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The advance credit, sanctioned by Minnesota Statute 8604.01 provides a mechanism for
an insured to settle a claim to the extent of any personal liability without simultaneously
jeopardizing available insurance coverage.

The “advance credit settlement device” can supplement the Miller — Shugart and the
Drake — Ryan agreements as a means for an insured to deal with a recalcitrant insurer who wants
to take a matter to trial.

The Miller — Shugart, of course, permits an insured to stipulate to the entry of a confessed
judgment, collectable only from available insurance proceeds. See Miller v. Shugart, 316
N.W.2d 729 (Minn. 1982),

A Drake — Ryan settlement permits a primary carrier to settle without jeopardizing excess
insurance coverage that might otherwise be available. See Drake v. Ryan, 514 N.W.2d 785, 788
(Minn. 1994).

Neither a Miller — Shugart nor a Drake — Ryan agreement really fits the following
scenario.

Insured and uninsured claims are made against an insured. In addition to the personal
exposure that the insured has to the uninsured claims there may also be potential excess exposure
to the insured claims.

Although the presence of uninsured claims raises the possibility of a Miller — Shugart
settlement, the extension of coverage to the clearly insured claims makes the execution of Miller
— Shugart (with its requisite “stipulated judgment”) a risky proposition.

The insured is willing to compromise and pay the uninsured and excess claims against it.
However, the insurer wants to actively defend, perhaps based on the statute of limitations or
another attractive defense.

The claimant is wary of a partial settlement of the insured’s uninsured and excess
exposure lest there be a violation of the cooperation clause which might, arguably, derail
coverage for the covered parts of the claim.

What to do?



Enter the “advance credit settlement device.”
Minnesota Statute 8604.01 provides in relevant part:

Subd. 2. Personal injury or death; settlement or payment. Settlement with or any
payment made to an injured person or to others on behalf of such injured person with the
permission of such injured person or to anyone entitled to recover damages on account of
injury or death of such person shall not constitute an admission of liability by the person
making the payment or on whose behalf payment was made.

Subd. 3. Property damage or economic loss; settlement or payment. Settlement with
or any payment made to a person or on the person's behalf to others for damage to or
destruction of property or for economic loss does not constitute an admission of liability
by the person making the payment or on whose behalf the payment was made.

Subd. 4. Settlement or payment; admissibility of evidence. Except in an action in
which settlement and release has been pleaded as a defense, any settlement or payment
referred to in subdivisions 2 and 3 shall be inadmissible in evidence on the trial of any
legal action.

Subd. 5. Credit for settlements and payments; refund. All settlements and payments
made under subdivisions 2 and 3 shall be credited against any final settlement or
judgment; provided however that in the event that judgment is entered against the person
seeking recovery or if a verdict is rendered for an amount less than the total of any such
advance payments in favor of the recipient thereof, such person shall not be required to
refund any portion of such advance payments voluntarily made. Upon motion to the court
in the absence of a jury and upon proper proof thereof, prior to entry of judgment on a
verdict, the court shall first apply the provisions of subdivision 1 and then shall reduce
the amount of the damages so determined by the amount of the payments previously
made to or on behalf of the person entitled to such damages.

Instances may arise where insurance coverage is in doubt even though the insurance
company is defending under a reservation of rights.

An insured faced with settling its” own uninsured, and even excess, exposure can
negotiate and compromise that personal exposure without jeopardizing the insurance coverage
that is available through use of the following language in the settlement documents.

It is hereby stipulated and agreed by and between John Doe and Roger and Mary Roe as
follows:

1. John Doe (“claimant”) has alleged damages as a result of the conduct of Roger
and Mary Roe (“the settling parties”);

2. The settling parties have denied liability.
3. The Settling Parties have agreed to make a payment to the claimant in the amount

of Thousand and no /100 dollars ($ ), said payment to be
made within 15 days of the execution of this Agreement.



4. The claimant and the settling parties agree that this payment shall:
a. be made pursuant to Minn. Stat. § 604.01;

b. be inadmissible in evidence in the trial of any legal action by the claimant
and the settling parties;

C. be credited against any final settlement or judgment in such an action;

d. provided however that in the event that judgment is entered in favor of the
settling parties, or if judgment is entered against the settling parties for an
amount less than Thousand and no /100 dollars ($

) the claimant shall not be required to refund any portion of

the Thousand and no /100 dollars ($ ) paid to

the claimant.

5. The claimant specifically reserves any and all claims which he may have against
the settling parties up to the limits of any insurance coverage determined to apply
on behalf of the settling parties and specifically agrees that he will satisfy any
judgment which he may recover against the settling parties in excess of

Thousand and no /100 dollars ($ ) only out of

the proceeds of any insurance coverage determined to apply on behalf of the

settling parties.

6. It is further understood and agreed that the amount, but not the fact, of settlement
is to be confidential.

Although it might be possible to use a traditional Miller — Shugart settlement when faced
with a partial denial of coverage, the law is not as settled as one may like. See, Sargent v.
Johnson, 551 F.2d 221 (8" Cir. 1977) (Miller — Shugart route is cut off when an insurance
company agrees to defend, albeit under a reservation of rights and agrees that there may be some
coverage under the policy); cf., Koehnen v. Herald Fire Ins. Co., 89 F.3d 525 (8" Cir. 1996)
(insured defended by one insurer may not enter in to Miller-Shugart settlement stipulating that a
judgment be paid by another insurer); Vetter v. Subotnik, 844 F.Supp. 1352 (D.Minn.
1992)(ability to enter in to Miller-Shugart settlement not cut off when insurer defends under a
full reservation of rights to later deny coverage)

Use of the advance credit settlement provides another tool in defense counsel’s toolbox
for the appropriate resolution of claims against an insured client.

Michael J. Ford
Krista L. Durrwachter
James S. McAlpine
Quinlivan & Hughes, P.A.
St. Cloud, Minnesota
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Introduction.

During rush hour on August 1, 2007 the Interstate 35W bridge crossing the
Mississippi River collapsed killing thirteen people and injuring approximately 100
others.

On October 36, 2007 the Joint House/Senate Subcommittee on Claims wrote
to the Minnesota State Bar Association (MSBA) requesting testimony on legal
issues arising out of the bridge collapse.’

The Subcommittee has separately requested testimony from the Minnesota
Association for Justice (MAJ) and at the urging of the MSBA has exténdcd a
similar invitation to the Minnesota Defense Lawyers Association (MDLA).

Both the MDLA and the MAJ are afﬁiiated, but separate,’ bar organizations

within the larger I\’»/ISBA.2 The MAJ can be expected to bring the perspective of

' This correlates with one of the missions of the MSBA, “To provide a forum for the discussion of subjects
pertaining 1o the practice of law, the science of jurisprudence and law reform, and to publish information relating
thereto.”
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attorneys engaged in the representation of the survivors of the bridge collapse to
the Subcommittee. The MDLA will most likely provide testimony from the
perspective of those engaged in the defense of civil litigation claims.

The MSBA perspective.

The MSBA is a voluntary association of most, albeit not all, of the attofneys
licensed to practice law in the State of Minnesota.

Given the fact that many of its” members have responsibilities to clients with
differing interests, it is often difficult for the MSBA to speak with one voice with
respect to issues of public interest, sucﬁ as this.”

Presumably the Subcommittee will learn from the MAJ, the MDLA and
other participants in the November 9™ hearing the differing perspectives that exist
on most, and perhaps all, of the lega} issues arising out of the bridge collapse.

The charge of the Subcommittee.

* Such affiliations are also part of the over all mission of the MSBA, “To organize into the MSBA the entire bench
and bar of Minnesota and correlate the activities of the affiliated associations.”

3 The Bylaws of the MSBA provide that: No report, recommendation, or other action of any section or committee

shall be considered as the action of the MSBA unless and until it has been approved by the Assembly. No amicus
brief shall be considered the action'of the MSBA unless or until it has been approved by the Council. The President
or the President's designee shall present the report, recommendation, amicus brief, or other action of the MSBA
when approved. No other member or employee may present the report, recommendation, amicus brief or other
action of the MSBA without prior authorization from the President. (MSBA Bylaws Article 14.2); The President or
President's designee shall present the position of the MSBA as approved by the Assembly on such legislation and
court rules. The President or President's designee shall have the authority to agree to-and support amendments and
substitute legislative proposals which are consistent with positions.previously adopted by the Assembly. (MSBA
Bylaws Article 13.2).
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Notwithstanding the forgoing comments, there still remains the fact that the
Subcommittee has requested, and needs, informed opinions on two crucial issues
confronting the legislature with respect to what happened on August 1% of this
year.

First, what is the likely outcome of the tort system‘;s resolution of claims
arising out of the Interstate 35W bridge collapse?

Second, given the likely answer to the first question, should Minnesota
create a special compensation fund to respond to the claims arising out of that
collapse?’

MSBA position on the civil justice system

Although the MSBA cannot speak with one voice with respect to the two
issues raised by the Subcommittee, the Association can éieariy advocate for an
issue that is implied, if not directly contained, within those two issues.

The civil justice system is sometimes attacked as being unable to respond
appropriately to claims such as may arise out of the Interstate 35W bridge collapse.

It is and has been the position of the MSBA that the civil justice system

includes the right to trial by jury without arbitrary limits on damages.

“ The MSBA understands that the Subcommittee has made or is making available to it information on the mechanics
of a special compensation fund from other jurisdictions, to include the Federal government.
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The Subcommittee should recall that under the civil justice system that has
developed in this country, and this State, damages can generally only be recovered
when a finding of “negligence” is made, fypically by a jury.

Negligence, in turn, requires (a} a duty of care; (b) breach of that duty; (c)
which breach causes harm; and (d) for which the breach is proximate, or not too
remote a cause, of the harm.

In the case of the Interstate 35W bridge collapse that will require a searching
inquiry of what was done, or not done, that might have led to, or prevented, the
collapse of the bridge on August 1, 2007.

The effort to determine the cause of the bridge collapse will likely have a
number of salutary effects.

First, it fixes responsibility for the collapse so that a determination can be
made as to whether those found responsible should compensate the survivors.

Second, the very effort of determining that responsibility within the context
of a civil justice claim will likely lead to changes in bridge design and maintenance

to forestall future such catastrophes.
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Third, the existence of the possibility of tort liability can and often does
cause people, and governments, to be more cautious and careful in their everyday
activities.’

To the extent that the Subcommittee, or the Legislature, should consider
responses to the Interstate 35W bridge collapse that would restrict the civil justice
system from working as it is intended, those options should be carefully
considered.

Conclusion

The Subcommittee is to be commended for seeking a wide range of views to
inform it with respect to the proper response by the State of Minnesota to the
Interstate 35W bridge collapse.

During preparation for this hearing the MSBA has come to understand that
the Sﬁbcommittee has sought testimony from the Minnesota Departments of
Transportation and Administration, the Attorney General’s office, survivors of the
bridge collapse, counsel involved in the representation of survivors and the

aforementioned plaintiffs*® and defense lawyers’” specialty bar associations.

e,

However, absent from that list are associations representing subordinate o
units of government such as the Counties, Cities and Townships who may well be /} 7':
s
_—

3 See, Coase, “The Problem of Social Cost,” Journal of Law and Economics {October 1960).
® The Minnesota Association of Justice, or MAJ.

” The Minnesota Defense Lawyers Association, or MDLA.
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affected by any change to the Minnesota civil justice system as that relates to
claims against the State.

Presumably. and hopefully, the Subcommittee and the Legislature will
involve those subordinate units of government in any discussion relating to
changes in the way claims against the government are handled.

Respectfully submitted,

Michael J. Ford
President Elect
Minnesota State Bar Association

Appendix:
Coase, “The Problem of Social Cost,” Journal of Law and Economics (October

1960)
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The Problem of Social Cost

Ronald H. Coase

Ronald H. Coase is Professor of Economics at the University of
Chicago. This paper is from the Jowrnal of Law and Economics
(October 1960).

L. The Problem to Be Examined’

This paper is concerned with those actions of business firms which have harmful effects
on others. The standard example is that of a factory the smoke from which has harmful
effects on those occupying neighboring properties. The economic analysis of such a
situation has usually proceeded in terms of a divergence between the private and social
product of the factory, in which economists have largely followed the treatment of Pigou
in The Economics of Welfare. The conclusions to which this kind of analysis seems to
have led most economists is that it would be desirable to make the owner of the factory
liable for the damage caused to those injured by the smoke, or alternatively, to place a tax
on the factory owner varying with the amount of smoke produced and equivalent in
money terms to the damage it would cause, or finally, to exclude the factory from
residential districts (and presumably from other areas in which the emission of smoke
would have harmful effects on others). It is my contention that the suggested courses of
action are inappropriate, in that they lead to results which are not necessarily, or even
usually, desirable.

1I. The Reciprocal Nature of the Problem

The traditional approach has tended to obscure the nature of the choice that has to be
made. The question is commonly thought of as one in which A inflicts harm on B and
what has to be decided is: how should we restrain A? But this is wrong. We are dealing
with a problem of a reciprocal nature. To avoid the harm to B would inflict harm on A.
The real question that has to be decided is: should A be allowed to harm B or should B be
allowed to harm A? The problem is to avoid the more serious harm. I instanced in my
previous article’ the case of a confectioner the noise and vibrations from whose
machinery disturbed a doctor in his work. To avoid harming the doctor would inflict harm
on the confectioner. The problem posed by this case was essentially whether it was
worth while, as a result of restricting the methods of production which could be used by
the confectioner, to secure more doctoring at the cost of a reduced supply of
confectionery products. Another example is afforded by the problem of straying cattle
which destroy crops on neighboring land. If it is inevitable that some cattle will stray, an

! This article, although concerned with a technical problem of economic analysis, arose out of the. study of
the Political Economy of Broadcasting which I am now conducting. The argument of the present article was
implicitin a previous article dealing with the problem of allocating radio and television frequencies ("The
Federal Communications Commission," J. Law and Econ., IT (19591) but comments which I have received
seemed to suggest that it would be desirable to deal with the question in a more explicit way and without
reference to the original problem for the solution of which the analysis was developed.

*'Coase, "The Federal Communications Commission," J. Law and Econ., 11 (1959), 26-27.



2D

increase in the supply of meat can only be obtained at the expense of a decrease in the
supply of crops. The nature of the choice is clear: meat or crops. What answer should be
given is, of course, not clear unless we know the value of what is obtained as well as the
value of what 1is sacrificed to obtain it. To give another example, Professor George J.
Stigler instances the contamination of a stream’. If we assume that the harmful effect of
the pollution is that it kills the fish, the question to be decided is: is the value of the fish
lost greater or less than the value of the product which the contamination of the stream
makes possible. It goes almost without saying that this problem has to be looked at in
total and at the margin.

II1. The Pricing System with Liability for Damage

I propose to start my analysis by examining a case in which most economists would
presumably agree that the problem would be solved in a completely satisfactory manner:
when the damaging business has to pay for all damage caused and the pricing system
works smoothly (strictly this means that the operation of a pricing system is without
cost).

A good example of the problem under discussion is afforded by the case of straying cattle
which destroy crops growing on neighboring land. Let us suppose that a farmer and a
cattle-raiser are operating on neighboring properties. Let us further suppose that, without
any fencing between the properties, an increase in the size of the cattle-raiser's herd
increases the total damage to the farmer's crops. What happens to the marginal damage as
the size of the herd increases is another matter. This depends on whether the cattle tend
to follow one another or to roam side by side, on whether they tend to be more or less
restless as the size of the herd increases, and on other similar factors. For my immediate
purpose, it is immaterial what assumption is made about marginal damage as the size of
the herd increases.

To simplify the argument, I propose to use an arithmetical example. I shall assume that

the annual cost of fencing the farmer's property is $9 and that the price of the crop is $1

per ton. Also, I assume that the relation between the number of cattle in the herd and the
_annual crop loss is as follows:

Crop Loss per

Number in Herd Annual Crop Loss Additional
(Steers) (Tons) Steer (Tons)

1 1 1

Z 3 2

3 6 3

4 10 4

Given that the cattle-raiser is liable for the damage caused, the additional annual cost
imposed on the cattle-raiser if he increased his herd from, say, two to three steers is $3

* G. J. Stigler, The Theory of Price, p. 105 (1952 ) .
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and in deciding on the size of the herd, he will take this into account along with his other
costs. That is,, he will not increase the size of the herd unless the value of the additional
meat produced (assuming that the cattle-raiser slaughters the cattle) is greater than the
additional costs that this will entail, including the value of the additional crops destroyed.
Of course, if, by the employment of dogs, herdsmen, airplanes, mobile radio, and other
means, the amount of damage can be reduced, these means will be adopted when their
cost is less than the value of the crop which they prevent being lost. Given that the
annual cost of fencing is $9, the cattle-raiser who wished to have a herd with four steers
or more would pay for fencing to be erected and maintained, assuming that other means
of attaining the same end would not do so more cheaply. When the fence is erected, the
marginal cost due to the liability for damage becomes zero, except to the extent that an
increase in the size of the herd necessitates a stronger and therefore more expensive fence
because more steers are liable to lean against it at the same time. But, of course, it may be
cheaper for the cattle-raiser not to fence and to pay for the damaged crops, as in my
arithmetical example, with three or fewer steers.

It might be thought that the fact that the cattle-raiser would pay for all crops damaged
would lead the farmer to increase his planting if a cattle raiser were to occupy the
neighboring property. But this is not so. If the crop was obviously sold in conditions of
perfect competition, marginal cost was equal to price for the amount of planting
undertaken and any expansion would have reduced the profits of the farmer. In the new
situation, the existence of crop damage would mean that the farmer would sell less on the
open market but his receipts for a given production would remain the same, since the
cattle-raiser would pay the market price for any crop damaged. Of course, if cattle-raising
commonly involved the destruction of crops, the coming into existence of a cattle-raising
industry might raise the price of the crops involved and farmers would then extend their
planting. But I wish to confine my attention to the individual farmer.

I have said that the occupation of a neighboring property by a cattle raiser would not
cause the amount of production, or perhaps more exactly the amount of planting, by the
farmer to increase. In fact, if the cattle raising has any effect, it will be to decrease the
amount of planting. The reason for this is that, for any given tract of land, if the value of
the crop damaged is so great that the receipts from the sale of the undamaged crop are less
than the total costs of cultivating that tract of land, it will be profitable for the farmer and
the cattle-raiser to make a bargain whereby that tract of land is left uncultivated. This can
be made clear by means of an arithmetical example. Assume initially that the value of the
crop obtained from cultivating a given tract of land is $12 and that the cost incurred in
cultivating this tract of land is $10, the net gain from cultivating the land being $2. I
assume for purposes of simplicity that the farmer owns the land. Now assume that the
cattle-raiser starts operations on the neighboring property and that the value of the crops
damaged is $1. In this case $11 is obtained by the farmer from sale on the market and $1 is
obtained from the cattle-raiser for damage suffered and the net gain remains $2.
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Now suppose that the cattle-raiser finds it profitable to increase the size of his herd, even
though the amount of damage rises to $3; which means that the value of the additional
meat production is greater than the additional costs, including the additional $2 payment
for damage. But the total payment for damage is now $3. The net gain to the farmer from
cultivating the land is still $2. The cattle-raiser would be better off if the farmer would
agree not to cultivate his land for any payment less than $3. The farmer would be
agreeable to not cultivating the land for any payment greater than $2. There is clearly
room for a mutually satisfactory bargain which would lead to the abandonment of
cultivation®. But the same argument applies not only to the whole tract cultivated by the
farmer but also to any subdivision of it. Suppose, for example, that the cattle have a
well-defined route, say, to a brook or to a shady area. In these circumstances, the amount
of damage to the crop along the route may well be great and if so, it could be that the
farmer and the cattle-raiser would find it profitable to make a bargain whereby the farmer
would agree not to cultivate this strip of land.

But this raises a further possibility. Suppose that there is such a well defined route.
Suppose further that the value of the crop that would be obtained by cultivating this strip
of land is $10 but that the cost of cultivation is $11. In the absence of the cattle-raiser, the
land would riot be cultivated. However, given the presence of the cattle-raiser, it could
well be that if the strip was cultivated, the whole crop would be destroyed by the cattle.
In which case, the cattle-raiser would be forced to pay $10 to the farmer. It is true that
the farmer would lose $1. But the cattle-raiser would lose $10. Clearly this is a situation
which is not likely to last indefinitely since neither party would want this to happen. The
aim of the farmer would be to induce the cattle-raiser to make a payment in return for an
agreement to leave this land uncultivated. The farmer would not be able to obtain a
payment greater than the cost of fencing off this piece of land nor so high as to lead the
cattle-raiser to abandon the use of the neighboring property. What payment would in fact
be made would depend on the shrewdness of the farmer and the cattle-raiser as bargainers.
But as the payment would not be so high as to cause the cattle-raiser to abandon this
location and as it would not vary with the size of the herd, such an agreement would not
affect the allocation of resources but would merely alter the distribution of income and
wealth as between the cattle-raiser and the farmer.

“ The argument in the text has proceeded on the assumption that the alternative to cultivation of the crop is
abandonment of cultivation altogether. But this need not be so. There may be crops which are less liable to
damage by cattle but which would not be as profitable as the crop grown in the absence of damage. Thus, if
the cultivation of a new crop would yield a return to the farmer of $1 instead of $2, and the size of the herd
which would cause $3 damage with the old crop. would cause $1 damage with the new crop, it would be
profitable to the cattle-raiser to pay any sum less than $2 to induce the farmer to change his crop (since this
would reduce damage liability from 33 to $1) and it would be profitable for the farmer fo do so if the
amount received was more than, $1 (the reduction in his return caused by switching crops). In fact, there
would be room for a mutually satisfactory bargain in all cases in which a change of crop would reduce the
amount of damage by more than it reduces the value of the crop (excluding damage)-in all cases, that is, in
which a change in the crop cultivated would lead to an increase in the value of production.
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I think it is clear that if the cattle-raiser is liable for damage caused and the pricing system
works smoothly, the reduction in the value of production elsewhere will be taken into
account in computing the additional cost involved in increasing the size of the herd. This
cost will be weighed against the value of the additional meat production and, given perfect
competition in the cattle industry, the allocation of resources in cattle-raising will be
optimal. What needs to be emphasized is that the fall in the value of production
elsewhere which would be taken into account in the costs of the cattle-raiser may well be
less than the damage which the cattle would cause to the crops in the ordinary course of
events. This is because it is possible, as a result of market transactions, to discontinue
cultivation of the land. This is desirable in all cases in which the damage that the cattle
would cause, and for which the cattle-raiser would be willing to pay, exceeds the amount
which the farmer would pay for the use of land.

In conditions of perfect competition, the amount which the farmer would pay for the use
of the land 1s equal to the difference between the value of the total production when the
factors are employed on this land and the value of the additional product yielded in their
next best use (which would be what the farmer would have to pay for the factors). If
damage exceeds the amount the farmer would pay for the use of the land, the value of the
additional product of the factors employed elsewhere would exceed the value of the total
product in this use after damage is taken into account. It follows that it would be,
desirable to abandon cultivation of the land and to release the factors employed for
production elsewhere.

A procedure which merely provided for payment for damage to the crop caused by the
cattle but which did not allow for the possibility of cultivation being discontinued would
result in too small an employment of factors of production in cattle-raising and too large
an employment of factors in cultivation of the crop. But given the possibility of market
transactions, a situation in which damage to crops exceeded the rent of the land would not
endure. Whether the cattle-raiser pays the farmer to leave the land uncultivated or himself
rents the land by paying the land-owner an amount slightly greater than the farmer would
pay (if the farmer was him-self renting the land), the final result would be the same and
would maximize the value of production. Even when the farmer is induced to plant crops
which it would not be profitable to cultivate for sale on the market, this will be a purely
short-term phenomenon and may be expected to lead to an agreement under which the
planting will cease. The cattle-raiser will remain in that location and the marginal cost of
meat production will be the same as before, thus having no long-run effect on the
allocation of resources.

IV. The Pricing System with No Liability for Damage

I now turn to the case in which, although the pricing system is assumed to work
smoothly (that is, costlessly), the damaging business is not liable for any of the damage
which it causes. This business does not have to make a payment to those damaged by its
actions. I propose to show that the allocation of resources will be the same in this case as
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it was when the damaging business was liable for damage caused. As I showed in the pre-
vious case that the allocation of resources was optimal, it will not be necessary to repeat
this part of the argument.

I return to the case of the farmer and the cattle-raiser. The farmer would suffer increased
damage to his crop as the size of the herd increased. Suppose that the size of the
cattle-raiser's herd is three steers (and that this is the size of the herd that would be
maintained if crop damage was not taken into account). Then the farmer would be willing
to pay up to $3 if the cattle-raiser would reduce his herd to two steers, up to $5 if the
herd were reduced to one steer and would pay up to $6 if cattle-raising was abandoned.
The cattle-raiser would therefore receive $3 from the farmer if he kept two steers instead
of three. This $3 foregone is therefore part of the cost incurred in keeping the third steer.
Whether the §3 is a payment which the cattle-raiser has to make if he adds the third steer
to his herd (which it would be if the cattle-raiser was liable to the farmer for damage
caused to the crop) or whether it is a sum of money which he would have received if he
did not keep a third steer (which it would be if the cattle-raiser was not liable to the
farmer for damage caused to the crop) does not affect the final result. In both cases $3 is
part of the cost of adding a third steer, to be included along with the other costs. If the
increase in the value of production in cattle-raising through increasing the size of the herd
from two to three is greater than the additional costs that have to be incurred (including
the $3 damage to crops), the size of the herd will be increased. Otherwise, it will not. The
size of the herd will be the same whether the cattle raiser is liable for damage caused to
the crop or not.

It may be argued that the assumed starting point-a herd of three steers-was arbitrary. And
this is true. But the farmer would not wish to pay to avoid crop damage which the
cattle-raiser would not be able to cause. For example, the maximum annual payment
which the farmer could be induced to pay could not exceed $9, the annual cost of fencing.
And the farmer would only be willing to pay this sum if it did not reduce his earnings to a
level that would cause him to abandon cultivation of this particular tract of land.
Furthermore, the farmer would only be willing to pay this amount if he believed that, in
the absence of any payment by him, the size of the herd maintained by the cattle-raiser
would be four or more steers.

Let us assume that this is the case. Then the farmer would be "willing to pay up to $3 if
the cattle-raiser would reduce his herd to three steers, up to $6 if the herd were reduced to
two steers, up to $8 if one steer only were kept and up to $9 if cattle-raising were
abandoned. It will be noticed that the change in the starting point has not altered the
amount which would accrue to the cattle-raiser if he reduced the size of his herd by any
given amount. It is still true that the cattle-raiser could receive an additional $3 from the
farmer if he agreed to reduce his herd from three steers to two and that the $3 represents
the value of the crop that would j be destroyed by adding the third steer to the herd.
Although a different belief on the part of the farmer (whether justified or not) about the
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size 1 of the herd that the cattle-raiser would maintain in the absence of payments from
him may affect the total payment he can be induced to pay, it is not true that this
different belief would have any effect on the size of the herd that the cattle-raiser will
actually keep. This will be the same as it would be if the cattle-raiser had to pay for
damage caused by his cattle, since a receipt foregone of a given amount is the equivalent
of a payment of the same amount.

It might be thought that it would pay the cattle-raiser to increase his herd above the size
that he would wish to maintain once a bargain had been made in order to induce the farmer
to make a larger total payment. And this may be true. It is similar in nature to the action
of the farmer (when the cattle-raiser was liable for damage) in cultivating land on which,
as a result of an agreement with the cattle-raiser, planting would subsequently be
abandoned (including land which would not be cultivated at all in the absence of
cattle-raising). But such maneuvers are preliminaries to an agreement and do not affect the
long-ran equilibrium position, which is the same whether or- not the cattle-raiser is held
responsible for the crop damage brought about by his cattle.

It is necessary to know whether the damaging -business is liable or not for damage caused
since without the establishment of this initial delimitation of rights there can be no
marked transactions to transfer and recombine them. But the ultimate result (which
maximizes the value of production) is independent of the legal position if the pricing
system is assumed to work without cost.

V. The Cost of Market Transactions Taken into Account

The argument has proceeded up to this point on the assumption that there were no costs
involved in carrying out market transactions. This is, of course, a very unrealistic
assumption. In order to carry out a market transaction it is necessary to discover who it
is that one wishes to deal with, to inform people that one wishes to deal and on what
terms, to conduct negotiations leading up to a bargain, to draw up the contract, to
undertake the inspection needed to make sure that the terms of the contract are being
observed, and so on. These operations are often extremely costly, sufficiently costly at
any rate to prevent many transactions that would be carried out in a world in which the
pricing system worked without cost.

In earlier sections, when dealing with the problem of the rearrangement of legal rights
through the market, it was argued that such a rearrangement would be made through the
market whenever this would lead to an increase in the value of production. But this
assumed costless market trans actions. Once the costs of carrying out market transactions
are taken into account it is clear that such a rearrangement of rights will only be under
taken when the increase in the value of production consequent upon the rearrangement is
greater than the costs which would be involved in bringing it about. When it is less, the
granting of an injunction (or the knowledge that it would be granted) or the liability to
pay damages may result in an activity being discontinued (or may prevent its being
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started) which would be undertaken if market transactions were costless. In these condi-
tions the initial delimitation of legal rights does have an effect on the efficiency with
which the economic system operates. One arrangement of rights may bring about a greater
value of production than any other. But unless this is the arrangement of rights
established by the legal system, the costs of reaching the same result by altering and
combining rights through the market may be so great that this optimal arrangement of
rights, and the greater value of production which it would bring, may never be achieved.
The part played by economic considerations in the process of delimiting legal rights will
be discussed in the next section. In this section, I will take the initial delimitation of rights
and the costs of carrying out market transactions as given.

It is clear that an alternative form of economic organization which could achieve the same
result at less cost than would be incurred by using the market would enable the value of
production to be raised. As I explained many years ago, the firm represents such an
alternative to organizing production through market transactions. Within the firm
individual bargains between the various cooperating factors of production are eliminated
and for a market transaction is substituted an administrative decision. The rearrangement
of production then takes puce without the need for bargains between the owners of the
factors of production. A landowner who has control of a large tract of land may devote
his land to various uses taking into account the effect. that the interrelations of the
various activities will have on the net return of the land, thus rendering unnecessary
bargains between those undertaking the various activities. Owners of a large building or of
several adjoining properties in a given area may act in much the same way. In effect, the
firm would acquire the legal rights of all the parties and the rearrangement of activities
would not follow on a rearrangement of rights by contract, but as a result of an
administrative decision as to how the rights should be used.

It does not, of course, follow that the administrative costs of organizing a transaction
through a firm are inevitably less than the costs of the market transactions which are
superseded. But where contracts are peculiarly difficult to draw up and an attempt to
describe what the parties have agreed to do or not to do (e.g., the amount and kind of a
smell or noise that they may make or will not make) would necessitate a lengthy and
highly involved document, and, where, as is probable, a long-term contract would be
desirable; it would be hardly surprising if the emergence of a firm or the extension of the
activities of an existing firm was not the solution adopted on many occasions to deal with
the problem of harmful effects. This solution would be adopted whenever the
administrative costs of the firm were less than the costs of the market transactions that it
supersedes and the gains which would result from the rearrangement of activities greater
than the firm's costs of organizing them. I do not need to examine in great detail the
character of this solution since I have explained what is involved in my earlier article.

But the firm is not the only possible answer to this problem. The administrative costs of
organizing transactions within the firm may also be high, and. particularly so when many
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diverse activities are brought within the control of a single organization. In the standard
case of a smoke nuisance, which may affect a vast number of people engaged in a wide
variety of activities, the administrative costs might well be so high as to make any
attempt to deal with the problem within the confines of a single firm impossible. An
alternative solution is direct government regulation. Instead of instituting a legal system of
rights which can be modified by transactions on the market, the government may impose
regulations which state what people must or must not do acrd which have to be obeyed.
Thus, the government (by statute or perhaps more likely through an administrative
agency) may, to deal with the problem of smoke nuisance, decree that certain methods of
production should or should not be used (e.g., that smoke preventing devices should be
installed or that coal or oil should not be burned) or may confine certain types of business
to certain districts (zoning regulations).

The government is, in a sense, a super-firm (but of a very special kind) since it is able to
influence the use of factors of production by administrative decision. But the ordinary
firm is subject to checks in its operations because of the competition of other firms,
which might administer the same activities at lower cost and also because there is always
the alternative of market transactions as against organization within the firm if the
administrative costs become too great. The government is able, if it wishes, to avoid the
market altogether, which a firm can never do. The firm has to make market agreements
with the owners of the factors of production that it uses. just as the government can
conscript or seize property, so it can decree that factors of production should only be
used in such-and-such a way. Such authoritarian methods save a lot of trouble (for those
doing the organizing). Furthermore, the government has at its disposal the police and the
other law enforcement agencies to make sure that its regulations are carried out.

It is clear that the government has powers which might enable it to get some things done
at a lower cost than could a private organization (or at any rate one without special
governmental powers). But the governmental administrative machine is not itself costless.
It can, in fact, on occasion be extremely costly. Furthermore, there is no reason to
suppose that the restrictive and zoning regulations, made by a fallible administration
subject to political pressures and operating without any competitive check, will
necessarily always be those which increase the efficiency with which the economic
system operates. Furthermore, such general regulations which must apply to a wide
variety of cases will be enforced in some cases in which they are clearly inappropriate.
From these considerations it follows that direct governmental regulation will not
necessarily give better results than leaving the problem to be solved by the market or the
firm. But equally there is no reason why, on occasion, such governmental administrative
regulation should not lead to an improvement in economic efficiency. This would seem
particularly likely when, as is normally the case with the smoke nuisance, a large number
of people are involved and in which therefore the costs of handling the problem through
the market or the firm may be high.
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There is, of course, a further alternative, which is to do nothing about the problem at all.
And given that the costs involved in solving the problem by regulations issued by the
governmental administrative machine will often be heavy (particularly if the costs are
interpreted to include all the consequences which follow from the government engaging in
this kind of activity), it will no doubt be commonly the case that the gain which would
come from regulating the actions which give rise to the harmful effects will be less than
the costs involved in government regulation.

The discussion of the problem of harmful effects in this section (when the costs of
market transactions are taken into account) is extremely inadequate. But at least it has
made clear that the problem is one of choosing the appropriate social arrangement for
dealing with the harmful effects. All solutions have costs and there is no reason to
suppose that government regulation is called for simply because the problem is not well
handled by the market or the firm. Satisfactory views on policy can only come from a
patient study of how, in practice, the market, firms, and governments handle the problem
of harmful effects. Economists need to study the work of the broker in bringing parties
together, the effectiveness of restrictive covenants, the problems of the large-scale
real-estate development company, the operation of government zoning and other
regulating activities. It is my belief that economists, and policy-makers generally, have
tended to over-estimate the advantages, which come from governmental regulation. But
this belief, even if justified, does not -do more than suggest that government regulation
should be curtailed. It does not tell us where the boundary line should be drawn. This, it
seems to me, has to come from a detailed investigation of the actual results of handling the
problem in different ways. But it would be unfortunate if this investigation were
undertaken with the aid of a faulty economic analysis. The aim of this article is to indicate
what the economic approach to the problem should be.

VI. The Legal Delimitation of Rights and the Economic Problem

Of course, if market transactions were costless, all that matters (questions of equity
apart) is that the rights of the various parties should be well-defined and the results of
legal actions easy to forecast. But as we have seen, the situation is quite different when
market transactions are so costly as to make it difficult to change the arrangement of
rights established by the law. In such cases, the courts directly influence economic
activity. It would therefore seem desirable that the courts should understand the
economic consequences of their decisions and should, insofar as this is possible without
creating too much uncertainty about the legal position itself, take these consequences into
account when making their decisions. Even when it is possible to change the legal
delimitation of rights through market transactions, it is obviously desirable to reduce the
need for such transactions and thus reduce the employment of resources in carrying them
out.

A thorough examination of the presuppositions of the courts in trying such cases would
be of great interest but I have not been able to attempt it. Nevertheless it is clear from a
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cursory study that the courts have often recognized the economic implications of their
decisions and are aware (as many economists are not) of the reciprocal nature of the
problem. Furthermore, from time to time, they take these economic implications into
account, along with other factors, in arriving at their decisions. The American writers on
this subject refer to the question in a more explicit fashion than do the British. Thus, to
quote Posser on Torts, a person may make use of his own property or . . . conduct his
own affairs at the expense of some harm to his neighbors. He may operate a factory
whose noise and smoke cause some discomfort to others, so long as he keeps within
reasonable bounds. It is only when his conduct is unreasonable, in the light of its utility
and the harm which results [italics added], that it becomes a nuisance . . . . As it was said
in an ancient case in regard to candle-making in a town, "Le utility del chose excusera le
noisomeness del stink." The world must have factories, smelters, oil refineries, noisv
machinerv and blasting, even at the expense of some inconvenience to those in the vicinity
and the plaintiff may be required to accept some not unreasonable discomfort for the
general good.

The standard British writers do not state as explicitly as this that a comparison between
the utility and harm produced is an element in deciding whether a harmful effect should be
considered a nuisance. But similar views, if less strongly expressed, are to be found. The
doctrine that the harmful effect must be substantial before the court will act is, no doubt,
in part a reflection of the fact that there will almost always be some gain to offset the
harm. And in the reports of individual cases, it is clear that the judges have had in mind
what would be lost as well as what would be gained in deciding whether to grant an
injunction or award damages ....

The problem which we face in dealing with actions which have harmful effects is not
simply one of restraining those responsible for them. What has to be decided is whether
the gain from preventing the harm is greater than the loss which would be suffered
elsewhere as a result of stopping the action which produces the harm. In a world in which
there are costs of rearranging the rights established by the legal system, the courts, in
cases relating to nuisance, are, in effect, making a decision on the economic problem and
determining how resources are to be employed. It was argued that the courts are
- conscious of this and that they often make, although not always in a very explicit fashion,
a comparison between what would be gained and what lost by preventing actions which
have harmful effects. But the delimitation of rights is also the result of statutory
enactments. Here we also find evidence of an appreciation of the reciprocal nature of the
problem. While statutory enactments add to the list of nuisances, action is also taken to
legalize what would otherwise be nuisances under the common law. The kind of situation
which economists are prone to consider as requiring corrective government action is, in
fact, often the result of government action. Such action is not necessarily unwise. But
there is a real danger that extensive government intervention in the economic system may
lead to the protection of those responsible for harmful effects being carried too far.
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VII. Pigou's Treatment in "The Economics of Welfare"

The fountainhead for the modern economic analysis of the problem discussed in this
article is Pigou's Economics of Welfare and, in particular, that section of Part II which
deals with divergences between social and private net products which come about because
one person A, in the course of rendering some service, for which payment is made, to a
second person B, incidentally also renders services or disservices to other persons (not
producers of like services), of such a sort that payment cannot be exacted from the
benefited parties or compensation enforced on behalf of the injured parties. Pigou tells us
that his aim in Part II of The Economics of Welfare is to ascertain how far the free play of
self-interest, acting under the existing legal system, tends to distribute the country's
resources in the way most favorable to the production of a large national dividend, and
how far it is feasible for State action to improve upon "natural” tendencies.

To judge from the first part of this statement, Pigou's purpose is to discover whether any
improvements could be made in the existing arrangements which determine the use of
resources. Since Pigou's conclusion is that improvements could be made, one might have
expected him to continue by saying that he proposed to set out the changes required to
bring them about. Instead, Pigou adds a phrase which contrasts "natural” tendencies with
State action, which seems in some sense to equate the present arrangements with
"natural” tendencies and to imply that what is required to bring about these
improvements is State action (if feasible). That this is more or less Pigou's position is
evident from Chapter 1 of Part IL.

Pigou starts by referring to "optimistic followers of the classical economists™ who have
argued that the value of production would be maximized if the government refrained from
any interference in the economic system and the economic arrangements were those
which came about "naturally." Pigou goes on to say that if self-interest does promote
economic welfare, it is because human institutions have been devised to make it so. (This
part of Pigou's argument, which he develops with the aid of a quotation from Carman,
seems to me to be essentially correct.) Pigou concludes:

“But even in the most advanced States there are failures and imperfections. . .
there are many obstacles that prevent a community's resources from being
distributed . . . in the most efficient way. The study of these constitutes our
present problem . . . . its purposes is essentially practical. It seeks to bring info
clearer light some of the ways in which it now is, or eventually may become,
feasible for governments to control the play of economic forces in such wise as
to promote the economic welfare, and through that, the total welfare, of their
citizens as a whole.”

Pigou's underlying thought would appear to be: Some have argued that no State action is
needed. But the system has performed as well as it has because of State action:
Nonetheless, there are still imperfections. What additional State action is required? If this
is a correct summary of Pigou's position, its inadequacy can be demonstrated by
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examining the first example he gives of a divergence between private and social products.
It might happen . . . that costs are thrown upon people not directly concerned, through,
say, uncompensated damage done to surrounding woods by sparks from railway engines.
All such effects must be included-some of them will be positive, others negative
elements-in reckoning up the social net product of the marginal increment of any volume
of resources turned into any use or place.

The example used by Pigou refers to a real situation. In Britain, a railway does not
normally have to compensate those who suffer damage by fire caused by sparks from an
engine. Taken in conjunction with what he says in Chapter 9 of Part II, I take Pigou's
policy recommendations to be, first, that there should be State action to correct this
"natural" situation and, second, that the railways should be forced to compensate those
whose woods are burnt. If this a correct interpretation of Pigou's position, I would argue
that the first recommendation is based on a misapprehension of the facts and that the
second 1s not necessarily desirable.

Let us consider the legal position. Under the heading "Sparks from engines,” we find the
following in Halsbury's Laws of England:

“If railway undertakers use steam engines on their railway without express
statutory authority to do so, they are liable, irrespective of any negligence on
their part, for fires caused by sparks from engines. Railway undertakers are,
however, generally given statutory authority to use steam engines on their
railway; accordingly, if an engine is constructed with the precautions which
science suggests against fire and is used without negligence, they are not
responsible at common law for any damage which may be done by . sparks. . . .
In the construction of an engine the undertaker is bound to use all the
discoveries which science has put within its reach in order to avoid doing harm,
provided they are such as it is reasonable to require the company to adopt,
having proper regard to the likelihood of the damage and to the cost and
convenience of the remedy; but it is not negligence on the part of an undertaker
if it refuses to use an apparatus the efficiency of which is open to bona fide
doubt. To this general rule, there is a statutory exception arising from the
Railway (Fires) Act, 1905, as amended in 1923. This concerns agricultural land
or agricultural crops.”

In such a case the fact that the engine was used under statutory powers does not affect
the liability of the company in an action for the damage These provisions, however, only
apply where the claim for damage does not exceed £200, [£100 in the 1905 Act] and
where written notice of the occurrence of the fire and the intention to claim has been sent
to the company within seven days of the occurrence of the damage and particulars of the
damage in writing showing the amount of the claim in money not exceeding £200 have
been sent to the company within twenty one days.

Agricultural land does not include moorland or buildings and agricultural crops do not
include those led away or stacked. I have not made a close study of the parliamentary
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history of this statutory exception, but to judge from debates in the House of Commons
in 1922 and 1923, this exception was probably designed to help the smallholder.

Let us return to Pigou's example of uncompensated damage to surrounding woods caused
by sparks from railway engines. This is presumably intended to show how it is possible
"for State action to improve upon ‘natural' tendencies." If we treat Pigou's example as
referring to the position before 1905, or as being an arbitrary example (in that he might
just as well have written "surrounding buildings" instead of "surrounding woods"), then it
is clear that the reason why compensation was not paid must have been that the railway
had statutory authority to run steam engines (which relieved it of liability for fires caused
by sparks). That this was the legal position was established in 1860, in a case, oddly
enough, which concerned the burning of surrounding woods by a railway, and thelaw on
this point has not been changed (apart from the one exception) by a century of railway
legislation, including nationalization.

If we treat Pigou's example of "uncompensated damage done to surrounding woods by
sparks from railway engines" literally, and assume that it refers to the period after 1905,
then it is clear that the reason why compensation was not paid must have been that the
damage was more than £100 (in the first edition of The Economics of Welfare) or more
than £200 (in later editions) or that the owner of the wood failed to notify the railway in
writing within seven days of the fire or did not send particulars of the damage, in writing,
within twenty-one days. In the real world, Pigou's example could only exist as a result of
a deliberate choice of the legislature. It is not, of course, easy to imagine the construction
of a railway in a state of nature. The nearest one can get to this is presumably a railway
which uses steamengines "without express statutory authority.” However, in this case
the railway would be obliged to compensate those whose woods it burnt down. That is to
say, compensation would be paid in the absence of government action. The only
circumstances in which compensation would not be paid would be those in which there
had been government action. It is strange that Pigou, who clearly thought it desirable that
compensation should be paid, should leave chosen this particular example to demonstrate
how it is possible "for State action to improve upon 'natural’ tendencies."

.Pigou seems to have had a faulty view of the facts of the situation. But it also seems
likely that he was mistaken in his economic analysis. It is not necessarily desirable that
the railway should be required to compensate those who suffer damage by fires caused by
railway engines. I need not show here that, if the railway could make a bargain with
everyone having property adjoining the railway line and there were no costs involved in
making such bargains, it would not matter whether the railway was liable for damage
caused by fires or not. This question has been treated at length in earlier sections. The
problem is whether it would be desirable to make the railway liable in conditions in which
it 1s too expensive for such bargains to be made.
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Pigou clearly thought it was desirable to force the railway to pay compensation and it is
easy to see the kind of argument that would have led him to this conclusion. Suppose a
railway is considering whether to run an additional train or to increase the speed of an
existing train or to install spark-preventing devices on its engines. If the railway were not
liable for fire damage, then, when making these decisions, it would not take into account
as a cost the increase in damage resulting from the additional train or the faster train or the
failure to install sparkpreventing devices. This is the source of the divergence between
private and social net products. It results in the railway performing acts which will lower
the value of total production-and which it would not do if it were liable for the damage.
This can be shown by means of an arithmetical example.

Consider a railway, which is not liable for damage by fires caused by sparks from its
engines, which runs two trains per day on a certain line. Suppose that running one train
per day would enable the railway to perform services worth $150 per annum and running
two trains a day would enable the railway to perform services worth $250 per annum.
Suppose further that the cost of running one train is $50 per annum and two trains $100
per annum. Assuming perfect competition, the cost equals the fall in the value of
production elsewhere due to the employment of additional factors of production by the
railway. Clearly the railway would find it profitable to run two trains per day.

But suppose that running one train per day would destroy by fire crops worth (on an
average over the year) $60 and two trains a day would result in the destruction of crops
worth $120. In these circumstances running one train per day would raise the value of
total production but the running of a second train would reduce the value of total
production. The second train would enable additional railway services worth $100 per
annum to be performed. But the fall in the value of production elsewhere would be $110
per annum; $50 as a result of the employment of additional factors of production and $60
as a result of the destruction of crops. Since it would be better if the second train were
not run and since it would not run if the railway were liable for damage caused to crops,
the conclusion that the railway should be made liable for the damage seems irresistible.
Undoubtedly it is this kind of reasoning which underlies the Pigovian position.

The conclusion that it would be better if the second train did not run is correct. The
conclusion that it is desirable that the railway should be made liable for the damage it
causes is wrong. Let us change our assumption concerning the rule of liability. Suppose
that the railway is liable for damage from fires caused by sparks from the engine. A
farmer on lands adjoining the railway is then in the position that, if his crop is destroyed
by fires caused by the railway, he will receive the market price from the railway; but if
his crop is not damaged, he will receive the market price by sale. It therefore becomes a
matter of indifference to him whether his crop is damaged by fire or not. The position is
very different when the railway 1is not liable. Any crop destruction through
railway-caused fires would then reduce the receipts of the farmer. He would therefore
take out of cultivation any land for which the damage is likely to be greater than the net
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return of the land (for reasons explained at length in Section III). A change from a regime
in which the railway is not liable for damage to one in which it is liable is likely therefore
to lead to an increase in the amount of cultivation on lands adjoining the railway. It will
also, course, lead to an increase in the amount of crop destruction due to railway-caused
fires.

Let us return to our arithmetical example. Assume that, with the changed rule of liability,
there is a doubling in the amount of crop destruction due to railway-caused fires. With
one train per day, crops worth $120 would be destroyed each year and two trains per
day would lead to the destruction of crops worth $240. We saw previously that it would
not be profitable to run the second train if the railway had to pay $60 per annum as
compensation for damage. With damage at $120 per annum the loss from running the
second train would be $60 greater. But now let us consider the first train. The value
of the transport services furnished by the first train is $150. The cost of running the train
is $50. The amount that the railway would have to pay out as compensation for damage
is $120. It follows that it would not be profitable to run any trains. With the figures in
our example we reach the following result: if the railway is not liable for fire damage, two
trains per day would be run; if the railway is liable for fire damage, it would cease
operations altogether. Does this mean that it is better that there should be no railway?
This question can be resolved by considering what would happen to the value of total
production if it were decided to exempt the railway from liability for fire damage, thus
bringing it into operation (with two trains per day).

The operation of the railway would enable transport services worth $250 to be
performed. If would also mean the employment of factors of production which would
reduce the value of production elsewhere by $100. Furthermore it would mean the
destruction of crops worth $120. The coming of the railway will also have led to the
abandonment of cultivation of some land. Since we know that, had this land been
cultivated, the value of the crops destroyed by fire would have been $120, and since it is
unlikely that the total crop on this land would have been destroyed, it seems reasonable
to suppose that the value of the crop yield on this land would have been higher than this.
Assume 1t would have been $160. But the abandonment of cultivation would have
released factors of production for employment elsewhere. All we know is that the
amount by which the value of production elsewhere will increase will be less than $160.
Suppose that it is $150. Then the gain from operating the railway would be $250 (the
value of the transport services) minus $100 (the cost of the factors of production) minus
$120 (the value of crops destroyed by fire) minus $160 (the fall in the value of crop
production due to the abandonment of cultivation) plus $150 (the value of production
elsewhere of the released factors of production). Overall, operating the railway will
increase the value of total production by $20.

With these figures it is clear that it is better that the railway should not be liable for the
damage it causes, thus enabling it to operate profitably. Of course, by altering the figures,
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it could be shown that there are other cases in which it would be desirable that the
railway should be liable for the damage it causes. It is enough for my purpose to show
that, from an economic point of view, a situation in which there is "uncompensated
damage done to surrounding woods by sparks from railway engines" is not necessarily
undesirable. Whether it is desirable or not depends on the particular circumstances. How
is it that the Pigovian analysis seems to give the wrong answer? The reason is that Pigou
does not seem to have noticed that his analysis is dealing with an entirely different
question. The analysis as such is correct. But it is quite illegitimate for Pigou to draw the
particular conclusion he does.

The question at issue is not whether it is desirable to run an additional train or a faster
train or to install smoke-preventing devices; the question at issue is whether it is desirable
to have a system in which the railway has to compensate those who suffer damage from
the fires which it causes or one in which the railway does not have to compensate them.
When an economist is comparing alternative social arrangements, the proper procedure is
to compare the total social product yielded by these different arrangements. The
comparison of private and social products is neither here nor there. A simple example will
demonstrate this. Imagine a town in which there are traffic lights. A motorist approaches
an intersection and stops because the light is red. There are no cars approaching the
intersection on the other street. If the motorist ignored the red signal, no accident would
occur and the total product would increase because the motorist would arrive earlier at his
destination. Why does he not do this? The reason is that if he ignored the light he would
be fined. The private product from crossing the street is less than the social product.
Should we conclude from this that the total product would be greater if there were no
fines for failing to obey traffic signals? The Pigovian analysis shows us that it is possible
to conceive of better worlds than the one in which we live. But the problem is to devise
practical arrangements which will correct defects in one part of the system without
causing more serious harm in other parts.

I have examined in considerable detail one example of a divergence between private and
social products and 1 do not propose to make any further examination of Pigou's
analytical system. But the main discussion of the problem considered in this article is to
be found in that part of Chapter 9 in Part II which deals with Pigou's second class of
divergence and it is of interest to see how Pigou develops his argument. Pigou's own
description of this second class of divergence was quoted at the beginning of this section.
Pigou distinguishes between the case in which a person renders services for which he
receives no payment and the case in which a person renders disservices and compensation
is not given to the injured parties.

Our main attention has, of course, centered on this second case. It is therefore rather
astonishing to find, as was pointed out to me by Professor Francesco Forte, that the
problem of the smoking chimney-the "stock instance" or "classroom example" of the
second case-is used by Pigou as an example of the first case (services rendered without
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payment) and is never mentioned, at any rate explicitly, in connection with the second
case. Pigou points out that factory owners who devote resources to preventing their
chimneys from smoking render services for which they receive no payment. The
implication, in the light of Pigou's discussion later in the chapter, is that a factory owner
with a smoky chimney should be given a bounty to induce him to install
smoke-preventing devices. Most modern economists would suggest that the owner of the
factory with the smoky chimney should be taxed. It seems a pity that economists (apart
from Professor Forte) do not seem to have noticed this feature of Pigou's treatment since
a realization that the problem could be tackled in either of these two ways would
probably have led to an explicit recognition of its reciprocal nature.

In discussing the second case (disservices without compensation to those damaged),
Pigou says that they are rendered "when the owner of a site in a residential quarter of a
city builds a factory there and so destroys a great part of the amenities of neighboring
sites; or, in a less degree, when he uses his site in such a way as to spoil the lighting of the
house opposite; or when he invests resources in erecting buildings in a crowded centre,
which by contracting the air-space and the playing room of the neighborhood, tend to
injure the health and efficiency of the families living there." Pigou is, of course, quite right
to describe such actions as "uncharged disserv- ices.” But he is wrong when he describes
these actions as "anti-social." They may or may not be. It is necessary to weigh the harm
against the good that will result. Nothing could be more "anti-social” than to oppose any
action which causes any harm to anyone. The example with which Pigou opens his
discussion of "uncharged disservices" is not, as I have indicated, the case of the smoky -
chimney but the case of the overrunning rabbits: ".. . incidental uncharged disservices are
rendered to third parties when the game-preserving activities of one occupier involve the
overrunning of a neighboring occupier's land by rabbits .

This example is of extraordinary interest, not so much because the economic analysis of
the case is essentially any different from that of the other examples, but because of the
peculiarities of the legal position and the light it throws on the part which economics can
play in what is apparently the purely legal question of the delimitation of rights.

The problem of legal liability for the actions of rabbits is part of the general subject of
liability for animals. I will, although with reluctance, confine my discussion to rabbits.
The early cases relating to rabbits concerned the relations between the lord of the manor
and commoners, since, from the thirteenth century on, it became usual for the lord of the
manor to stock the commons with conies (rabbits), both for the sake of the meat and the
fur. But in 1597, in Boulston's case, an action was brought by one landowner against a
neighboring landowner, alleging that the defendant had made coney-burrows and that the
conies had increased and had destroyed the plaintiff's corn. The action failed for the
reason that so soon as the coneys come on his neighbor's land he may kill them, for they
are ferae naturae, and he who makes the Coney-boroughs has no property in them, and he
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shall not be punished for the damage which the coneys do in which he has no property,
and which the other may lawfully kill.

As Boulston's case has been treated as binding-Bray, J., in 1919, said that he was not
aware that Boulston's case has ever been overruled or questioned-Pigou's rabbit example
undoubtedly represented the legal position at the time The Economics o f Welfare was
written. And in this case, it is not far from the truth to say that the state of affairs which
Pigou describes came about because of an absence of government action (at any rate in
the.form of statutory enactments) and was the result of "natural" tendencies.
Nonetheless, Boulston's case is something of a legal curiosity and Professor Williams
makes no secret of his distaste for this decision:

The conception of liability in nuisance as being based upon ownership is the result,
apparently, of a confusion with the action of cattle-trespass, and runs counter both to
principle and to the medieval authorities on the escape of water, smoke and filth . . . . The
prerequisite of any satisfactory treatment of the subject is the final abandonment of the
pernicious doctrine in Boulston's case . . . . Once Boulston's case disappears, the way will
be clear for a rational restatement of the whole subject, on lines that will harmonize with
the principles prevailing in the rest of the law of nuisance

The judges in Boulston's case were, of course, aware that their view of the matter
depended on distinguishing this case from one involving nuisance: This cause is not like to
the cases put, on the other side, of erecting a lime-kiln, dye-house, or the like; for here the
annoyance is by the act of the parties who make them; but it is not so here, for the comes
of themselves went into the plaintiff's land, and he might take them when they came upon
his land, and make profit of them.

Professor Williams comments: “Once more the atavistic idea is emerging that the animals
are guilty and not the landowner. It is not, of course, a satisfactory principle to introduce
into a modern law of nuisance. If A. erects a house or plants a tree so that the rain runs or
drips from it on to B.'s land, this is A.'s act for which he is liable; but if A. introduces
rabbits into his land so that they escape from it into B.'s, this is the act of the rabbits for
which A. is not liable-such is the specious distinction resulting from Boulstori s case.”

It has to be admitted that the decision in Boulston's case seems a little odd. A man may
be liable for damage caused by smoke or unpleasant smells, without it being necessary to
determine whether he owns the smoke or the smell. And the rule in Boulston's case has
not always been followed in cases dealing with other animals. For example, in Bland v.
Yates, it was decided that an injunction could be granted to prevent someone from
keeping an unusual and excessive collection of manure in which flies bred and which
infested a neighbor's house. The question of who owned the flies was not raised. An
economist would not wish to object because legal reasoning sometimes appears a little
odd. But there is a sound economic reason for supporting Professor Williams' view that
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the problem of liability for animals (and particularly rabbits) should be brought within the
ordinary law of nuisance. The reason is not that the man who harbors rabbits is solely
responsible for the damage; the man whose crops are eaten is equally responsible. And
given that the costs of market transactions make a rearrangement of rights impossible,
unless we know the particular circumstances, we cannot say whether it is desirable or not
to make the man who harbors rabbits responsible for the damage committed by the
rabbits on neighboring properties.

The objection to the rule in Boulston's case is that, under it, the harborer of rabbits can
never be liable. It fixes the rule of liability at one pole: and this is as undesirable, from an
economic point of view, as fixing the rule at the other pole and making the harborer of
rabbits always liable. But, as we saw in Section VI, the law of nuisance, as it is in fact
handled by the courts, is flexible and allows for a comparison of the utility of an act with
the harm it produces. As Professor Williams says "The whole law of nuisance is an
attempt to reconcile and compromise between conflicting interests . . . ." to bring the
problem of rabbits within the ordinary law of nuisance would not mean inevitably making
the harborer of rabbits liable for damage committed by the rabbits. This is not to say that
the sole task of the courts in such cases is to make a comparison between the harm and
the utility of an act. Nor is it to be expected that the courts will always decide correctly
after making such a comparison. But unless the courts act very foolishly, the ordinary
law of nuisance would seem likely to give economically more satisfactory results than
adopting a rigid rule. Pigou's case of the overrunning rabbits affords an excellent example
of how problems of law and economics are interrelated, even though the correct policy to
follow would seem to be different from that envisioned by Pigou.

Pigou allows one exception to his conclusion that there is a divergence between private
and social products in the rabbit example. He adds: ". . . unless . . . the two occupiers
stand in the relation of landlord and tenant, so that compensation is given in an
adjustment of the rent." This qualification is rather surprising since Pigou's first class of
divergence is largely concerned with the difficulties of drawing up satisfactory contracts
between landlords and tenants. In fact, all the recent cases on the problem of rabbits cited
by Professor Williams involved disputes between landlords and tenants concerning
sporting rights. Pigou seems to make a distinction between the case in which no contract
is possible (the second class) and that in which the contract is unsatisfactory ( the first
class). Thus he says that the second class of divergences between private and social net
product cannot, like divergences due to tenancy laws, be mitigated by a modification of
the contractual relation between any two contracting parties, because the divergence
arises out of a service or disservice rendered to persons other than the contracting parties.

But the reason why some activities are not the subject of contracts is exactly the same as
the reason why some contracts are commonly unsatisfactory-it would cost too much to
put the matter right. Indeed, the two cases are really the same since the contracts are
unsatisfactory because they do not cover certain activities. The exact bearing of the
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discussion of the first class of divergence on Pigou's main argument is difficult to
discover. He shows that in some circumstances contractual relations between landlord and
tenant may result in a divergence between private and social products. But he also goes
on to show that government-enforced compensation schemes and rent-controls will also
produce divergences. Furthermore, he shows that, when the government is in a similar
position to a private landlord, e.g., when granting a franchise to a public utility, exactly
the same difficulties arise as when private individuals are involved. The discussion is
interesting but I have been unable to discover what general conclusions about economic
policy, if any, Pigou expects us to draw from it.

Indeed, Pigou's treatment of the problems considered in this article is extremely elusive
and the discussion of his views raises almost insuperable difficulties of interpretation.
Consequently it is impossible to be sure that one has understood what Pigou really
meant. Nevertheless, it is difficult to predict the conclusion. extraordinary though this
may be in an economist of Pigou's stature, that the main source of this obscurity is that
Pigou had not thought his position through.

VIII. A Change of Approach
It is my belief that the failure of economists to reach correct conclusions about the
treatment of harmful effects cannot be ascribed simply to a few slips in analysis. It stems

.+ from basic defects in the current approach to problems of welfare economics. What is

* needed is a change of approach.

Analysis in terms of divergences between private and social products concentrates
attention on particular deficiencies in the system and tends to nourish the belief that any
measure which will remove the deficiency is necessarily desirable. It diverts attention
from those other changes in the system which are inevitably associated with the
corrective measure, changes which may well produce more harm than the original
deficiency. In the preceding sections of this article, we have seen many examples of this.
But it is not necessary to approach the problem in this way.

Economists who study problems of the firm habitually use an opportunity cost approach
and compare the receipts obtained from a given combination of factors with alternative
business arrangements. It would seem desirable to use a similar approach when dealing
with questions of economic policy and to compare the total product yielded by
alternative social arrangements. In this article, the analysis has been confined, as is usual
in this part of economics, to comparisons of the value of production, as measured by the
market. But it is, of course, desirable that the choice between different social
arrangements for the solution of economic problems should be carried out in broader
terms than this and that the total effect of these arrangements in all spheres of life should
be taken into account. As Frank H. Knight has so often emphasized, problems of welfare
economics must ultimately dissolve into a study of aesthetics and morals. '
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A second feature of the usual treatment of the problems discussed in this article is that
the analysis proceeds in terms of a comparison between a state of laissez faire and some
kind of ideal world. This approach inevitably leads to a looseness of thought since the
nature of the alternative being compared is never clear. In a state of laissez faire, is there a
monetary, a legal, or a political system, and if so, what are they? In an ideal world would
there be a monetary, a legal, or a political system, and if so, what would they be? The
-answers to all these questions are shrouded in mystery and every man is free to draw
whatever conclusions he likes.

Actually very little analysis is required to show that an ideal world is better than a state
of laissez faire, unless the definitions of a state of laissez faire and an ideal world happen
to be the same. But the whole discussion is largely irrelevant for questions of economic
policy since whatever we may have in mind as our ideal world, it is clear that we have not
yet discovered how to get to it from where we are. A better approach would seem to be
to start our analysis with a situation approximating that which actually exists, to examine
the effects of a proposed policy change, and to attempt to decide ~whether the new
situation would be, in total, better or worse than the original one. In this way, conclusions
for policy would have some relevance to the actual situation.

A final reason for the failure to develop a theory adequate to handle the problem of
harmful effects stems from a faulty concept of a factor of production. This is usually
thought of as a physical entity which the businessman acquires and uses (an acre of land,
a ton of fertilizer) instead of as a right to perform certain ( physical ) actions. We may
speak of a person owning land and using it as a factor of production but what the
landowner in fact possesses is the right to carry out a circumscribed list of actions.

The rights of a landowner are not unlimited. It is not even always possible for him to
remove the land to another place, for instance, by quarrying it. And although it may be
possible for him to exclude some people from using "his" land, this may not be true of
others. For example, some people may have the right to cross .the land. Furthermore, it
may or may not be possible to erect certain types of buildings or to grow certain crops or
to use particular drainage systems on the land. This does not come about simply because
of government regulation. It would be equally true under the common law. In fact it
would be true under any system of law. A system in which the rights of individuals were
unlimited would be one in which there were no rights to acquire.

If factors of production are thought of as rights, it becomes easier to understand that the
right to do something which has a harmful effect (such as the creation of smoke, noise,
smells, etc.) is also a factor of production. Just as we may use a piece of land in such a
way as to prevent someone else from crossing it, or parking his car, or building his house
upon it, so we may use it in such a way as to deny him a view or quiet or unpoliuted air.
The cost of exercising a right (of using a factor of production) is always the loss which is
suffered elsewhere in consequence of the exercise of that right-the inability to cross land,
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to park a car, to build a house, to enjoy a view, to have peace and quiet, or to breathe
clean air.

It would clearly be desirable if the only actions performed were those in which what was
gained was worth more than what was lost. But in choosing between social arrangements
within the context of which individual decisions are made, we have to bear in mind that a
change in the existing system which will lead to an improvement in some decisions may
well lead to a worsening of others. Furthermore we have to take into account the costs
involved in operating the various social arrangements (whether it be the working of a
market or of a government department), as well as the costs involved in moving to a new
system. In devising and choosing between social arrangements we should have regard for
the total effect. This, above all, is the change in approach which I, am advocating.



