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INTRODUCTION
This book was designed as teaching materials for a course we designed at the George Mason University Law School.  The focus of our course is to prepare future litigation lawyers for the dynamic and strategic process of litigation. In our view, such preparation is not best served by having the student concentrating all of his or her efforts on learning the black letter laws and rules.  Practically, such an education is likely to have a short useful life, as many of these rules likely will become dated in a short period of time.

Nor is our course is in no way a traditional trial advocacy course, nor is it designed to be a substitute for such a course.  Rather, the focus of this stresses the economic approach to litigation as a complementary approach to traditional trial advocacy courses.  Its goal is to try and prepare the future litigation lawyer to think analytically about the incentives placed on the lawyer, the client, and their adversaries by the litigation system, and enable him to react optimally to these incentives and likely actions of their adversaries

While readings from the economic literature on litigation provides the basic theory and core materials for the course, they are not the only materials used in this course.  We also include practitioner’s materials and cases in this book.  Although these traditional materials make up a much smaller part of this book that one would expect to find in a traditional casebook or practitioner’s manual, they serve a critical role in linking the lessons contained in the economics articles to actual legal decision making.

The book is organized in four basic parts.  Part I examines the economics of a trial, including the behavior of juries, and judges, and the determination of trial expenditures.  Part II examines the decision to litigate and settle, specifically considering case selection and bargaining issues.  Part III of the book examines the rules controlling pre-trial behavior, including the rules controlling lawyer sanctions, discovery, and evidence, and the decision to assert a legal claim.  Part IV examines the effect of laws on pre-litigation behavior.  Specifically, we consider how liability rules and the imposition of damages create incentives that induce parties to avoid legal disputes, and to induce parties to enforce claims.

The general organization of the book is in reverse chronological order, and not by accident.  The organization of the book is in fact the first lesson.  Because the incentive-based approach is forward looking, the litigation lawyer must always consider the value of continuing the litigation always keeping in mind his options to terminate the litigation. The litigation lawyer must consider the sequential nature of litigation, and be able to consider both the value of continuing, and perhaps more importantly, the value of exit. This approach requires that the litigation lawyer consider the expected outcomes in all future stages to analyze his current decision.  Thus, the litigation lawyer much engage in a process called backwards induction--a process where the end stage of litigation is considered first.

For example, consider the decisions of a litigation lawyer in a bifurcated trial.  The amount the litigant spends on the liability phase will be a function of how much he expects is at stake in the damage portion of the trial.  The pre-trial decision to litigate, settle or drop will be a function of the expected outcome and stakes at trial.  Whether or not to assert a legal claim will depend upon the expected value of the settlement or trial.  And the actions taken by the litigant to avoid a legal dispute will be a function of the expected costs of liability.  Thus, the decision at each stage must be conditioned on the expected outcomes in all later stages.  Even the issue of whether or not to take issues simultaneously or sequentially can greatly affect the value of a claim.  Cornell (1990) examines the issue of sequencing, and its importance in an article.  This issue is also considered in a later article by Landes (1993).

II.
Bradford Cornell, " The Incentive to Sue - An Option Pricing Approach," 19 Journal of Legal Studies 173 (1990).
[I]t has become common to view a legal claim as an investment opportunity that litigants pursue with reference to the expected costs and benefits.  The early articles that developed this approach … are based on a simple model of the "litigation investment."  In deciding whether to sue or whether to settle, the litigants consider the costs and benefits under the assumption that they must either settle promptly or go to trial.  There are no intermediate decisions to be made along the way.  Under these conditions, the discounted cash flow model can be used to analyze litigation investments.

The discounted cash flow model has strong implications regarding the management of lawsuits.   First it implies that a suit will be filed only if the expected value of going to trial is positive.  Second, … the suit will be settled prior to trial unless the plaintiff's estimate of the expected judgement exceeds the defendant's estimate by at least the sum of their legal costs.

This article presents a[n] …  approach for analyzing litigation investments that accounts for the sequential nature of decision making … .  Finance theory recognizes that most investments involve a series of options.  Consider, for instance, the construction of an oil refinery.  The decision to commence construction gives the firm a variety of options.  Depending on future developments, such as changes in the price of oil, both the rate of construction and the scope of the project can be altered.  Under severe duress, management even has the option to terminate the project.  These options make the undertaking more valuable than it would be if management had to choose at the outset between forgoing the project or building the refinery according to a predetermined plan.

The same is true of a lawsuit.  Filing a suit is analogous to purchasing an option, because it gives the plaintiff the right to proceed toward trial without having the obligation to try the case.  Once the suit is under way, the plaintiff has a variety of options.  For example, he can choose whether to proceed quickly, whether to make motions such as asking for a change of venue, whether to devote extensive resources to discovery, and whether to make a settlement offer.  These options make the lawsuit a more valuable investment than it would be if the plaintiff had to choose initially between trying the case and not filing a suit.  As a result of these options, plaintiffs have an incentive to file suits whose net present value is negative according to the discounted cash flow model.  In addition, a plaintiff will not settle prior to trial unless the settlement offer exceeds the sum of the expected receipts from trial and the current "option value" of the case.

It is important to recognize that the "price" of these litigation options is not negotiated between buyer (the plaintiff) and the seller (the defendant).  When a lawsuit is filed, the defendant is forced to write litigation options at prices that depend on the plaintiff's cost of pursuing the suit.  The value of the options … depends upon an interaction between the specific characteristics of the case and the rules for civil procedure. …

The option pricing approach highlights the fact that whenever a suit is filed, the defendant is forced to write litigation options that give the plaintiff the right to pursue the case in promising situations and the right to drop the case in unfavorable conditions.  If the social value of a case is equated with the expected outcome of the trial, then the option-pricing approach implies that too many suits will be filed and that resources will be unfairly transferred from defendants to plaintiffs.  Even without drawing this strong conclusion, however, the option-pricing model can be used to determine those factors that will cause the value of litigation option to rise, thereby increasing the incentive to file suits and increasing the transfer of resources from defendants to plaintiffs. 

Because the value of an option grows with the variance of the underlying random variable rises, increasing uncertainty regarding court awards will make filing a lawsuit a more attractive investment.  For this reason, the granting of a few huge awards can greatly increase the incentive to sue by making litigation options more valuable.  Suits will be filed even when the probability of winning such an award is so small that the discounted case flow expected value is negative because the plaintiff has the option to drop the case at the optimal moment.

…

Uncertainty is also a function of time.  For example, the variance of stock returns rises monotonically as the observation interval is increased.  With respect to litigation, the longer the interval between the time a suit is filed and the time a decision is reached, the greater the probability that events will occur that affect the final award.  For instance new facts may come to light or legal precedents may change.  It follows that crowding of the courts or changes in legal procedure that delay litigation will add to the number of suits filed.  The crowding effect also suggests a feedback between the number of suits filed and the value of litigation options.   As the number of suits filed increases, the courts become more crowded, the litigation process slows, and the incentive to sue grows  

 …

The option pricing approach suggest that [the rising tide of litigation] can be attributed to heightened uncertainty regarding awards, rapidly changing legal standards, added delays in litigation, and more complex legal and flexible procedures, all of which serve to increase the value of litigation options.

A countervailing force is that when a plaintiff brings suit, he is vulnerable to counterclaims by the defendant.  However, this offsetting force is not likely to be strong.  The option pricing approach does not imply that plaintiffs have an incentive to file frivolous or malicious suits that are open to counterclaim.  It is he possibility, but not the certainty, that the suit has merit that makes the option value of a case large.  To illustrate, suppose that a company restates its accounting statements, turning a previously reported profit into a large loss.  Assume furthermore, that there is some suspicion that key executives knew of the loss beforehand.  Under these circumstances, a class-action suit can be brought that has a large option value.  If malfeasance is discovered, the payoff will be large.  If no evidence of wrongdoing is uncovered, the case can be dropped.  Thought the uncertainty increases the value of the litigation options, it does not mean that the suit is unjustified.  As long as the original suspicion has some justification, defendant counterclaims against the plaintiff should not carry much weight. 

Finally, the option pricing approach has interesting implications for the debate regarding the implementation of the English rule.  … In contrast to the American rule, which call for both parties to pay their own legal fees, the English rule requires the losing party to pay all legal fees.  From an option-pricing perspective, the key question is not who pays after a decision is reached, but who pays the fees if the case is dropped.  Assuming that both parties pay their own fees unless the case goes to trial, and maintaining the assumption of identical beliefs, the option-pricing model predicts that implementation of an English rule would increase the variance of the final award.  The maximum award grows because the plaintiff receives compensation for his legal fees, while the maximum loss grows because the plaintiff must pay the defendant's legal fees.  Because of the asymmetrical payoff on options, this increase in variance makes the suit more valuable to the plaintiff.

Cornell illustrates the main points of his article via example.  In the example, the outcome of the case is determined by two pre-trial motions, and through the outcome of a trial.  Litigating a motion or going to trial costs each litigant 10 (so a litigation that went to trial would cost each party 30.  For clarity, suppose both of the pre-trial motions are made by the defense.  The first motion is to limit discovery (e.g., under FRCP 26(f)), and is expected to be granted with a probability of 3/4.  The second motion is a motion to exclude the plaintiff's expert witness under FRE 702, 703, which is expected to be granted with probability 2/3.  Table 1 shows the four possible pre-trial outcomes and the probability of each outcome:

Table 1

Pre-Trial Motion Outcomes


Motion to Limit Discovery Granted (p = 3/4)
Motion to Limit Discovery Denied (p = 1/4).

Motion in Limine Granted (p = 2/3)
1. Both motions Granted

( p = 1/2)
3.   Disc. Motion Denied, Evid. Motion Granted (p=1/6)

Motion in Limine Denied 

(p = 1/3)
2. Disc. Motion Granted, Evid. Motion Denied 

(p =1/4)
4. Both motions Denied. 

(p = 1/12)

Cornell's Figure 5 shows the litigation broken out into the traditional stages of trial and pre-trial.  Pre-trial consists of litigating two motions at a cost of 20 per litigant.
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As shown in Table 1, there are four possible pre-trial outcomes.  The right branch of the decision tree represents the case where both of the defendant's motions are denied, and the left branch of the tree represents the case where both of the defendant's motion is granted. The middle branches represent the cases in which one motion is granted and one denied.  Each of the four pre-trial outcomes leads to two possible trial outcomes, judgement for the plaintiff (the left trial branch) or judgement for the defendant (the right trial branch). The bottom row shows the eight possible trial payoffs. Just above the trial payoffs are the trial probabilities.  Both the probability of prevailing and the resulting trial payoffs are dependent upon the pre-trial outcomes. For example, when both of the defendant's pre-trial motions are denied, the plaintiff has the highest probability of prevailing at trial (1/2), obtains the highest award (380), and suffers no sanction if he does not prevail at trial.  In contrast, if both of the defendant's motions are granted (the plaintiff has the lowest probability of prevailing at trial (p = 1/4), obtains the lowest payoff if the defendant is found liable (40), and suffers the highest sanctions if the defendant is not liable (-80).  The low payoff to the plaintiff could be the result of the inability to conduct complete discovery, or from the dismissal of some of the initial claims.  The large loss could be the result of sanctions, shifted fees or costs, or from losses due to precedential or preclusive effects on future litigation.

The middle set of boxes shows the expected trial payoffs, which represent the expected value of proceeding to trial give the outcome of the pre-trial stage.  The left-hand box shows the overall expected value of the lawsuit, which is -40.  Thus, in the absence of exit, as the expected value of bringing such a suit is less than zero.
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However, as Cornell points out, this approach is only valid if litigation is an all or nothing proposition.  If this is not the case, then the expected value approach will understate the value of litigation to the plaintiff.  This is because the plaintiff will not have to bear the negative consequences of the trial outcomes with negative payoffs.  Under the assumption that the plaintiff can costlessly exit from the litigation at any time, the plaintiff will choose to exit the litigation when the return to continuing is negative.  In the example above, the plaintiff will continue to litigate if and only if both of the defendant's pre-trial motions are denied.  

Figure 6 from Cornell, shows the altered decision tree where the negative payoff states avoided by exit are changed to zeros. Although the value of the litigation is not made positive, the example clearly shows the value of the option to exit.  The value of the litigation is increased by 35 from -40 to -5.

Cornell also uses this example to illustrate how sequencing affects the option value of litigation.  Cornell Figure 1 illustrates the decision tree when the two pre-trial motions are taken sequentially instead of simultaneously.

Under the Expected Value approach, further sequencing the litigation does not 

affect the payoff.  As shown in Figure 1, the expected value using the discounted cash flow approach is identical whether or not the pre trial motions are taken sequentially or simultaneously. 
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However, increasing the extent of sequencing does affect the option value of litigation.  The following figure shows the further sequenced litigation taking into account the plaintiffs ability to exit the litigation.  As is clear from the figure, the increased sequencing of the litigation enhances the option value of the lawsuit to the point where is has a positive return.
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The order in which the motions are taken can make a difference in the option value of litigation.  Figure 2a shows the example litigation with the order of the pre-trial motions reversed. Again, the expected value of the litigation is not affected.  However, the option value is reduced.  The next figure shows the option value of the litigation equals 1.67, compared to 2.5 in Figure 2.  In either case, the plaintiff has a 1/12 chance of continuing on to trial with an expected payoff of 180.  If the discovery motion is taken first, as it is in Cornell Figure 1, then the plaintiff has a 3/4 chance of exiting after the first motion, resulting in zero recovery and total litigation costs of 10.  He also has a 1/6 chance of exiting after two motions, resulting in zero recovery and total litigation costs of 20.  In contrast, if the motion in limine is taken first, the plaintiff has a 2/3 chance of exiting after one motion, and a 1/4 chance of exiting after two motion.  That is, taking the evidentiary motion (the one in which the plaintiff has a higher probability of defeating) first lowers his option value precisely because it increases the chances that the plaintiff will have to incur the costs of taking two motions.  Thus, in the case where the loss of one motion induces the plaintiff to exit, he is better off starting off with the motion in which he has the smallest chance of prevailing.
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[image: image6.wmf]Figure 2 - The Option Value Approach
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Cornell also illustrates the effect that the underlying variance in payoffs has on the option value.  Figure shows a litigation tree that is identical to the previous litigation except for the two extreme payoffs.  That is, the best payoff for the plaintiff is reduced from 380 to 200, while the worst outcome for the plaintiff is increased from -80 to -60.  The expected value of this lawsuit remains the same, as the lowered expected gain, equal to 180/24 exactly offsets the reduced expected loss, equal to -20*(3/8).

However, the option value is reduced.  The following figure shows the same litigation's option value, which is negative.  Intuitively, while the less extreme payoffs cancel each other in the expected value calculation, the reduced loss does not appear in the calculation of option value, as the plaintiff will exit the litigation prior to a trial.  Thus, anything that increases variance, including a few large damage awards, or the imposition of two way fee shifting can increase the option value of litigation.
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Finally, we can use the model to examine settlement. Under the assumption that the defendant and plaintiff will settle by splitting the bargaining range, and under the assumption of symmetrical litigation costs per stage, the expected settlement in the last stage will be the gross trial payoff if positive, zero if negative.  The following figure shows the effect settlement has on the option value of the litigation shown in Figure 5 and 6.  The potential for settlement increases the payoff from successfully litigating two motions from 90 to 100.  An offer of settlement of 100 will make each side better of by saving the costs of a trial.  Rejection by the defendant will result in the plaintiff taking the case to trial, as his expected payoff equal 100 minus the cost of a trial 10.  Given that the plaintiff will choose to continue, rejection of the offer will result in an expected liability of 100 plus the costs of trial for the defendant.   Likewise, the possibility of settlement increases the payoff from litigating the second motion from 20 to 33.3.   Again, rejection of the offer at this stage will result in the plaintiff credibly choosing to continue (resulting in a net payoff of 23.3) and the defendant facing an expected liability of 33.3 plus the costs of the second motion (10).  The plaintiff's net expected payoff from litigating the first motion is 8.33.  However, there is no credible settlement in this case.  If the plaintiff attempts offers the defendant a settlement of 8.33 and the offer is rejected by the defendant, the plaintiff will not rationally choose to litigate the first motion. Doing so will result in a net payoff of -1.67.  Knowing this, the defendant will not choose to accept a positive offer.
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II.
Notes and questions.

1.
What motion would you file to increase sequencing (e.g., to bifurcate litigation and damages) of a trial under the FRCP?  Under what circumstances would you file or oppose the granting of a motion to increase sequencing?

2.
There have been suggestions to greatly expand the use of sequencing of litigation.  Has the advisory committee studying changes to these rules considered Cornell’s main point?

The Cornell examples assume that the plaintiff can exit costlessly from the litigation.

3.
Is there free exit under the Federal Rules of Civil Procedure?  Is it necessary to file a motion to end litigation?  If so, what motion would you file?  Under what circumstances would you expect your motion to be opposed?

4.
Does the existence of Rule 11 sanctions affect your answer to question II.1?

Suppose that the first pre-trial phase in Cornell’s article is mandatory disclosure under Rule 26a(1) of the 1993 amendments to the Federal Rules of civil procedure.

5.
What are your incentives as a plaintiff’s lawyer under the rules?

6.
What are your incentives as a defense lawyer?  Is there any way in which to avoid having to comply with the disclosure requirements under Rule 26(a)(1)?

Suppose that the “pretrial” motion in Cornell’s example was a defense motion limit testimony by the plaintiff’s expert witness.  

7.
What motion would you make?

8.
Under the current Rules, would you expect that you motion would be granted?

Cornell examines the effects of fee shifting on the variance of litigation “investments”, suggesting that they will induce low valued claims.  In contrast, fee shifting is often heralded as a solution to the problem of too many low valued claims.

9.
Is Cornell’s description of fee shifting accurate?  If not, how does fee shifting under the Federal Rules of Civil Procedure differ from that described by Cornell?  

10.
Are the simplifying assumptions in Cornell about fee shifting necessary to his results?

The Cornell article examines from the law and economics viewpoint one aspect of the advantage (or disadvantage) of sequencing.  The next article examines a related issue from a litigator’s perspective.  Richard B. Miller was the defense counsel for Texaco in the Texaco/Pennzoil case, in which he failed to rebut the plaintiff’s damage testimony in his closing argument.  As is noted in the attachment to the Miller article, the strategy may have contributed to the disastrous outcome for his client, Texaco, a record verdict of 7.53 billion in compensatory damages and 3 billion in punitive damages. In the article, Mr. Miller notes the afternoon when he lost an accident case “was not one of the high points of my legal career.”  How do you think he felt the day the jury came back with the Texaco/Pennzoil verdict?

III.
Richard B. Miller - The Damages Dilemma in the Bet-the-Company Case, 17 Litigation 12 (1991).
The circumstances have become common enough that we new have a name for the “bet-the-company” case.  You represent the large corporate defendant.  The plaintiff alleges tremendous losses because of your client’s conduct.  Indeed, plaintiff and its counsel have employed qualified damages experts who have developed theories that could support a damages award of eight figures – or more.

You have reviewed the facts and the law, and your thorough analysis convinces you that the liability case against your client is very weak.  If the defenses are skillfully presented to a jury, your client should be found to have no liability and therefore to own no damages to the plaintiff.  But there is a catch: If the liability defense fails, plaintiff’s damages evidence may be enough-even after reasonably successful cress-examination of plaintiff’s experts-to persuade the jury to award millions of dollars in damages against your client.

If the defense employs its own damages experts and presents alternative damages evidence, it might be possible to make a more persuasive attack on plaintiff’s damages theories on damages causation, and on the amount of plaintiff’s damages.  But in a case of weak liability and large damages, there is also a risk that by creating its own damages evidence, the defendant will undermine its liability case. 

The practical question is this: why does a defendant care how large the damages are if it is not legally responsible for them?  By taking so great an interest I attacking or rebutting plaintiff’s assertions on damages, isn’t the defendant suggesting to the jury that it may in truth be liable?  Presented through expert witnesses employed by the defense, the damages evidence could suggest that the only question is how much.  The last thing a defendant wants to do is to help a weak plaintiff overcome problems with its liability case.

Should the defense concentrate on liability and be content with whatever evidence it can get through cross-examination of plaintiff’s damages experts?  Or should the defendant hire its own damages experts and fight the plaintiff on all fronts?

I do not mean to imply that this problem exists only in large commercial cases.  Similar difficulties exist in one form or another in many types of lawsuits.  Cases with thin liability but enormous potential damages are among the most difficult and perplexing to handle.  They present the opportunity for overwhelming victory and the risk of crushing defeat.  Many a plaintiff has left beg money on the table because it refused to settle, and many a defendant has sustained a heavy hit when the plaintiff has been able to surmount the problems with its liability case.

Deciding whether to employ damages experts is one of the critical no-retreat steps for a defendant.  It can make or break a case.  Although there are not universal answers to the damages dilemma, I believe that in most of these cases, the greatest risk for the defendant is to create its own damages evidence.  That is because the concept of fault is so powerful.

Morality is Slippery

Many experienced trial lawyers hold strongly to the belief that the concept of wrongdoing or fault is an essential ingredient in most big damages cases.  The demand for morality in human behavior finds one of its strongest expressions in the severe highly structured atmosphere of the courtroom, draped as it usually is with strong symbols of justice and righteousness.  The general beliefs are that United States jurors generally do not award substantial damages unless they believe that the defendant has “done something wrong” and that most are comfortable with the concept that the defendant does not owe damages if he is free from wrongdoing.

Every experienced trial lawyer, even in cases involving horrendous damages, has seen notes from deliberating jurors inquiring whether they must answer a damages issue if they have not found liability. Jurors knowingly and repeatedly find zero damages when they believe that the defendant’s behavior was acceptable.  In short, in the absence of fault, the damages issue becomes a “so what?”

But morality is a slippery subject.  If the defendant’s courtroom presentation lacks consistency and conviction, denying responsibility may not help.  That is where the problem of hiring damages experts arises, especially when plaintiff’s counsel is attuned to commonly accepted ideas of legal responsibility.  A good plaintiff’s attorney can be counted on the raise questions early and often about a defendant who claims no liability but is so worried about damages, that is has nonetheless employed (usually at great expense) damages experts to testify that the plaintiff has not damages, that the damages are less than the plaintiff claims, or that someone else caused them.  In fact, as soon as you retain damages experts, you have given the plaintiff a central theme: The defense owes, and it knows it owes, which is why the defense has gone to the trouble and expense of hiring damages experts, whose role is to hold the damages down.  Of course, if the defense does not owe, there is nothing to hold down.

Plaintiff’s counsel will plant this concept at the very start of the trial, beginning with the voir dire examination of the jury panel- or with the opening statement if lawyers don’t do the voir dire.  The pitch may go something like this:

Now, Ladies and gentlemen, along with the defendant’s claim that it did no wrong and has no legal responsibility for plaintiff’s damages, the defendant makes an alternative claim that my client’s claim for damages is exaggerated or inflated or overstated or puffed, or in some manner inaccurate.  The defendant therefore claims that this jury should award the plaintiff only part of what I believe are the plaintiff’s full legal damages.  As I said, this is an alternative claim to the claim of no responsibility-that is, that the plaintiff’s damages are not zero damages but less than he claims.

It is important for you to understand the seriousness of this aspect of the damages in the case your are about to try.  This defendant (and its lawyers), who in one breath claim that the defendant owes nothing, have done a very remarkable thing. They have gone out and hired so-called expert witnesses on damages, and they have hired those expert witnesses for one purpose and only for one purpose-to hold the damages down.

At this stage, plaintiff’s counsel may ask the prospective jurors questions about their acquaintance with or knowledge of defense experts and whether those experts have ever testified in a case in which any of them has served as a juror.  Plaintiff’s counsel may follow up with questions concerning the reliability of unreliability of witnesses who have been hired to do nothing except express opinions in court, always reminding the jury panel that these are the experts hired by the defense to hold the damages down.

This type of voir dire exercise is simple, easy to follow, and potentially lethal.  But the same refrain can occur at other stages in the trial-the opening statement, direct examination of the plaintiff (“did you authorize me to furnish the defense damages experts our damages proof?” “Did I do that?” “ Do you know whether these defense damages experts are going to testify in this case?”), as well as questioning of the plaintiff’s own experts.  Indeed, questions concerning the defendant’s damages expert, their location, and plans for them to testify can and will be put to any witness in the case.

But it is the plaintiff’s final jury argument that the defendant can expect to take the real heat for creating damages evidence while insisting there is no liability. More than any phase of the trial, closing statement permits freedom of expression, including use of hyperbole, and a good lawyer will use that freedom to full advantage.

I learned how devastating such attacks can be years ago when I was defending a small personal injury case that arose from an ordinary automobile collision. Not knowing any better, I had stupidly requested a physical examination of the plaintiff, to which his lawyer readily agreed.  When it came time for the closing argument, plaintiff’s counsel offered something along these lines:

Mr. Miller tells you the law gives any defendant the right to a medical examination of the plaintiff, and of course he is correct about that.  But, ladies and Gentlemen, that is a right usually exercised by a defendant who admits he owes something and wants to be sure he is not required to pay an inflated claim.   But why would an innocent defendant care?  If the accident wasn’t the fault of Mr. Miller’s client, why does he care how badly my client was hurt or how much his damages are?  If it wasn’t his fault, he owes nothing-we all know that , period.  Let me put it to you this way.  If Mr. Miller’s client had been standing on the corner when the accident happened instead of driving one of the cars (and incidentally making a race track out of our city streets), would he have asked for a medical examination?  He would be just a witness, for God’s sake.  Would the witness on the corner have asked to have my client examined by his doctor? No, the witness on the corner is just a witness with no legal responsibility, and the reason Mr. Miller’s client asked for this examination is because of his feelings of guilt and responsibility and because, at the same time, the defense want to get off as cheaply as it can. So let me suggest that you quit paying any attention to what the defense says and start watching what the defense does.

That afternoon was not one of the high points of my legal career.  My error was in employing the doctor in the first place.  Once you have hired that damages expert, you’ve set yourself up, regardless of whether the expert actually testifies.  Even if I hadn’t called the doctor, plaintiff’s counsel could have used the same sort of questions- about providing information to the defense experts and making the plaintiff available for examination-to make sure the jury understood we owed but were just unsure of how much.  Then, in closing argument, the jury would have been reminded of the defense expert, who was conspicuously absent during the trial.  And plaintiff’s counsel could have been counted on to say that this expert was absent because any evidence she would have offered would have supported the plaintiff’s contentions about damages.

The risk of creating such a courtroom disaster is presented chiefly when the defense feels the need to create opinion evidence by employing its own damages experts.  The problem does not arise in cases in which the defendant can call damages witnesses who come with the case, so to speak.  In a personal injury suit, for example, there may be damages evidence that the plaintiff finds unacceptable, but that suits the defendant’s purposes and does not require the defense to seek a medical examination of the plaintiff.  Examples are hospital records, preemployment physical examinations,, employment records, and testimony from a family doctor who has been abandoned by the plaintiff in favor of a doctor regularly used by plaintiff’s counsel.  Damages evidence of the same type is frequently available in business litigation when the plaintiff exaggerates lost profits claims.  Income tax returns, business records, and testimony from the plaintiff’s accountants, as well as government filings, are examples of damages evidence that would not taint the liability defense.

The defense can treat this kind of evidence as damages evidence that belongs to the plaintiff but that plaintiff refuses to produce.  By calling witnesses to bring that kind of evidence to the jury’s attention, the defendant does not create an inference that it is hedging its bet on its liability defense, because that evidence does not originate with the defense.  The evidence is available to both sides, and the defendant can claim with some truth that it has been forced to put in the evidence itself because the plaintiff will not.  Instead of injuring defendant’s liability case, such tactics can frequently bolster it by supporting an inference that the plaintiff is trying to hide something important form the jury.  Similarly, a defense attorney representing a nonculpable party in a multiple-defendant case should not face a problem with defense hired damages experts.   If the liability claims against your client is weak, the very idea of employing a damages expert is anathema.  The issue simply should not arise, because the culpable defendants (if there is one) will employ the experts to fight the damages battle, and that damages evidence will be available to all defendants, culpable or not

The situation is also different when the defendant’s liability is a close call.  Of course, there is no perfect way to predict the outcome of any trial except with hindsight.  There are innumerable things you cannot know, such as who will be on the jury, what evidence will be admitted, and how the judge will instruct the jury.  Yet every trial lawyer must assess liability prospects for both settlement and trial purposes; I’m talking about the decisions you must make at that point. If you think you have a serious chance of getting hit on liability and the case is not settled, the defense may have no choice but to employ experts to discredit plaintiff’s inflated damages allegations.  Plaintiff may still attempt to harm the defense’s liability case by reminding the jury of these experts presence.  But the risk of a truly catastrophic result for your client-a plaintiff’s verdict with plaintiff’s damages numbers-is diminished if the defense experts can present credible and understandable arguments about how damages should be calculated. 

Indeed, even in those situations that are my primary focus here-cases with weak liability but huge potential damages-many lawyers disagree with me.  They fight the plaintiff on every issue, and they employ their own damages experts as part of their all-out attack on plaintiff, its lawyer and its damages.  They believe that you can bring the jury damages evidence from experts selected and paid by the defense without seeming to compromise on liability.  They see this damages evidence as part of a defense effort to solve a “scientific” problem, as if the amount of damages were an intellectual question.

Lawyers who take that approach argue and try their cases in a manner calculated to increase the separation between liability and damages, to make the two issues seem mutually exclusive.  This type of presentation is an attempt to suggest to the jurors that they have an obligation to investigate damages wholly separate and apart form their investigation of liability.  The testimony of the damages experts for the defense is seen as evidence on damages alone.

The defense problems of whether to employ damages experts and how to prevent their testimony from backfiring at trial my not be simply a matter of whether one strategy or the other is better for the defense of a particular case.  Many times the question of whether the defense will heavily involve itself in the fight over damages will be settled for the defense lawyer by the needs of the defendant.  The amount of money at risk in a case may be so great  and a large adverse verdict so potentially crippling that the defendant simply cannot let everything ride of the liability defense alone. When the case truly is a bet-the-company case, the managers of the defendant company may not be willing to risk everything on one throw of the liability dice.  After all, there is a board of directors to answer to, and after that, the shareholder-owners.

The executive’s instinct, like the lawyer’s, is to try to do something.  If the case turns out badly, decision makers must be able to say they did everything possible to avoid the adverse result.  Electing not to formulate a strong damages defense may be seen as having done nothing.  Second-guessers within and without the company will look for deficiencies in the defense.  If the defendant did not create damages evidence, they will zero in on that. But even when the defense loses, no one is likely to ask why the defense did create damages evidence. 

When lawyers talk to businesspeople about sophisticated litigation concepts, they sometimes are met with looks of disbelief.  Executives start out assuming that a jury will take a careful approach to the damages issues and analyze the evidence in the same way they would themselves, rather than just decide who ought to win and (if it is the plaintiff) make some estimate of how much should be paid.  People are often unwilling to accept that the trial of a business case (and these are the cases in which many of the largest verdict are returned)-like that of a personal injury case-is primarily an emotional, not an intellectual, exercise.  And not everyone can be persuaded that in any contest between the intellect and the imagination, the imagination wins. 

Even if the defense considers hiring damages experts in a case with thin liability and big damages, it should first examine the nature of the damages claimed.  If a plaintiff’s damages are a kind that can seriously be questioned, they can be attacked through the defendant’s damages experts as part of a classic S.O.B defense-an effort to prove that the other side is made up of bad people who should not be rewarded in court and who are (pick as many as you can colorably argue) bad, evil, dishonest, greedy, and (my favorite) mean spirited. The S.O.B. method, a broad-based attack on the motives of the other parties, is sometimes likened to negative political campaigning or dirty politics.  The idea is to create suspicion and dislike of your opponent.  Does it work? Just ask George Bush.

As long as the defendant has the capacity to decimate the plaintiff’s damages case by the S.O.B defense or otherwise, it may make sense for the defendant to create its own damages evidence.  But it is an entirely different matter with the defense must place on the witness stand experts who will be forced to concede damages points for the plaintiff.  Sometimes experts’ damages are made of stone.  There is no arguing with them.

Take, for example, a securities class action in which the issuing company’s stock during the class period fell from a high of $40 per share to $10 per share, allegedly as a result of the defendant company’s concealment of previously undisclosed, but known, bad news about the company.  During this class period, some 20 million shares changed hands.  Those are facts that will be very difficult for the defense to avoid at trial.  The plaintiff will want to claim that the $40 to $10 price change yields some $600 million of damages ($30 price drop x 20 million shares).  The defense will dispute that , claiming that external factors unrelated to the alleged nondisclosures pushed the price to $40 and later down to $10.

But the defense expert will not by able to avoid the fact that 20 million shares changed hands and may well be forced to concede that some portion of the price drop resulted from newly released fact about the company.  Once the plaintiff has that concession, 20 million shares multiplied by almost any number yields substantial damages.  There is no way for a defendant to get around that fact.  The only hope is a no liability finding.

If the defense employs and calls damages experts, it virtually assures that the plaintiff’s damages arguments will be reopened and repeated as part of the defendant’s case-in chief.  Allowing a plaintiff such an opening, especially in a big case, is akin to tearing the scab off a recent wound.  It puts the plaintiff in a position to present its whole case again while the defense lawyer sits at counsel table wondering how he ever got in this fix in the first place.  Instead of the advocacy model that lest one side tell its story followed by the other side’s rebuttal, a single party’s case-the plaintiff’s- goes on and on.  It may be hard for the jury even to remember the defendant’s points as the theoretical, factual, and psychological underpinnings of plaintiff’s case are aired again and again.  The defense in essence presents plaintiff’s counsel with a rare opportunity to simplify and consolidate the plaintiff’s strongest arguments, frequently with even greater force than in plaintiff’s case-in-chief-because this time the plaintiff’s points are coming from the defendant’s mouth.

In my class action example, plaintiff’s counsel may back the defense expert into telling the jury that investors lost tens of millions of dollars as a result of release of the bad news. And there would be no way to refute the devastating minimal figures.  Of course, that kind of risk is why securities actions that “by objective standards may have very little chance of success at trial [have] settlement value to the plaintiff out of any proportion to its prospect of success at trial.” Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723, 740 (1975).

If the decision is made to hire defense damages experts, in my experience the defense should stick with those experts all the way if it possible can.  In Bolton v. Tesoro Petroleum Co., we were confronted with a damages claim in excess of $1 billion for alleged securities violation.  The claim exceeded Tesoro’s total net value, and the company felt it hod not choice except to employ damages experts.  When we took the case to trial in San Antonio’s federal district court in 1987, we called Tesoro’s damages experts as witnesses.

Factors Behind the Outcome
The defense prevailed in Tesoro, and some of the reasons for the defense verdict illustrate factors for or against a defendant’s use of damages experts  First, the case involved no damages comparable to the 20 million shares of stock-that is, some unavoidable tangible asset in the litigation that every juror knows has some value.  Fort that reason, Tesoro’s damages experts were able to defend their testimony without making major concessions to the plaintiffs.  I fact, the damages claimed by the plaintiffs in Tesoro were quite speculative.  At one point , plaintiff’s principal damages expert referred to the claimed damages as “paper losses.”  (Don’t’ worry, he corrected himself.)  Fortunately, too, the federal court’s charge to the Tesoro jury embraced damages theories advanced by both plaintiff and defendant, providing the framework for us to argue our position on damages.  But you cannot always count on getting your theory of damages to the jury.

It is not only the judge who can affect the outcome of those cases. Take a good look at you opposite counsel. As silly as it may sound, some lawyers can simply overwhelm certain opponents because of the way their strengths and  weaknesses mesh with those of opposing counsel. In some cases, it is nothing more than the individual chemistry between opposing counsel.  All of us have seen this happen when on of the lawyers is very aggressive and the other lawyer is more phlegmatic.  The aggressive lawyer’s bets shots are ignored or taken with aplomb as the other lawyer goes about the business of trying her case.  Indeed, the more reserved lawyers, provided they are people of strong character, may do better against bull and bombast than they will against their own kind.   But whatever the reason, the importance of personal chemistry must be recognized.

Profession competence is another matter.  Any lawyer who has ever had the opportunity to watch the comparative cross-examination of the same witness on the same subject by three or four different cross-examiners (each cross-examining the witness out of the presence of the others) understands that the first thing any good lawyer wants to know is who and how good is the adversary. I always turn first to the last page of a complaint to see who is representing the plaintiff. 

Make an early and accurate appraisal of the professional competence of plaintiff’s counsel before you decide whether to fight-and how hard to fight-plaintiff’s damages claims. Many potentially serious pitfalls facing a defendant in a case with thin liability and big damages simply disappear if opposing counsel has less ability or experience or is not well prepared. In some ways the trial becomes like a boxing match in which one boxer leaves himself open time after time, but his opponent is too slow or too tired or too unprepared to take advantage of those openings.  Sometimes a defendant can employ damages experts without plaintiff’s counsel making a single comment about the inconsistency of the action with the defendant’s denial of liability.  If the adversary is a weak cross-examiner, the defense experts could get off the witness stand substantially unharmed.

But if plaintiff’s counsel is an imaginative warrior- resourceful and tough-minded, a skilled examiner who can spot and exploit weaknesses and blunders, asking questions in the right order with the proper emphasis and understanding that a trial is more emotional than intellectual-then every defense mistake will be magnified many times. Truly gifted lawyers can make mountains out of dung hills.

Whether to argue damages when liability seems thin is a much easier question than whether to hire damages experts.  Indeed, the real question is not whether, but how.  For many defense lawyers, the only sound argument is for zero damages.  The trouble with any other argument is that jurors who favor the plaintiff may use it as an admission that the defendant owes something. But with jury arguments in cases of this kind, there are no unbreakable rules, and the kind of argument you should make will depend on many factors, including the composition of the jury, their personality of the lawyers and their clients, the court’s charge to the jury (especially as it related to damages), the type of case and the character of the damages, plus your own instincts about what is appropriate and persuasive.

It is difficult to overstate the importance of your feelings and thoughts about the case.  A gut-level answer to the most critical question in a defense case-does the jury want the plaintiff to have some money?-is among an experienced lawyer’s most valuable tools.  But by instincts, I don’t mean some mindless, dreamy hunch a poker player might have about making a good hand on the last card dealt or some desperate gut feeling that a bettor might have at the track.  I am speaking instead of the computer in each of us that sorts and analyzes materials in ways that we do not understand.  The more experience you have, the better your feel should be for what is appropriate for you, for the case, and for your client. I rarely go against my instincts on close questions. I go along with the appellate judge who said “ I study an appellate record until I have a feeling about the case, and only then do I begin to write.”

Variations on the zero-damages argument can sometimes by built on language in the court’s charge.  For example, under Texas state practice, the damages question usually is not predicated on affirmative answers to liability questions.  The damages question stands alone an must be answered no matter what answers the jury has given to the preceding questions.  That structure of the charge is good for defendants.  It suggests that the jury must determine damages independently of liability and so melds nicely with the approach of defense lawyers who believe that the damages evidence should be made to sound like scholarly or theoretical discussion.  The defense can offer as an appropriate solution the lowest reasonable figure, pointing out to the jury that the court has required it to consider the damages issue without regard to liability or fault.

That same Texas charge on damages also starts with the words, “What sum of money, if any, do you find from a preponderance of the evidence will fairly and reasonably compensate the plaintiff … ?”  the phrase “if any” is a godsend to the defense lawyer who wants to argue liability defenses in the strongest possible way.  Closing arguments can go something like this:

Now, Folks [remember, this is Texas] , you come to the last issue in Judge Turner’s charge, which asks about Mr. Smith’s damages.  Judge Turner wants you to determine, in the language of the court’s charge, “what damages, if any, would fairly and reasonably compensate Mr. Smith?”  I don’t think I have to point out to you that Judge Turner has been present throughout this trial; he has heard these doctors testify; he has seen these X rays; he has listened to all of the evidence about Mr. Smith’s medical expenses, lost wages and lost earning capacity.  Yet, he has submitted a question to you that starts out “What sum of money, if any … ?” “If any,” folks, “if any.”  And he has asked you to determine what damages, if any, would “fairly and reasonably” compensate Mr. Smith.  Those tow phrases, “if any” and “fairly and reasonably,” are two of the most important phrases in this entire charge.  I say that because it is not fair and reasonable for a man like Mr. Smith, who is personally responsible for the position he first himself in, to recover money for damages that are his own fault from somebody like my client, who is totally blameless in this accident.  So, it is clear from Judge Turner’s charge that your answer to this damages issue can commence and end with zero. You need never look back. Your authority to respond in this manner is in Judge Turner’s charge itself, and what I ask you to do is face your responsibility as a true juror and live up to your oath to render a true verdict.

And that’s just the beginning.

Over the years, I have watched enough jury deliberation in staged jury research work and on real cases to reach some strong conclusions on how juries handle damages proof and issues on damages.  I have come to believe that the idea that juries spend time analyzing damages evidence before reaching a verdict on damages is one of the enduring myths of the trial profession.  Juries tend to be composed of average people with average intelligence and education levels and little real business experience.  The view a juror takes of the damages evidence is determined for the most part by the baggage the juror brings into the jury box.  What the juror sees and listens to and remembers and relies on is what seem important to that juror, based on individual life experiences.  In general, what juror understand and remember is fundamental evidence presented in a straightforward way and ties to emotional keys in the case, Indeed it is nonsensical to expect anything else, given a legal system in which jurors learn about the case by listening to one person questions another person, usually without the rights to ask questions and to take notes themselves.

When it comes to damages, I have seen enough to believe that simple concepts simply presented (and repeated and repeated and repeated) will win.  One such simple idea is zero damages in what are supposed to be no-liability cases.  Defense concessions of damages other that some form of zero are used against the defense by jurors who favor the plaintiff, just as they will use the fact that the defense has employed damages experts.  In one of the last jury deliberations I watched, a juror favoring the plaintiff remarked over and over, “If it wasn’t their fault, why did they hire those experts?”  What you as defense counsel must do is provide jurors who favor the defense with evidence and bargaining tools-leverage for the horse-trading that goes on in any close case, large or small.

For myself, I analyze the case and then decide what to do largely by how I feel about it.  If my sense of no liability is strong, I don’t generally go against that feeling by introducing the compromising presence of damages experts. I find a way to argue some form of zero.  When the risk-reward equation is out of whack, I look for ways to destroy the other side’s damages proof or strengthen my liability defenses.  As a last resort, I try to straddle the issues, separate liability and damages as much as possible, and grit my teeth while my experts are on the stand.  And even then, I still try to find a way to argue zero.

PENNZOIL v. TEXACO

Few cases in modern history have presented the liability/damages dilemma more starkly that Pennzoil v. Texaco, the takeover fought out several years ago in the Texas state courts.  In that litigation, Texaco elected to “bet the company” in response to Pennzoil’s charges, and it lost.  Richard B. Miller led the defense team that saw the jury award more that $7 billion in compensatory damages and another $3 million in punitives.  The public record in Pennzoil illustrates may of the points Miller makes in “The Damages Dilemma in the Bet-the-Company Case.”

Pennzoil was a contract action.  Pennzoil claimed it had reached an oral agreement with Getty Oil for Pennzoil to acquire 32 million shares of Getty stock – about 43 percent of the company – for $112.50 per share.
 The 43 percent interest wold have given Pennzoil the equivalent of about one billion barrels of oil from Getty’s proven reserves.

In the end, Pennzoil did not acquire the interest in Getty. Instead, Texaco convinced Getty to agree to a buyout at $128 per share.  In the lawsuit, Pennzoil alleged that Texaco had interfered with the contract Pennzoil claimed it had with Getty.  Texaco disputed that a contract ever existed, and felt that its case on liability was very strong.  Moreover, had there been a contract, Texaco believed the damages calculation to be straightforward-the difference between what Texaco paid for the stock and what Pennzoil would have paid.  That came to $15.50 per share- or $496 million for the interest claimed it had a contract to buy- less the profits Pennzoil realized on the Getty shares it sold to Texaco.

Pennzoil’s theory of damages differed. Pennzoil focused, not on the stock price, but on the purported value of the oil reserves Pennzoil would have acquired had it closed the deal with Getty.  In the end, Texaco could not divert the jury’s focus from that one billion barrels of oil.  And one billion multiplied by any positive number yields a very large damages award indeed. 

The trial was a plaintiff’s lawyer’s dream.  Pennzoil convinced Tom Barrow, then vice-chairman of Standard Oil of Ohio, to testify as its damages expert without compensation.  Speaking from personal experience, he told how difficult it was even to find one billion barrels of oil in the United States today and how much it would cost.  Barrow offered three alternative damages calculations, the lowest of which placed Pennzoil’s damages at more than 5 billion-well above the 3.4 billion that Pennzoil had intended to pay for its interest in Getty.

The most straightforward of those calculations won the day.  Barrow confirmed for the jury that, historically, Pennzoil would have spent at least $10.87 per barrel for its oil.  The one billion barrels of Getty oil, however, would have cost only $3.40 each had the deal closed.  That left a difference of some $7.47 per barrel in damages for Pennzoil-or nearly 7.5 billion.  Miller’s team tried to discredit the testimony on cross-examination, getting Barrow to admit, for example, that his figures depended on a large number of imponderables or contingencies.  Yet the jury apparently could not shake the notion that Pennzoil had been deprived of a billion barrels of oil.

Pennzoil’s success in presenting its damages theory was not the end of Texaco’s woes.  Texaco had hired and designated damages experts of its own, but in the end, for some reasons, elected not to call them at trial.  The decision did not escape Pennzoil’s attorney, Joe Jamail.  During his summation, he first reread key portions of Barrow’s testimony to the jury.  He then noted that Texaco’s witness list included “no less than three damages experts” as potential witnesses, none of whom was called at trial. “The damage testimony of Mr. Tom Barrow stands unrebutted, Jamail concluded, implying that Texaco’s experts would have agreed with Barrow.

When it came time to charge the jury, matters got even worse for Texaco.  The judge accepted Pennzoil’s theory of the case in its entirety. Instead of directing the jurors to consider the difference between the stock price before and after Texaco’s involvement in the deal, the court instructed the panel that damages equaled

the amount necessary to put Pennzoil in as good a position as it would have [been] had its agreement with the Getty entities, if any, … been performed.

The court also instructed the jury that Pennzoil did not have to prove its damages to a mathematical certainty and that opinion evidence could be considered.

Against this backdrop, the jury returned with the largest damages award in history.
  The award ultimately forced Texaco to seek protection under the bankruptcy laws and to settle its dispute with Pennzoil by paying $3 billion.

III.
Notes and Comments
1.
What was Miller’s strategy?

2.
Is Mr. Miller’s strategy supported by an analysis of the claimed effects?  What assumptions, if any, is he making?

3.
Instead of Mr. Miller’s rule, could you suggest an alternative strategy?

4.
What are the effects of risk aversion?

5. What would be the effect of disclosing Mr. Miller’s rule?

6. Does the outcome of the Texaco Litigation completely discredit Mr. Miller’s strategy?

7. Would it ever be the case that a defendant would want to have damages tried before liability?  Would a court permit such a reverse bifurcation under Rule 42?

8. Does it make sense that over $10 billion dollars of oil can be purchased for less than half of it value.  Can you reconcile the stock price data with the value of the oil?
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� This was Pennzoil’s last offer. Pennzoil had previously announced a surprise tender offer on December 28, 1983 for the purchase of a minimum of twenty percent of the stock of Getty Oil (some 16 million shares) at a price of $100 per share.  Getty stock had been trading in the $50-60 per share range in the previous trading year, a value estimated by many analysts to be below the liquidation value of the company.


� Pennzoil claimed that the oral contract came with the understanding that if no restructuring acceptable to Pennzoil was reached within a year, Pennzoil would then have the right to get one billion barrels of oil reserves in exchange for its three�sevenths interest, was made by Pennzoil.





� With prejudgement interest, the total figure was over 11 billion dollars.
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