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Found Money? Split-Award Statutes and Settlement of Punitive Damages Cases
Andrew F. Daughety and Jennifer F. Reinganum
ABSTRACT

We examinethe effect of “ split-award” statutes (wherein the State takes a share of a punitive
damages award) on equilibrium settlements and the incentivesto go to trial. Wefind that split-award
statutes simultaneoudy lower settlement amountsand the likelihood of trial, asboth partiesact to cut
out the State. We develop an analysis of the revenue that split-award statutes could generate,
conditioned on the allocation of punitive damagesbetween the plaintiff, hislawyer and the State. We
determine the revenue-maximizing share and find that it is robust to variations in economic
parameters and to whether the state’s share is gross or net of the plaintiff’s attorney’s fee. One
surprising result isthat these statutes need not deter filingsand that their use can encourage plaintiffs
attorneys to pursue weaker cases than would otherwise be brought. We discuss possible objectives
for the states currently employing split-award procedures.



1. INTRODUCTION

In this paper we extend and combine existing asymmetric information bargaining models to
provide a positive analysis of the effect of the “split-award” tort reform on equilibrium settlements
and the incentives to go to trial. Split-award statutes allocate a proportion of punitive damages
awardswon by successful plaintiffsto the State. We show that, holding filings constant, sharing with
the State resultsin more settlements at lower amounts. Settlement acts to cut out the State, which
only gets a share of punitive damages awards made at trial. This means that, unless trial awards
increase to account for this effect, sharing results in decreased incentives for care by defendants.
Thus the State, which typically sets the sharing rate by statute, may have an incentive to set the rate
so asto affect the frequency of trial. The setting of the rate could be motivated primarily by a belief
that defendantsare over-deterred or it could bemotivated primarily by State revenue considerations;
both of these motiveshave been raised in support of split-award statutes. Wefind that the theoretical
mode (which accounts for the State as an active player) predicts a sharing rate for an expected
revenue-maximizing state that is reasonably consistent with over one-half of the rates observed in
practice. By considering other punitive damagesreform policies prevailing in those states employing
split-award statutes, we infer that over two-thirds of the states seem more consistent with arevenue
maximization, rather than a deterrence reduction, hypothesis. We also find that split-award statutes
need not, by themselves, reduce incentives for filing, but may actually encourage the filing of weak
cases that would not have been filed absent the statute.

lowa provides agood example of the application of asplit-award statute. On June 24, 1992,
Pat McCartt and Tonya Naughton were awarded the largest punitive damages verdict made to that
point in a state court in lowa.' The basisfor the award was that the management of the Cantebury

Inn, a Best Western effiliate near the University of lowa campus where McCartt and Naughton had
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taken aroom onenight in 1988, had failed to properly ensure privacy. More precisely, the room they
had rented (the hotel’ s penthouse facility with Jacuzzi and other “things you don’t find in a hotel
room in lowa’) had atwo-way mirror covering a hole in the wall separating the room from a crawl
space, which they discovered after they “heard noise from timeto time on the other side of thewall.”

Tort reform in lowa provides that the State share the punitive damages award. The lowa
statute specifiesthat the plaintiff isto receive 25% of the punitive damages award, with the remainder
(net of the plaintiff’ sattorney’ sfees) going to acivil reparations trust fund for * purposes of indigent
civil litigation programs or insurance assistance programs.” 2 Other reforms that many states have
used haveincluded limits(“caps’) on compensatory or punitive damages awards, bifurcation of trias
so as to have separate hearings on punitive damages, and higher evidentiary standards for making
such awards. The oft-stated motivation for reform isthe perception that punitive damages were out
of control, excessive and contributing to amounting crisisin insurance rates, that thiswas driven by
greedy plaintiffslooking for awindfall and that this was contributing to alack of competitiveness of
U.S. productsabroad. However, at least inthe case of split-award statutes, another motivation seems
worth examining: raising revenue for the State.

The plan of the paper is asfollows. In the next section we briefly review the arguments for
splitting punitive damages awards with the State and discuss the variety of split-award procedures
that have been implemented by the eight states that use them; we also briefly discuss the existing
(rather sparse) literature. Section 3 provides an intuitive discussion of how we model settlement
bargaining under incomplete information; the details of the analysis are provided in the Appendix.
Our anaysisextends the standard bargaining model s to account for contingent feesfor the plaintiff’'s

attorney, the share of the award taken by the State and the aternative ways that the statutes allocate
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payoffsto al players. Section 4 addresses the basis on which the State might choose a sharing rate,
focusing on revenue maximization. We find that the State’' s revenue-maximizing rate is very robust
to different parameter values and schemes for allocating the punitive damages award among the
plaintiff, the plaintiff's attorney and the State, though it is somewhat sensitive to the form of the
bargaining processitself. In Section 5weexaminetheimpact of split-award statuteson theincentives
of plaintiffs attorneys to accept and pursue cases. While a split-award statute may lower the
attorney’ s expected revenue for a suit, we find that the increased incentive for the plaintiff to settle
provides a countervailing cost-saving effect, with the net result that more suits have a positive
expected value (for the attorney) with a split-award statute than without one. We then use these
results, along with information on other tort reforms adopted, to discuss possible objectives for the
states currently employing split-award procedures. Section 6 provides a brief summary and the

Appendix provides technical details.

2. PUNITIVE DAMAGES AND THE SPLIT-AWARD TORT LAW STATUTES

Punitive damages awards are traditionally believed to further two goals. deterrence and
retribution (see, e.g., Owen, 1994, and Sunstein, et. a., 1998). They have been the source of intense
political and academic debate with respect to appropriateness and efficiency as well as frequency of
use, magnitude and predictability.®> Many states have instituted reforms presumably to reduce the
likelihood of awards being made (e.g., by increasing evidentiary standards) and to limit incentivesto
seek such awards (e.g., caps and split-award statutes).

Reform efforts, however, are not only attributable to the belief that awards are enormousand

plaintiffsare drawn to suits so asto make fortunes (presumably requiring the agreement of juriesand
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judges along the path). One further basis for reform that is particularly relevant to the split-award
statute is the perspective that since punitive damages concern behavior which is (potentialy or
actually) socialy undesirable and which causes a socia harm, thisimplies that society may deserve
compensation and that punitive damages should go to the State to compensate society for the socid
harm, and not to the individud plaintiff who is presumably being compensated for their particular
loss.* Thus sharing awards with the Stateis rationalized, though this usually stops short of complete
confiscation (sinceitistheindividua who bringsthesuit, it isusualy argued that someincentive must
be provided for “private attorneys general activity” on the part of the plaintiff).>

Alaska, Georgia, Illinais, Indiana, lowa, Missouri, Oregon and Utah all have some type of
split-award statutes.® These statutes vary with respect to the fraction of the award the State takes,
how attorney’ s fees are accounted, the classes of cases to which the statute applies and where the
State’s share will go.” Table 1 below summarizes the statutes currently in force. The eight states
currently employing split-award statutes are listed in the left-hand column; of these, only Missouri
applies less than a “clear and convincing” standard for punitive damages. The second and third
column indicate the alocation of awards among the State, the victorious plaintiff and his attorney;

the fourth column indicates how the funds are used.

Literature Review

The legd literature on split-award provisions has primarily focused on the constitutional
implications of such statutes, especially with respect to uncompensated takings and excessive fines.®

To the best of our knowledge, Kahan and Tuckman (1995) provide the only paper that sets about
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formally analyzing the economic effects of split-award statutes on litigant choices.® They consider
effort choice by each litigant, possibly influenced by agency effects and different implementations of
attorney cost-coverage inthe different split-award statutes. They find that (in the absence of agency
effects) split-award statutes reduce both the expected award paid by the defendant and the plaintiff’s
litigation expenses, while in the presence of agency problems this may not hold. They are unableto
always characterize unambiguously the impact of splitting awards on settlement. This is for two
reasons. First, they employ what is sometimes referred to as an “optimism” (or inconsistent priors)
mode wherein litigants behave in anon-Bayesian manner when confronted by differences of opinion
about case outcomes.™ Inthis case, settlement behavior is not modeled explicitly; rather, settlement
occurs whenever the “ settlement range” exists. Thusthe “likelihood” of settlement is either zero or
one, and there isn’'t a unique prediction about the amount of the settlement.

We focus instead on modeling the strategic aspects of the negotiation process, which yields
an intermediate likelihood of settlement and a unique predicted settlement amount, for each
specification of the negotiation process. Since the predicted outcome depends on this specification,
we consider the two polar cases of signaling and screening which are commonly used in the
settlement literature, as well as a random proposer model which incorporates both. If the statute
specifiesthat the State sharesthe award, then thiswill naturally encourage thetwo litigantsto adjust
their negotiation behavior, and marginal changes in the statute will result in marginal changes in
equilibrium outcomes. This alows usto embed the settlement bargaining analysisin alarger model
in which the sharing rate itself is subject to choice.

Second, Kahan and Tuckman consider two scenariosinvolving the criteriafor settlement. In

thefirst, acaseissettled based on the joint payoff of the plaintiff and hisattorney, whilein the second
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acase is settled based on the payoff of the plaintiff’s attorney alone. We assume that the plaintiff
alonedecideswhether to settle, whilethe plaintiff’ sattorney decideswhether to accept acase. Under
thisassumption, we obtain an unambiguouspredictionthat split-award statutes encourage settlement.

Positive and Normative Considerations

As mentioned earlier, this paper provides a positive, rather than normative, analysis of split-
award statutes. Itisquite possible that, in anormative analysis, split-award statutes may be inferior
instruments both for raising revenue and for optimizing deterrence. With respect to the issue of
raising revenue, see Kaplow and Shavell (1994) arguing that using the legal system to redistribute
income is dominated by using an income tax, and Sanchirico (2000) arguing that social optimality
generaly impliesthe active use of multiple meansof redistributing income, including thelegal system.
Moreover, in a second-best outcome such as one characterized by over-deterrence, a split-award
statute could both raise revenuefor the state and simultaneoudly improve welfare (by reducing over-
deterrence). Asshownin Section 5, whether one concludesthat deterrenceisreduced asasecondary
consequence of revenue-raising or whether revenue is raised as a secondary consequence of
deterrence-reduction would seem to turn on the actua level of the plaintiff’s share that is specified
in the statute, as well as other punitive damages reforms that a state adopts.

With respect to optimizing deterrence, Polinsky and Che (1991) define a decoupled ligbility
system as “one in which the award to the plaintiff differs from the payment by the defendant;” both
Polinsky and Che and Kahan and Tuckman refer to split-award statues as an instance of decoupling.
However, in order to use decoupling to provide optimal incentivesto both parties, Polinsky and Che
show that the award and the payment must typically be completely unlinked: one must be able to

separately vary the award and the payment in order to simultaneously optimize the plaintiff’s and
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defendant’ s incentives for suit and care, respectively. The optimal award to the plaintiff may be
higher or lower than the optimal payment for the defendant, and thus the State might take some of
the payment or contribute to the award. This level of fine-tuning is infeasible under split-award
statutes, in which the payment and award are very much linked though not necessarily equal (lllinois
comes closest by relying on judicia discretion), and while the State may receive part of the payment,

these statutes contain no provision for the State to contribute to the award.

3. MODELING SETTLEMENT BARGAINING

Our analysis presumes that there is a risk-neutra plaintiff (denoted P) and a risk-neutral
defendant (denoted D) and that, while much is commonly known, only D knows the true probability
that hewill befound liablefor gross negligence (this probability iscalled his*type’) and madeto pay
punitive damages, should the case go to trial. Trial is not assured, however, since the two litigants
can bargain over a settlement. Since there is asymmetric information (only D knows histype), it is
appropriate to modd settlement bargai ning using non-cooperative gametheory. Thisisbecausethe
presence of asymmetric information may lead to a breakdown in bargaining and recourse to trial,
thereby resulting in some inefficiency. Asisnow standard in this literature, we model bargaining as
an “ultimatum” game, wherein one of the parties makes a settlement offer and the other party then
responds by either accepting or rejecting the offer.* Either choice ends the game since acceptance
leads to an immediate transfer from D to P while regjection leads to tria, which aso involves an
immediate transfer from D to P. Two such incomplete information ultimatum games are possible.
If D makesthe offer and Pisto respond, thisisasignaling game, since D isthe informed player; the

reverse sequence is a screening game. We will analyze both of these games because: 1) the pair of
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incomplete information ultimatum games potentially provides upper and lower bounds on the
litigants' equilibrium payoffsand 2) thisallowsusto properly construct a“random proposer” anaysis
of settlement with which to analyze the State' s choice of sharing rate and the impact of split-award
statutes on filings. Thus, we can implicitly accommodate a variety of possible bargaining scenarios,
since the two ultimatum games represent the extreme contrasts of who has been assigned “power”
in making or demanding a settlement transfer.

Thefollowing notation will be used in both the signaling and screening models. Let 1T denote
the probability that D will befound negligent (i.e., liablefor compensatory damages), and let  denote
the amount of compensatory damages in that event. Let O denote the probability that, conditional
on being found negligent, D is aso found to be grossly negligent (i.e., liable for punitive damages);
let A denote the amount of punitive damages.’> We assumethat 1, 0 and A are common knowledge
to both P and D, but that O is private information on the part of D (asindicated earlier, thisisD’s
type). Itiscommon knowledgethat Pknowsonly that O isdistributed ontheinterval [0,1] according
to the cumulative distribution function H(0); we assume that H(e) is continuously differentiable and
that the hazard rate h(0)/[1 - H(0)] isstrictly increasing in O (this guarantees aunique, well-behaved
solution in the analysis). Let ¢ > 0 denote D’s court costs (aflat feeif trial occurs) but assume that
P sattorney iscompensated by acontingent fee, where ¢ > 0 denotes the share of P srevenues (from
settlement or from compensatory or punitive damages awards) which goes to compensate P's
attorney. Finaly, let f denote the fraction of punitive damages A which is alocated to P.

Table 1 indicated that there were basically two types of alocation; Table 2 interprets these
using the notation introduced above. We begin by examining the allocation rule which shares the

punitive damages award between P and the State (asin Indianaand Oregon, listed as“Gross” in the
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Table), leaving Pto pay hisattorney from hisshare; we will show that the other most commonly used

alocation rule, which shares the punitive damages award, net of the plaintiff’s attorney’ s fee,

between P and the State (as in Alaska, Georgia, Missouri and Utah, listed in a sub-column under
“Net”), resultsin exactly the same settlement bargaining subgamefor Pand D. Notethat the essential
difference between the allocation schemes used in these two sets of states concerns how the award
is alocated between the State and the plaintiff’s attorney; the plaintiff’s payoff is the same under
either the Gross or (non-lowa) Net scheme. lowauses avariation on the Net schemein which P's
attorney ispaid from the State’ s share; thisactsto insulate P from hisattorney’ sfees (on the punitive
damages award) and to insulate his attorney from the split-award rate. Ignoring equilibrium
considerations, the State receives the least under this scheme (since (1 - «)(1 - f)A > (1 - « - f)A).
We will address the case of lowa after characterizing equilibrium settlement negotiation under the
more common schemes. Moreover, weignorelllinoisbecauseit reliesonjudicial discretionin setting
the State’s share.

In addition, we employ notation for thelitigants' strategies which differentiates the signaling
model from the screening model. Wherever possible, upper case letters will be associated with the
sgnaing analysis, while lower case letters will be used in the screening analysis. In particular, let S
and s denote settlement offersin the signaling and screening games respectively; optimal offers will
be denoted S*(0) and s*, reflecting the fact that D (who knows 0) makes the offer S*(0) in the
signaing game, while P (who does not know 0) makesthe offer s* in the screening game. Let R(S)

denote the probability that P rejects D’ s offer in the signaling game, and let r denote the probability
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that D rejects P's offer in the screening game. In equilibrium, these will reduce to R*(0) and r*,
which provide the equilibrium probability of tria inthe signaling and screening games, respectively.

The Signaling Moddl

In the signaling version of the model,** the privately informed D makes a settlement offer S
to P, who forms beliefs based on this offer (denoted b(S)) about the true value of 0. Thus P will
accept an offer Sif and only if:

(1-)S>(1- a)md + (1 - ) Th(S)fA. (1)
To see why, notice that if P settles for the amount S, the share « is paid to P's attorney as a
contingent fee. On the other hand, if P goesto trial, then (if P wins) P s attorney receives a share o
of the compensatory damages O plus a share ¢ of the punitive damages received by P (that is, fA);
both terms are weighted by P's estimate of their respective likelihoods of occurring (1t and 1Tth(S),
respectively). Thisleaves Pwiththeshare 1 - o of both 0 and fA (again, probabilistically weighted).
Notice from Table 2 that this is true for both the Gross and (non-lowa) Net alocation schemes.
Thus, P sdecision problemisthe sameunder either allocationrule. Moreover, the contingent feerate
o isasoirrelevant to P's choice between settlement and trial, because the contingent fee appliesin
either outcome. Thus P accepts Sif and only if S> 1d + Th(S)fA.

Thelossto D from settlement issmply S, whilethelossto D from trial depends on histype.
At trial, the D of type O expectsto lose 0 + TOA + c. P rgjects the demand S with probability
R(S), which leadsto trial, and accepts the offer S with probability 1 - R(S). Thus, the expected loss
(EL) to aD of type O who offers Sto a P, who rejects the offer with probability R(S), is:

EL(SR(S);0) = (1- R(9)S+ R(S)[1d + TOA +].

Clearly, aD of type O will choose S to minimize this expected |oss.
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A revedling equilibrium consists of a settlement demand function S*(0), a probability of
rejection function R* (S), and beliefs b* (S), such that: 1) each type of D isminimizing expected |oss
EL; 2) P soptimal reg ection function maximizes his payoff (seethe Appendix); and 3) P sbeliefsb(S)
about the type of D that would make the offer S are, in equilibrium, correct. By this last statement
we mean that, in equilibrium, if aD of type O makes an offer using the settlement demand function
S*(0), P (upon seeing this offer) believesthe type of D making the offer istype O (that is, b* (S*(0))
= 0). In the Appendix we provide a formal expression of these conditions and an abbreviated
derivation of the unique revealing equilibrium for our signaling model.** Thereit isshownthat D’s
equilibrium settlement offer function is S*(0) = d + wfAO. Substituting thisinto the plaintiff’s
equilibriumrejection function, R* (S) (seethe Appendix for details), yields P sequilibrium probability
of trial function, which we denote as R* (0), which isthe probability that settlement breaks down and
tria results (asafunction of D’stype): R*(0) =1-{[mt(1-f)AO +c]/[m(1-f)A +c]}"@-". Aslong
as P receives some portion of any punitive damages award he wins (i.e., aslong asf > 0), the term
inbraces on theright isalwaysafraction, unlessO = 1. If O = 1, thetermin bracesequals 1, meaning
that R* (1) = 0 and thus P never rejects the demand associated with the type that will be found liable
for punitive damages with certainty (0 = 1); that type offers 10 + mfA, which is always accepted.
Lower offersresult in a higher likelihood of rejection; the rate at which this likelihood of rejection
increases with a decrease in the offer is just sufficient to make D reveal his type through his offer
S+ (0).

Signaing Model Comparative Statics

Thusthe equilibrium settlement amount S* (0) isan increasing function of O: typesof D who

anticipate a higher likelihood of being found grossly negligent make higher settlement offers. In
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addition, S*(0) is independent of ¢ and ¢, and isincreasing in al of those elements that contribute
to ahigher expected gainto Pfromtrial: thatis, 7, 0, A and f. Theexpression R*(0) isindependent
of & and «, is decreasing in ¢, and isincreasing in 7T, A and f. Thus, changes in the contingent fee
rate o do not affect the equilibrium. Both the equilibrium settlement offer and likelihood of trial are
increased by increasesinthefollowing: 1) thelikelihood of being found liablefor the harm, 7t; 2) the
anticipated amount of punitive damages to be paid if found liable for such an award, A; and 3) the
share of such an award, f, which P gets to keep. Increases in compensatory damages increase the
equilibrium offer, while increases in D’ s court costs increase the likelihood of settlement.

The Screening Modél

In the screening analysis,™® the uninformed P makes a settlement offer s to the privately
informed D. The D of type O accepts the offer sif and only if s< 6 + TOA + ¢, since thisis his
expected loss from going to trial. Thus, the “marginal type’ of D isthe value of O just willing to
accept s; if we denote the equilibrium demand for P as s*, then the equilibrium marginal type is 0*
=(s* - 0 - ¢)/mA. Inequilibrium all types with liability assessments O lessthan 0* will reject the
demand s* and proceed to trial while all those with assessments O greater than or equal to 0* will
settlewith Pat s*. ThismotivatesP schoice of demand: he adjustssto trade off the expected return
from trial with the expected return from settlement.

Note that, if the case settles, then P receives (1 - a)s*, with the remainder going to P's
attorney. If the case goesto trial, then P receives the share (1 - &) of any compensatory damages
or punitive damages awarded to P, once again, weighted by the probability that P winsthat award.
As before, under the Net scheme, P would receive the share f of (1 - «)A (since the amount 0 A

represents P's attorney’ s fee for the punitive damages portion of the trial). Thus, P s payoff in the
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event of trial is the same under either allocation rule.
In the Appendix we provide a formal derivation of the equilibrium demand s*. There we
show that the equilibrium marginal type 0* satisfies the following condition:
h(6*)/[1 - H(0*)] = TA/[wO*(1 - f)A +c]. 2
Since the ratio on the left is assumed to be a strictly increasing function of 0, and the ratio on the
right is clearly a strictly decreasing function of 0, there is a unique interior 0* (that is, a type 0*
strictly between 0 and 1 that will solve the above equality) aslong ash(0) < TA/c; inthiscase, P's
optimal demandiss* = 0 + TAO* +c. High D-types settle at thisamount whilelow D-typesreject
the demand and go to trial. If h(0) > TtA/c, then thereis no interior marginal type and P prefersto
settle with dl D types at s* = 0 + ¢; we continue under the assumption that the margina type is
interior.

Screening Model Comparative Statics

For the case of an interior 0*, s* isindependent of o and increasingin 0, f (through 0*), T
and A (both directly and indirectly through 0*).2® Increasesin 7, A and f result in anincrease in the
marginal type 0*, meaning that there is a greater chance that the offer will be rejected, since more
types of D will lie below 0*; this makes the likelihood of trial, r*, increase since the equilibrium
probability of trial for the screening version of the model is r* = H(0*). Thus, the equilibrium
probability of trial isindependent of o and O, decreasing in ¢, and increasing in 7T, A and f. In the
screening moddl it is the uninformed plaintiff who is making the demand, so it is not possible for
changesin D’stype, 0, to influence P's calculation of ©*, r* or the demand P makes, s*.

Signaling and Screening Results for the lowa Case

For the case of signaling, asettling P receives (1 - o)S while expecting to receive (1 - o)t
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+ h(S)fA from going to trial, yielding an inequality analogous to (1) above:
(1-a)S>(1- a)7d + Th(SFA. (3)
Note that, if we replace f in (3) by (1 - oc)? we see that the inequdities (1) and (3) are of the same
form. It can be shown that the resulting equilibrium probability of trial and the equilibrium settlement
for the lowa case have the same functional forms as R*(0) and S*(0) respectively, with the
parameter f replaced by? =f/(1- «). Thusthe lowaequilibrium functions share all the comparative
static properties of those previoudy derived and are strictly increasing in o« as well.
For the screening case, 0* is defined by an equation analogous to (2), with f replaced by? =
f/(1 - «), leading again to functions analogous to r* and s*. This leads, once again, to the same
comparative statics as in the earlier screening anaysis with the added result that increases in o
increase the equilibrium likelihood of trial and the equilibrium settlement.

Thus, under the lowa scheme, a higher contingent fee leads to a higher probability of tria
and higher settlements. This is because the State pays the entire attorney’s fee for the punitive
damages portion of the litigation (xTTOA; see Table 2) when a case goes to trial. Thus, the lowa
schemeeffectively subsidizestria relativeto settlement. Moreover, sincethe equilibrium probability
of trial and equilibrium settlement under the other allocation schemes are independent of o, they
coincide with those under the lowa scheme only for & = 0 (since then f = f). Thus, for givenf, the
equilibrium probability of trial and equilibrium settlement will be higher under lowa's alocation
scheme than under either the Gross or (non-lowa) Net schemes.

Comparing the Signaling and Screening Results

Thus, with the exception of ¢ and D’s type, 0, which affect S*(0) and s* differently,” the

equilibrium settlement amounts S*(0) and s* have the same comparative statics with respect to «,
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0, m, A and f. Moreover, R*(0) and r* have the same comparative statics with respect to o, c, 0,
7, A and f. Of particular interest istheimpact of P's share of punitive damages f on the equilibrium
amount and likelihood of settlement. Notice that (in both bargaining models) anincreasein f results
both in a higher settlement amount offered (or demanded) and a greater likelihood of trial.
Alternatively put, an increase in the State's share (1 - f) of punitive damages results in more

settlements at lower amounts. Thus, an increase in the State’' s share provides greater incentives for

the parties to settle (and cut out the State) and provides a two-fold benefit to D, who goes to trid
less often and settles for alower amount. Unless punitive damages rise to restore deterrence, D’'s
expected loss (which presumably motivates hisinvestment in careto avoid theinitia harm) isreduced
by both effects. Finally, complete confiscation of punitive damagesyieldsdifferent predictionsby the
two models. In the signaling model, if f = O then settlement always occurs and D only offers the
expected value of compensatory damages, 70, which P always accepts. Thus, any deterrent effect
of punitive damages is completely eviscerated. In the screening model, the plaintiff demands more
than the compensatory damages plus D’ s court costs (recall that s* = T + TAO* + ¢), so thereare

gill triasin equilibrium (since 0* > 0) evenif f = 0.

4. THE STATE' SCHOICE OF THE SPLIT-AWARD RATE

How does the State decide on the appropriate vaue of f, especidly when it cannot predict
whether the settlement bargaining subgame involves signaling, screening, or some intermediate
outcome? The reason the State cannot predict the form of the settlement bargaining gameisthat (at
least when H isthe uniform distribution) D always prefers the signaling gamewhile P aways prefers

the screening game. Therefore, the litigants will not generally agree on the bargaining game form.
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In order to deal with this problem, we assume a “random proposer” model*® for the settlement
bargaining subgame, in which D makes the settlement offer with probability A, and P makes the
settlement offer with probability 1 - A, with 0 < A < 1 some exogenously determined parameter that
reflects the nature of the population of litigants. Asaconsequence, the expected equilibrium gainto
P and loss to D for the game with a random proposer is a weighted average of their respective
equilibrium payoffs in the signaling and screening games.  Since the equilibrium payoffs of the
signaling and screening games are very similar in their dependence on the parameters of the model,
aweighted average of these payoffs will aso behave in asimilar manner.

It seems likely that many considerations could affect the choice of f; we focus on two that
reflect the arguments made by proponents of such reform: deterrence reduction and revenue
maximization.”® The former objective has been suggested as a basis for much of the existing tort
reform: some reformers argue that manufacturers are over-deterred, investing too much on care or
discontinuing products entirely so asto avoid therisk of unwarranted or excessive punitive damages
awards. Alternatively, states may simply want a share of these awards, either based on the earlier
argument about socia compensation, or Smply because this isone more source of revenue for state
programs. Aspointed out earlier, thismay or may not be part of afirst-best system of redistribution.
However, from a positive perspective (or a second-best perspective), a punitive damages award
presents a particularly attractive target for alegisature, since the defendant has been judged to be
grossly negligent and thus deservesto pay whilethe plaintiff, having already received compensatory
damages, arguably does not deserve to receive a windfall. On the other hand, to the degree that
society has been harmed, the State is entitled to collect compensation on its behaf in the form of

punitive damages. This view is consistent with the fact that the State does not claim a share of
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compensatory damages awards or pretrial settlements. Revenue maximization is therefore an
aternativeobjectiveof interest. We examinethe deterrence-reduction and the revenue-maximization
objectives in turn and then reconsider the split-award statutes employed by the states.

One method for choosing f would be to construct an “optimal deterrence” model.® We've
already indicated that one stated goal of reformerssupporting sharing statutesisto reduce deterrence,
asserting that defendants are currently over-deterred. Presumably, D’slevel of care will be based
on his ex ante expected loss. In the Appendix we show that D’s ex ante expected total loss is
increasing inf inthe signaling case. In the screening case, asimilar loss function can be constructed
for D;itisasoincreasinginf. Thus, in both basic bargaining models (and therefore in the random-
proposer model), an increase in f would increase D’s incentives for care. Therefore, f could be
manipulated to achieve various levels of care, depending upon the details of how care-taking
investments are modeled.

Asour mainfocuswe consider the determination of f so asto maximizethe State’ sgain from
railsing revenue via a split-award statute. If the Gross punitive damages allocation scheme is
employed (see Table 2) wherein P sattorney ispaid out of P’ sallocation (asin Indianaand Oregon),

the State’ s Expected Gain if the settlement bargaining subgameinvolvessignaling isgiven by SEG(f)

= [3R*(0;f)mO(1 - f)Anh(0)dO. The corresponding expected gain to the State if the settlement
bargaining game involves screening is given by seg(f) = [O(1 - f)Ah(0)dO, where the integral is
on[0,0*(f)]. The (non-lowa) Net allocation scheme, wherein P’ sattorney ispaidin full, after which
the remaining punitive damages are shared (as in Alaska, Georgia, Missouri and Utah), results in
expected gains to the State of (1 - a)SEG(f) and (1 - o)seg(f), respectively, under signaling and

screening. Thus, the share which maximizesthe State’ s expected gain (given signaling or screening)
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isaso invariant to which of these two alocation rules is employed.

Due to mathematical complexity (of the signaling subcase), the share f that maximizes the
State's expected gain can only be found by assuming a specific distribution for © and using
computational methods. Thus, in what follows, we assume that O is distributed uniformly; that is,
H(0) = 0 on [0,1]; for notational convenience in the discussion and figures to follow, let z= TA/c.
This yidds SEG(f) = cz(1 - f)[5 OR*(0;f)d0, and seg(f) = c(z - 1)%(1 - f)/2z(2 - f)% Findly, the
earlier assumption that h(0) < TA/c trandatesinto the equivalent restrictionthat z> 1. Inthefigures
to be displayed, we have used the normalization ¢ = 1 to amplify theillustration. Thisiswithout loss
of generality for the purposes of computing the optimal f.

First, consider the State’ s expected gain when the settlement bargaining subgame involves
signaling. Note that the function SEG(f) iszeroatf =0and at f = 1. If f =1, by definition the State
receives no share. If f =0, the State receives al of the punitive damages awarded at trial; however,
if f =0 then dl cases settle, and hence there are no punitive damages awarded at trial. Figure 1

illustrates the function SEG(f) for two representative values of z, namely z = 3 and z = 10; our

simulations suggest that this shape (i.e., that SEG(f) is a concave, single-peaked function) appears
to hold for al valuesof z> 1; again, we caution the reader that these are numerical results, not results
derived using purely analytical techniques. The Figure also indicates the approximate location of the
revenue-maximizing value of f for the two values of z. More generaly, our numerical experiments
indicate that the optimal f increaseswith z (that is, with anincreasein 7 or A or adecreasein c), but

aways appearsto liein theinterva [.5, .6] for all values of z > 1.
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Next, consider the State’ s expected gain when the settlement bargaining subgame involves
screening. Thefunction seg(f) isadecreasing, concave function of f, maximized at f = O for all z; this
followsfrom the form of seg(f) and thus, whileit relieson the assumed distribution H, it does not rely

on numerical analysis. Figure 2 illustrates seg(f) for the same values of z used in Figure 1.

Finaly, the State’s expected gain from the random proposer modd is given by ASEG(f) +
(1 - A)seg(f). Thisfunction appearsto be to be aconcave, single-peaked, function of f for any given
value of A; two versions of it are displayed in Figure 3 for the case A = 0.5 (note that Figure 1
displays the case A = 1 while Figure 2 displays the case A = 0).

Findly, Figure 4 illustrates how changes in the weighting of the signaling and screening
models (that is, changesin the parameter A) affect the computed value of f*. Three observationsare

worth making. First, for any given value of A, f* seems quite insensitive to changesin z. Second,

f* isquite sensitive to changesin A when A < 0.3, but appearsto befairly insensitive to such changes
when A > 0.5. Thus, taking a large share of P's punitive damages award is only consistent with
revenue maximization if there is a strong reason to believe that actual bargaining overwhelmingly
resembles the screening model (rather than the signaling model). The optimal f for the symmetric

random proposer mode! (that is, when A = 0.5) isextremely robust: f* isintheinterval [0.45, 0.55]
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for al z > 1 and therefore it varies little with changes in T, A and c; moreover, it is completely
insengitive to changesin &, o and which of the two allocation rules we examined is used.
The lowa Case

It is straightforward to show that the random proposer model for the lowa net allocation
schemeyieldsexpected state revenue of A(1 - &)SEG(F) + (1 - A)(1 - «)seg(), whereagain, T = f/(1 -
o). Note that this has precisely the same form as the previous model used for the net-allocation
states. Thus, t* = f*, and istherefore also inthe interval [0.45, 0.55]. If weusethefairly traditional
valuefor o of 0.33 (which wasthe contingent feerate inthe McCartt case cited earlier; seefootnotes
1 and 2), then thisimplies an optimal plaintiff’s share for lowain the interval [0.30, 0.37], yielding
arange of rates for the State of lowa's share in the interval [0.63, 0.70]. Since lowa’s statute
subsidizes trid relative to settlement, the State can take a larger share of punitive damages without
excessively encouraging settlement. Indeed, both Net schemes, despite thelir different implications
for fixed f, yied the same expected revenue for the states and the same payoffsfor the litigants and

their attorneys, when the states' respective revenue-maximizing values of f are used.

5. IMPLICATIONS OF THE ANALYSIS

Equilibrium Settlement Bargaining and the Impact of Split-Award Statutes on Filings

Although we have held filings fixed in order to focus on incentivesto settle and cut out the
State, we can also compare the casesfiled under the Gross and Net statutes, respectively, with those
that would be filed absent a split-award statute. While some cases might not be filed (due to a
negative expected return for a plaintiff’s attorney), once acase isfiled it is always credible for Pto

go to trial because P s attorney (PA) paysthe trial cost and P pays his attorney only if he wins.
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Theimpact of split-award statutes on PA’ sequilibrium payoff iscomplex. Althoughitiseasy
to show that a Gross scheme yields a lower equilibrium payoff for PA than does a (non-lowa) Net
scheme (for fixed f), it isnot clear that PA’ s payoff isaways lower under a split-award statute than
without one. Thisis because, athough anincreasein f increases PA’ s payoff upon settlement under
all allocation schemes (and upon trial as well in the Gross scheme), the plaintiff wants to go to tria
more often under dl alocation schemeswhen f is higher, and the attorney paysthetrial cost. Thus,
asplit-award statute can better dign P sand PA’ sincentives, especially wherethey are most at odds,
in low-value cases.

At their respective State revenue-maximizing values of f (i.e., 0.5 for non-lowaand 0.33 for
lowa), both Net allocation schemes give PA the same expected payoff, which is higher than under
the Gross allocation scheme. Moreover, if : 1) O isdistributed uniformly; 2) thetrial costs, ¢, arethe
same for both litigants; 3) the bargaining subgame follows the symmetric random proposer mode!;
4) PA’scontingent feerateis o = .33 and 5) P sshareisf = 0.5, then it can be shown that PA prefers
the Gross allocation scheme to no statute for “small” cases (wherein z = TA/cissmal), but not for
large cases. Moreover, while there is a range of (low) z-values for which PA would refuse a case

absent a split-award statute, this range isreduced under the Gross all ocation scheme, and eliminated

under the Net allocation scheme. Simply put, under the assumptions specified above, we find the

surprising result that split-award statutes do not deter filings, indeed, they encourage the filing of

some additiona low-z cases. Again, this is because although PA receives a smaler share of
settlements and (under the Gross scheme) awards, he does not incur the trial cost as often, because
his client is more willing to settle, when f islower (see the Appendix).

Figure5illustratesthisresult. Thevertical axisindicatesthe payoff to PA, net of the expected
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contingent fee for the compensatory damages, where (for convenience) the cost of tria has been
normalizedto c = 1. Wecall this“PA’s expected punitive payoff.” Four payoff curves are drawn.
Thecurvelabeled “No Statute” indicates PA’ s expected punitive payoff when no split-award statute
ispresent (i.e, for f = 1). Notethat it dips below the axiswhen zis“small.” In thisregion, since z

= mA/c, thisislikely to reflect cases which are weak either because Tt (the likelihood of

finding D ligble at all) islow or because the case may be good but the ratio A/cislow. Thus, when
the curve dips below the axis, this represents levels of z (cases) that PA is going to decline to take,
at least for low levels of expected compensatory damages.

The other curvesreflect f < 1. For example, the curves “Net, f = 0.5” and “Gross, f = 0.5”
reflect the different alocation schemes, employing f = 0.5. Thus, PA will decline amuch smaller set
of cases under the Gross allocation scheme, and has no reason to decline any cases under the Net
scheme. Thismeansthat, operated at f = 0.5, the split-award statute provideslittle or no disincentive
for bringing cases and even encourages weak cases to be filed that might not have been filed absent
the statute. Onefinal curveiscomputed, that for “Gross, f =0.25,” asinIndiana. Again, wefind that
asplit-award statute using a Gross all ocation scheme does not deter filings, but actually encourages
the filing of low-z casesthat would not befiledin the absence of a split-award statute. Sincethe Net
allocation scheme aways provides a higher expected payoff to the plaintiff’ s attorney, thisresult is
true a fortiori for a split-award statute using a Net allocation scheme with f = 0.25, such as
Georgias. Thus, we find little evidence to suggest that such statutes reduce the incentives of

attorneys to file, whatever the allocation scheme used.
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Inferring States Motives

Earlier we indicated two motivations for split-award statutes: deterrence reduction and
revenue maximization. As we have seen, in the symmetric random proposer model, split-award
statutes need not deter filings and hence need not contribute to reducing deterrence except by
promoting settlement. For the same reasons, split-award statutes need not reduce litigation
expenditures (which is one possible notion of how to “improve the business climate,” a goal
enunciated by Georgia). If f = 1 provides over-deterrence, then reducing f at first improves both
deterrence and expected state revenues; however, when f gets lower than f*, further reductionsin
deterrence come at the expense of expected state revenues.

Indiana uses f = 0.25 (that is, a state’'s share of 75%; see Table 1), which is substantially
outside the predicted range for revenue-maximization of [0.45, 0.55]; moreover, Indiana caps the
allowable punitive damages award. This suggests that Indiana primarily aims to reduce deterrence
(though some revenue will be raised as a secondary consequence). At the other extreme, Alaska,
Missouri, Utah and |owa (approximately) use arevenue-maximizing rate for f; of these only Alaska
employs caps on punitive damages awards, and these are less restrictive than Indiana’s. Alaska,
Missouri and Utah use an f-value in the predicted interval for revenue maximization. lowa s 25%
plaintiff shareisdightly low when compared with the predicted rangefor f of [0.30, 0.37]. However,
0.25 isfairly close to the computed optimum range and lowa’ s plaintiff’s share should belower than
that of the other net-all ocation states according to thetheory above, soitisinthe predicted direction.
Thus, deterrence reduction does not seem to be the primary objective of Alaska, lowa, Missouri and
Utah (though deterrence will be reduced somewhat when f < 1).?* Interestingly, Georgia, which has

indicated that onebasisfor their split-award statute was revenue production (see McBridev. General
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Motors Corporation, 737 F.Supp 1563 (M.D. Ga. 1990)), uses too low a value of f (0.25).
However, giventhisindicated basisfor their statute, their employment of the Net scheme (which most
encourages filings) and the fact that they do not use caps, we classify Georgia as being primarily
revenue-driven. Oregon seems to fit someplace in between these two groups:. it uses a Gross
procedure and restricts the attorney’ s fee with respect to a punitive damages award, but it does not
employ caps. On the other hand, Oregon’ sf isdlightly too low to be considered an obvious revenue

maximizer (f = 0.40).

6. SUMMARY AND CONCLUSIONS

Using both signaling and screening models of settlement negotiations as incomplete
information bargai ning games, we devel oped ananadysisof therevenuethat split-award statutescould
generate, conditioned on the alocation of a punitive damages award between the plaintiff, his
attorney and the State. We found that split-award statutes simultaneously lower equilibrium
settlement amounts and the likelihood of trial, as both parties act to cut out the State. We then
modeled how the State might choose the plaintiff’s share f, focusing mainly on the objective of
revenue maximization for the State. In the signaling case, a purely confiscatory policy leads to no
revenue, since all cases settle; the results are less extreme in the screening case where there are till
some trials in equilibrium. We found that for a symmetric random proposer model, the revenue-
maximizing plaintiff’s share is approximately 50% (33% for lowa) and is robust to variations in
economic parameters and to whether the State’ s shareisgross or net of the plaintiff’ sattorney’ sfee.

While one might expect that such a reform would act to suppress filings by plaintiffs

attorneys, wefound that casesthat are not profitableto an attorney can become profitable (even when
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sharing rates inconsistent with revenue maximization are employed). This is because sharing
encourages the plaintiff to settle more often, alowing the plaintiff’s attorney to save on trial costs.
Further, these case are best characterized as being weak, in terms of either the size of the likely
punitive damages award relative to the cost of tria or interms of the likelihood the defendant will be
found liable.

Findly, we used our results (along with information about other reforms that have been
implemented) to infer the likely motivation in passing a split-award statute for the seven states of
interest.  We found that Oregon and (especialy) Indiana appear to be motivated primarily by
deterrence reduction while Alaska, Georgia, lowa, Utah and (especialy) Missouri seem to be
motivated primarily by revenue generation. Of course, most of the states have not implemented such
split-award statutes, even though sharing punitive damagesawardswoul d appear to beaready source
of revenue and can be justified as socia compensation. This suggests that either we should observe
more states adopting thisreform inthe future or, if not, that non-adopting states are more concerned
with the reduction in deterrence that would accompany a split-award statute than with the revenue

that could thereby be raised.
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APPENDIX
Thisanalysisisfor the Gross and non-lowa Net allocation schemes. Similar results can be
found for the lowa case by substituting t= f/(1 - o) for f in the equations.

The Signaling Model %

The equilibrium conditions are to find S*(0), R*(S) and b* (S) such that:
1) S*(0) minimizes EL(S;R*(S);0);
2) R*(S) = 1if S> 18 + wh*(S)fA, R*(S) = 0if S< 1d + wb*(S)fA,
and R*(S) € [0,1] if S= 1§ + wb*(S)fA; and
3) b*(S*(0)) = 0.
To minimize EL(S,R(S);0), D’s offer S*(0) must satisfy the first-order condition:
1-R*(S*) +R*'(S¥)[nd + mOA +c- S*] =0. (A1)
To permit interior values of R* and to satisfy consistency of beliefs (item (3) above), it must be that
S*(0) = m0 + wOfA. Substituting TOA = [S*(0) - T0]/f into equation (A1) yieds:
1-R*(S*) + R*'(S)[(S* - O -c)(1-f) +c]/f =0, (A2)
where the dependence of S* on 0 has been suppressed to call attention to the fact that equation (A2)

isan ordinary differentia equation which can be solved for the function R* (S). Note that the highest

equilibrium demand will be S = 1d + nfA, whilethe lowest will be S= 4. The highest equilibrium

demand must be accepted with certainty, resulting in the boundary condition R*(§) =0. Solving
equation (A2) with this boundary condition yields P s equilibrium strategy:

R*S) =1-{[S-Td-c)(L-f)+c/[S - 1S -c)(L-f)+ -0,
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Combining this with D’s equilibrium strategy S*(0) = ©d + TOfA yields (with some abuse of
notation):
R*(0) = R*(S*(0)) = 1- {[nO( - H)A + J/[m(1 - F)A + ]} "¢-D,

The Screening Moddl

P chooses a settlement offer s so as to maximize his expected gain

[ (- a)(md + mOFfA)dH(O) + (1 - )(1 - H(a(s))s,
wheretheintegral istaken over theinterval [0,6(3)] andwhere 0(s) = (s- ©0 - ¢)/nA isthemargina
type of D who isjust willing to accept the demand s. Notice that (again) the expression 1 - o can be
factored out, and thus does not affect the settlement bargaining subgame. If P settles with some D
types and goes to trial against others, then P's optimal offer s* satisfies the following first-order
condition:

(716 + TO(S)FA - Th(B(s*))0/ () + 1- H(B(s*)) = 0.
Substituting 6’(3*) =1/nA ands* = d + TA 6(5*) + ¢, defining 0* = 6(3*), and re-arranging
yields h(0*)/[1 - H(0*)] = TA/[TO*(1 - f)A + ].

The Impact of f on D’ s Ex Ante Expected L 0ss

In the signaling case, D’ s ex ante expected loss is:
[{(1- R*(0:;1))S*(0:f) + R*(0;f)[d + mOA + c]} h(0)d0.
Thetermin braces ({}) isincreasing in f for each O since its derivative is:
(OR* (0:1)/0F)(-S*(0:f) + [t + TOA + ) + (1 - R*(0:f))(0S* (0:)/0K).
The expressions (OR* (0:f)/0f), (-S*(0:f) + [d + TOA +c]), (1 - R*(0:f)) and (6S* (0:f)/0f) areall

positive, yielding the desired result.



28

In the screening case, D’ s ex ante expected lossis:
[(1d + TAO + c)h(0)dO + (b + TAD* + c)(1 - H(0*)),
where the integral istaken over [0, 0*]. The derivative of this expression with respect to f reduces
to TA(00*/0f)(1 - H(0*)), which is positive.

Plaintiff's Attorney’ s Payoffs

In the symmetric random proposer model under the Gross allocation scheme, let II™ be the
payoff to the plaintiff’ sattorney under a contingent feerate of «« and asharing rate of f. Then (unless
otherwise indicated, all integrals are over [0, 0*]):

I = 3{ [ [o(Td + mfOA) - cR*(0;f)]|h(0)dO}

+ 3 [[o(m0 + TASO) - c]h(0)dO + a(md + TAO* + c)(1 - H(0*))},
where the first term in braces reflects signaling behavior, while the second term in braces reflects
screening behavior. Thus (recall z = TtA/c):

(II™ - amd)/c = Y5 [§ [0zfO - R*(0;f)]h(0)dO}

+ 3 [[azfO - 1]h(0)dO + o (z0* + 1)(1 - H(0*))}.
Thisterm wasreferred to as“PA’ s expected punitive payoff” in Section 5 and inFigure5. A similar

expression can be constructed for the Net scheme.
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FOOTNOTES

1. McCartt v. Cantebury Inn, 52879 (District Court, Johnson County, lowa, 1992). The award at
trial was $300,000 for compensatory damages and $4 million in punitive damages. The following
description of thiscaseisquoted fromtheplaintiffs attorney, Tom Riley of Cedar Rapids, I1A inBlum
(1992).

2. lowa Code, 8668A.1, first adopted in 1987. Only if the jury finds that the conduct of the
defendant was directed specifically at the plaintiff will the State’ s share be zero. 1n the example at
hand, after thetrial, the plaintiffs negotiated a $1 million settlement which all otted $300,000 to cover
the compensatory damages award made at trial. Of the remaining $700,000, $175,000 (25%) went
to the plaintiff as punitive damages, $233,333.33 went to cover plaintiff’s attorney fees and the
residual ($291,666.67) went to the State.

3. For example, see Daughety and Reinganum (1997, 1998), Eisenberg (1998), Eisenberg, et. a.
(1997), Ellis(1982), Ga anter and L uban (1993), Hylton (1998), L uban (1998), Moaller, et. d. (1999),
Owen (1976, 1994), Polinsky (1997), Polinsky and Shavell (1998), Rustad (1992), and Viscusi
(1998a,b). Inparticular, Rustad arguesthat thereisawidespread (but erroneous) perception among
policy makers and the public that punitive damages are excessive and hurt competition.

4. See Bredo (1992), Dodson (2000), Klaben (1994), Kirgis (1993), and Sloane (1993) for
discussions of the socia compensation argument and some associated constitutional issuesfor split-
award statutes.

5. Chief Justice Rehnquist suggested complete confiscation of the award in his dissent in Smith v.
Wade, 103 S. Ct. 1625 (1982) at 1641 “Punitivedamagesare generally seen asawindfall to plaintiffs,
who are entitled to receive full compensation for their injuries -- but no more. Even assuming that a
punitive ‘fine€ should be imposed after a civil trial, the penalty should go to the State, not to the
plaintiff -- who by hypothesisis fully compensated.”

6. Seethelist of statesin the Appendix in Justice Ginsburg’ sdissent in BMW of North America, Inc.
v. lraGore, Jr., 116 S. Ct. 1589 (1996) at 1619, which also listed Florida and Kansas (these latter
two havesinceexpired). New Y ork’ ssplit-award statute expiredin 1994, Colorado’ s Supreme Court
found its statute uncongtitutional. Alaska's split-award statute was passed in 1997. Thus,
approximately 25% of the states have, or have had, such statutes.

7. The State may also monitor the process. In lowa, for example, staff in the Attorney Genera’s
Office file appearances to protect the State’ s interest in punitive damages cases. They aso advise
litigants in post-trial bargaining negotiations.

8. Courtsin Florida, Georgia and lowa have upheld split-award statutes against uncompensated
takings challengeswhile Colorado’ s Supreme Court found that statute to effect such ataking. Given
that the State receives some of the punitive damages award under a split-award statute, some
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defendants have argued that such awards constitute excessive fines (for details, see Klaben, 1994,
pp. 141-7) and should be subject to limitations under the Excessive Fines Clause. Excessive fines
arguments have been raised in cases in Georgia, |owa and Oregon.

9. Polinsky and Shavell (1998) briefly mention split-award statutes and suggest that filingswould be
reduced; they do not consider the impact of split-award statutes on settlement. Aswe will seein
Section 5 below, our equilibrium analysis indicates that split-award statutes, in conjunction with
contingent-fee compensation, can actually encourage plaintiffs attorneys to pursue weak cases,
largely because of their impact on settlements.

10. For adiscussion of modeling issues associated with inconsi stent priorsmodel sand an explication
of “consistent priors’ models (i.e., asymmetric information games), see Daughety (2000). Asis
discussed there, and as Binmore (1992) demonstrates, the use of an inconsistent priors model
conflicts with a maintained hypothesis of fully rational behavior by the litigants.

11. Wang, Kim and Yi (1994) discuss some conditions under which specific infinite-horizon
bargaining games effectively reduce to ultimatum games.

12. Juries might adjust A if they knew about the statute (we take A asfixed). Thisinformation is
supposed to be kept from juriesto avoid obviousincentive problems, asthey are citizens of the states
that would receive the share of the award. In Burkev. Deere & Co., 780 F. Supp. 1225 (S.D. lowa
1991), the plaintiff’s attorney informed the jury of the split-award statute and encouraged it to
increase the punitive damages award; this contributed to the Eighth Circuit throwing out the award.
Oregon and Georgia have viewed this as “harmful error.” We do not know if citizens generally are
aware of such statutes.

13. Thisisafairly direct extension of the signaling mode in Reinganum and Wilde (1986), though
it is an extension due to the use of contingent fees and the split-award statute.

14. Our bargaining analysisholdsfilingsfixed; we examinetheeffect of split-award statutesonfilings
in Section 5.

15. Again, while thisis afairly direct extension of the screening model in Bebchuk (1984), itisan
extension since we are considering contingent fees and the split-award statute.

16. One would expect s* to be increasing in c. While this seems intuitive, and this result can be
shownif O isuniformly distributed, we' ve not been ableto show thisfor general distributionsH. This
is because c affects st directly (positively) aswell asindirectly through 0* (negatively).

17. With respect to c, this is because the shift in bargaining power in moving from signaling to
screening enables P to extract ¢ from D. With respect to 0, this is because the shift in bargaining
power aso means that the uniformed player moves first rather than second.



31

18. Random proposer models have been used extensively in bargaining models; see, for example,
Binmore and Herrero (1988), Rubinstein and Wolinsky (1985), and Wolinsky (1987).

19. Admittedly, there may be a number of motives for states to have split-award statutes. Sloane
(1993), footnote 92, observesthat thelegidative history for Florida sstatute explicitly stated the goal
of deterring plaintiffs from pursuing punitive damages cases. In McBride v. General Motors
Corporation, 737 F.Supp 1563 (M.D. Ga.1990), the State of Georgia specifically included revenue
raising as well asimproving the business climate in the state as reasons for their statute.

20. Inwhat followswe now highlight the role of f asappropriate. Thus, for example, welet R*(0;f)
be the equilibrium probability of trial for aD of type 0 inthe signaling analysis. For the case of lowa,
this is R*(0;1), where f = /(1 - ). Similarly, we extend the notation for the other equilibrium
functions to be S*(0:f), S*(0:1), r=(f), r*(%), s*(f) and s*(f) as appropriate.

21. Utah's statute was enacted while a very large lawsuit involving punitive damages was pending.
Unfortunately for Utah, but consistent with the incentives provided by such a statute, the case
subsequently settled (private communication with a member of Utah’s Division of Finance).

22. For formal proofs regarding the existence and uniqueness of revealing equilibria (and the
elimination of pooling equilibria) in similar signaling games, see Reinganum and Wilde (1986).
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Table 1: Split-Award Statute Provisions

State State’'s % Allocation Net of Destination for Funds
Attorney Fees?

Alaska 50 Yes Treasury
Georgia [ Yes Treasury
Illinois* Judge' s discretion Dept. of Human Svcs,
Indiana 75 NoO Violent Crime Victims

Compensation Fund

Civil Reparations

lowa S ves Trust Fund
. . Tort Victim’s
Missouri 50 ves Compensation Fund
Oregon® 60 No* Criminal Injuries
Compensation Account
Utah® 50 Yes Treasury

Notes: 1: product liability only;
2: no punitive damages in medical or legal malpractice;
3: no punitive damages in various medical mal practice cases,
4: Oregon restricts lawyer fees to be no more than 20% of the punitive damages award.
5: Utah exempts the awards below $20,000.
All states except Missouri require clear and convincing evidence for punitive damages.




Table 2: Punitive Damages Allocation Schemes

Gross Net
IN, OR AK, GA, MO, UT A
P (1- a)fA (1- a)fA fA
P's Attorney ofA oA oA
State (1-H)A (1-a)(1-fA (1-f- o)A
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SEG

Optimal f for z= 10

8.1 8.2 8.3 a.4 8.5 B.6 a.7 8.8 a.7

Figure 1. State’'s Expected Gainin Signaling Equilibrium for Varying f and z
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