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Economist proposes relief
from ruling for plaintiffs

By STANLEY V. SMITI

In American National Bank v,
Thompson, 158 1. App.3d 478, 511
N.E.2d 1206 (1987), Juslice Wil-
liam R. Quinlan interprets the [lli-
nois Jury Pattern Instruction Civil
2d No. 14.05 definilion of *present
cash value™ of future wages 16 mean
that inflation and real wage growth
may not be taken into account, but
that the wage stream must be dis-
counted,

It seems that IP[ 34.01 through
34.04 are similarly alfccled. Most
economists would agrec that this
constilutes a bins against plaintiffs
and is bad legal e¢conomics (al-
though not necessarily Justice Quin-
lan’s faull.)

Fortunalely, the cffects can be
substantially mitigated,

In two recenl articles published
by the Law Bulletin (“Showcasing
the economics experts in big cases,”
Lawyer's Forum, April 26, 1988, by
Terrence [, Lavin, and a reply on
May 6 by C. Barry Montgomery),
the authors debale the merits of Lhe
LP1 instruction and its inlerpreta-
tion. ‘

Lavin argues that the limitation is
contrary o a majority of jurisdic-
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tions and to the methodology af-

" firmed by the U.S. Supreme Court
in Jones & Laughlin Steel Corp v.
Pfeifer, 462 U.S, 523 (1983), in
which inflation and (he ceal growth
of wages are specifically Laken into
accoundi,

Without commenting on its fair-
ness, Monlgomery delends the rul-
ing as a proper exercise of the
court’s discretion and asserts that
linois has never approved the ad-
missibility of inflationary trends or
projecied growth of real carnings.

Justice Buckley's dissent in ANB

v. Thompson points oul that 1he
majorily opinion assumes a world of
zero inflation, that a slavish adher-
ence to the instruction results in
bestowing a windfall on the negli-
genl torifeasor at the expense of the
plaintifl and that denying the effects
of inflation is completely out of
touch with economic reality.

The lllinois Supreme Court has
denied an appeal. The effects, how-
ever, can be, and should be, greatly
minimized by a proper inlerpreta-
tion of the ruling.

In mid-May in the Circuit Court

. of Cook County, { testificd as to lost
. wages in fves v. National Railroad,

No. 85 L 25786. As an economist, |
would ordinarily view the caicula-
lion of losl lTulure wages as a
straightforward conceplual exer-
cisc.

But the language of the 1P1 in-
struction, coupled with Justice
Quinlan's interpretation, has cre-
ated a serious limitation that calls
for closer analysis.

It scems that a proper application
of the law would require that an
cconomist arrive at an opinion of the
present value which would be as
little as 50 percent of what | believe
to be an economically fair and
upbiased eslimate. Aflter a closer
look, however, | was able Io arrive at
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Present value of future wages

Yrs A B C c/B
I $10,006 $9,259 $9,901 107% -
2 10,013 8,573 9,803 114
3 12,019 7,938 9,706 122
4 10,026 7,350 9,610 134
5 10,032 6,806 9,515 140
6 10,035 6,302 9,420 - 149
7 10,045 5,835 9,327 160
8 10,052 5,403 9,235 174
9 10,058 5,002 9,143 183
10 10,065 4,632 9,053 195
I 10,072 4,289 8,963 209
12 10,078 3,971 8,874 223
13 10,085 3,677 8,787 239
14 10,091 3,405 8,700 256
15 10,098 3,152 8,613 2i3
16 10,104 2,919 8,528 292
17 10,111 2,701 8,444 312
18 10,117 2,502 2,360 334
19 10,124 2,317 8,277 357

20 10,130 2,145 8,195 382
21 10,137 1,987 8,114 408
22 10,144 1,839 8,034 437
7 10,150 1,703 7,954 467
24 10,157 1,577 7,876 499
25 10,163 1,460 7,798 514
26 10,170 1,352 7,720 571
27 10,176 1,252 7,644 611
28 10,183 1,159 7,568 653
29 10,190 1,073 7,493 698
30 10,196 994 7.419 747

Total $303,033 $112,578 $258,077 229

Source: Corporate Financial Group. Chirago
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a method which preserved 90 per-
cenl of an cconomically lair esti-
mate. How could that be done?

The 111 code stales: “Present
cash value means the sum of money
necded now, which, logether with
what thalt sum will carn in the
luture, will equal the amounts of the
pecuniary benelits at the times in
the luture whep they would have
been received.”

Justice Quinlan wrote: **. .. This .

instruction does not supgest any
requirement that infiation and
growih ol real carnings be included
in the determination .. . and thal
*. . the definition of present cash
value employed by plaintills expert,
which included infation and growth
of real carnings as well as interest
carnings, is not in accordance .. . "
with the IPI instruction and relevant
casc law.

Thus far, however the concern
has locused cniirely on the numera-
tor of Tuturc wage estimates, namely
the factors for inflation and wage
growth. Customarily, the future
wage cslimate equals currenl wages
times inflation times real wage
growih, all divided by the discount
rale. For now, infation and real
growth in wages cannot be taken

. inlo account.
But, we must also consider-the
ruling’s implicalions for the denomi-
- nator, the discount rale by whicl
future wages estimales are reduced
Lo present cash value. Here is where
the ruling's main limitation on the
numerator can. be correcled and.
according to a stricl inlerpretativn
of the code and the opinion, must be.

Customarily, alter projecting in-
crcases [or inflation and real
growth, wages are discounted using
“nominal™ inlcrest rates projections
which for U.S. Treasury Bills is
between 7 percent and 8 percent. A
projcction of “real™ rates, delined as
the expected nominal inlerest rate
minus the expected inflation rate of
(of aboui 7 percent}), is approxi-
maltely | percent%. Given the rui-
ing, this 1 percenl real rate should
be the discount rate.

Why use real rates? Because only
they conform 1o the opinion by
specifically not taking inflation spe-
cifically not laking inflation into
account. The real rale of inlerest is
what is carned in a world where
inflatien is not included. If the
opinion states that inllation cannot
be included in calculating present
value, then onc cannol use nominal
inlerest rales which do include com-
pensation for expected inflation. A
stricl interpretation of the code and
the opinion mandales that real rales
be used.

Using real rales is in accord with
the IP1 instruction even though the
present lump sum will carn at the-
rate of nominal intcrest. The in-
struction states thal siominal inter-
esl carnings must ber taken into
accounl. These earnings together
with the original principal, deler-
mincd by using real rates, will
*equal the amounts of the pecuniary
benefits at the limes in the fulure
when they would have been re-
ccived,” as Lhe code requires, irres-
pective of whal {uture inflation
turns oul 1o be.

There is no requirement, hew-
ever, that- the nominal interest rate
carncd, which includes compensa-
tion for inflation, be actual discount
7ateT In fact it can't be the discount
rale since il tlakes jnflation into
accounl. Only the real rate confagms
to the code and Lhe ruling. By using
real rates to discount a constant
wage projeclion. the effects of fu-
ture inflation arc entirely removed,
from both ‘the numerator andjihe
denominator. '

The accompanying lable shows
the effeel of three methods of esti-
maling the present value of fujurc
wages given a currenl 310,000 an-
nual wage. Method A shows whal
wages an cconomists might predict,
for any [uturc year, assuming 7
percent inflation, 8 percent pominal
short-tcrm rates and a | percent real
wage growth rate,

Wages in the nth ycar in the
future equals $10,000 x (1.07)n x
{(L.01)n divided by (1.08)n. (The
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compounding cffects of 7 percent
times 1 percent, discounted by 8
percenl produce & slight growth in
wages,) ‘

Method B shows the elfects nol
using inflation or real growth, bul
incorrectly using an 8 percent nomi-
nal interesl rale which includes an
inflation component, This is the
method thought o be in compliance
with the instruclion, and used in
ANB v. Thompson. Afier 30 years,
the present value of wages has fallen
to 10 cenls on the dollar.

Meihod C shaws the efTects of not
using inflation or rcal growth, but
correclly using a | percenl real
interest rate which has no inflalion
component. After 30 years, the
present value falls to 74 cents on the
dollar.

Column D (column C divided by
column B) shows the strength of
using real rales versus nominal
rales. In the 30th year, rcal rates
provide over 7 timces the wage pres-
ervalion. In total over 30 years,
using rcal rates provides 2.3 limes as
much wage value.

The significance of fves v. Na-
tional Railroad in the Circuit Court
is that the attorney for Lhe plaintiff,
Nicholas J. Motherway, success-
fully argued that the real interest
rale was in conformity with the IPJ
code and justice Quinlan’s opinion
and my testimony was admitted into
evidence by Judge Cawley. While
the words “inflation’ and “real
growlh in wages” were never men-
tioned to the jury, nominal rates
were not used. .

The injured plaintill, whe had a
remaining work life of about 12
years, earned approximatcly $24,-
000 plus ringes at her former occu-
pation. The jury returned a verdict
of $200,000 for lost carnings, alter
laking inlo account lestimony aboul
future employability. This award is
“perhaps double what might have
otherwise awarded-had nominal
rates been used, Fugthermore, il is
much closer to economic [airness.

To the exient that this methodol-
ogy is upheld in lllinois, the prospect
for the bestowal of a windfall 10 Lhe
negligent tortfeasor duc-lo ANB v
Thompson will be greatly dimin-
ished. And most important, Lhe
rights to an economically lair recov-
ery by prospective fulure victims
will be greatly reslored.

Nonetheicss, the IP[ instruction
.should be amended in the lulure so
that prospeclive real wapge prowth
can also be taken into account. Also,
while {P1 34.01 state that "“a per
son's earnings may remain the same
of may increase or decrease in the
future,” further clarity is nceded
regarding whether this means in-
creases to advancementl in job grade.

The assislance of an economist in
the drafting of IPl amendments
could eliminate present ambiguity
and help insure that cconomic rights
of all cilizens are protected, so that
future court inlcrpretalions supporl
the integrily of these rights.



