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NEW ACTIVITIES AND THE EFFICIENT LIABILITY RULES*

by

Michael Adams**

A. Introduction

For a long time it was a common believe in jurisprudence that the most important

function of tort law should be "compensation". We owe to the pioniering work of Calabresi1 a

major change in the discussion of the role of tort law. The topic is now how to influence all

parties to become engaged in achieving a socially optimal level of care. Posner 2 extended the

analysis of Calabresi by introducing the famous formula of judge  Learned Hand3. This

formula recommended the courts to measure the amount of damage, the costs of accident

prevention and the probability of the accident and to place liability on the tortfeasor if the

accident prevention costs did not conform to the expected accident damage costs. Posner4

believed that this procedure "will bring about - at best approximately - the efficient - the cost-

justified level of accidents and safety". Posner himself did not overlook the fact that this rule

had the important shortcoming of neglecting the efficient level of care observed by one of the

parties, when there is no possibility of an all-or-nothing-decision in respect of the accident

prevention measures by the injurer or the victim. Further pathbreaking progress in

understanding the effects of liability rules was achieved by J.P. Brown's first formal model of

tort law5. He argued that when there are "two parties, the injurer and the victim can both take

measures to reduce the likelihood of accidents and the measures are costly for both, the

standard theory of production with two inputs and one output yields the conditions for the
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socially optimal amount of each accident avoidance measure" 6. Brown was able to show7 that

all liability rules neglecting the contributory influence of one of the parties are socially

inefficient, leading to too many accidents and to inefficient care levels of the two parties.

Furthermore, Brown found four liability rules which induce the parties to take the socially

optimal amount of avoidance action8. In an illuminating article S. Shavell9 later on made clear

that there is no efficient liability rule if the courts use an incomplete concept of negligence.

For example: if courts do not include in the due care standard the level at which a dangerous

activity is exercised, no party will be motivated to consider the effect of activity level 10 on

accident losses. Even if we assume that the problem of the incomplete due care level concept

can be resolved by the courts, the efficiency of the "efficient" liability rules in the model of

Brown and Shavell is not guaranteed in respect of new activities introduced by the injurer or

the victim. In this paper I now want to demonstrate this possible source  of inefficiency.

B. Ignored Adaption Costs

In Brown's model11 there are three types of social costs when becoming engaged in a

dangerous activity, for example car driving: 1. The  costs of care "c(x)" born by the car driver;

2. The costs of care "c(y)" borne by the pedestrian; 3. The expected accident costs depending

on the driver's and the pedestrian's level of care "P(x,y) D".

In Brown's model the efficient liability rules motivate both parties, driver and

pedestrian, to become engaged in socially efficient care levels, denoted as x* and y*, which

minimize the sum of the driver's and the pedestrian's avoidance costs and the expected

accident damages, p(x*,y*) D. If the applied legal standard is strict liability with relative

contributory negligence12 the driver's position X is characterized by his utility UX derived

6) J. P. Brown, supra note 5 at 323.
7) J. P. Brown, supra note 5 at 327.
8) There are more efficient liability rules. A proof that the rule, which apportionates liability rules

proportional to the amount of negligence, is efficient, can be found in M. Adams, Ökonomische
Analyse der Gefährdungs- und Verschuldenshaftung, 1985, 65-77. This rule is the german legal
standard.

9) S. Shavell, Strict Liability versus Negligence, 9 Journal of Legal Studies 1980, 1-26.
10) An important discussion of the effects of due care measurement problems can also be found in P. A.

Diamond, Single Activity Accidents, 3 Journal of Legal Studies 1974, 107-164.
11) J.P.Brown, supra note 5 at 324.
12) This rule is efficient, Adams, supra note 8, 65-77.
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from the possibility of driving minus the avoidance cost c(x*) and minus the costs of the

expected accidentsp(x*,y*) D, which occur in spite of the efficient care levels of both parties:

consequently the position of the driver X is: UX - c(x*) - p(x*,y*) D. The pedestrian's

position Y is characterized by the utility of "going", UY, minus the cost of accident avoidance

c(y*): UY - c(y*).

A change in the legal standard from strict liabilty to negligence would improve the

driver's position by shifting the expected "unavoidable" damages, p(x*,y*) D, to the

pedestrian. If the sum of the "unavoidable" expected accident costs is important, the decision

to introduce a new activity like driving might be not socially optimal 13. Furthermore, it is an

essential feature of the efficient  liability rules in Brown's model that both parties have to

become engaged in avoidance measures. This means that both parties, the driver and the

pedestrian, have to invest in accident prevention the costs of c(x*) and c(y*). These avoidance

costs will not be compensated by the other party. Since the causation of accidents is

reciprocal14 the introduction of a new activity by the injurer or the victim presents an external

effect for others because of the legally required avoidance measures. An efficient liability rule

forces the driver and the pedestrian by its            incentive scheme to apply the efficient

amount of prevention c(x*) and c(y*). Since there is no compensation scheme for the

avoidance cost the incentives to engage in dangerous activities may be wrong and socially

inefficient15.

This argument might be clarified by the example of the introduction of the railroad

system in Prussia in 1838. With the decision to build a railroad system under a regime of

negligence the railroad company (X) has to estimate its utility by introducing the railroad,

UX, minus its cost-minimizing efficient accident avoidance measures c(x*). The pedestrians

and bystanders, Y, who have no influence on the decision will notice that the introduction of

the railroad system will cost them their (cost-minimizing) efficient avoidance costs c(y*) and

13) This was pointed out by S. Shavell, supra note 9.
14) R. Coase, The Problem of Social Costs, 1 Journal of Law and Economics 1960, 1-44. For a

discussion of the impact of this insight to various liability systems see M. Adams, supra note 8 at
149-168.

15) This model does not consider the important positive external effects created by the introduction of
new activities, see on this subject C. C. von Weizsäcker, Barriers to Entry, 1980, 144 -214.
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the "unavoidable" expected accident damagesp(x*,y*) D. It is obvious that the railroad

company has no incentive to consider the full costs of its decision. This might be the reason to

believe that the decision to introduce a new technology could be wrong rom a social point of

view.

In Germany a system of strict liability was introduced  in 1838 for railroads, in 1909

for cars, in 1922 for aircrafts with others like pipelines, nuclear power plants following. It is

interesting that these activities involved a new complex technology which embodied a high

potential of accidents.

   If the legislator had not switched from negligence to strict liability the complexity  of

these new technologies would have made it impossible for the victims to proove in civil

litigation the negligence of the railroad16. As a consequence of a system of negligence the

railroad had to bear no liability at all  in this case and therefore no incentive to take at least the

efficient  avoidance measures, c(x*). To avoid this result was historically the most important

issue for von Savigny in his sucessful suggestion to introduce strict liability for railroads in

Prussia in 183817.

It might be possible that a further aim of this historical decision was to prevent the

public from bearing the costs of non-negligent accidents p(x*,y*) D. The political - not

necessarily economical18 - good reason for the partial burden shift concerning the new

technology's costs could have been that the public - thinking and feeling in historical priority

rights19 - might have severely opposed to the new technology - against their long run interests.

16) S. Shavell, Liability for Harm versus the Regulation of Safety, 13 Journal of Legal Studies 1987,
357-374.

17) T. Baums, Die Einführung der Gefährdungshaftung durch F. C. von Savigny, Savigny-Zeitschrift
(Germ. Abt.) vol. 104, 1987, 277-282.

18) S. Shavell, supra note 9; Landes, W./ Posner, R., Tort Law as a Regulatory Regime for Catastrophic
Personal Injuries, 13 Journal of Legal Studies 1984, 417-434.

19) For an efficiency argument using historic priority rules, see M. Adams, supra note 8 at 169 -173.


