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< ' Passive-use values and
contingent valuation—

valid for damage assessment

by Alan Randall

Alan Randall is a professor of
agricultural economics at The Ohio
State University.

B ig disasters generate big dollar
numbers. Exxon Corporation
spent about $3 billion, they say, clean-
ing up the Exxon Valdezoil spill. Clean-
up is, of course, an imperfect process.
Some damage remains; exactly how
much isstill uncertain. People’s use and
enjoyment of the impacted environ-
ment was, is, and will be diminished,
until restoration is complete. Conserva-
tive estimates from contingent valua-
tion studies suggest that theinterim lost
use value is in the range of $3-5 billion.
In addition to clean-up costs, Exxon
agreed to pay compensation of $1.1
billion, in a settlement negotiated be-
fore the contingent valuation studies
had been completed.

Exxon and the American Petroleum
Institute are determined to reduce the
oil industry’s exposure to costs arising
from environmental disasters. Accord-
ingly, they have mounted a sustained
attack on interim lost use values, espe-
cially the passive-use component, and
contingent valuation.

Passive-use values

Passive-use (or existence) value does not
require visiting, or on-site use of a re-
source. Like all economic measures of

welfare change, passive-use value re-

flectschanges in the satisfaction of people’s
preferences. The preferences relevant for
passive-use value are preferences abour
the state of the environment.

Remote and pristine environments
are by definition lirtle visited; the pau-
city of traffic accounts, art least in part,
for their pristine condition. Yet there is
widespread recognition thatsuch places
rank among the world’s great environ-
mental treasures. Popular support for
protection of these environments far
exceeds the number of people who have
visited or expect ever to visit them. It
follows that some places that generate
relatively small visitation values have
large passive-use values.

To exclude passive-use values from
damage assessment would violate the
standard utility-theory foundations of
benefit cost analysis. In addition, the
exclusion would cause serious resource
misallocation. First, understating the
true cost of exposing natural resources
to environmentally-risky activities
would encourage too much environ-
mental risk-taking. Second, it would
systematically reallocate risky activities
to places that have relatively low visita-
tion values and high passive-use values.
The most risky activities would be assign-
ed to the most pristine environments.
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“Grossly disproportionate”

The passive-use values controversy is
not justabout compensation claims for
interim lost use. The law allows the
responsible party to avoid restoration

able thar it should not be accepted for
damage assessment by the courts. Letus
consider for a moment the structure of
this argument. The reasons for includ-
ing passive-use values are principled:

Popular support for protection of these environ-
ments far exceeds the number of people who
have visited or expect ever to visit them.

expenditures if the costs of restoration
are “grossly disproportionate” to the
value of what is being restored. Thus, a
kind of benefit-cost test is applied to
restoration itself. The requirement is
surely not that benefits exceed restora-
tion costs; but I can easily imagine de-
fendants claiming that restoration costs
of, say, ten times the measurable ben-
efits are grossly disproportionate.
Berkeley economist Dan McFadden
and colleagues argued that interim lost
use from the Exxon Valdez spill was
limited to lost recreational visits. They
estimated that the value of lost visits to
Prince William Sound was $3.8 mil-
lion. If this estimate was accepted by the
courts and lost passive-use values were
excluded, the public would lose most of
its protection in the event of a future
Valdez-like oil spill. Not only would the
$1.1 billion compensation settlement
disappear; a $3 billion clean-up expense
would surely be ruled grossly dispro-
portionate to $3.8 million in lost recre-
ational use. The oil industry hasa lotat
stake in its attack on passive-use values.

Estimating passive-use
values

Given the state of the art, lost passive-
use values are measured using contin-
gent valuation, or not at all. Accord-
ingly, the brunt of the oil industry at-
tack on passive-use value is borne by
contingent valuation. The argument is
that contingent valuation is so unreli-

such values are firmly grounded in util-
ity theory and the theory of efficient
resource allocation. In contrast, the ar-
gument for excluding passive use is en-
tirely pragmatic: measurement tech-
niques for passive-use values have been
questioned. We are asked to exclude
that which we have principled reasons
for including, on the pragmatic ground
that we may not be able to measure it
reliably. Contingent valuation would
need to be shown to perform very poorly
indeed, for pragmatic concerns about
estimation error to trump the prin-
cipled reasons for including lost pas-
sive-use values in accounts of natural
resource damage.

The oil industry attack on
contingent valuation

After the Exxon Valdez compensation
agreement, Exxon and APl commis-

Campeche oil spill

sioned a consulting firm, Cambridge
Economics, Inc., to perform a number
of studies testing the reliability of con-
tingent valuation. A group of these stud-
ies was released at a public meeting in
Washington early in April 1992. The
timing coincided with a massive indus-
try lobbying effort focused on the
White House and the Cabinet.

The industry-sponsored studies took
a fairly wide range of approaches, but
they all reached the same conclusion:
contingent valuation is not a reliable
method for estimating passive-use val-
ues. To my mind, the core of the Cam-
bridge Economics attack consisted of
several original contingent valuation
studies designed and executed by the
researchers. [n each case, split samples
of respondents provided data to test
hypotheses, such as willingness to pay
(WTP) to avoid threatened logging of
national wildernesses would increase as
the number of wildernesses to be saved
was increased; and WTP to protect
migratory waterfow! from alighting in
oil-covered ponds would increase as the
number of birds claimed to have died
that way in a recent year was increased.
However, the hypothesized significant
differences in WTP were not found.
The researchers, in each case, concluded
that these empirical results are suffi-
cient evidence that contingent valua-
tion is generally unreliable.

Phato: US
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Note that the industry-sponsored stud-
ies were not about the Exxon Valdez
oil spill. The agendawasa directattack
on contingent valuation itself. The at-
tack took the form, “my contingent
valuation exercise failed to obtain the
expected result, therefore contingent
valuation is generally unreliable.” In
other words, it is claimed thar “contin-
gent valuation is reliable” is a restable
hypothesis and that each of these stud-
ies is a crucial experiment capable of
refuting it.

widely regarded as the least-preferred of
all the standard formats.

It is well known that open-ended
formats typically generate data that in-
cludes a few extreme-valued responses.
Researchers often delete extreme obser-
vations, for fear they would exert exces-
sive influence on the econometric esti-
mates. [t is intuitively obvious that ex-
treme observations, if retained for anal-
ysis, tend to increase the variance in
WTP for each treatment, thus making
it hard to detect differences berween

The overwhelming import of this literature is
that contingent valuation provides useful infor-
mation about the value of nonmarket goods.

The crucial experiment is possible
only if contingent valuation results are
invariant to contingent valuation prac-
tice. Bur, of course, they are not. Serious
researchers do not test hypotheses such
as “survey research is reliable” or “econo-
metrics gets good results.” Instead, the
research agenda in these fields is less
sweeping but more constructive: in
what ways does survey design affect
survey results, and under what condi-
tions is x an unbiased estimaror of X2 So
it is with contingent valuation.

There is great variety among contin-
gent valuation practices, and there is
theoretical and empirical evidence that
practice affects performance in impor-
tant ways. So, it is necessary to ask
whether these particular studies imple-
mented state-of-the-artcontingentvalu-
ation practice. As it happens, they fell
shortofbest practice inimportant ways.
Phone surveys and shopping mall inter-
cepts were used, whereas best practice
uses face-to-face interviews with repre-
sentative samples. In most cases, respon-
dents were asked to state their maximum
WTP. Contingentvaluation insiders call
this the open-ended format, and it is

treatments. The Cambridge Econom-
ics team used methods that generate
some extreme observations and retained
those observations in their analyses.
Their claim that contingent valuation is
unreliable hinges on their failure to
detect significant differences between
treatments, a failure that could well be
due to their chosen survey and staristi-
cal methods. In this connecrion, it is
interesting to note that the Cambridge
Economics team includes world-re-
nowned econometricians who would
hardly have walked blindly into such
methodological traps.

Finally, while their “crucial experi-
ments” concerned hypotheses about
WTP differences across experimental
treatments, economic theory is unclear
about how much inter-treatment dif-
ference in WTDP there should be.

Also sponsored by industry sources,
another group of researchers has been
circulating reports of experiments com-
paring hypothetical and real-money of-
fers to buy ordinary household goods.
So far, so good. However, the research-
ers claim these experiments are direct
tests of contingent valuation. This seems

to be quite a stretch, considering that
the preferred form of contingent valua-
tion is a contingent policy referendum
for public goods.

The contingent valuation
literature

This very recent flurry of industry-
sponsored research contrasts with the
steady accumulation of theoretical and
empirical results by contingent valua-
tion researchers over thirty years. A re-
cent bibliography lists more than one
thousand items, including many refer-
ced articles in the major general and
specialized economics journals. This
literature is not the captive of any par-
ticular clique, and it contains reports
both favorable and unfavorable to con-
tingent valuation. There are theoretical
contributions abour the interface with
welfare measurement theory, the incen-
tivesin contingent valuation, and econo-
metric estimation methods. There are
reports of many and various applica-
tions. There are experiments compar-
ing alternative contingent valuation
formats and practices. Experiments have
compared benefit estimates from con-
tingent valuation with estimates from,
for example, the travel cost method of
recreation economics. Meta-analyses
have examined different studies of the
value of similar amenities, looking for
evidence of (in)consistency.

This vast literature includes its share
of anomalous results, many of which
have disappeared under further exami-
nation, although some persistent
anomalies remain. Nevertheless, the
overwhelming import of this literature
is that contingent valuation provides
useful information about the value of
nonmarket goods, and that the experts,
collectively, know a lot about the per-
formance of alternative contingent valu-
ation methods. The experts have a solid
basis for designing reliable contingent
valuation studies, and for critiquing the
reliability of studies performed by others.
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Contingent valuation

and the courts

A close examination of the recent spate
of oil industry-sponsored contingent
valuation studies serves to emphasize
the futility of the “crucial experiment,”
the experiment to prove once-and-
for-all whether contingent valuation is
reliable. Instead, contingent valuation,
and the credibility of any particular
application, must be evaluated on the
basis of a preponderance of the evi-
dence. Contingent valuation is by no

obtain preferred estimates of passive-
use values, and to map the sensitivity of
value estimates to the contingent valu-
ation conditions. Where it turns out
that values are quite sensitive, argu-
ments can be prepared as to which valu-
ation conditions are most appropriate,
and why.

Through discovery, contesting par-
ties can learn of each other’s research
methods and results. They can examine
them, test their robustness econo-
metrically and experimentally, and pre-

The essence of the present controversy is
whether contingent valuation provides
information that would be useful to a court
of law, in assessing lost passive-use values.
| have no doubt that it does.

means unique in this respect. Litmus
tests are the exception, rather than the
rule, when studying complex phenom-
ena.

The essence of the present contro-
versy is whether contingent valuation
provides information that would be
useful to a court of law, in assessing lost
passive-use values. [ have no doubr that
it does.

The courts are accustomed to deal-
ing with controversy, uncerrainty, and
contesting speculative claims abourwhat
are, in principle, marters of fact. Some
of these claims are about economic
matters; for example, the losses suffered
by victims of workplace discrimination.
It is by no means unusual for courts to
be confronted with well-qualified eco-
nomic experts offering conflicting testi-
mony on these kinds of questions. Given
this experience, it is unlikely that the
courts will find any special difficulty in
resolving conflicts about the magnitude
of lost passive-use values. Contesting
parties are free to conduct research to

pare reasoned and derailed critiques.
The processes of direct and cross-ex-
amination and rebutral provide astruc-
tured formar for the essential critical
process.

Itis my most fundamental point that
there is no need to demonstrate that
contingent valuation is a fool-proof,
black-box method of reliably estimat-
ing passive-use values. Instead, it is nec-
essary only to show that contingent
valuation provides an adequate basis for
applying the “preponderance of the evi-
dence” test in the judicial setting.

Contingent valuation is itself a well-
defined process. Researchers have es-
tablished many of its performance
characteristics. Contingent valuation
draws upon disciplinary traditions in
communications, psychology, survey
research, incentive theory, welfare
change measurement, and economet-
rics, all of which provide bases for criti-
cal evaluation of aspects of contingent
valuation. Finally, contingent valuation
permits a planned program of research

to map the sensitivity of value estimates
to the valuation conditions. Courts can
then entertain arguments about what
valuation conditions are appropriate for
the case at hand. We can confidently
expect the courts to take a conservative
approach to damage claims. Incompe-
tentstudies in pursuit of preposterously
large damages will be unable to with-
stand the heat. For these reasons, con-
tingent valuation provides an adequate
framework for applying the “prepon-
derance of the evidence” test for deter-
mining nonuse values in natural re-
sources damage assessment.

The oil industry argument fails
The industry argument is that contin-
gent valuation is so unreliable that lost
passive-use values should be deleted from
natural resource damage assessments.
As we have seen, if this arguments suc-
ceeds, the industry will be spared not
only substantial compensation settle-
ments but also restoration expenses
under the “grossly disproportionate”
test. Fortunately, there are principled
reasons — having to do with utility
theory and efficient resource allocation
— forincluding passive-use values. The
industry suggests that these principled
reasons are trumped by a pragmaric
concern that contingent valuation is an
unreliable method for estimating pas-
sive-use losses.

Much more is known about the per-
formance of contingent valuation than
the industry would have us believe; and
much of whart is known is favorable to
contingent valuation. The courts are
well-equipped to apply the appropriate
tests for evaluating claims based on con-
tingent valuation studies. The industry
argument fails completely. Concerns
about the reliability of contingent valu-
ation have been grossly exaggerated.
Such concerns cannot trump the prin-
cipled reasons for including lost pas-
sive-use value in natural resources dam-
age assessment. [@
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