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I. INTRODUCTION

During the twentieth century, employers have normally had almost
complete discretion in hiring and firing workers. Under the prevailing
tradition, managers were free to terminate an employment relationship at
any time, for good reason, bad reason, or no reason at all. However,
this employment-at-will theory has been eroding steadily. As a result
of recent judicial decisions, firms in some state jurisdictions face
important limitations in the circumstances under which employees can be
discharged legally.!

These judicially created changes can have dramatic effects on the
workplace. Most directly, wrongful termination litigation could impose
significant legal fees, liabilities, and settlement costs on businesses.
Perhaps more important, the threat of legal action could alter the
manner in which personnel management and employee relationships are
conducted. The fear of litigation would influence hiring and firing
decisions. Managers will be hesitant to discharge inferior performers,
otherwise-productive workers may not be inspired to work as hard, and
overall employee morale could suffer.

The specter of litigation could alsco reduce manager flexibility in
responding to economic fluctuations, uncertain investment opportunities,
or technological change. Firms will be reluctant to make short-run
adjustments to the full-time labor force, instead preferring to maintain
a stable pool of permanent employees while relying on overtime,
temporary agencies, or outside contractors during transitory expansions.
This inability to reduce employment without incurring costs could also
discourage firms from locating in certain jurisdictions, attempting
uncertain business ventures or adopting labor-saving technologies.

The avoidance of wrongful termination suits may also result in
significant administrative costs. Personnel decisions will become

methodical and well-documented. Decentralized manager discretion in

! See, for example, "When Can an Employee Be Fired?" Zos Angeles

Times, July 28, 1987, Part I, p. 1.



hiring, firing, promoting, and reviewing employees could be replaced by
standard administrative procedures conducted by formal bureaucracies.

Such changes, though costly, could also result in a more efficient
utilization of human resources. An independent personnel manager is
more likely to consider the full range of costs and benefits associated
with workplace decisions. In addition, the internal mechanisms for due
process, adopted by firms and guaranteed by the civil justice system,
could very well enhance security for all workers, improve job
allocations, and increase the aggregate wealth available to both
employees and employers. Potentially, such benefits could dominate the
direct and indirect costs of litigation, thereby making everybody better
off.

Although this study does not assess these broader economic effects
of wrongful termination explicitly, the likely importance of these
changing laws can be evaluated by examining the magnitude of associated
legal costs and liabilities. By analyzing patterns in these legal
outcomes, we can also assess whether individual sectors of the labor
force or business community are affected more than others. If such
distributional consequences exist, the potential for economic distortion
is higher.

This research begins with a brief description of the evolving
doctrines and provides evidence on systematic patterns in court
decisionmaking. Such patterns, if indeed they exist, could provide
important insights into judicial motives and likely legal and economic
consequences. The growth and patterns of legal activities nationwide
and in California, thought to be the hotbed of wrongful termination
litigation, are also analyzed. We provide a detailed examination of
data describing 120 California jury verdicts on wrongful termination.
By identifying systematic patterns in awards, post-trial adjustments,
settlement offers, and legal fees the following policy questions are

addressed:

- How big are the stakes? Are they large enough to induce

changes in economic behavior?



How important are punitive damages? What effect would the
elimination of tort liabilities have?

Who are the winners and losers? Does wrongful termination
affect certain business sectors or labor groups more than
others?

Do jury awards reflect predictable economic losses or are they
unsystematic? Could a system of standardized severance
payments provide adequate compensation for most plaintiffs?
How large are the legal fees in comparison with the amounts
actually pocketed by plaintiffs? Do relatively high
transactions costs justify the adoption of alternative means of

dispute resolution?
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Il. THE EROSION OF TRADITIONAL EMPLOYMENT-AT-WILL DOCTRINE

Ever since the federal National Labor Relations Act of 1935, there
have been statutory restrictions on employment-at-will. The most
important of those were the federal anti-discrimination laws of the
1960s and 1970s protecting certain classes of employees from
termination, or any other discrimination, on the basis of their
identifying characteristics. The first was the Civil Rights Act of 1964
(primarily Title VII of that Act) which prohibits discrimination on the
basis of race, color, sex, religion or national origin. This was
followed by the Age Discrimination in Employment Act of 1967,
prohibiting discrimination against employees over 40 years of age, and
the Rehabilitation Act of 1973, prohibiting discrimination against
handicapped employees.?

Despite a long list of federal and state statutory limitations on
employment-at-will, the doctrine continued to be the dominant force in
the workplace until the early 1980s. A large number of employees were
still not covered by any special protection law. Further, even
employees who did fall in a protected group could still be discharged
for good reason, bad reason, or no reason at all as long as the reason

was not membership in the protected group.

JUDICIALLY CREATED EXCEPTIONS TO EMPLOYMENT-AT-WILL

In the early 1980s state courts, led by the judiciary in California
and a few other states, began creating additional, significant
limitations on the employment-at-will doctrine. These limitations for
the most part are not based on statute and, indeed, in some instances
appear contrary to existing statute.? These judicially created

restrictions on the employers' right to terminate at will fall into

! Not only has the federal government imposed such restrictions of
the employers' right to terminate, many states have passed similar laws.

% The first and only state to pass wrongful termination was
Montana.



three primary categories: contractual right to continued employment;
terminations contrary to public policy; and terminations in violation of
an implied covenant of good faith and fair dealing. All three
categories are referred to as the theory of wrongful termination or

wrongful discharge.

Contractual Right to Continued Employment

Even under traditional employment-at-will theory, the parties had
the right to contract for employment for a specified term and these
contracts would be enforced by the courts. However, these contracts had
to be clearly stated (generally in writing), they usually had to be for
a set term, and courts normally required proof that the employee had
given some consideration to the employer in return for the promise of
continued employment. In recent years the courts have been much more
willing to find a contractual right to continued employment, even in the
absence of these factors. The courts have found such contracts based
upon express statements of the employer, indirect statements of the
employer, and the general context of the employment relationship.

Express statements. If an employer expressly states that it will
not terminate an employee, it is a relatively easy step for a court to
conclude that the employer should be held to its promise, even if the
promise would be unenforceable under traditional employment-at-will
because of technical defects. California courts took this step several
years ago.

Indirect statements. A significant step beyond finding contractual
rights based on express statements is basing contractual rights on
indirect statements of the employer which were never intended to create
such rights. The leading case exemplifying this judicial exception came
from the Michigan Supreme GCourt in 1980, approximately the same time as
the first significant California cases on wrongful discharge under other
theories (Toussaint v. Blue Cross and Blue Shield, 408 Mich. 579, 292
N.W. 2d 880, 1980). Under this interpretation, oral representations or
a written personnel manual can support a contractual right to continued

employment unless a company could prove just cause.



Context of employment relationship. The third prong of the
contractual rights exception to employment-at-will gives employees
contractual rights to continued employment in the absence of any
statement by the employer. Courts can rely on a number of factors to
find a contractual right to continued employment: a history of
employment with many promotions and salary increases; the general
company policy, as exemplified by its treatment of other employees, not
to terminate without cause; company perscnnel policies which imply fair
treatment, although not explicitly promising continued employment; and
the general practice in an industry not to terminate without cause.
This judicial theory obviously erodes the doctrine of employment-at-
will since almost any long-term employee can argue under this theory

that there was some implied promise of continued employment.

Terminations Contrary to Public Policy

In the exceptions discussed above, the courts limited the
employment-at-will doctrine by finding that the employer and employee
had, in effect, agreed that the employment relationship would be
governed by rules other than those normally applying to employment-
at-will. Under the public policy exception to employment-at-will, there
is no finding of any agreement. Rather the courts refuse to allow the
terminations because of the employers' reasons for termination. The
first cases in which the courts limited the employers' right to
terminate as contrary to public policy were based on employees' exercise
of statutory rights, or refusal to violate statutes.

However, the impact of the public policy exception to employment-
at-will has been further increased by later cases in many states

expanding the theory beyond public policy expressed in statute.

Implied Covenant of Good Faith and Fair Dealing

The third recent judicially created exception to employment-at-
will, the implied covenant of good faith and fair dealing, is the most
far-reaching of all, potentially giving any discharged employee the

right to sue his employer. Courts have stated that some terminations



can violate an implied covenant of good faith and fair dealing which is
present in EVERY employment contract, even at-will employment. This
covenant requires employers to treat employees in good faith and not
take any action to deprive them of the benefit of their employment
without just cause.’

The courts in California and elsewhere have varied greatly as to
the factors required in order to find such a covenant. This uncertainty
has created a potential lawsuit in every employment discharge, entitling
the discharged employee to tort damages, including punitive damages and
damages for emotional distress. It is plausible to argue that whenever
there is a discharge in violation of contractual rights, the covenant of

good faith and fair dealing is also breached.

Combination of Other Legal Theories with Wrongful Discharge

Along with the development of these new causes of action has come
an increasing use of existing legal theories. For example, it is now
common for former employees suing for wrongful discharge to include
claims for slander or libel, intentional infliction of emotional
distress, negligent infliction of emotional distress, interference with
contractual relationships and interference with prospective business
advantage. If an employee is already suing for wrongful discharge, it
involves little more effort or expense to add claims for other torts,
and these additional claims may provide a judge or jury with grounds for

assessing additional tort damages.

PROSPECTS FOR THE FUTURE

Since wrongful discharge was only created in the early 1980s, the
law is still in a state of flux in many states. Many are considering
which theories to accept; others are still considering whether to adopt

any form of the doctrine. Even in states such as California where the

* The phrase "good faith" on the part of an employer implies
honesty, no intention to defraud, and recognition of one's duty or
responsibility. In contrast, "bad faith" describes an intention to
mislead or deceive, or one in which the refusal to fulfill some
obligation is not the result of an honest mistake, but arises out of a
sinister motive.



theory is most fully accepted, many questions remain unanswered. This
is in part because many of the major decisions on wrongful discharge
have come from intermediate appellate courts, rather than the highest

state court.

THE PATTERN OF CHANGES IN WRONGFUL TERMINATION LAW

As the discussion above indicates, the theory of wrongful discharge
was virtually nonexistent before 1980 when key cases were decided in
California, Michigan, Illinois, and other states. Since that date,
however, the theory has spread rapidly, affecting employment law in some
manner in a majority of all states. However, there remain significant
differences between states. In Table 2.1, a summary of the law
prevailing in state courts is provided for 1979, 1982, and 1985.*

In 1979, only 19 of the 51 state level jurisdictions (50 states
plus the District of Columbia) recognized even the public policy
exception to employment-at-will. By 1982, however, four new states

adopted the public policy exception, California recognized the covenant

Table 2.1
STATE COURT RULINGS

CHALLENGES TO TRADITIONAL DOCTRINE

Year
Prevailing Doctrine
Cited in Ruling 1979 1982 1985
Employment-at-will 32 28 10
Public policy 19 23 37
Implied contract 0 2 31
Good faith covenant 0 1 5

“ These categorizations were determined on the basis of our reading
of case law as described in McGCarthy (1986). Although our summary
provides an accurate picture of the patterns over time and across
states, our earlier discussion makes it quite clear that there are
important differences in state law within categories.



of good faith and fair dealing, and two states accepted the theory of
implied contracts in employment. Over the next several years, the
changes accelerated rapidly with 18 more states rejecting the at-will
doctrine in favor of more liberal case law on wrongful termination. By
1985, the number of state courts recognizing public policy, implied
contract, and the covenant of good faith and fair dealing totaled 37,
31, and 5 respectively.®

No obvious explanation for the timing or pattern of these rapid
changes exists. Some might argue that the area of wrongful termination
merely parallels the liberalization of the civil justice system more
generally. This argument would hold that the labor marketplace is but
another target of litigious opportunity. Alternatively, these judicial
decisions could be a response to pervasive economic changes that
threaten the welfare of certain labor market segments. For example,
increased merger activity and associated labor turnover, the decline in
smokestack industries, the rapid emergence of electronic and information
processing technologies, and the reduction of trade union power® and
influence have disrupted the workplace by leaving many workers with
obsolete skills, reduced employment altermatives, and no

institutionalized job security.’

® In our interpretation, Montana, North Dakota, California,
Indiana, and Massachusetts adopted the convenant of good faith and fair
dealing by 1985. At the other extreme, at-will employment prevailed in
Colorado, Delaware, Florida, Georgia, lowa, Louisiana, Mississippi,
Rhode Island, Utah, and Vermont.

® Union contracts that provide explicit protection to workers often
preempt actions under state law on wrongful termination. On occasion,
however, workers have challenged decisions of union grievance committees
successfully.

" We attempted to gain some preliminary insights into these
alternative explanations by examining the cross-state pattern of
judicial decisions on wrongful termination in a statistical analysis
reported in Dertouzos, Holland, and Ebener (1988). We found that the
prevailing doctrine was unrelated to wage levels, population
demographics, region, and measures of cyclical economic activity. Only
the extent of unionization was strongly correlated with the acceptance
of implied contract or covenant of good faith and fair dealing theories.
Also, the state unemployment rate appears to be negatively but weakly
correlated with the adoption of the covenant of good faith.



JUDICIAL DOCTRINE AND A RISE IN LITIGATION

The changes in judicial doctrine have led to a discernible increase
in legal activity involving wrongful termination. Not surprisingly, an
analysis of wrongful termination suits filed in Los Angeles, California,
and jury trials across the nation suggests a pattern of activity that is
closely correlated with judicial differences over time and from state to

state.

Case Filings in Los Angeles

A survey of court documents filed in Los Angeles Superior Court
during March and April of selected years since 1980 documents a rapid
rise in total cases filed. Los Angeles civil case filings represent
about 60 percent of all civil activity in the state of California.®
Wrongful termination data are presented in Table 2.2. In 1980,
immediately following the initial ruling recognizing the application of
the covenant of good faith and fair dealing to employment relationships,
15 wrongful termination cases were filed in the two-month period. Six
of these cases involved "upper management" plaintiffs and only two of

the complaints referred to the good faith covenant.® Two years later,

Table 2.2

COURT FILINGS FOR LOS ANGELES SUPERIOR COURT
(MARCH/APRIL)

Total  Number Citing Number Citing Percent Upper

Year Number Public Policy Covenant Management
1980 15 0 2 40
1982 39 3 32 28
1983 83 8 59 22
1984 78 6 63 10
1985 100 5 88 13
1986 102 11 85 20

8 See Peterson (1987). According to the 1987 Annual Report of the
California Judicial Counsel there were over 90,000 civil filings during
fiscal year 19853-86, not including probate and family law cases.

% Although classifications are somewhat subjective, an effort to
distinguish plaintiffs on the basis of job descriptions or titles was
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more than twice as many cases were filed during the same period. Over
80 percent of these 39 cases asked for punitive damages under the
covenant of good faith. In the following year, the volume of cases more
than doubled again, rising to 83 during March and April of 1983. The
trend stopped in 1984 but growth resumed, albeit more modestly, in later
years. During the same period in 1986, over 100 cases were filed. This
suggests that approximately 600 are filed in Los Angeles annually, and,
if a proportionate share are filed elsewhere in the state, about 1000 in
California. As the data suggest, the escalation and then down turn in
court filings followed the business cycle between 1980 and 1984.

Lastly, the legal protection afforded by wrongful termination rulings
appears to be available to workers other than top executives. Fewer

than 18 percent of the cases were filed by upper management employees.

Cross-sectional Differences in Wrongful Termination Jury Trials

The effect of judicial decisions on the volume of litigation is
also apparent in patterns of wrongful termination trials across the
nation. Data on numbers of trials were collected for the 10-month

® This information on

period between November 1986 and July 1987.!
trials, aggregated on the basis of the prevailing state doctrine as of
1985, is presented in Table 2.3. In states recognizing no exception to
the at-will doctrine, only 15 total trials were reported. On an annual
per capita basis, this translates to only 1.3 wrongful termination
trials per one million employees. For jurisdictions accepting public
pelicy restrictions only, the number of trials per one million employees
is only 1.7, barely higher. Interestingly, although the number of

trials in states recognizing implied contract theories (but no covenant

of good faith and fair dealing) totalled 100 for the 10-month period,

made. In general, officers of large corporations were classified as
upper management.

'® These compilations were extracted from the Wrongful Termination
Reporter, Andrews Publications, Inc. Although the completeness of this
reporting service has not been validated in this research, the number of
trials listed for California is quite consistent with data provided from
other sources.



- 12 -

Table 2.3

NUMBER OF REPORTED TRIALS NATIONWIDE: NOVEMBER 1986-JULY 1987

Court Trials

Prevailing Doctrine Annual Trials per

Cited in Ruling Federal State Total 1 Million Employees
Employment-at-will 8 7 15 1.3
Public policy Only 11 6 17 1.7
Implied contract Only 68 32 100 2.2
Covenant of good faith 68 82 150 8.8

per capita trials were only slightly above those in states conforming
more closely to the at-will tradition. Of these trials, over two-thirds
were conducted in federal courts, indicating that a federal statutory
claim probably was involved as well as the implied contract theory under
state law. In contrast, 150 trials were reported in jurisdictions that
recognize the covenant of good faith and fair dealing. On an annual per
capita basis, 8.8 trials per one million employees were reported. Of
these cases, approximately 55 percent were tried in state courts.

Rather than being constrained by federal statutes, this higher
percentage probably reflects a decision on the part of plaintiff
attorneys to forgo any federal statutory claims in favor of the more
liberal judicial remedies available under the covenant of good faith and
fair dealing.

Systematic patterns in cross-state differences in the volume of
wrongful termination litigation were identified using regression
analysis.!! Not surprisingly, the number of wrongful termination cases
in a jurisdiction appears to be highly correlated with the number of
workers. In addition, states with high unionization had more trials per
capita. The legal effects of the prevailing legal doctrine are
consistent with the tabulations reported earlier. That is, public

policy and implied contract exceptions to at-will employment have

! FPor further detail, see Dertouzos, Holland, and Ebener (1988).



negligible effects on the volume of litigation. On the other hand,
jurisdictions accepting more liberal interpretations under the covenant
of good faith and fair dealing can be expected to have about 2-1/2 times
the number of trials, controlling for other factors. Other factors such
as the wage levels, region, and cyclical economic fluctuations had no

discernible effect.
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I11. A DESCRIPTION OF WRONGFUL TERMINATION TRIALS IN CALIFORNIA

This section begins with a description of 120 jury trials decided
in California between 1980 and the first quarter of 1986.% Although
trials represent only about 5 percent of all trials, jury verdicts may
be a primary factor in motivating settlement behavior and inducing long-
run changes in the way business and personnel practices are conducted.
Information on plaintiffs, defendants, law firms, and the extent of
insurance coverage is presented and systematic relationships between

such case characteristics and trial outcomes are identified.

THE PARTICIPANTS IN WRONGFUL TERMINATION SUITS

As Table 3.1 indicates, the population of plaintiffs in wrongful
termination suits constitutes a broad cross section of the labor force.
The average plaintiff is 45 years old and makes $36,000 annually.
However, ages range from 24 to 65 and yearly salaries can be as low as
$8,000 or as high as $250,000. About 13 percent of the sample were in
upper management positions. On average, a terminated employee was at
the job for 8 years. However, over 18 percent of the plaintiffs were at
work for less than one year while over 23 percent had job tenure of 15
years or greater. The sample included a large number of women and
minority plaintiffs even though these cases do not include trials based
on any of the federal statutcry prohibitions against employment on the
basis of sex or race discrimination.? Finally, in over 80 percent of

the cases, the defense cited poor performance or misconduct as the

! These cases were chosen because California doctrine was the first
to change and the volume of cases necessary for doing empirical research
simply does not exist for other jurisdictions. See Dertouzos, Holland,
and Ebener (1988).

2 Without controlling for other factors related to the probability
of filing a suit, one camnnot make any definitive judgment about whether
the number of minorities and women in the sample are representative of
their labor force participation. Controls for industrial composition,
unionization and civil service jobs would be required.



reason for termination.

- 15 -

Table 3.1

PLAINTIFF PROFILE

Average age
Median age
Age range
Average salary
Median salary
Salary range
Tenure:
Under one year
1- 5 years
6-10 years
11-15 years
Over 15 years
White
Male
Executive
Middle management
Defendant reason for termination:
Inadequate performance
Exogenous economic factors

45.
45,

3
0

24=65

$36,254
$30,000
$8,000-250,000
Percent:

18.
34,
15.

8.
23.
89.
68.
13.
39.

80,
19.

O WEHE WM

o]

the behavior or ability of the plaintiffs.

TRIAL OUTCOMES:

The rest cited economic factors unrelated to

CASE CHARACTERISTICS AND JURY AWARDS

As reported in Table 3.2, juries decided in favor of plaintiffs in

81 of the 120 cases, or 67.5 percent.
defense judgments, was $436,626.
total was compensation.

half of the plaintiff victories, resulted in punitive damages being

awarded.

For these 40 trials, the average punitive damages award was $523,170.

The average award, including

On average, about 60 percent of this

However, one third of all trials, or about one

The average award, excluding defense judgments, was $646,855.

Of course, "expected" verdicts, or trial averages, are reduced by about

one third when defense victories are included.
Descriptions of average verdicts in civil litigation can be
deceiving because of the statistical dominance of a few huge awards.

circumvent this problem, information on the distribution of awards is

To
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Table 3.2

SUMMARY OF JURY VERDICTS IN WRONGFUL TERMINATION TRIALS

Number of trials 120
Plaintiff verdicts 81 (67.5%)
Punitive damage awards 40 (33.3%)

Average Verdicts (120 cases) (a)

Average total verdict: $436,626
Average compensatory verdict $262,237
Average punitive verdict §174,389

Average Awards (b)

Average total award (81 cases) $646,855
Average compensation award (81 cases) $388,500
Average punitive award (40 cases) §523,170
(a) . :
Includes defense victories.
(b) Includes only cases in which awards were
made.

presented in Table 3.3. Summary measures are tabulated by award-size
quartile as well as for the 10 cases over $1 million. The average award
within the lowest quartile, representing the smallest 25 percent of all
cases, was $32,000. Only 8.4 percent of these smallest payments were
for punitive damages. One half of the awards were smaller than
$§177,000. At the other extreme, the largest 10 awards, ranging from
$360,000 to $8 million, averaged nearly $4 million. These million
dollar cases, despite representing 12.5 percent of the sample, account
for 75 percent of the total dollars awarded in 120 wrongful termination
trials. In stark contrast, the cases falling below the sample median

total 5.9 percent.?

? These distributional characteristics of wrongful termination
awards are very similar to those found generally in civil litigation.
See Shanley and Peterson (1983).
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Table 3.3

DISTRIBUTION OF JURY AWARDS

Quartile
Million §

Category Total Lowest Second Third Highest Awards

Number of cases 81 21 20 20 20 10

Average award 646 32 78 252 2,209 3,931
(thousand $§)

Minimum award 7 7 73 190 360 1,000
(thousand §)

Maximum award 8,000 65 177 350 8,000 8,000
(thousand §)

Percent of total § 100.0 1.3 4.6 9.6 84.3 75.0
Punitive as %

of total damages 39.9 8.4 35.3 26.5 42.3 43.5

PREDICTING CASE OUTCOMES

A statistical analysis of jury decisions was performed to see
whether plaintiff victories were predictable as a function of case
characteristics.® Since we do not have information on settlement
behavior, these results must be treated with caution. Still, several
interesting relationships emerge. For example, plaintiffs enjoyed great
success during the initial years following the revolutionary judicial
decisions at the turn of the decade. However, after winmning 75 percent
of the cases between 1980 and 1982, the percentage of plaintiff
victories dropped significantly during 1983 and 1984. This success
rate, holding other factors constant, fell to just under 50 percent.
This decline could reflect a change in the mix of cases as plaintiff
attorneys became more aggressive following the pronounced successes of
the earlier years. With the failure of the marginal cases, the case mix
may have excluded those with lower levels of anticipated success in

subsequent time periods.

* These are reported in Dertouzos, Holland, and Ebener (1988).



Of course, these data are equally consistent with alternative
hypotheses. For example, firms may have responded to the wrongful
termination threat by altering personnel practices or providing generous
severance payments or buyouts. Alternatively, defense attorneys could
have become more aggressive or more experienced in mounting opposition
or, in contrast, willing to settle cases that had a high probability of
plaintiff victory.

The status of insurance coverage was highly correlated with jury
decisions. For example, cases in which coverage was provided for both
liability and defense costs were much more likely to result in plaintiff
victories.® This result is provocative but difficult to interpret.

Once again, several plausible explanations emerge. With complete
coverage, firms have lower incentives to devote many resources to
winning the case or documenting the circumstances of the termination.

In addition, given complete insurance coverage, they may be less willing
to alter personnel practices in response to the changing judicial
doctrine. As a result, they are more likely to be liable for any given
case. Also, insurance company attorneys and claims adjusters are not so
well prepared to deal with such uncommon legal circumstances. Lacking
relevant experience, they may be unwilling to settle cases even when
they have little chance of winning. In addition, they may not be
capable of mounting a strong defense. In either case, one would observe
higher frequency of plaintiff victories in cases going to trial.

Lastly, cases in which insurance companies accepted a duty to defend but
not indemnify had a much lower probability of plaintiff victory.
Interestingly, liability limits of under $300,000 had virtually the same
effect.

One could argue that firms in this position would be willing to
avoid liability at any cost. By conducting an aggressive and expensive

defense, the probability of losing a particular case falls. However,

® In 30 percent of the cases, no insurance coverage was available.

Twelve percent of the defendants had coverage for legal fees, but were
not covered for liability. For the 35.9 percent having liability
coverage as well, most had no limit. However, about 8 percent of the
defendants had limits of under $500,000.
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defense fees, when included as an independent (predicted) factor did not
make a difference.

As an alternative hypothesis, it is not difficult to imagine why
having coverage for defense but not liability could result in a
different mix of cases being brought to trial. Since it is so costly to
bring a case to trial, legal fees are a major inducement to settle out
of court. Defense fees are transactions costs that drive an important
wedge between what a plaintiff can expect to gain from winning a trial
and what a defendant expects to lose.® That is, both parties can gain
from a settlement. This is especially true of cases with low expected
payoffs, either because of small prospective damages or low probability
of plaintiff victory. In such cases, the stakes may not justify the
large fixed cost of going to trial. Plaintiffs are happy to accept a
small payment and defendants are anxious to avoid legal fees. As a
result, the elimination of legal fees but not liability removes this
important motivation for settlement on the part of the defendant firm.
Thus, small stakes cases, with a lower average probability of plaintiff
victory, will no longer settle out of court. As a result, defendants
will win a high percentage of cases going to trial when defense costs
but not liability are reimbursed,

Although the above scenario is certainly plausible, several caveats
are in order. For example, although defendant firms may not wish to
settle, insurance companies with no duty to indemnify will certainly
wish to minimize defense costs. Thus, one would expect insurance
companies to settle for amounts less than litigation costs even if they
are not obligated to pay an eventual award. The bargaining that goes on
between the insurance company and defendant may be very critical in

understanding the settlement process.

¢ Of course, settlement incentives will depend on several factors,
including relative risk aversion, tax implications, likely effects on
future litigation and employee behavior, and noneconomic considerations.
See Danzon and Lillard (1982) for one example of a useful model of
settlement behavior.
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STATISTICAL ANALYSIS OF DAMAGES AWARDED

Although causal implications must be made cautiously, some
interesting empirical relationships emerge from regression analysis of
damages awarded by juries.’

The effect of earnings is highly correlated with compensatory as
well as punitive awards. Percentage differences in plaintiff salaries
are matched by equivalent differences in the money awarded by juries.
In addition, holding estimated future earnings constant, the age of the
plaintiff is positively correlated with awards. Of course, future
earnings of older employees are lower since they have shorter earnings
profiles. That is, the economic losses associated with unemployment or
lower wages become zero after retirement. On the other hand, older
workers can expect a longer duration of unemployment and may never find
alternative work. Even if a new job is obtained, the likelihood of
earning the same salary is not high. This may be due to reduced
productivity of older workers or because salary profiles often reflect
firm or job specific human capital. Either way, older workers will
suffer the loss of a bigger percentage of the future earnings stream.

Given these two countervailing effects of plaintiff age, one would
expect awards to increase with age but eventually peak and then decline
as the anticipated time remaining in the labor force becomes shorter.
Table 3.4 reports age-specific predicted awards relative to the profile
maximum, holding other factors constant. For total awards, payments
rise steadily before peaking at about the age of 49. Relative to this
maximum, a terminated 30-year old would receive about half as much. In
compensatory damages, this individual would receive only 36 percent of
the award made to a person at the peak year for compensation. On the
other hand, after the age of 49, total awards begin to fall, reflecting
the shorter period of time over which potential damages can accrue. For
example, a 60-year old would, on average, receive less than two thirds

of the award of a plaintiff 11 years younger.

7 For detail, see Dertouzos, Holland, and Ebener (1988). Most
significantly, the earnings and age of the terminated plaintiff go quite
far in explaining the level of damages awarded. These variables alone
can be used to explain over 30 percent of the variance in compensatory
and punitive damages.
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Table 3.4

EMPLOYEE AGE AND JURY AWARDS

Award Indexes(a)

Age Total Compensation Punitive

30 .54 .36 .79
40 .86 .72 .99
50 .92 .99 .90
60 .66 .70 .23

(a) Indexes are the ratio of
awards predicted at a given age to
the maximum award. The maximum is
at age 49 for total awards, 52 for
compensation, and 43 for punitive.

For total awards, females appear to receive significantly lower
damages. Since salary level is already included, this might suggest
that the system is discriminating against women. However, this
difference in compensation may partially reflect less salary growth or
lower anticipated labor force participation of women. Definitive
conclusions must await further research.

Holding other case characteristics constant, jury awards do not
appear to be increasing significantly over time. Since salary levels,
also expressed in nominal dollars, automatically control for inflation
over this period, this result suggests that real awards have not changed
since 1980.

Although the results are not statistically significant, some
evidence exists that large- and medium-sized defendants, measured as
before by the number of employees, are assessed larger damages. These
effects are more pronounced for punitive damages, especially for firms
having greater than 10,000 employees. This is supportive of a "deep-
pocket" theory, especially since the strongest effect occurs through
punitive rather than compensatory damages. 0f course, firms with large

numbers of employees may, in fact, have empty pockets, a circumstance
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not identified by the available information. Perhaps more important,
larger firms have to be more cognizant of the indirect effects of their
actions on cther employees. For fear of stimulating future legal
difficulties, they may be more reluctant than their "mom and pop"
counterparts to settle certain high stakes suits. Lastly, legal
strategies might be affected by differential tax implications of jury

awards.
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IV. PAYMENTS, EXPENSES, AND SETTLEMENT BEHAVIOR IN
WRONGFUL TERMINATION

POST-TRIAL ADJUSTMENTS TO WRONGFUL TERMINATION JURY VERDICTS

Despite the publicity given the large damage payments awarded by
juries for wrongful termination, no information has surfaced about the
payments that plaintiffs actually receive. As is well known, there are
a variety of post-trial activities that can modify these amounts
significantly.! Thus, to gain a more complete perspective on this
special class of litigation, attorneys were surveyed about the final
disposition cof cases.

Complete information was obtained for 104 trials, or 87 percent of
the sample. About 24 percent of the cases were disposed on the initial
verdict without additional post-trial activity. On the other hand, all
of the closed cases ending in a defense judgment at trial were appealed.
However, the reversal rate was only 7 percent. In comparison, only 25
percent of the plaintiff victories were appealed. When they were,
however, 28 percent of the original verdicts were overturned, resulting
in no payment whatscever. About 18 percent of the cases, all plaintiff
victories, were settled out of court for reduced amounts. At the same
time, defendants refused to settle in any case following an initial
verdict that was favorable to them. Finally, 15 percent of the cases
remained open at the time of the survey. In all likelihood, these cases
are on appeal.

As a result of these post-trial activities, final payments in
wrongful termination trials are significantly below initial jury awards.
Table 4.1 provides data for the cases reporting final disposition. For
these cases, final pavments averaged $150,000, 55 percent of the mean
judgment of $272,064. For the smallest 25 percent of awards, full
payments are generally made. At the highest extreme, the ratio of mean

final payment to mean original award is lower still, .47.2

! For a comprehensive overview of post-trial adjustments to civil
damage suits more generally, see Shanley and Peterson (1987).

2 The average awards and final payments reported in Table 4.1 are
below the complete sample mean since plaintiff judgments were more
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Table 4.1

FINAL PAYMENTS IN WRONGFUL TERMINATION TRIALS

Category Initial Award TFinal Payment Payout Ratio
Mean for all cases® $§272,064 $150,000 .55
Mean by quartiles:
Lowest 38,337 38,400 1.00
Second 123,899 97,930 .79
Third 252,866 190,750 .75
Highest 1,251,305 591,093 47

*Includes only those cases that have reported reaching final
disposition.

The relationships among payments, awards, and other case
characteristics were also examined using regression analysis.® This
analysis confirmed the simple tabulation in Table 4.1. Even when
controlling for other influences, larger awards are reduced by a greater
percentage. Predictions based on statistical estimates suggest that
payout ratios are 1.00, .75, and .60 for initial awards of $50,000,
$200,000, and $1,500,000, respectively.

The results also indicate that large employers are able to reduce
their final payments to plaintiffs significantly. It may be that these
defendants are willing to fight awards, thereby sending signals to
employees who are potential legal adversaries. On the other hand, this
reduction completely offsets the higher initial awards that some would
attribute to "deep pocket" jury prejudices. Although other results for
large plaintiff and defense law firms are not as significant, it is
interesting to note that these average post-trial adjustments also

appear to offset patterns in original awards.

likely to remain open than cases won by the defense. In addition, final
payment data were missing from a couple of cases having the largest
original awards.

® The details of these results are reported in Dertouzos, Holland,
and Ebener- (1988).
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Final payments appear to be increasing in comparison with original
verdicts. Payments have been rising about 12 percent annually, holding
awards constant. This temporal convergence of payments and jury
verdicts may reflect a variety of factors. First, given the rapid
evolution of wrongful termination in case law, this pattern could be the
result of reduced uncertainty in the legal process as lawyers, judges,
and clients learn standard strategies and develop more accurate
expectations about likely outcomes. Thus, post-trial adjustments can be
viewed as error corrections that become less necessary as the process
settles into a long-run equilibrium. Alternatively, the time trend can
be the result of changes in settlement behavior stemming from different
risk perceptions or better post-trial legal preparation on the part of
defendants and their legal representatives, who did not take the legal
threat posed by wrongful termination threat as seriously in the early

years.

LITIGATION COSTS IN WRONGFUL TERMINATION TRIALS

Taking a case all the way through trial can be a very expensive
undertaking. As suggested earlier, these important transactions costs
are a primary motive for pretrial civil dispute settlements. In
addition, litigation fees are an important consideration in assessing
the direct and indirect legal and economic consequences of wrongful
termination law. This subsection examines patterns in legal expenses
and provides some new insights into the litigation process as well as
information that should prove useful in considering the broader labor
market implications of this new area of employment law.

Approximately two thirds of both plaintiff and defense attorneys
provided information on legal costs and fees for our sample of wrongful
termination trials. As reported in Table 4.2, attorneys charged an
average of about $80,000 for defense fees and expenses. These billings
ranged from a low of $2,500 to a high of $650,000. 1In contrast, all
plaintiff attorneys responding to our survey worked on a contingency
fee. Over 50 percent of the attorneys charged a flat 40 percent fee.
About 10.6 percent of the respondents charged over 40 percent while

about 5.4 percent had contingency rates of under one third.
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Table 4.2

REPORTED LEGAL COSTS AND FEES
FOR WRONGFUL TERMINATION TRIALS

Reported Defense Costs

Average fee charged $80,073
Median fee charged $65,000
Minimum fee charged $§2,500
Maximum fee charged $650,000

Plaintiff Contingency Rate (percent)

Under 33 5.4
33 19.6
34-39 9.0
40 55.4
Over 40 10.6

In a statistical analysis, we found that legal fees and expenses
for wrongful termination cases display some interesting and systematic
patterns. For example, defense fees rise with the amount at stake,

% For example, a 10 percent

though not at the same rate of increase.
increase in the anticipated award is typically matched by 4.7 percent
higher defense fees for services and expenses.

In addition, fees charged by large defense firms having 150 lawyers
or more are about 70 percent higher, holding other case characteristics
constant. This result is consistent with several alternative
hypotheses. Among others, the largest law firms may charge higher
hourly rates, perform more activities in case preparation, or may be
retained by means of a selection process whereby they more frequently

represent clients who have a desire and/or need for an aggressive

defense. Finally, it is possible that extra services provided by large

* For these comparisons, anticipated rewards were calculated on the
basis of case characteristics and the model of jury awards described in
Dertouzos, Holland, and Ebener (1988). Predictions were obtained for
plaintiff judgments as well as defense judgments for which no damages
were actually awarded.
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law firms protect the client under a wider set of contingencies that
reduce risk in a manner that is not detectable in a small data base.
Defense expenses have been rising at the compound rate of 24
percent annually. This rate of growth implies a rapid real increase in
legal fees, holding other factors constant. Once again, this empirical
fact can reflect alternative phenomena. The defense bar may be taking
wrongful termination more seriously following early setbacks, legal
strategies may be becoming more sophisticated as this specialty evolves,
or changes in settlement behavior result in only the more complex and

hence more expensive cases coming to trial.

A COMPARISON OF AWARDS, PAYMENTS, AND LEGAL FEES

In Table 4.3, awards, payments, and legal fees are compared for the
complete sample. Predictions based on econometric models were utilized
to fill in missing observations. For plaintiff verdicts, the average
award is $646,000 with a final payment of $307,628, a payout ratio of
.48, This ratio is slightly lower than for the sample of closed cases
reporting final payments. This is because of the slightly higher
reductions predicted for pending and large damage cases. Net payments,
after deducting plaintiff attorney contingency fees, average $188,520

with a median of §$74,500. The average net payment, after post-trial

Table 4.3

ESTIMATED FINAL PAYMENTS AND LEGAL COSTS FOR JURY TRIALS

Category All Cases Plaintiff Verdicts
Average award $436,627 $646,855
Average final payment 208,212 307,628
Average net payment (minus fees) 127,590 188,520
Median net payment 30,000 74,500
Average plaintiff contingency fee 80,622 119,108
Average defense legal fees 83,862 90,483
Final payment/award ratio 48 .48
Net payment/final payment ratio .61 .61
Net payment/award ratio .29 .29

Net/final payment + fees ratio s 47
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reductions and legal expenses, is less than 30 percent of the original
jury verdict. Remarkably, for all cases including defense judgments,
the median payment is only $30,000. That is, despite the high frequency
of success and large average jury rewards, half the plaintiffs actually
take home a very modest compensation. After discounting this sum
(assuming a 9 percent nominal interest rate over this perioed and a
S5-year delay from the date of termination to final payment) one is left
with the conclusion that the typical plaintiff receives the equivalent
of one-half year's severance pay. By inducing terminated employees to

accept such a severance, employers could save $84,000 in defense fees.®

SETTLEMENT OFFERS, DEMANDS, AND CASE CHARACTERISTICS

In Table 4.4, information on reported settlement demands and offers
is presented. We find that the demands made by plaintiffs averaged
$207,710 over the whole period. Interestingly, average payments were
almost identical at $208,212. For these same cases, the average offer
was barely over $30,000, including the 25 percent in which no offers

were made. When these are excluded, the remaining offers by defendants

Table 4.4

SETTLEMENT DEMANDS AND OFFERS BY VERDICT

Verdict
Category All Cases TFor Plaintiff For Defense

Average payment $208,212 $307,628 0
Average demand $207,710 $189,318 $243,526
Average offer

If offer > 0 $40,570 $40,235 $41,223

All cases $30,056 $30,450 $29,289
Percent offers made 75.1 75.7 71.1

5 With higher average payments, it is not clear that many
plaintiffs would accept such an offer.
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averaged about $40,000. Offers and demands did not appear to bear much
of a relationship to case outcomes. That is, offer patterns were about
the same, regardless of whether the case was eventually won by the
plaintiff. For defense victories, the settlement demands were actually
higher than for cases in which plaintiffs emerged victorious,

The information provided in Table 4.5 underscores the evident lack
of outcome predictability. For the smallest awards both demands and
offers are significantly below final payments. For the highest 25
percent of all original awards, defendants could have reduced their
payment by an average of over two thirds by agreeing to meet the
plaintiff demands. Although demands exceed final payments for all but
the biggest cases, defendants may still find it worthwhile to settle
earlier. Due to the high costs of defense, average plaintiff demands
are only 70 percent of the total cost, including transfer payments and

legal fees.

Table 4.5

A DESCRIPTION OF PAYMENTS, COSTS, SETTLEMENT OFFERS AND DEMANDS

All Cases Quartile
Category Average Median Lowest Second Third Highest
Thousand $§
Final payments 208 43 38 99 191 915
Offer (if > Q) 40 20 31 32 29 64
Offer (adjusted)* 48 24 37 38 35 77
Settlement demand 208 88 122 152 194 295
Defense costs 84 65 51 117 84 111

Ratios in Percent

Adjusted offer/final .23 .50 .97 .38 .18 .08
Demand/final 1.00 1.83 3.21 1.54 1.02 .32
Offer/final + costs .14 .18 .35 .14 L11 .06
Demand/final + costs .71 .78 1.37 .67 .69 .29

“Excludes cases with no offers and inflates actual offer by 20
percent to account for lower contingency fee in nontrial cases.
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Data for the median participants suggest similar conclusions. When
offers were made, they exceeded final payments 47.0 percent of the time.
Even when victoriocus, plaintiffs would have been better off accepting
the original offer 19.6 percent of the time. On the defense side, the
sum of costs and final payments exceeds demands 54.4 percent of the
time, even when considering victories. In over 20 percent of all cases,

legal fees were greater than the offer to settle.®

¢ Ignoring the important deterrence effect, the data suggest that
most defendants would have been better off paying the demand.
Unfortunately, we do not know when these offers and demands were made.
Thus, many of the expenses may have already been incurred by the time
the recorded demand was made.
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V. POLICY IMPLICATIONS AND CONCLUSIONS

In this secticn, we draw some conclusions concerning wrongful
termination and proposals for legislative or statutory reform. Finally,
we consider the hidden but potentially more important eccnomic

consequences of wrongful termination law.

PROPOSALS FOR REFORM

In response to the rise in frequency and magnitude of awards for
wrongful discharge, several proposed reforms have surfaced. These
generally call for solutions that reduce transactions costs, restrict
available remedies, or directly control eligibility criteria or
standards for wrongful termination.

In our analysis of case filings in California and frequency of
trials across jurisdictions nationwide, it was apparent that judicial
decisions on wrongful termination have had direct effects on the level
of legal activity. Interestingly, most of the changes have occurred in
jurisdictions that allow punitive damages. This suggests that proposals
to restrict remedies or reduce punitive damages could well dampen the
steady growth in wrongful termination litigation. Of course, the
removal of a strong deterrent would also reduce any potential efficiency
gains associated with induced changes in personnel practices and
management.

Despite the tremendous publicity given big jury awards, popular
accounts of potential payouts are very misleading. After post-trial
reductions and subtraction of contingency fees, most plaintiffs receive
net amounts that are under $30,000. As many as half of the wrongfully
terminated employees would have benefited from a system, such as the
ones in Great Britain and West Germany, that calls for modest but

automatic remedies when discharged.!

! In fact, many workers are already compensated by means of

informal channels quite independent of the civil justice system. For a
case study of compensation in the face of labor-reducing technological
change, see Dertouzos and Quinn (1985).
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Proposals for alternative dispute resolution such as mandatory
arbitration may be sensible given the relatively large transactions
costs asscociated with wrongful termination litigation. For example, for
average payments of $208,000, total legal fees exceed the final transfer
to the plaintiff. After deducting the typical 40 percent contingency
fee, the plaintiff receives about $§125,000. The contingency fees of
$83,000 and defense fees of $81,000 sum to $164,000, meaning that
transactions costs are 31 percent higher than transfer payments.

It is interesting to note, however, that a reduction in per case
legal costs may not reduce aggregate costs of litigation. This is
because high fees, to the extent that they deter litigation and
encourage settlements, will reduce the number of trials as cases settle.
If the frequency of (demand for) litigation increases by a greater
percentage than the fall in fees (price of litigation), then total
expenditures will rise, despite the reduction in per case legal fees.
Indeed, the implied decline in settlement propgnsity of firms having
insurance coverage for legal fees but not liability suggests that this

outcome is certainly possible.

THE INDIRECT CONSEQUENCES OF WRONGFUL TERMINATION

Despite all the sound and fury over wrongful termination
litigation, the aggregate legal costs are really not very large. To put
these costs into an appropriate perspective, recall that annual trials
in states recognizing the covenant of good faith and fair dealing add up
to only 8.8 trials per one million workers. If the average verdict
results in a payment of $208,000, the sample mean after post-trial
reductions, the annual cost of jury trials, including legal fees,

amounts to only $2.56 per worker.?

2 Although this per capita estimate has some uncertainty, we
believe that, if anything, our calculations overstate the total legal
fees associated with wrongful termination trials in California. This is
because the per capita measure includes cases heard in Federal Court.
These cases generally combine traditional discrimination with wrongful
termination. These cases do not allow for punitive damages under
federal statute. Thus, typical damages are lower than $208,000.
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Even if we account for settlements, the total direct costs of
wrongful termination remain quite small. For example, evidence obtained
from a mail survey of lawyers involved in settlements indicated that 95
percent of all wrongful termination cases settled for amounts averaging
$30,000. Pretrial defense costs averaged $25,000, bringing the total to
§55,000 in direct expenses. These settlement costs, when added to the
expense of jury trials, sum to only $12.25 per worker.®

These aggregate costs are not very significant even in comparison
with relevant subsets of the labor force. For example, about half of
the work force is unprotected by collective bargaining agreements, civil
service regulations, or explicit employment contracts. Approximately 12
percent of all employees were involuntarily terminated annually under
economic conditions that were prevailing in California over this time
period. This implies that only about 6 percent of all employees would
have any motivation in filing a wrongful termination claim. Thus, the
average legal cost associated with the involuntary discharge of an
at-will employee is a mere $200.

Unless personnel managers are very risk averse, it is hard to
imagine why firms would be overly concerned about the threat of wrongful
termination. This suggests that the hidden or indirect costs of
wrongful termination may be very important to the evaluation of this
litigation. Firms may be avoiding legal action by engaging in other
costly activities. Companies can provide large severance payments,
retain poor performers, and expand the work force, when necessary, by
using contractors, part time employees, or increased overtime. In
addition, higher administrative or perscnnel costs could be a direct
response to the threat of wrongful termination.

In contrast, these costs could be balanced by a series of benefits
accruing to firms. Explicit performance standards, centralized

administration of personnel decisionmaking, and effective intermal

® Since there are 20 times as many cases that settle, we can

estimate that the number of cases per one million employees is 20 times
8.8, or 176. Assuming an average settlement cost of $55,000 gives an
additional cost of §9.68 per employee annually.
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mechanisms for worker-manager dispute resclution can profit firms as
well as workers. Indeed, to the extent that codified standards imply
job security, workers may be willing to supply labor at a reduced level
of remuneration, thereby making everyone better off. Such changes are
more likely to be stimulated by a legal system that promotes and

enforces uniform adoption of such standards for all firms.
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