VOC AT]ON AL This document was downloaded from Vocational Economics

Inc. (www.vocecon.com). For more information

ECONOMICS on this document, visit:

l C http://www.vocecon.com/resources/Bibliography/casebib.aspx



http://www.vocecon.com/
http://www.vocecon.com/resources/Bibliography/casebib.aspx













1198

[2,3] Riverway argues next that it was
wrong for the judge to award damages on
the basis of a wage not validated, as it
were, by at least a year’s employment at
that wage. Mrs. O’Shea had never worked
full time, had never in fact earned more
than $3600 in a full year, and in the year
preceding the accident had earned only
$900. But previous wages do not put a cap
on an award of lost future wages. If a man
who had never worked in his life graduated
from law school, began working at a law
firm at an annual salary of $85,000, and
was killed the second day on the job, his
lack of a past wage history would be irrele-
vant to computing his lost future wages.
The present case is similar if less dramatic.

Mrs. O’'Shea did not work at all until 1974,

when her husband died. She then lived on
her inheritance and worked at a variety of
part-time jobs till January 1979, when she
started working as a cook on the towboat.
 According to her testimony, which the trial
- judge believed, she was then working full
time. It is immaterial that this was her
first full-time job and that the accident
occurred before she had held it for a full
year. Her job history was typical of wom-
en who return to the labor force after their
children are grown or, as in Mrs. O’Shea’s
case, after their husband dies, and these
women are, like any tort victims, entitled to
damages based on what they would have
earned in the future rather than on what
they may or may not have earned in the
past.

[4] If we are correct so far, Mrs. O’Shea
was entitled to have her lost wages deter-
mined on the assumption that she would
have earned at least $7200 in the first year
after the accident and that the accident
caused her to lose that entire amount by
disabling her from any gainful employment.
And since Riverway neither challenges the
district judge’s (apparent) finding that Mrs.
O’Shea would have worked till she was 70
nor contends that the lost wages for each
year until then should be discounted by the
probability that she would in fact have been
alive and working as a boat’s cook through-
out the damage period, we may also assume
that her wages would have been at least
$7200 a year for the 12 years between the
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date of the accident and her seventieth
birthday. But Riverway does argue that
we cannot assume she might have earned
$10,800 2 year rather than $7200, despite
her testimony that at the time of the acci-
dent she was about to take another job as a
boat’s cook where she would have been paid
at the rate of $60 rather than $40 a day.
The point is not terribly important since the
trial judge gave little weight to this testi-
mony, but we shall discuss it briefly. Mrs.
O’Shea was asked on direet examination
what “pay you would have worked” for in
the new job. Riverway’s counsel objected
on the ground of hearsay, the judge over-
ruled his objection, and she answered $60 a
day. The objection was not well taken.
Riverway argues that only her prospective
employer knew what her wage was, and
hence when she said it was $60 she was
testifying to what he had told her. But an
employee’s wage is as much in the personal
knowledge of the employee as of the em-
ployer. If Mrs. O’Shea’s prospective em-
ployer had testified that he would have paid
her $60, Riverway’s counsel could have
made the converse hearsay objection that
the employer was really testifying to what
Mrs. O’'Shea had told him she was willing to
work for. Riverway’s counsel could on
cross-examination have probed the basis for
Mrs. O’Shea’s belief that she was going to
get $60 a day in a new job, but he did not
do so and cannot complain now that the
judge may have given her testimony some
(though little) weight.

We come at last to the most important
issue in the case, which is the proper treat-
ment of inflation in calculating lost future
wages. Mrs. O’Shea’s economist based the
six to eight percent range which he used to
estimate future increases in the wages of a
boat’s cook on the general pattern of wage
increases in serviee occupations over the
past 25 years. During the second half of
this period the rate of inflation has been
substantial and has accounted for much of
the increase in nominal wages in this peri-
od; and to use that increase to prbject
future wage increases is therefore to as-
sume that inflation will continue, and con-
tinue to push up wages. Riverway argues
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that it is improper as a matter of law to
take inflation into account in projecting lost
future wages. Vet Riverway itself wants
to take inflation into account-—one-sidedly,
to reduce the amount of the damages com-
puted. For Riverway does not object to the
economist’s choice of an 85 percent dis-
count rate for reducing Mrs. (’Shea’s lost
future wages to present value, although the
rate includes an allowance—a very large
allowance—for inflation.

{5,6] To explain, the object of discount-
ing lost future wages to present value is to
give the plaintiff an amount of money
which, invested safely, will grow to a sum
equal to those wages. So if we thought
that but for the accident Mrs. O’Shea would
have earned $7200 in 1960, and we were
computing in 1980 (when this case was
tried) her damages based on those lost earn-
ings, we would need to determine the sum
of money that, invested safely for a period
of 10 years, would grow to $7200. Suppose
that in 1980 the rate of interest on ultra-
safe (i.e., federal government) bonds or
notes maturing in 10 years was 12 percent.
Then we would consult a table of present
values to see what sum of money invested
at 12 percent for 10 years would at the end
of that time have grown to $7200. The
answer is $2318. But a moment’s reflection
will show that to give Mrs. O’Shea $2318 to
compensate her for lost wages in 1990
would grossly undercompensate her. Peo-

ple demand 12 percent to lend money risk-’

lessly for 10 years because they expect their
principal to have much less purchasing pow-
er when they get it back at the end of the
time. In other words, when long-term in-
terest rates are high, they are high in order
to compensate lenders for the fact that they
will be repaid in cheaper dollars. In periods
when no inflation is anticipated, the risk-
free interest rate is between one and three
percent. See references in Doca v. Marina
Mercante Nicaraguense, S.A., 634 F.2d 30,
39 n.2 (2d Cir. 1980). Additional percentage
points above that level reflect inflation an-
ticipated over the life of the loan. But if
there is inflation it will affect wages as well
as prices. Therefore to give Mrs. O’Shea
$2318 today because that is the present
value of $7200 10 years hence, computed at

a discount rate—12 percent—that consists
mainly of an allowance for anticipated in-
flation, is in fact to give her less than she
would have been earning then if she was
earning $7200 on the date of the accident,
even if the only wage increases she would
have received would have been those neces-
sary to keep pace with inflation.

There are (at least) two ways to deal with
inflation in computing the present value of
lost future wages. One is 1o take it out of
both the wages and the discount rate—to
say to Mrs. O’Shea, “we are going to calcu-
late your probable wage in 1990 on the
assumption, unrealistic as it is, that there
will be zero inflation between now and
then; and, to be consistent, we are going to
discount the amount thus calcalated by the
interest rate that would be charged under
the same assumption of zero inflation.”
Thus, if we thought Mrs. O’Shea’s real (i.e.,
inflation-free) wage rate would not rise in
the future, we would fix her lost earnings
in 1990 as $7200 and, to be consistent, we
would discount that to present (1980) value
using an estimate of the real interest rate.
At two percent, this procedure would yield
a present value of $5906. Of course, she
would not invest this money at a mere two
percent. She would invest it at the much
higher prevailing interest rate. But that
would not give her a windfall; it would just
enable her to replace her lost 1990 earnings
with an amount equal to what she would in
fact have earned in that year if inflation
continues, as most people expect it to do.
(If people did not expect continued infla-
tion, long-term interest rates would be
much lower; those rates impound investors’
inflationary expectations.) )

An alternative approach, which yields the
same result, is to use a (higher) discount
rate based on the current risk-free 10-year
interest rate, but apply that rate to an
estimate of lost future wages that includes
expected inflation. Contrary to Riverway’s
argument, this projection would not require
gazing into a crystal ball. The expected
rate of inflation can, as just suggested, be
read off from the current long-term inter-
est rate. If that rate is 12 percent, and if
as suggested earlier the real or inflation-
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free interest rate is only one to three per-
cent, this implies that the market is antici-
pating 9-11 percent inflation over the next
10 years, for a long-term interest rate is
simply the sum of the real interest rate and
the anticipated rate of inflation during the
term. )

[7] Either approach to dealing with in-
flation is acceptable (they- are, in fact,
equivalent) and we by no means rule out
others; but it is illogical and indefensible to
build inflation into the discount rate yet
ignore it in calculating the lost future
wages that are to be discounted. That re-
sults in systematic undercompensation, just
as building inflation into the estimate of
future lost earnings and then discounting
using the real rate of interest would sys-
tematically overcompensate. The former
error is committed, we respectfully suggest,
by these circuits, notably the Fifth, that
refuse to allow inflation to be used in pro-
jecting lost future earnings but then use a
discount rate that has built into it a large
allowance for inflation. See, e.g., Culver v.
Slater Boat Co., 644 F.2d 460, 464 (5th Cir.
1981) (using a 9.125 percent discount rate).
We align ourselves instead with those cir-
cuits (a majority, see Doca v. Marina Mer-
cante Nicaraguense, S.A., supra, 634 F.2d at
35-36), notably the Second, that require
that inflation be treated consistently in
choosing a discount rate and in estimating
the future lost wages to be discounted to
present value using that rate. See id at
36-39. We note that in Byrd v. Reederel,
638 F.2d 1300, 1307-08 (5th Cir. 1981), a
panel of the Fifth Circuit indicated misgiv-
ings over that ecireuit’s position and that
rehearing en banc has been granted. 650
F.2d 1324 (1981).

[8] Applying our analysis to the present
case, we cannot pronounce the approach
taken by the plaintiff’s economist unreason-
able. He chose a discount rate—8.5 per-
cent—well above the real rate of interest,
and therefore containing an allowance for
inflation. Consistency required him to in-
flate Mrs. O’Shea’s starting wage as a
boat’s cook in calculating her lost future
wages, and he did so at a rate of six to
eight percent a year. If this rate had been
intended as a forecast of purely inflationary
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wage changes, his approach would be open
to question, especially at the upper end of
his range. For if the estimated rate of
inflation were eight percent, the use of a
discount rate of 8.5 percent would imply
that the real rate of interest was only .5
percent, which is lower than most econo-
mists believe it to be for any substantial
period of time. But wages do not rise just
because of inflation. Mrs. O’Shea could
expect her real wages as a boat’s cook to
rise as she became more experienced and as
average real wage rates throughout the
economy rose, as they usually do over a
decade or more. It would not be outlandish
to assume that even if there were no infla-
tion, Mrs. O’Shea’s wages would have risen
by three percent a year. If we subtract
that from the economist’s six to eight per-
cent range, the inflation allowance built
into his estimated future wage increases is
only three to five percent; and when we
subtract these figures from 8.5 percent we
see that his implicit estimate of the real
rate of interest was very high (8.5-5.5 per-
cent). This means he was conservative, be-
cause the higher the discount rate used the
lower the damages calculated.

{91 If comservative in one sense, the
economist was most liberal in another. He

‘made no allowance for the fact that Mrs.

O’Shea, whose health history quite apart
from the accident is not outstanding, might
very well not have survived—let alone sur-
vived and been working as a boat’s cook or
in an equivalent job—until the age of 70.
The damage award is a sum certain, but the
lost future wages to which that award is
equated by means of the discount rate are
mere probabilities. If the probability of her
being employed as a boat’s cook full time.in
1990 was only 75 percent, for example, then
her estimated wages in that year should
have been multiplied by .75 to determine
the value of the expectation that she lost as
a result of the accident; and so with each
of the other future years. Cf. Conte v.
Flota Mercante del Estado, 277 F.2d 664,
670 (2d Cir. 1960). The economist did not
do this, and by failing to do this he over-
stated the loss due to the accident.
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But Riverway does not make an issue of
this aspect of the economist’s analysis. Nor
of another: the economist selected the 8.5
percent figure for the discount rate because
that was the current interest rate on Triple
A 10-year state and municipal bonds, but it
would not make sense in Mrs, O’Shea’s fed-
eral income tax bracket to invest in tax-
free bonds. If he wanted to use nominal
rather than real interest rates and wage
increases (as we said was proper), the econ-
omist should have used a higher discount
rate and a higher expected rate of inflation.
But as these adjustments would have been
largely or entirely offsetting, the failure to
make them was not a critical error.

[10] Although we are not entirely satis-
fied with the economic analysis on which
the judge, in the absence of any other evi-
dence of the present value of Mrs. O’Shea’s
lost future wages, must have relied heavily,
we recognize that the exaectness which eco-
nomic analysis rigorously pursued appears
to offer is, at least in the litigation setting,
somewhat delusive. Therefore, we will not
reverse an award of damages for lost wages
because of questionable assumptions unless
it yields an unreasonable result—especially
when, as in the present case, the defendant
does not offer any economic evidence him-
seif and does not object to the questionable
steps in the plaintiff’s economic analysis.
We cannot say the resuit here was unrea-
sonable. If the economist’s method of esti-
mating damages was too generous to Mrs.
O’Shea in one important respect it was, as
we have seen, niggardly in another. An-
other error against Mrs. O’Shea should be
noted: the economist should not have de-
ducted her entire income tax liability in
_ estimating her future lost wages. Cf. Nor-
folk & W. Ry. v. Liepelt, 444 U.8. 490, 495,
100 S.Ct. 755, 758, 62 L.Ed.2d 689 (1980).
While it is true that the damage award is
not taxable, the interest she earns on it will
be (a point the economist may have ignored
because of his erroncous assumption that
she would invest the award in tax-exempt
bonds), so that his method inveolved an ele-
ment of double taxation.

If we assume that Mrs. O’Shea could

have expected a three percent- annual in-
crease in her real wages from a base of

$7200, that the real risk-free rate of inter-
est (and therefore the appropriate discount
rate if we are considering only real wage
increases) is two percent, and that she
would have worked till she was 70, the
present value of her lost future wages
would be $91,310. This figure ignores the
faet that she did not have a 100 percent
probability of actually working till age 70
as a boat’s cook, and fails to make the
appropriate (though probably, in her brack-
et, very small) net income tax adjustment;
but it also ignores the possibility, small but
not totally negligible, that the proper base
is really $10,800 rather than $7200.

{11,12] So we cannot say that the fig-
ure arrived at by the judge, $86,033, was
unreasonably high. But we are distressed
that he made no attempt to explain how he
had arrived at that figure, since it was not
one contained in the economist’s testimony

. though it must in some way have been

derived from that testimony. Unlike many
other damage items in a personal injury
case, notably pain and suffering, the caleu-
lation of damages for lost earnings can and
should be an analytical rather than an intui-
tive undertaking. Therefore, compliance
with Rule 52(a) of the Federal Rules of
Civil Procedure requires that in a bench
trial the district judge set out the steps by
which he arrived at his award for lost fu-
ture earnings, in order to assist the appel-
late court in reviewing the award. Cf.
Rucker v. Higher Educ. Aids Bd., 669 F.2d
1179, 1183-84 (7th Cir. 1982). The district
judge failed to do that here. We do not
consider this reversible error, because our
own analysis convinces us that the award of
damages for lost future wages was reasona-
ble. But for the future we ask the district
judges in this circuit to indicate the steps
by 'which they arrive at damage awards for
lost future earnings.

JUDGMENT AFFIRMED.
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