram Tank Ships, Inc., 732 F 2d 475
(5th Or 1984). In other words, the lost mcome stream must be computed
after deductmg income taxes and social security taxes the worker would
have prod had he continued to work It is erroneous to thereafter add back
the employer FICA contnbutmns, which essentially represent the
employer’s half of contributions to the social security fund m the name of
the worker These payments, based upon a percentage of the gross
amount prod to the worker, go directly from the employer to the federal
government The worker has no right to recewe the resulting benefits
until retirement or disability Jenkins would not have directly received
these payments as part of his income had he continued to work
Therefore, the employer conmbutmns were not "lost" to h~m

Though not presented here, the denklns court cited Culver v. Slater Boat Co.
(Culver ll)

722 F 2d 115 (5th Or 1983) (en banc) cert. demed467 US 1252, 82 L
Ed 2d 842, 104 S Ct. 3537 (1984) for its authority and reiterated at 1104
in ~ts discussmn of lost future wages that including employer FICA
contributions m the computation of fringe benefits was "clearly
elToneous"

The cases cited here all concern Socml Security and represent a variety of types of
federal htigatton, as well as state litigation that applies principles set down by the federal

15 778 P 2d 590 (1989) at 592

16 613 So 2d 1097 (1993)
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courts relatmg to Soctal Security The last case we cite m this section Adams v. Burhngton
Northern~7 is one that does not Involve Social Security, but rather the Rmlroad Rettrement
System In one sense, Adams appears to go against the cases prevmusly cited m that it states
a method by which economic experts should proceed to properly value the reductmn in
employer radroad retirement payroll taxes made by an employer on behalf of an employee
because of an injury In another sense, however, It may be partially or fully confirming a
distinction made m the cited cases between private pensions and Social Security benefits
T~er 1I of the Railroad Retirement System Is much more hke a true pnvate pensmn program
than Is Tier I or Somal Secunty It may be that the existence of Tier II is what explains the
difference between Adams and the cases previously cited

Railroad employers and employees make payments into two "Tiers" of the Rmlroad
Retirement System Tier I is exactly ldentmal to OADSHI (Social Security and Medicare)
The rates are the same, the maximum amounts of income on which taxes are paid are the
same, and the benefit formulas are the same This concurrence of systems Is a result of
federal legislation designed to bring about this symmetry of programs But Tier 1I is a
system m which the amounts of employer tax payments contributed on a worker’s behalf
have a more direct Impact on the benefit amount that the worker eventually receives, tn a
manner similar to a private penston program The formula is different Employers pay 16 1
percent, while employees pay 4 9 percent The maxtmum amount of income on whmh the
tax Is paid Is different from Tier I and Social Security At the same time, Tier II has, hke
Social Security, functioned largely as a "pay as you go" system and, hke Social Security, the
Railroad Retirement System, with respect to both Tmr I and Tier 1I, is not subject to the
pensmn reqmrements of ERISA for pnvate pensmns

Whether this explanatmn is valid, or Is simply speculation on our parts, the Court,
madams, at 751 wrote

The plaintiff, through the expert testimony, added all the tax payments
defendant would have made to the Railroad Retirement Account tf
plaintiff had continued working unttl retirement Plaintiff claims this is
the correct measure of damages due to the "actuarial nature" of the
rmlroad retirement system, arguing that because the Rmlroad Retirement
Board must fund benefits wtth revenues, there ts a correlatton between
revenues and benefits Any link between the taxes paid and the benefits
is too tenuous to provide a true measure of plaintiffs loss

The statute describes the method for computing retirement benefits The
formula ts set out m 45 U S C § 231b(b) To determine the plaintiffs lost
retirement benefits, one should simply apply the formula m order to arrive
at two numbers (1) the amount plaintiff would have been entitled to if 
had continued to work until age 66, and (2) the amount plaintiff will
actually be entitled to The dtfference between the two amounts,
d~scounted to present value, represents plaintiffs lost benefits Plaintiffs
evidence, upon proper objectmn, would not have been admissible

~? 865 S W 2d 748 0Mo App W D i 993)
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Therefore, this requirement of the the curative admtsstbthty doctrine ts
sansfied Otahcs added)

Adams v. Burlington Northern and the "Doctrine of Curative Admissibility"

TheAdams case is also very interesting from another perspective Adams carries an
lmphcatmn that, at least m Massoun, an error m how a plaintiff’s economist computes losses
of an injured employee may create a damaging admlssibdlty to a jury of emdence that an
injured employee is receiving disability payments from either Social Security or from the
Radroad Retirement System This is the meaning of the last two sentences m the,’ Court’s
opinion m the above citation The Adams court was saying three things that are mlportant
(1) that employer payroll tax payments to the Railroad Retirement Board on behalf of the
plaintiff are not a vahd measure of benefits lost to the plaintiff, (2) that, unlike the court
ruhngs involwng Social Security discussed above, the Court did not beheve that the estimate
of the impact on benefits was too noncontractual to be included, and could be calculated
from the formulas existing in current law, and, (3) the court at 751 specffically stated that
the doctrine of curative admisslbdlty could have been vahdly revoked by the defendant, had
the defendant done so correctly

The doctrme of curative admtsstbthty is an extremely important exceptmn to the
collateral source rule that has major lmphcatmns mn the context of this case for calculattons
of lost fringe benefits The issue at hand was that the defendant would normally have been
prevented from presenting evidence that the plaintiff was rece~vlng &sabflity payments from
the Radroad Retirement System by the collateral source rule However, m this case, the
plamtlWs expert economist had introduced invahd ewdence by clmming the loss of
employer prod Tier I and Tier II taxes in the employee’s name as lost income Thin meant
that the defendant may have been able introduce evtdence of the employee’s dmabd~ty
payments for the sole purpose of showing that the employee had not suffered a loss m the
amount clmmed by the plaintiff In other words, because the economic experl for the
plaintiff had mvahdly introduced the amount of the employer’s Tier I and Tier II taxes that
would have been prod on the employee’s behalf, the defense may have had the right to
introduce emdence that the employer had been recelwng &sabday payments to "cure" the
plaintiff’s introduction of mvahd ewdence

In Adams, the defendant had not made a proper reference to the collateral source
rule or the curative admtsslbday doctrine at the real court level and the Court of Appeal
ruled against the defendant But the Court of Appeal went out of tts way at 751 to state
dearly that the doctnne &d apply to the circumstances of the case On this matter the Court
wrote

(The doctrine of curative admlsslbdlty) allows a party to answer
inadmissible emdence mtroduced by the opposing party with similar
madmlssthle evtdence ff its mtroductmn would remove any unfatr
prejudice mused by the admission of the earlier inadmissible evidence In
order for the doctrine to come into play, the following reqmrements must
be met the earher ewdence must have been inadmissible. Id.: it must not
have been objected to when offered Id: the rebutting ewdence ms needed
to remove an unfair prejudme whmh might otherwtse ensue from the
original evtdence.
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The curattve evidence, t e, that plaintiff would receive dlsabdlty income
from the txme of the accident unttl hts retirement date, must be of the same
type or character as the earher inadmissible evidence Phoenix
Redevelopment, 812 S W 2d at 886 Defendant argues that the admlsslon
of the dlsablhty benefits will show that plaintiff ts receiving some benefits
from the fund and, therefore, did not lose the entire amount of defendants
contribution Whether this cures the earher testimony or is of the same
type or character and thereby admlsstble rests to a great extent within the
discretion of the trial court Elhott v. Mtd-Century Ins. Co., 701 S W 2d
462, 466 (Mo App. 1985) We are not prepared to say that the court
abused its discretion m denying the offer of proof It was within the trial
courts discretion to refuse the evtdence

The Court went on to make it clear that a big part of the problem was that the
defendant had not included the doctrine of curative adm~sstbfllty at the trial court level and
that the burden of proof for making such arguments rests with party offering the evidence to
explmn the proper grounds for its admlssmn (at 752)

Grantmg the real court discretion iS pamcularly slgntfieant under the
umque rules of emdence argued here The defendant made alternative
arguments to the court, one m which it claimed that the proffered evidence
was admissible as an exceptmn to the collateral source rule and the other
m which it acknowledged that the offered evidence was inadmissible
Under these ctrcumstances, tt ts necessary that the court understand not
only what ewdence was bemg offered, but also the theory of its
ewdentiary admlsslblhty We have carefully reviewed the defendants
offer of proof and find no reference to the collateral source rule or the
curative adm~ss~blhty doctrme or any descnptmn that comes close to
those two theortes of admtsslblhty The only tdentfficatton made is the
argument that exclusmn of the evidence of disability payments will result
m double damages This charactenzatmn does not sufficiently reform the
trial judge In order to avoid trial court error and to enable the court to
rule mtelhgently, the burden ts on the party offermg the evtdence to
explmn the proper grounds for its admission Thts is parttcularly so where
the proffered evidence, as here, Is normally inadmissible

We want to be careful not to overstate the potential appllcabihty of this doctrine m
states other than M~ssoun, or to ~mply what tests need to be met m other states for th~s
doctnne to apply Nevertheless, Adams carries the imphcatmn that incorrect calculations of
a lost fnnge benefit by an economist may open a damaging admissibility of evidence of
disability payments to an injured worker by the defense This fact alone suggests that
forenstc economtsts need to become more aware of relevant case law

Conclusion

Since th~s has been a descriptive paper, there is no need for a summary of the
mformatton prowded We will, however, restate our underlymg premise that many forensic
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reports we have seen in widely differing areas of the United States do not properly account
for the legal reqmrements described in this paper. As economists and not attorney:;, we are
not ultimately responsible for legal interpretations about what ~s and what is not perm~ssthle
under the law But ffwe are to hold ourselves out as experts, we need to stay current and be
well versed in the structure imposed by statute, case law, and court customs that affect our
calculatmns Where the law is concerned, the final detenmnatmn must be lett to the
employing attorney, but our chents will be better served if we know enough about the law
to ask the right questions



Estimating Hours of Lost Household Production Using Time Use Data: A Caution

Daphne T Greenwood’

Introduction

In compensation for wrongful death or injury, the valuation of household
production plays an mcreasmgly ~mportant role Full-t~me homemakers are recogmzed as
prowdmg servmes of economic value to their spouse and children Even men and women
who are engaged m market work still perform slgmficant amounts of home production
While market earnings must be adjusted for the probabdity of unemployment m any one
year, and for eventual retirement, nonmarket production is hkely to increase in the event of
unemployment or of lessened labor force partlclpanon The economic value of thin work is
greater than a comparable hour of market work because it is not subject to taxatzon

The Latest Time Use Study from Cornell

Since it is d~fficult to esttmate rehably the time any one individual spent or will
spend m household production, many forensic economists use data from nationally
recogmzed time use surveys to provide proxy estimates The most recent of the "Cornell
studies" uses data from the Time Use Longttudmal Panel Study collected by the Survey
Research Center at the Umvers~ty ofMmhlgan (Juster, et al, 1988) Family members kept
drones of ttme use over twenty four hours on four separate occastons during 1975 whmh
vaned as to day of the week and season of the year A subsample of husband-wife famd~es
were remterviewed m 1981 No more recent studies of detailed rime use are available,
although the studies published by Comell attempt to update the dollar values associated with
these hours

The economm theory of the household postts that prod market work and unpatd (but
still productive) household work compete for the time of the housewife, or other household
member. The greater the share of time allocated to prod work, the less wall be spent m unpmd
work, ceter~sparlbus. In keeping with the theory, when results for any of these studies are
presented m tabular form, average hours worked m the household by women are always
separated for women employed outside the home and those not so employed (Often, there
are lntennedmte categories for levels of part-time employment)

The tabular results reported m the most recent edmon of the Cornell studms are
consistent with past studies m showmg more housework when children are present and less
housework when more hours are worked outside the home Medmn minutes per week of
household work is reportedfor roamed males and mamed females, by age of child, number
of children, and number of hours employed per week~ However, when the analysis is
extended by repomng multiple regression equatmns economm theory seems to be forgotten
The concept of reporting coefficients estimated on variables such as age, education, and
number and age of chddren is excellent Changes m the hours of household production for
an mdlwdual over their hfetlme as these variables change could be predmted m a continuous
fashion, within some margin of error, by such an equatmn

’ Associate Professor of Economics, Umvers~ty of Colorado, Colorado Spnngs Also a member of TKS
Consulting, Inc

Bryant, Z1ck, and Klm, pp 3-5
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Problems with ~he 1993 Cornell Results for Women

However, while the concept ~s good its implementation falls short The most
glaring deficiency is that the reported equation for marned women’s household production
contains no variable measuring time spent in the labor forcerThe economic theov./of the
household tells us that hours worked m the labor market ~s a critmal determinant of hours
spent m household production, along w~th number and age ofchfidren Its omission calls
the accuracy of all other coefficients into serious question, not to mentmn the predictive
power of the equation Interestingly enough, the wage earned m the labor market t~ part of
the model used to predict married men’s household work, although hours worked is not

There are numerous other problems with the value and sign of the esllmated
coefficients As can be seen below, in the equation estimated by Bryant, Zmk, and K~m from
the University of Michigan data, 2 the large positive coefficient on the age-squared variable
(offset m the early years by a negative coefficlent on age) ~mphes that the older a woman gets
the more housework she wall do This does not seem plausible It may be a result oflhe fact
that the sample &d not include women over sixty-five, or of the omitted variable problem
With life expectancies increasing mto the early mght~es for many women, a reliable method
of estimating the household production of older women would be very helpful to forensm
economists, who must now make arbitrary assumptions about the hours of work perfbrmed
by these m&viduals

(1) TIMEF = 3770 59 + 8676 UNEARN + 521 69 UND3 - 94 2772 AGEF + 1 23 AGEFSQ
(911 55) (5 26) (98 17) (42 56) 

- 46 93 EDF + 199 83 FAMGT3 - 235 87 OWN - 7.22 URBAN - 651 78 BLACK
(20 29) (40 94) (187 82) (99 76) 

where standard errors are hsted m parentheses and the variables are

TIMEF =
UNEARN =

UND3=
AGEF =
AGEFSQ =
EDF =
FAMGT3 =
OWN=
URBAN=
BLACK --

estimated minutes per week spent by married woman on household work
after tax annual nonwage (or nonsalary) income of family in thousands
of dollars
number of children age three or younger in the family
age in years of the mamed woman
AGEF squared
years of education completed by the married woman
number of family members older than three in the family
dummy variable equalling 1 if famdy owns home
dummy variable equalling 1 if m a mty of 50,000 or more population
dummy variable equalling 1 if married woman is black

The regression for all maned women has an adjusted R- square value of 18 and a
standard error of estimate of 801 69 Only home ownership, nonwage income, and
urban/rural status are not signficant at the 05 level However, given the omitted variable
problem, the vahday of all the coefficients should be seriously questioned

2 Bryant, Zmk, and Klm, p 6-7
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Problems with Estimates Based on Racial Background

The dummy variable for being black has a statistically significant negative
coefficient, leading to a lower estimate of lost household production for a black woman with
the same years of education, number of young children, etc. However, forensic economists
should avoid using the lower estimates of housework done by black housewives as the basis
of an estimate for a black plaintiff for several reasons.

First, there were a very small number of blacks in the sample -- only 14 in 1981).
Second, the use of a readily identifiable characteristic which has no theoretical basis is always
highly questionable. For example, if tall housewives were found to perform fewer hours of
housework on average than were short housewives, an economist would hesitate to use the
height of an injured party as a partial determinant of their economic loss. Lack oftbeoretical
justification suggest that there is either an omitted variable which explains the difference, or
that the difference is due to sampling error. Given the flaws in this study either could be true
but no theoretical reason for accepting the lower estimate based on race alone has been given,
and it is difficult to imagine one.

Conclusion

Time-use diaries and the resulting estimates of household production are a valuable
resource to economists. However, given the problems with the estimating equations used in
the most recent Cornell publication, use of the medians seems the only prudent solution and
racial breakouts are inappropriate and invalid. There is a need for more studies which
incorporate the effect of women’s labor market activity on their household work and which
deal with the household work of the older woman.
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