General Practice

Punitive Damages California-Style —
In Light of Simon and Johnson

We have waited for over two yearsto see
what the CaliforniaSupreme Court would
have to say about punitive damages in
light of thelandmark case of Sate Farmv.
Campbell (2003) 538 U.S. 408, 123 S.Ct.
1513, 155L .Ed.2d585. Inthat timespan, we
have seen a plethora of appellate deci-
sionsand articlesreaching very divergent
interpretations.

OnJune16, 2005, theCaliforniaSupreme
Courtweighedinonthetopicintwo cases.
Smon v. San Paolo U.S. Holding Com+
pany, Inc. (2005) 35 Cal.4th 1159, 29
Cal.Rptr.3d 379, 113P.3d 63, and Johnson
v. FordMator Company (2005) 35 Cal .4th
1191,29Cadl.Rptr.3d401,113P.3d82. Taken
together these decisions dispel some er-
rant and damaging applications of Sate
Farm. The Smon and Johnson cases pro-
vide aframework for seeking and obtain-
ing jury verdicts which include damages
for the purposeof deterringwrongful con-
duct and setting an example. (Civ. Code
§ 394.) Thisarticle will summarize those
cases and provide the reader with some
practical approaches to handling a case
with punitive damages potential.

REVIEW OF THE STATE FARM
GUIDEPOSTS

In Sate Farm, the U.S. Supreme Court
reviewed and discussed what are now
commonly referredto asthethree“ guide-
posts’ for appellatereview of an award of
punitivedamages. Awardsthat fail to pass
muster under the guideposts are prohib-
ited as violating the due process rights of
thetortfeasor. Thoseconstitutional guide-
posts are:
(2) thedegreeof reprehensibility of the
defendant’ s misconduct; (2) the dis-
parity between the actual or potential
harm suffered by the plaintiff and the
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punitive damages award; and (3) the
difference between the punitive dam-
ages awarded by the jury and the civil
penaltiesauthorized orimposedincom-
parablecases. (StateFarm,538U.S. at
p.413)

Withinthe" reprehensibility” guidepost,

factorsto consider are whether:

the harm caused was physical as op-
posed to economic; the tortious con-
duct evinced an indifference to or a
recklessdisregard of thehealth or safety
of others; thetarget of the conduct had
financia vulnerability; theconductin-
volved repeated actions or wasan iso-
lated incident; and the harm was the
result of intentional malice, trickery, or
deceit, or mereaccident. (Idat p. 419.)

SIMON V. SAN PAULO U.S.
HOLDING COMPANY, INC.

Synopsis. Simon attempted to purchasean
office building from San Paulo. Negotia-
tionsled to atentative written agreement
withasaepriceof $1.1million. Simonthen
hired attorney to assist him, paying anon-
refundabl e retainer of $5,000. San Paulo,
however, proceeded to sell thebuildingto
another party. Simon sued, alleging breach
of contract and fraud. Simon’ sexpert tes-
tifiedthebuildingwasworth $1.5million.
The jury rejected the contract claim but
agreed that Simon was defrauded, award-
ing $5,000 in compensatory damagesand
$2.5 million in punitive damages. Simon
declined the Court’ sremittitur of punitive
damagesto $250,000.

A subsequent trial on punitive damages
resulted in ajury verdict of $1.7 million.
That amount, plus the $5,000 compensa-
tory damages, became the judgment that
wasaffirmed onappeal onthepremisethat
thepunitivedamageawardwasjust over 4
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times the claimed loss of $400,000. The
CaliforniaSupremeCourt reversedandre-
manded with directions to reduce the pu-
nitive damagesaward to $50,000. Thede-
cision was based largely on the Court’s
conclusion that the claimed lost profit of
$400,000wasnot aproper considerationin
the punitive damages evaluation.
Practice Pointers. Despite the fact that
thepunitivedamageaward wasdecimated
by the Supreme Court, the opinion con-
tainsanumber of significant holdingsthat
should provide hope instead of despair.

1. Potential Harm

TheCourt devoted asubstantial portion of
theopiniontoreaffirmthepropositionthat
uncompensated “ potential harm” is prop-
erly included in evaluating the ratio of
punitive damages. The Court observed
that the “United States Supreme Court
precedentsappear to contemplate, insome
circumstances, the use of a measure of
harm beyond thecompensatory damages.”
(Simon, supra, 29 Cal.Rptr.3d 379, 388.)
“The potential harm that is properly in-
cludedinthedueprocessanalysisis‘harm
thatislikelyto occur fromthedefendant’s
conduct.”” (1d. at p. 391; emphasisinorigi-
nal.) Asto Simon, the Court concluded
that:

defendant’s fraud neither caused nor

foreseeably threatened to cause

$400,000 in harm to plaintiff. Under
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these circumstances, the $1.7 million
punitive damages award must be mea-
sured agai nst the$5,000 compensatory
award, and so measured it is grossly
excessive. (Id. atp. 383.)
Thepracticepointinhandling apunitive
damages caseisto devel op discovery and
trial preparation to include evidence of
uncompensated or potential harm. Inlight
of Smon, thisfactor ismoreimportant than
ever. For an excellent in depth article on
thistopic, read Michael Bidart’sarticlein
theForum(“ From TXOto Campbell: How
Potential Damages Can Maximize Puni-
tive-Damage RecoveriesinInsuranceBad
Faith Cases,” July/Aug 2003).

2. Ratios Are “Instructive” and Not
“Binding”

The Court stated: “[T]he presumption of
unconstitutionality appliesonly toawards
exceeding the single-digit level ‘to asig-
nificant degree.’” (Simon, supra, 29
Cal.Rptr.3datp. 395,fn. 7.) It specifically
rej ected the notion advanced by Diamond
Woodworks, Inc. v. Argonaut Insurance
Company (2003) 109 Cal.App.4th 1020,
1057, that the" outer constitutional limit” is
approximately four times compensatory
damages. Instead, the Supreme Court ref-
erenced language from Sate Farm that
ratiosare”‘ notbinding,” butonly ‘instruc-
tive” (State Farm, supra, 538 U.S. at p.
425.) Also, quotingfromMathiasv. Accor
EconomyLodging, Inc. (7thCir. 2003) 347
F.3d 672, the Court observed that “the
judicial functionisto policearange, not a
point.” (Smon, supra, 29 Cal.Rptr.3d at p.
39%5)

3. Defendant’s Financial
Condition a Factor

Some defense counsel have argued that
Sate Farm should be read to preclude
consideration of thedefendant’ sfinancial
condition. Smonclearly reaffirmsNeal v.
Farmers|ns. Exchange (1978) 21 Cal.3d
910 and Adams v. Murakami (1991) 54
Cal.3d 105 for the proposition that “the
defendant’ sfinancial conditionremainsa
legitimate consideration in setting puni-
tivedamages.” (1d. at p. 398.) Thepractice
point to take away from this aspect of the
Smon decision is that discovery regard-
ing the defendant’s financial condition
remains anecessary part of trial prepara-
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tion.
4. Maximum Award Analysis

In discussing the role of the reviewing
court, the Court cautioned: “ An appellate
court should keepinmind, aswell, that its
constitutional mission is only to find a
level higher than which an award may not
go; itisnot to find the ‘right’ level in the
court’sown view.” (Id. at p. 400.) “[A]n
appellate court does not sit as a replace-
ment for the jury but only as a check on
arbitrary awards.” (1bid.)

Whether in post-trial motions or on ap-
peal wherethedefensemay arguefor remit-
titur, this language should be referenced
tothecourt whenreviewingajury’ saward
of punitive damages. Remind the review-
ing court that itsfunction isnot to impose
its own view on the appropriate level of
punitive damages but only to identify the
constitutional maximum.

5. Ratio of Punitive to Economic
Damages

In Simon, the Supreme Court directed the
appellate court to enter judgment to in-
clude punitive damages of $50,000 — ten
timestheeconomicdamages. Considering
the guideposts discussed above, this is
encouraging news. Under the reprehensi-
bility component, San Paulo’s conduct
failed to satisfy four of the five criteria.
Indeed, the Court observed that “In the
universeof caseswarranting punitivedam-
ages under Californialaw, the fraudulent
promise or promisesthat |ed to San Paolo
Holding' sliability haveto beregarded as
of relatively low cul pability” (id. at p. 395)
and “not highly reprehensible.” (1d. at p.
396)

The harm to Simon was economic, not
physical. There was no risk to anyone's
health or safety. There was no evidence
that Simonwasfinancially vulnerable. There
was no repeated misconduct. The punish-
able conduct involved false promisesin a
Southern Californiacommercial real estate
transaction. What is so unusual about
that? Andyet, theCaliforniaSupremeCourt
set the constitutional maximum for puni-
tive damages — not as some courts have
donepost SateFarmat 1.5timesor 4times
economic damages— but at 10 times eco-
nomic damages! Sowhileonfirst reading
Smon may appear to be a discouraging

result, the analysis and the final “ratio”
adopted by the Supreme Court under the
particular circumstanceswill lend support
for punitive damage awards in the future
not being restricted to an artificialy low
multiplier.

JOHNSON V. FORD MOTOR
COMPANY

Synopsis. Mr. and Mrs. Johnson pur-
chased a used Ford Taurus from a Ford
dealer in Fresno. On request, they were
shown arepair history with no significant
problems. Infact, thevehiclehad asignifi-
cant history of transmission troubles, as
the Johnsons soon learned. They had re-
peated transmission troubles and were
eventually shown a complete repair his-
tory evidencing the problemsexperienced
by theformer owner.

The casewent to trial on claimsof mis-
representation, concealment, and lemon
law violations. Theevidenceshowed Ford
had a practice of avoiding lemon law ex-
penses (estimated at $8,500t0 $13,500 for
eachlemon) by taking problemvehiclesin
trade and giving the owner adiscount (in
theform of an “Owner Appreciation Cer-
tificate”) on another purchase. Plaintiffs
counsel showed that Ford saved $6,000 —
$10,000 per vehicleby offering adiscount
instead of designating avehicle alemon.
Since about 1,000 such certificates were
issued each year, the argument was that
Ford profited $6—$10millionannually (in
California) by thispractice.

The Johnsonswereawarded $17,811.60
in compensatory damages. Punitive dam-
ages of $10 million were awarded on a
theory of disgorgement of profits. The
court of appeal (in a post-Sate Farm de-
cision) modified the judgment to allow
punitive damages of only $53,435 (three
times compensatory).

TheCaliforniaSupreme Court held that
thedisgorgement approach wasimpermis-
sible, but concluded that the appellate
court may not have considered the repre-
hensibility of Ford's repeated conduct.
Accordingly, the decision was reversed
and remanded with instructions to the
appellatecourt to determinethemaximum
allowable punitive damages consistent
with the Supreme Court’ sdecision.

Practice Pointers. As in Smon, the
Supreme Court did much to dispel devel-
oping and damaging myths about how
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courts should address punitive damages.
1. Recidivism

The Court held:

due process does not prohibit state
courts, inawarding or reviewing puni-
tive damages, from considering the
defendant’s illegal or wrongful con-
duct toward othersthat was similar to
the tortious conduct that injured the
plaintiff or plaintiffs. Wethereforejoin
numerous courts holding that a civil
defendant’ s recidivism remains perti-
nent to an assessment of culpability.
(Johnson v. Ford Motor Company,
supra, 29Cal.Rptr.3d401,411.)

2. Punish Overall Course of
Conduct.

The Supreme Court observed that the ap-
pellate court’ s decision in Johnson relied
upon another decision from the same ap-
pellate court on the same day: (Romo v.
Ford Motor Co. (2003) 113 Cal.App.4th
738.) In Romo, the appellate court inter-
preted State Farmto require that punish-
ment could only beimposed “for the par-
ticular affront totheplaintiff, not abroader
sanctionfor anaffront tosociety at large.”
(Id. at 747.) Sincethe appellate court out-
lined thisapproach in Romo and followed
it in Johnson, it determined that Ford's
punishment should only berelativeto the
affront to the Johnsons — not customers
throughout the State.

TheSupremeCourt rejected that approach,
stating “that a defendant has repeatedly
engaged in profitable but wrongful con-
duct tends to show that ‘ strong medicine
isrequired’ to deter the conduct’ s further
repetition.” (Johnson, supra, 29 Cal.Rptr.3d
at pp. 413-414.) It went on to state that
“[n]othing the high court has said about
due process review required that Califor-
nia juries and courts ignore evidence of
corporatepoliciesand practicesand evalu-
atethe defendant’ sharmtotheplaintiff in
isolation.” (1d. at p. 414.)

Sincerepeated misconduct isone of the
factors of reprehensibility, which is the
most important factor in assessing puni-
tive damages, it is important to obtain
discovery and present evidence at trial of
repeated similar misconduct.

3. Disgorgement of profits as a
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measure of punitive damages
suspect

The punitive damages award was seem-
ingly premised onthecreativeapproach of
plaintiffs counsel to “anchor” punitive
damages to the profits allegedly derived
fromacertain courseof conduct, i.e., issu-
ing discount certificatesinstead of brand-
ing certain vehicles as lemons. The Su-
preme Court noted “plaintiffs offered no
proof that all OAC transactions —in any
period —involved defective vehicles sub-
jecttoCalifornia’ sLemonLaw, muchless
that all such vehicleswere‘dangerous' or
‘unrepaired.’” (1d.at p.417.)

TheSupreme Court left openthedoor to
utilizeprofitsasajustificationfor punitive
damages when it concluded that “[w]e
need not decide whether a plaintiff could
ever, consistent with due process, justify
the size of an award on atotal profit basis
... these plaintiffs’ attempt to calculate
punitivedamagesonthisbasiswasfatally
deficient.” (1d. at p. 418.)

The Court’s discussion of the
disgorgement approach to calculating
punitivedamagesgives causefor caution.
Specifically, the Court made statements
such asan*“ approach calculating punitive
damagesin an individual tort case by the
profits made through similar torts agai nst
hundreds or thousands of other individu-
alscreatespossibilitiesfor unfairness—to
the defendant and other possible claim-
antsboth—which may beof constitutional
dimension.” (Id. at p. 415.) It continued
that “an award punishing the defendant
for dissimilar hypothetical claimsof others
‘ createsthepossibility of multiplepunitive
damagesawardsfor the sameconduct; for
intheusual case nonpartiesare not bound
by the judgment some other plaintiff ob-
tains.”” (Ibid.) The practice point to take
away from thisaspect of the Johnson case
is to be cautious in trying to tie punitive
damages to the profits from particular
wrongful conduct.

CONCLUSION

Although courts may be tempted to take
the easy road and cap punitive damagesat
some single digit multiplier of economic
damages, Smon and Johnson provide a
framework for amorereasoned approach.
Ratios are only instructive, not binding.
And Smon is indeed instructive for the

proposition that a 10-times multiplier is
permissible, even where there is minimal
reprehensibility. With a discovery plan
and trial approach to include demonstrat-
ing potential harm, the defendant’s re-
peated similar conduct, and the
defendant’s financial condition, verdicts
sufficient to punish and deter can pass
constitutional muster. |
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