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The Limits of Formal Economics in
Tort Law

THE PUZZLE OF NEGLIGENCE

Shawn J. Bayern'

Legal scholars commonly see tort law as the jewel of the
law-and-economics movement. “The law of accidents was one of
the first bodies of private law successfully analyzed using
formal economic models,” a leading law-and-economics
textbook confidently declares. Leading commentators, even
when critical of law and economics, commonly suggest that tort
law has succumbed to fairly straightforward economic
modeling.’

This Article challenges the view that economic modeling
has explained and justified tort law by demonstrating that it
has failed to explain or justify tort law’s basic negligence rule.
A rule of negligence, versus alternatives like strict liability,
holds injurers liable in tort only if they have not taken
reasonable precautions.” An economic understanding of
negligence, such as the one commonly known as the Hand
Formula, defines “reasonable precautions” as those that are
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cost-justified.' In general, the models that economists have
constructed to justify economic conceptions of negligence rules
seem persuasive on the surface, but on closer analysis they
suffer from significant problems that make them either
logically problematic or impossible to administer. Ultimately,
the economists’ formal models do not serve to justify negligence
rules.

Many commentators, from a variety of perspectives,
have already criticized particular forms of economic reasoning
in tort law. Some, like Richard Wright, have argued
persuasively that courts have diverged from the reductionist
view now dominant in American legal academia, and thus that
economic reasoning has not, in fact, explained or captured
American tort law.® My goal in this Article, however, is
normative rather than descriptive: my aim is not to suggest
that law-and-economics arguments have failed to influence
courts, but rather that they have failed on their own terms to
justify the efficiency of negligence rules.

Separately, it is common to see arguments that injurers
do not respond to incentives in the way economists predict
because people are simply not rational, are not aware of the
law, or have more pressing concerns than distant and relatively
weak financial incentives. I am sympathetic to these critiques
and believe they are largely correct, but my goal here is
somewhat different: my aim is to advance the discussion of tort
law by showing that the leading formal, deductive conceptions
of negligence rules fail in fundamental ways, essentially on
their own terms, even if we accept for argument’s sake most or
all of their reductionist assumptions about human behavior. In

* RICHARD A. POSNER, ECONOMIC ANALYSIS OF LAW 167-71 (7th ed. 2007).

® Richard W. Wright, Hand, Posner, and the Myth of the “Hand Formula”, 4
THEORETICAL INQUIRIES IN LAW 145 (2003) (showing that even Learned Hand and
Richard Posner, two judges who, respectively, developed and promoted the Hand
Formula, have not generally applied it in tort cases before them); Richard W. Wright,
Justice and Reasonable Care in Negligence Law, 47 AM. J. JURIS 143, 145 (2003) (“The
[leading economic understanding of negligence], although pervasive in the secondary
literature and mentioned by a small minority of courts, is almost never used by the
courts to decide whether particular conduct was negligent. Instead, the courts
employ . . . a number of different criteria . . . based on the principles of justice.”); see
also Michael D. Green, Negligence = Economic Efficiency: Doubts, 75 TEX. L. REV. 1605,
1611 (1997) (questioning the role of economics in positive tort law); Benjamin C.
Zipursky, Sleight of Hand, 48 WM. & MARY L. REV. 1999, 2002, 2026 (2007) (offering a
similar rejection of the Hand Formula as a positive account of negligence law’s
standard of care and listing other commentary that has done so).

® See Gary T. Schwartz, Reality in the Economic Analysis of Tort Law: Does
Tort Law Really Deter?, 42 UCLA L. REV. 377 (1994) (surveying the state of such
arguments).
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other words, my goal is to take the leading formal economic
conceptions of negligence rules off the table as serious
contenders for the sole principled basis for tort law, even if
humans were generally capable of behaving as simple slaves to
rationality.

It is important to say that my goal is not to show that
economic reasoning has provided no insight into tort law or
that a proper understanding of tort law would ignore economic
analysis. Indeed, I think economic reasoning has been, and can
continue to be, helpful. To understand and justify tort rules,
however—even on instrumental grounds—courts and
commentators need to look beyond model-based deductions.

Similarly, my argument here is not against negligence
rules, which may be supported by sound reasons of morality
and policy. My argument is just that these rules cannot be
derived in ways that leading legal economists appear to
purport to derive them.

In Part I, I review the basic economic features of
negligence and strict-liability rules and show why early
attempts at analyzing tort law economically provided virtually
no help in choosing between those two rules—and indeed how,
in fairness, they often were not even meant to. For instance,
although it is occasionally thought that the early law-and-
economics scholars developed economic analyses that favored
negligence rules over strict-liability rules,” even those early
scholars often admitted that theoretical microeconomics could
not help judges or policymakers choose between negligence and
strict liability.® As an example, one early straightforward

" See Gary T. Schwartz, Mixed Theories of Tort Law: Affirming Both
Deterrence and Corrective Justice, 75 TEX. L. REV. 1801, 1819-20 (1997) (“From an
economic perspective the Hand formula makes excellent sense. The formula can be
seen as designed to encourage efficient investments in safety and risk reduction; as
such, it has served as a cornerstone for economic analysis.”); Frank J. Vandall, Judge
Posner’s Negligence-Efficiency Theory: A Critique, 35 EMORY L.J. 383, 404 (1986)
(referring to “[e]conomists’ preferences for negligence”).

® See Mark M. Hager, The Emperor’s Clothes Are Not Efficient: Posner’s
Jurisprudence of Class, 41 AM. U. L. REV. 7, 44 (1991) (“Although Posner has
attempted to defend the efficient character of the negligence standard, his arguments
closely read have concentrated on the modest claim that negligence is no less efficient
than strict liability.”); Vandall, supra note 7, at 404 (“Economists’ preference for
negligence is undermined by the fundamental admission that ‘after two decades of
writing on the subject, we still cannot say with certainty whether strict liability or
negligence is the most efficient rule in most areas of accident law.” (quoting Henry
Hansmann, The Current State of Law-and-Economics Scholarship, 33 J. LEGAL EDUC.
217, 226 (1983))); J. Hoult Verkerke, Notice Liability in Employment Discrimination
Law, 81 VA. L. REV. 273, 312 (1995) (“According to the conventional economic analysis,
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understanding of negligence rules was that they are efficient
because they give self-interested injurers incentives to take
efficient precautions.” But even if this proposition is correct, as
a defense of negligence rules over strict-liability rules it would
be entirely hollow: strict-liability rules give self-interested
injurers similar incentives to take efficient precautions, as the
pioneers of law and economics well understood.

In Part II, against this backdrop, I explain and then
refute what is currently the leading theoretical economic
understanding of negligence rules in tort law—a view that top
analysts like Robert Cooter and Steven Shavell have helpfully
adopted, clarified, and defended.” This view has two
components: First, it suggests that negligence rules efficiently
create incentives for bilateral precaution—that is, for both
injurers and victims to behave carefully in cases where the
actions of both can decrease the likelihood of injuries. (For
some economists, nearly all cases of injury are cases of bilateral
precaution. As an example, if a car hits a pedestrian on a
sidewalk, it might seem like the car’s driver was the only one
who could have prevented the accident, but economists point
out that the pedestrian might have decreased the likelihood of
an accident by staying at home.)" Negligence rules are said to
promote bilateral precaution, loosely speaking, by serving as a
threat of liability to both injurers and victims simultaneously:
both parties are said to know that if they don’t behave
carefully, they may be made to bear the costs of an accident
that occurs. Second, the leading economic view sets forth a
formal understanding of who should bear the costs of an
accident when both injurers and victims behave carefully.
Economists answer this question by turning to arguments

the choice between strict liability and negligence ordinarily does not affect
precautions.”).

° Richard A. Posner, A Theory of Negligence, 1 J. LEGAL STUD. 29, 33 (1972)
[hereinafter Posner, A Theory of Negligence] (“If . . . the benefits in accident avoidance
exceed the costs of prevention, society is better off if those costs are incurred and the
accident averted, and so in this case the [injurer] is made liable, in the expectation that
self-interest will lead it to adopt the precautions in order to avoid a greater cost in tort
judgments.”).

1 See generally COOTER & ULEN, supra note 1; Steven Shavell, Strict
Liability Versus Negligence, 9 J. LEGAL STUD. 1 (1980) [hereinafter Shavell, Strict
Liability].
"' See, e.g., COOTER & ULEN, supra note 1, at 338 (suggesting that in the case
where a “moving car hits [a] parked car,” the victim might “park [the] car in [a] safer
space,” and that pedestrians hit by a car might “walk more safely”). Of course, Cooter
and Ulen are not suggesting that a victim should necessarily do so, just that it is
possible. See infra text accompanying notes 38-39 for more on this distinction.
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about activity levels.” An activity-levels argument is one that is
sensitive to the possibility that potential injurers and victims
might engage in too much of an activity (like driving), even if
they engage in it safely. For instance, if I know that as a driver
I can avoid all liability for accidents simply by driving safely, I
might therefore drive inefficiently often, thereby leading to
more accidents than would be efficient.”

For several reasons, neither of these components of the
modern theoretical wunderstanding of negligence can
successfully justify negligence rules over their alternatives. In
short, the defense of negligence as promoting bilateral
precaution fails because it depends on an exceedingly fragile
formal model that cannot adapt even to features of the world
that, by the model’s own terms, it ought to address. For
instance, it cannot accommodate a rational party’s probabilistic
assessment that another party may act irrationally or with
incomplete information, nor can it address a variety of other
limitations. As a result, the model does not serve either as a
general explanation or a general justification for negligence
rules.

The use of activity-levels arguments is flawed too. As a
way to assign liability among innocent parties, activity-levels
arguments are ordinarily unhelpful because of problems that
courts would face if they tried to administer a tort regime
based on them, and also because they create several important
kinds of inefficiencies on their own. These inefficiencies relate
to a sort of conceptualism that has colonized tort law under the
banner of economic modeling: commentators tacitly or
explicitly observe that the goal of their models is to reduce the
net costs of precautions and accidents, but in fact an
instrumentally optimal tort law in the real world would be
sensitive to other costs, such as incorrect pricing of activities.

As a result, we reach the perhaps surprising conclusion
that formal economics has failed to explain or justify, after
decades of attempts, the basic features of negligence law.
Again, this does not mean economists have provided no insight
into the law of torts; indeed, many of their conceptions of
negligence rules have been useful in clarifying some of the
problems that tort law aims to address. Nonetheless, for a
coherent basis of tort law, this Article suggests that we

' For the seminal analysis of activity levels in tort law, see Shavell, Strict

Liability, supra note 10.
¥ See id. at 2-3.
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probably need to look beyond the models that even the best
law-and-economics scholars, like Shavell, Cooter, and Ulen,
have provided.*

I BASICc ECONOMIC FEATURES OF NEGLIGENCE AND STRICT
LIABILITY

This Part reviews the basic economic landscape in
which tort law operates, both to provide enough background to
understand modern economic conceptions of tort law and to
clarify why the simpler economic understanding of tort rules
that preceded the presently prevalent models was not sufficient
to justify the efficiency of negligence rules over strict-liability
rules.

An example that has become conventional in tort law, as
a result of its use by Ronald Coase, involves a railroad that
passes by a field and potentially causes damage to it because of
sparks from its engine.” I borrow Robert Cooter’s formulation
of the example for ease of exposition, because in Part II I will
take up Cooter’s arguments (among others) at length:

Suppose that Xavier operates a railroad train that emits sparks that
sometimes set fire to Yvonne’s cornfield. Xavier can reduce the harm
to the corn by installing spark arresters, by running the trains more
slowly, or by running fewer trains. In a like manner, Yvonne can
reduce the harm by planting her corn farther from the tracks, by
planting cabbage instead of corn, or by leaving the fields fallow."

In this example, there is potential harm that results, in at least
some senses,” from the interaction between Xavier and
Yvonne’s business activities. A rule of no liability would make
Yvonne, the owner of the cornfield, bear the entire cost of the
harmful interaction by preventing her from recovering any

* See generally COOTER & ULEN, supra note 1; Shavell, Strict Liability,
supra note 10.

" Ronald H. Coase, The Problem of Social Cost, 3 J.L. & ECON. 1, 29-31
(1960).

' Robert Cooter, Unity in Tort, Contract, and Property: The Model of
Precaution, 73 CAL. L. REV. 1, 5 (1985).

" According to what Mark Kelman has called “the most basic Coasean
insight,” no cases of tortious harm occur without both parties in some sense causing the
harm, because, at a minimum, the harm can’t occur without both of their existence.
Mark Kelman, The Necessary Myth of Objective Causation Judgments in Liberal
Political Theory, 63 CHL-KENT L. REV. 579, 579 (1987) (“|Gliven that . . . injury cannot
have occurred unless the plaintiff . . . existed, . . . [ilt will never be the case that injury
could occur without the plaintiff, such that the defendant is entirely causally
responsible.”).
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money from Xavier in the event of damage to her cornfields. A
rule of strict liability, by contrast, would make Xavier bear the
entire cost of the interaction by requiring that he pay Yvonne
for any harm she incurs as a result of the railroad’s sparks. A
rule of negligence, in contrast to both other rules, would make
Xavier responsible for paying Yvonne only if some social
judgment disapproves of Xavier’s actions in running his
railroad next to Yvonne’s cornfields in a way that potentially
hurts Yvonne.

A chief feature of the economic analysis of tort law is the
economic conception of negligence rules—that is, a reduction of
such rules to a cost-benefit test. This particular formulation,
whose popularity is commonly traced to an opinion by Judge
Learned Hand,” United States v. Carroll Towing,” would decide
Xavier’s liability based on the costs and benefits of the
precautions he might have taken (per the example, “installing
spark arresters, . . . running the trains more slowly, or . . .
running fewer trains”).” As an example, if the potential sparks
from the railroad are estimated to cause fires that lead to
$4000 worth of expected damage to Yvonne’s cornfield, Xavier
would be liable if any of the precautions he might take are
expected to cost less than $4000. If not, he won’t be liable.”

Analyzed from society’s perspective (rather than either
Xavier or Yvonne’s private perspectives), economists point out
that we want Xavier to take precautions only if their social cost
is less than their social benefit. That is, even though it seems
harsh to say so, there is some sense in which we want Yvonne’s
cornfield to burn down if it is too expensive to prevent fires. Of
course, in an ideal world we wouldn’t want to see Yvonne suffer
this harm, but given the real-world choice between cornfield
fires and the precautions necessary to prevent them, from an
efficiency perspective we prefer whichever is cheaper.” Or, as

18

E.g., Posner, A Theory of Negligence, supra note 9, at 32 (“The essential
clue . . . [to the economic analysis of tort law] is provided by Judge Learned Hand’s
famous formulation of the negligence standard . . ..”).

159 F.2d 169 (2d Cir. 1947).

%0 Cooter, supra note 16, at 4.
There are several significant problems with even this simple formulation of
the negligence standard. For a more complete discussion, see infra Part I1.D.

® Nothing, certainly, mandates that we analyze this scenario only from the
perspective of efficiency. For instance, we might think it is unfair to let Xavier cause
fires for which he doesn’t have to pay. But the instrumental economic view does
capture an important insight, which is that Xavier and Yvonne are in some sense
symmetric: if the law made Xavier pay for his fires’ harm to Yvonne, then Yvonne’s

21
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Richard Posner, one of the chief proponents of this efficiency-
oriented view, puts it:

If the cost of safety measures or of curtailment—whichever cost is
lower—exceeds the benefit in accident avoidance to be gained by
incurring that cost, society would be better off, in economic terms, to
forgo accident prevention.”

Consider how no-liability, strict-liability, and negligence
rules fare under this view of social efficiency. If Xavier is never
liable for fires regardless of how much damage they cause, and
if he is selfish, he will have insufficient incentives to take
precautions against fire. For instance, it could cost him only
$40 to install spark arresters, but he might not want to incur
this expense even if fires are expected to cause many thousands
of dollars of harm to Yvonne’s fields. There may, of course, be
many reasons Xavier would in practice bear a small expense
even if the law does not require him to do so. He might, for
example, have internalized moral norms, be afraid of feeling
guilty for hurting Yvonne, empathize with Yvonne or have
positive feelings for her, be concerned about adverse publicity,
fear retaliatory action by Yvonne, or even consume corn
personally and worry that the price of corn will rise if he
repeatedly burns down Yvonne’s fields. But if he is both selfish
and interested only in maximizing his business profits, it is
accurate to say that he will not have proper incentives to take
efficient precautions against potentially catastrophic losses.

Consider, next, a rule of negligence. The chief feature of
the early economic analysis of negligence rules was that, if
these rules are conceived economically (as under Judge Hand’s
formula), they give Xavier incentives to take efficient
precautions.” An economic conception of negligence under the
Hand Formula essentially tracks the social-cost analysis
described earlier: Xavier is called negligent (or unreasonable) if
he didn’t take socially efficient precautions, and he’s called
nonnegligent (or reasonable) otherwise. For example, if spark
arresters could have prevented $4000 fires at a cost of $40, and
if Xavier does not install spark arresters, he is said to be

choice to grow cornfields will have caused harm to Xavier. And it may not be fair,
always, to require Xavier to suffer this harm.

In any event, because my purpose in this Article is to show that the
economic accounts of negligence fail on roughly their own terms, I do not dwell, here,
on the noneconomic problems with viewing all legal rules too instrumentally.

* Posner, A Theory of Negligence, supra note 9, at 32.
* Seeid.
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negligent for not doing so. But if the spark arresters (and all
the other precautions) cost more than $4000, he is not
negligent.

Recall that from the perspective of social efficiency, we
want Xavier to take efficient precautions and do not want him
to take inefficient ones. Because a negligence rule gives Xavier
incentives to take efficient precautions and not to take
inefficient ones, the early economic analysts of law presented it
as an efficient rule. For instance, as Posner wrote:

If . . . the benefits in accident avoidance exceed the costs of
prevention, society is better off if those costs are incurred and the
accident averted, and so [injurers are] made liable, in the
expectation that self-interest will lead [them] to adopt the
precautions in order to avoid a greater cost in tort judgments.”

From the way the early legal economists presented
negligence rules, it was possible to infer that their
instrumental analysis supported those rules, and only those
rules. For instance, early in the economic analysis of law,
Posner wrote as follows:

A rule making [an] enterprise liable for the accidents that occur
[when precautions are more expensive than accidents] cannot be
justified on the ground that it will induce the enterprise to increase
the safety of its operations.”

Posner seems to be saying that negligence rules are sufficient
to ensure that potential injurers like Xavier behave efficiently,
and as a result, rules like strict liability are unnecessary.

But even early on, economic analysts of law recognized
that negligence rules and strict-liability rules provided similar
incentives to injurers.” To see why this is so, recall that a
negligence rule gives Xavier an incentive to spend $40, but not
$8000, on spark arresters that prevent $4000 fires. But a strict-
liability rule does as well. Under a rule of strict liability, Xavier
will be liable for all cornfield fires that his railroads cause,
regardless of their costs and the costs of various precautions.
So Xavier will have to pay both (1) the costs of any precautions
he takes and (2) the costs of the fires. Given that he faces both
these costs, he will have incentives to take efficient
precautions. For instance, if spark arresters cost $40 but fires

25

Id. at 33.
* Id. at 32-33.
" See id.
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cost $4000, he will need to pay only $40 if he installs the spark
arresters but $4000 if he does not. And if spark arresters cost
$8000 but fires still cost $4000, he will need to pay $8000 if he
installs the spark arresters but only $4000 otherwise. As a
result, he has incentives to take precautions only when they
are efficient.

In other words, it is indeed true that a rule of strict
liability (compared to negligence) “cannot be justified on the
ground that it will induce [injurers] to increase the safety of
[their] operations.”” But it is also true that negligence itself
cannot be justified in that way (compared to strict liability).
The two rules are just as good at providing efficient incentives
to injurers, at least when they are applied to the schematic
representation of injuries with which we have been dealing.

The early economists, of course, recognized this
symmetry. Posner saw it clearly as early as 1973, when he
wrote: “Economic theory provides no basis, in general, for
preferring strict liability to negligence, or negligence to strict
liability, provided that some version of a contributory
negligence defense is recognized.” This was true, as Posner
also recognized fairly early, even after considering the effects of
negligence rules and strict-liability rules on the costs of
adjudication.”

Accordingly, the early economic analysis of law appears
to justify the proposition that either strict-liability or
negligence rules are better than rules of no liability. Of course,
this proposition is uncontroversial; few were seriously arguing
in the 1960s and 1970s for a complete absence of tort liability
(or for some other standard far less than negligence liability).”
But the early economic analysis, perhaps, spelled out clear
efficiency-related reasons for this.

Beyond this basic observation, however, that early
analysis offered less than commentators sometimes suppose.

* Id.

* Richard A. Posner, Strict Liability: A Comment, 2 J. LEGAL STUD. 205, 221
(1973) [hereinafter Posner, Strict Liability].

* RICHARD A. POSNER, ECONOMIC ANALYSIS OF LAW 442 (2d ed. 1977) (“No
clear-cut prediction of the impact on the aggregate costs of the procedural system of
substituting strict for negligence liability emerges from our analysis.”).

' To be sure, some commentators have suggested that historically, tort law
imposed liability less often than it does today because of the prevalence of “no duty”
rules and other roadblocks to recovery. See, e.g., Robert L. Rabin, The Historical
Development of the Fault Principle: A Reinterpretation, 15 GA. L. REV. 925, 928-44
(1981).



2010] THE LIMITS OF FORMAL ECONOMICS IN TORT LAW 717

Posner and others believed,” and generally still believe,” that
this early form of economic analysis of tort law demands, from
the point of view of social efficiency, that we conceive of the
negligence standard in terms of the Hand Formula. To make
this point clear, it is important to distinguish two possible
normative conclusions from the kind of economic analysis I
have discussed in this Part.

First, the analysis purports to address the choice
between no liability, negligence, and strict liability. As I have
noted, the analysis is correct, at least on its own terms, if it
means to suggest that rules of negligence or strict liability are
superior to a complete absence of tort liability (at least to the
extent that the tort regime aims to govern the conduct of
injurers).

Second, the analysis purports to give form to negligence
rules, by observing that under the Hand Formula, negligence
rules give injurers incentives to take efficient precaution. But
this purported conclusion is only partially correct. It is true
that a standard of negligence that requires less than the Hand
Formula would be inefficient, at least in the schematic
situations we have described involving Xavier and Yvonne. For
example, if spark arresters cost $3000, fires cost $4000, and the
legal standard for negligence liability calls Xavier reasonable
(or nonnegligent) based on an arbitrary decision that nobody
needs to install spark arresters on railroads, then Xavier will
not have incentives to install (efficient) spark arresters. To put
it differently, such a legal standard would be insufficient
because it falls below the standard of the Hand Formula.

But a legal standard that exceeded, or perhaps even just
tended to exceed, the Hand Formula could well be efficient. If
spark arresters cost $5000 and fires cost $4000, but the legal
standard for negligence liability calls Xavier reasonable only if
he spends $5000 or more on spark arresters, then he would still
prefer to pay for the fires than for the (inefficient) spark
arresters. More generally, a negligence standard based on
broad social judgments (rather than narrower cost-benefit
tests) can give injurers efficient incentives if those social
judgments tend to require more precaution than a cost-benefit
test would suggest, thereby imposing a standard between
negligence and strict liability. For instance, consider a social

32

See Posner, A Theory of Negligence, supra note 9, at 32 (referring to the
Hand Formula as “one of the few attempts to give content” to the negligence standard).
% See POSNER, supra note 4, at 167-71.
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judgment that it is wrong, without a significant overriding
justification, to cause preventable fires through industrial
activity.” Based on that judgment and the numeric figures I
used above, a tort regime that holds Xavier liable for all
preventable fires caused by his railroad can be just as efficient
as a tort regime based exclusively on an economically conceived
negligence rule.”

Accordingly, what the early economic analysis of law
justified, even if all its assumptions about human behavior
were correct, is less than is often imagined. On its own terms,
the early analysis justified only two propositions: (1) that either
negligence or strict liability can give injurers efficient
incentives and (2) that an efficient negligence standard needs
to be at least as strict as the Hand Formula, but it could well be
stricter.” In short, the early economic analysis told us why we
need a legal standard that is at least as strict as negligence
liability, but it told us little more than this. Of course, this
point was probably not controversial; it is not clear that anyone
had seriously been arguing for modern tort rules that were
weaker than the Hand Formula. But while the early economic
analysis justifies at least that standard, it is important to
recognize that it would be a mistake to take the early analysis
as even slightly suggesting that no greater a standard would be
efficient. The early economic analysis is compatible with many
possible negligence standards, as long as they provide liability
when a Hand Formula analysis would.

% Cf Stephen G. Gilles, Inevitable Accident in Classical English Tort Law, 43
EMORY L.J. 575, 576-77 (1994) (suggesting that old English law imposed liability for
accidents that could have been prevented, rather than imposing liability only for those
that should have been prevented).

% My point in the text, more strictly, is that it is possible for a tort regime
with a higher standard than that of a negligence regime to be efficient. Not all such
regimes are necessarily efficient, however. Cooter and Ulen, in their textbook, give one
reason a legal regime with a standard higher than that of negligence could be
inefficient: it could encourage excess precaution when the legal standard is slightly
higher than that of the negligence standard, because injurers would prefer to pay for
slightly excess precautions rather than to pay for lower precautions plus the expected
cost of accidents. See COOTER & ULEN, supra note 1, at 356. Cooter and Ulen’s
conclusion appears to be too strong, however. They conclude that “[iln general, [the]
injurer’s precaution responds exactly to court errors in setting the legal standard under
a negligence regime.” Id. However, if the legal standard of conduct exceeds what they
call the “social optimum” standard sufficiently, it will typically be more efficient for
injurers to conform to that standard than to the legal standard. This is a technical
point, however, and further details concerning it are beyond the scope of this Article.

% See Posner, Strict Liability, supra note 29, at 221; Posner, A Theory of
Negligence, supra note 9, at 32; supra note 35 and accompanying text.
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With this background, we can now consider, in Part II,
more sophisticated modern economic conceptions of negligence
rules.

II. THE LIMITS OF MODERN FORMAL ECONOMIC
CONCEPTIONS OF NEGLIGENCE

In contrast to the early economic analysis discussed in
Part I, the arguments at the center of economic discussions of
tort law (and therefore a significant part of tort-law discussions
in the United States) are substantially more complex. They aim
to address a wider range of problems and to provide more
specific recommendations concerning when injurers should or
should not be liable for the harms they cause.

Robert Cooter and Steven Shavell have rearticulated, in
slightly different ways, the leading modern analysis of
negligence rules.” These rules depend on the recognition that
many torts cases potentially demand bilateral precaution,
which means that both injurers and victims (Xavier and
Yvonne) can take steps to reduce the likelihood or severity of
accidents. Recall that in Cooter’s example,

Xavier can reduce the harm to the corn by installing spark arresters,
by running the trains more slowly, or by running fewer trains. In a
like manner, Yvonne can reduce the harm by planting her corn
farther from the tracks, by planting cabbage instead of corn, or by
leaving the fields fallow.”

Not all cases involve bilateral precaution, but it is a
feature of many cases—more than most students initially
suppose when presented with the idea. A pedestrian afraid of
being hit by cars can avoid walking on sidewalks; a homeowner
afraid of airplanes falling from the sky can live in a location

" STEVEN SHAVELL, FOUNDATIONS OF ECONOMIC ANALYSIS 187-88 (2004);

Cooter, supra note 16, at 4.

% Cooter, supra note 16, at 5. The economic model that forms the basis of
both Cooter’s and Shavell’s restatements of the reasons that negligence rules are
efficient in cases of bilateral precaution appears to originate with John Prather Brown,
Toward an Economic Theory of Liability, 2 J. LEGAL STUD. 323, 347 (1973). Brown
recognized, interestingly, some features of the fragility of his model. For instance, he
observed: “The standard of care is critical, for, when it was changed to [a particular
alternative formulation], the identity between equilibrium and optimality was
destroyed.” Id. I develop further reasons the model is fragile in Section II.B, infra. For
ease of exposition, and to ensure that I respond to arguments in the forms in which
they remain influential, I address my discussion of bilateral precaution in the text to
Cooter’s and Shavell’s more recent formulations.

For further notes on the history of the economic analysis that informs
modern academic understanding of tort law, see SHAVELL, supra note 37, at 192-93.
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where fewer airplanes pass overhead; and so forth. In saying
that a case involves bilateral precaution, there is no inherent
moral or normative judgment; for instance, when economists
say that pedestrians can walk more safely, this does not mean,
on its own, that a pedestrian should do so or is at fault for not
doing s0.” To an economist, normative judgments depend on
costs. Accordingly, a pedestrian should, as a general matter,
walk more safely if doing so is less expensive, overall, than
asking drivers to drive more safely. Whether it is cheaper
might, of course, depend on complicated and possibly subjective
social calculations.

In this Part, I first, in Subpart A, lay out the modern
economic understanding of tort rules by explaining and
elaborating  Cooter’s and  Shavell’s analysis. This
understanding is based on two principles: (1) that negligence
rules provide bilateral threats of liability and (2) that activity
levels can generally inform liability decisions. In Subpart B, I
respond to the argument that negligence rules provide efficient
bilateral threats of liability, demonstrating that the economic
models that underlie the leading economic understanding are
exceedingly fragile and almost impossible to apply. In Subpart
C, I respond to the argument that activity levels can serve as a
principled way to assign the costs of accidents between two
innocent parties, showing that modern activity-levels
arguments are both narrow and unadministrable. In Subpart
D, I address further problems that apply generally to the Hand
Formula and similar attempts to conceive negligence solely
using economic models.

A. The Modern Understanding: Bilateral Liability Threats
and Activity Levels

1. Bilateral Precaution

The term bilateral precaution can refer to two slightly
different concepts, and it is important to keep them separate.
Consider again the case of Xavier (an injurer) and Yvonne (a
victim). In the example we have been using, both Xavier and
Yvonne can take precautions against railroad fires, and in that

* British comedian Jimmy Carr has used this distinction as a source of

humor. Discussing drunk driving, he says: “I think the people that make the drink-
driving ads should be forced to make an advert aimed specifically at pedestrians,
simply saying, ‘Pedestrians: Watch where you’re going; some of us have had a drink.”
DVD: Jimmy Carr: Comedian (Bwark Productions 2007).
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sense the available precautions are bilateral. But ordinarily,
economic analysis of bilateral-precaution cases assumes that
the case has an additional property—namely, that the optimal
mix of precautions to be taken in a given situation includes
some measures within Xavier’s control and others within
Yvonne’s control.” To say this differently, given the optimal set
of precautions that can be taken, the injurer will be able to
take at least one of those precautions more cheaply than the
victim, and the victim will be able to take at least one of those
precautions more cheaply than the injurer.” Throughout this
Article, when I refer to cases of bilateral precaution, I refer to
the second kind of case.

In bilateral-precaution cases, it is easy to see that rules
of either strict liability or no liability will, on economic grounds,
come up short. This is because rules of strict liability give
incentives for injurers to take precautions (but not victims),
and rules of no liability give incentives for victims to take
precautions (but not injurers). For example, in the case of
Xavier the railroader and Yvonne the cornfield owner, a rule of
strict liability would place the whole cost of fires on Xavier,
leading him to take precautions (spark arresters, slower trains,
or fewer trains) against fires if it is efficient for him to do so; by
contrast, a rule of no liability would place the whole cost of fires
on Yvonne, leading her to take precautions (growing corn
further away from the tracks, growing a crop more resistant to
fires, or not growing anything) against them if it is efficient for
her to do so. But in neither case will both Xavier and Yvonne—
assuming they are purely rational and self-interested, and
assuming that they have no other relevant incentives—take
precautions against fires.

The modern formal economic conception of negligence
rules in tort law attempts to address this problem in cases of
bilateral precaution—i.e., those where the only efficient mix of
precautions would come from both Xavier and Yvonne, the
injurer and the victim. In short, the modern understanding of

? See, e.g., COOTER & ULEN, supra note 1, at 341 (“[W]e consider the case in
which both the victim and injurer can take precaution, and efficiency requires both of
them to take it. We call this condition the assumption of bilateral precaution.”);
SHAVELL, supra note 37, at 182-83 (“[E]xamples can obviously be constructed in which
it is optimal only for injurers to take care or only for victims to take care (or for neither
to do so). These possibilities are not the focus [of the bilateral-precaution discussion].”).

‘! See Cooter, supra note 16, at 6 n.16 (“Some efficient precautions may cost
less when taken by one party or the other. Precaution is bilateral when at least one
such precaution for each party exists.”).
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negligence rules is that they provide efficient incentives to both
parties by making both think that they may be liable if they
don’t live up to their efficient standard of care. As Cooter says:

[TThe paradox [of encouraging both Xavier and Yvonne to behave
efficiently] can be resolved by adopting fault [i.e., negligence] rules
that assign responsibility for harm according to the fault of the
parties. To illustrate, a simple negligence rule requires the victim to
be compensated by the injurer if, and only if, the latter is at fault.
Under a simple negligence rule, Xavier will satisfy the legal
standard in order to avoid liability. Thus, if the legal standard
corresponds to the efficient level of precaution, Xavier’s precaution
will be efficient. Since Yvonne knows that she bears residual
responsibility, she internalizes the costs and benefits of precaution;
therefore, her incentives are efficient. Thus, if the legal standard of
fault corresponds to the efficient level of care, both parties will take
efficient precaution.”

Shavell puts it similarly:

As in the unilateral model, if the courts choose due care to equal the
socially optimal level [i.e., if negligence is set via the Hand Formula],
then injurers will be led to take due care. Victims too will be induced
to take the optimal level of care because they will bear their losses if
injurers take due care. (Drivers will be led to take due care; and
knowing that they will bear their losses, bicyclists [that the drivers
might hit] will decide to take appropriate care.)®

In other words, a negligence rule appears to encourage injurers
to take whatever precautions are efficient for them to take. But
then, because victims will expect injurers to take these
precautions and thus avoid liability, the victims will fear that
they’re going to suffer the costs of accidents themselves. As a
result, the victims, too, will take efficient precautions.

For those without economic training, what economists
mean when they refer to some precautions that victims can
take may seem counterintuitive. Why is it a “precaution” for
Yvonne, for example, to avoid growing anything in her fields at
all? The answer is that by not growing corn, she prevents any
social waste that comes from investing in corn. A fire to an
empty field might well cause no “harm.” By not planting
anything in her field, Yvonne is able to remove the possibility
that fires caused by trains will cause her to waste money in
growing corn that will simply be burned down. Of course, by
not planting anything, Yvonne presumably suffers some loss

“ Cooter, supra note 16, at 6-7.

“  SHAVELL, supra note 37, at 185-86.
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because her field is not being put to productive use. But to an
economist, this loss is exactly the same kind of loss that Xavier
himself would suffer by having to install spark arresters (or to
run fewer trains). In other words, Xavier and Yvonne interact
to cause a social loss, even if Xavier is the one whose sparks
cause fires in Yvonne’s fields. Stripped of all moral dimensions
and other kinds of social judgments, both parties simply face
potential costs from two sources: (1) planning in advance of an
accident in order to reduce the expected harm from it, and (2)
either harm from the accident (in Yvonne’s case) or a
requirement to pay for harm from the accident (in Xavier’s
case).”

An example of the economists’ overall argument about
negligence rules’ effects on bilateral precaution may be in
order. Suppose that in the case of Xavier and Yvonne, two
precautions are said to be optimal: as the cheapest mix of
accident-avoidance and harm-avoidance, imagine that it is
efficient (1) for Xavier to install spark arresters at a cost of
$1200 and (2) for Yvonne to avoid planting corn within ten feet
of the railroad track, and instead to install nonflammable
rubber in that space at a cost of $800 (which includes both the
cost of the rubber and the cost of the forgone corn). Why would
such a mix be optimal? Just for the sake of the hypothetical,
suppose that fires are hugely expensive, causing $40,000 worth
of damages. Now, also suppose that if Yvonne didn’t leave a
buffer of ten feet, Xavier would have to install super-safe spark
arresters at a cost of $8000 in order to prevent fires. But
suppose, conversely, that if Xavier didn’t install any spark
arresters, Yvonne would have to leave a buffer of fifty feet, at a
cost of $6000 (as a result of the greater amount of forgone

* Brown’s formalization of the case he describes is a clear and helpful aid to

the intuitions that underlie economists’ understanding of the bilateral tort model:

Consider a small device, a black box, which is attached to some otherwise
useful object such as a railway crossing, an airplane, or a sidewalk. The only
function of the device is to emit a bill for a large amount of money from time
to time, so we shall call it a liability generator. . . .

On the liability generator are two controls, X and Y. . . . Increasing
either or both increases the probability that the accident will be avoided . . . .
Examples of what will be meant here by controls are built-in safety devices
and careful driving in the railway crossing case, defect-free radar and careful
flying in the airplane case, and shoveling snow and careful walking in the
sidewalk case.

Brown, supra note 38, at 324. The description shows the economic symmetries between
victims and injurers in a case of bilateral precaution.
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corn), to prevent the huge costs of fires. Given this mix, the
particular efficient state of affairs is for both Xavier and
Yvonne to spend some money on precautions.

According to Cooter and Shavell, under a negligence
regime both Xavier and Yvonne can be encouraged to take
these precautions, in this case. This is because, if the legal
standards for negligence are set correctly, they believe both
Xavier and Yvonne will be afraid of suffering the $40,000 harm
from fires if they don’t take the relatively cheap—and more
importantly, optimal—precautions available to them. So they
both will do so, and together they will create a social surplus
(over other scenarios in which money is wasted either on
precautions or on fires).

It sounds attractive enough. And on the surface, the
models appear to work out the way that Cooter and Shavell
suggest. But beneath the surface, the models face significant
technical problems that prevent them from being applied
determinatively in at least many kinds of tort cases. I will
describe those problems in Subpart B, infra. But first, it will be
helpful to explain the other central features of the modern
understanding of liability rules in tort law.

2. Residual Liability

Even if negligence rules could be implemented in a way
that encourages efficient bilateral precaution, there remains an
incompleteness in the model: what happens when both parties
live up to their efficient standard of care? Just as under the
early, straightforward economic models, which suggested that
both negligence rules and strict-liability rules could encourage
efficient precaution, the bilateral-precaution model is
consistent with assigning the cost of accidents either to injurers
or to victims when both act reasonably.

To see why this is so, consider that an ordinary rule of
negligence is symmetric with a rule of “strict liability with a
defense of contributory negligence.”” If a rule of simple
negligence encourages an injurer to take precautions, and then
encourages a victim to take precautions because the injurer
avoids liability and leaves the victim holding the bill, then a
rule of strict liability combined with contributory negligence
can do something very similar, but opposite in one important

45

184-87.

COOTER & ULEN, supra note 1, at 346; see also SHAVELL, supra note 37, at
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way. Specifically, it can serve as a threat of liability to both
parties, causing both of them to behave efficiently, but then
leave the injurer (instead of the victim) responsible for any
harms that occur.”

So, for instance, in our last example, Xavier and Yvonne
might both be encouraged to take small precautions. But if a
large spark occurs from the railroad and causes a fire anyway,
Yvonne will suffer the harm under a negligence rule: both
parties met their standard, and Yvonne cannot claim in court
that Xavier was negligent. Under a strict-liability regime that
incorporates a defense of contributory negligence, by contrast,
Xavier will have to pay for Yvonne’s harm in such a case.

Given this symmetry, how can we distinguish among
the potential rules? Indeed, there are not just two possible
rules. In addition to (1) negligence and (2) strict liability with a
defense of contributory negligence, other possibilities that lead
to similar results (because they all achieve bilateral liability
threats in theory) are (3) negligence with a defense of
contributory negligence, and (4) comparative negligence.”
Perhaps surprisingly, the economic analysis of all these rules—
including comparative negligence—is essentially the same, at
least in the basic cases I have outlined here.® The supposed
incentives are the same; the only difference is who ends up
with the cost of accidents that occur when everyone behaved
efficiently (nonnegligently).

Nothing in the analysis of bilateral precautions lets us
distinguish, then, between these various possible tort regimes.*
A different kind of analysis needs to serve that role, and in the

" The liability threats under such a regime work as follows: the victim will

take efficient precautions knowing that if she doesn’t, she will be held liable because
the injurer will be able to show that the victim was contributorily negligent. But then
the injurer will fear liability himself, because the victim has behaved properly and the
rule is one of strict liability. So the injurer will take efficient precautions too. The
mechanism by which the incentives operate is simply the mirror image of a negligence
regime’s.
“" See COOTER & ULEN, supra note 1, at 344-47; SHAVELL, supra note 37, at
184-89. Both Cooter and Shavell explain how these rules achieve similar bilateral
liability threats, which should not be a surprise: the mechanism is essentially the same
under all these regimes.

“ For a more complete economic analysis, see Robert D. Cooter & Thomas S.
Ulen, An Economic Case for Comparative Negligence, 61 N.Y.U. L. REV. 1067, 1070-71
(1986) (arguing that comparative negligence is superior to other negligence-based rules
only when parties face particular informational limitations).

“ Cf COOTER & ULEN, supra note 1, at 348 (“[Tlhe . . . model [of bilateral
liability threats] provides a policy reason to prefer a negligence rule whenever
precaution is bilateral. The simple model does not, however, provide a reason for
preferring one form of the negligence rule to another.”).
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modern economic understanding of tort law, it comes from an
analysis of activity levels.

3. Activity Levels

To figure out whether a rule of negligence is more
efficient than a rule of strict liability (with a defense of
contributory negligence)—which is to say, to figure out who
should bear the cost of an accident when both injurers and
victims have behaved reasonably (nonnegligently)—economists
have turned to an understanding of activity levels, as pioneered
by Shavell.” The concept is simple, though perhaps unfamiliar
to most lawyers. As Shavell originally put it:

By definition, under the negligence rule all that an injurer needs to
avoid the possibility of liability is to make sure to exercise due care if
he engages in his activity. Consequently he will not be motivated to
consider the effect on accident losses of his choice of whether to engage
in his activity or, more generally, of the level at which to engage in his
activity; he will choose his level of activity in accordance only with
the personal benefits so derived. But surely any increase in his level
of activity will typically raise expected accident losses (holding
constant the level of care). Thus he will be led to choose too high a
level of activity; the negligence rule is not “efficient.”

Consider the activity of driving.” Under a negligence
regime, drivers are encouraged to drive safely (because if they
don’t, they have a greater risk of being held liable for their
dangerousness). If they drive safely—that is, if they are
confident that they will always be able to drive safely—then
they know that they won’t be held liable for car accidents. But
if their very decision to drive increases the likelihood of
accidents—after all, more cars will be on the road if more
people drive, there will likely be more congestion, and perhaps
some accidents to pedestrians arise even when both drivers and
pedestrians behave safely—then they will drive too much, even
while driving safely.

Of course, it is reasonable to wonder why courts would
not simply judge drivers negligent if they drive too often, if
indeed excessive driving increases the risks of accidents. For
instance, a driver out “on a mere whim™ could be held liable

50

See Shavell, Strict Liability, supra note 10, at 2.

A

® This example—now standard in the activity-levels literature—is drawn
from Shavell. See id. at 2-3.

* Id. at 2.
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more readily than an ambulance on an urgent errand, even if
both drivers were handling their vehicles with similar care. Or
a driver on a trip with virtually no social utility could be judged
negligent, when he gets into an accident, merely for being out
on the road. But courts do not make determinations like these
in practice, and in general it would be difficult for them to do
so. I return to problems concerning the distinction between
individual choices and activity levels in Part I1.D.1, infra.

Modern law-and-economics scholars relate an
understanding of activity levels to liability judgments in the
following way: they argue that, when both the injurer and the
victim behave nonnegligently, liability should be assigned to
the party whose choices about activity level have a greater
chance to reduce accidents efficiently. Thus, for instance,
Cooter and Ulen write as follows: “Usually one party’s activity
level affects accidents more than the other party’s activity
level. Efficiency requires choosing a liability rule so that the
party whose activity level most affects accidents bears the
residual cost of accidental harm.” Shavell puts it similarly,
although perhaps in a way that accommodates broader
considerations: “Strict liability [with a defense of contributory
negligence] will result in greater social welfare [than a rule of
negligence] if it is more important for society to control
injurers’ levels of activity than victims’.””

As an example, consider the kinds of “abnormally
dangerous” activities described in the Restatement (Second) of
Torts.” In destroying buildings with dynamite, it appears (at
least on the surface) that those using dynamite influence the
likelihood of harm more via their choice of activity level than
those who operate stores on nearby streets. To summarize the
modern economic approach to tort cases, analyzing this case
would work as follows: (1) both store owners and blasters can
take precautions against harm from dynamite in a variety of
ways, and the case is accordingly one of bilateral precaution;
(2) as a result, in terms of basic precautions, any negligence-
based rules (including either (a) negligence or (b) strict liability
with a defense of contributory negligence) will be optimal; (3) to
choose between them, we note that blasters’ activity levels
influence accident costs more than store owners’; (4) as a

* COOTER & ULEN, supra note 1, at 349.

SHAVELL, supra note 37, at 202.
RESTATEMENT (SECOND) OF TORTS § 520 (1977).

55

56
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result, the efficient rule is strict liability with a defense of
contributory negligence.

Having laid out this modern economic understanding,
my goal now is to demonstrate why it comes up short if its goal
is to justify or recommend particular legal rules. In Subpart B,
I address the problems with the basic bilateral-precaution
model, arguing that it insufficiently justifies negligence rules in
the first place. In Subpart C, I demonstrate that even if we
assume that negligence rules (including strict liability with a
defense of contributory negligence) are efficient, activity-level
arguments—at least as understood economically—are of little
help in choosing among them. As a result, economics remains
of perhaps surprisingly little help in determining when to
assign tort liability. In Subpart D, I address a variety of other
issues that affect the applicability of the reigning economic
models, showing that fundamentally noneconomic social
judgment, rather than discrete economic cost-benefit tests,
would be needed even if the models otherwise worked as
economists intend.

B. The Limits of Models of Bilateral Liability Threats

As 1 have noted, there are two central features of the
modern economic understanding of negligence rules: (1)
bilateral threats of liabi