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From Individuals to Organizations: The
Puzzle of Organizational Liability in Tort Law
Klaus Heine & Kateryna Grabovets*

1 Introduction

44

Daily routine teaches us that organizational structure
matters when mistakes and accidents take place in
organizations.1 For example, the safe operation of a train
does depend not only on the skills of the engine driver
but also on the proper organization of the railway company. This leads to the question whether it is possible to
identify the organizational attributes that properly
reflect the risk of accidents. And if such attributes can
be identified, what are the legal consequences? Can liability rules and legal standards of care effectively
address the organizational factors of accident occurrence
and induce precautions at the organizational level?
These are very topical questions. A striking example is
the fatal Washington metro crash of 22 June 2009. The
crash made it apparent that organizational deficiencies
led to the systemic breakdown of safety management at
all levels.2 According to a member of the National
Transportation Safety Board (NTSB), the volume of
alarms incorrectly detecting the location of trains was
very high. But this technical problem was ignored persistently at all levels of the organization. Another NTSB
member stated that “this accident was a classic example
of an organizational accident”, blaming the metro’s
employees, managers and board, as well as the designers
and manufacturers of the train-control system. In the
aftermath of the accident, the safety regulations for
transit systems became tighter.3 But is more regulation
the only answer to the mentioned problems?4 Can tort
law adequately address these problems?
In this article we ask whether it is possible to expand the
scope of the economic analysis of tort law by incorporat-
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ing insights from organizational science. To this end, we
provide a simple organizational design framework.
The article proceeds with a brief overview of organizational wrongdoing from the perspective of economic
analysis of tort law (2). It will be shown that economic
analysis of tort liability is predominantly based on agency theory and thus aimed at optimizing incentives. We
then claim that insights from organizational science are
widely neglected in the economic analysis of organizational liability (3). We analyze some root causes of
organizational wrongdoing, highlighting the incompleteness of the agency approach, and subsequently we
stress the relevance of other organizational characteristics, such as organizational culture, complexity, coordination of organizational activities and organizational
design. Finally, in (4), we depart from the conceptual
observations. We come up with an organizational framework based on the approach of Sah and Stiglitz5 on
organizational architectures. We argue that a smart
design of organizational layers, enforced by tort law, is
essential for reducing wrongdoing and increasing welfare.

2 Organizational Liability
through the Lenses of Law
and Economics: A Critical
Look
Usually liability of one person cannot be imputed to
another person. However, according to the common law
concept of vicarious liability, a master can be held liable
for a negligent act of his agent. These master-servant
relationships are typically found between parents and
children, employers and employees or contractors and
subcontractors.6 For example, if a driver of a milk delivery truck is found negligent for an accident, then the
dairy factory that employed the driver bears liability and
pays damages.7 However, it is not enough to refer to
legal doctrines in an attempt to determine why an
organization should be liable if misconduct is in essence
a result of human actions and decisions.
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The economic analysis of law provides an analytical
answer to this question and undertakes two consecutive
steps in doing so. While the first step is the positive economic analysis of the relationship between an organization and individual wrongdoing, the second step is the
provision of normative suggestions for a proper design
of tort liability.
If it is assumed that wrongdoing results from the actions
or decisions of individuals, then the imposition of
organizational liability can be explained by the principal-agent framework. That is, the agent (the individual)
commits wrongdoing when he is improperly controlled
or inadequately incentivized by the principal (the organization). From this perspective, organizational wrongdoing is the result of a flawed agency setting, in which
agents receive insufficient incentives from the principal
to behave with a due level of care.8 Thus, wrongdoing,
either it is intentional or not, is the fault of the principal,
even if wrongdoing is not authorized by the latter.
Therefore, liability is imposed on the organization.
From a normative point of view, the lawmaker should
choose a liability rule that induces the principal to properly control and incentivize the agent. Accordingly, the
common law doctrine of vicarious liability corresponds
to the need of creating optimal incentives in the principal-agent setting. Vicarious liability makes an organization strictly liable for wrongdoings of its employees.9
The underlying economic idea of vicarious liability is
that organizations have to internalize all inflicted costs,
including the costs of accidents caused by organizational
activities. It is assumed that organizations rationally
respond to tort law incentives and choose optimal precautions, as well as the optimal activity level.10 As a
result, it is expected that the sold products and services
are appropriately priced and hence a socially optimal
amount of goods and services is attained.11 Apart from
being held strictly liable, organizations may also be liable for accidents committed by their employees based on
negligence. Under the so-called negligence rule, organizations bear liability only if their agents exercised less
than reasonable care.12
However, irrespective of the type of liability (strict or
negligence), an important criticism of organizational liability based on agency relationships is that it may prevent the establishment of internal corporate compliance
structures which induce employees to exercise optimal
precautions. Organizations may be reluctant to establish
proper internal compliance structures because these
structures make wrongful behaviour easier to detect and
thus may increase the compensation amounts paid to
victims.13 According to Arlen and MacLeod, “vicarious
liability discourages the efficient exercise of control
because organizations which exert control over agents
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are likely to be deemed ‘masters’, and thus face liability
for their agents’ torts”.14 In other words, organizational
liability may create perverse incentives that discourage
organizations from implementing adequate compliance
structures.15
Thus, organizational tort liability should provide incentives that go beyond narrow agency relationships. It
should also take root causes of organizational accidents
into account, such as organizational structure and
organizational culture. For example, describing medical
malpractice in Poland, Heiderhoff and Zmij mention
that “for the purpose of ascribing the [organizational]
guilt, particular standards of correct conduct of a team
or structure should be determined”.16 The authors also
mention that in medical malpractice and particularly in
the case of hospital infections, the wrongful conduct of
medical staff can be related to a “malfunction of a particular organizational structure”.17
It is worth noting that, in criminal law, organizational
(corporate) standards of care play a more visible role
than in tort law.18 In criminal law, a broader perspective
on wrongdoing has already been established.19 For
example, Baysinger and Krawiec provide a detailed discussion of the Federal Organizational Sentencing
Guidelines from an organizational perspective.20 Moreover, Foerschler claims forcefully that “to develop an
accurate paradigm with which to assess corporate criminal liability, the law should look to organization theory”.21
In tort law, however, insights from organizational science have been widely neglected. The academic debate
45
remains focused on individual negligence, with agency
theory used as the dominant analytical tool. One could
even go further, arguing that law and economics transform the economic fiction of an individual decision
maker into the legal fiction of an organization that consists of independent decision makers (‘atomistic contracting’).22 Consequently, the scope of existing organizational liability regimes is rather limited. They aim at
ensuring better monitoring and providing better incentives to single agents. Yet, root causes of organizational
wrongdoing are not addressed directly.23 Pointing to
this narrow approach, Mello and Studdert note that,
“tort incentives run to individuals, not organizations”.24
Moreover, as can be seen from the inferences drawn by
Shavell,25 in the law and economics literature there is no
distinction made between the liability effects on individuals and organizations.
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The way that liability rules function [when injurers
are firms] is similar to how they function when injurers are individuals; the effect of liability on firms’
care is the same as on individual injurers’ care.26
Therefore, some authors critically observe that firms
become anthropomorphized in the economic analysis of
tort law.27
The following sections provide a more detailed look on
organizational science and its contribution to a more
comprehensive analysis of organizational liability.

3 Organizational Wrongdoing
from an Organizational
Science Perspective

46

3.1 Antecedents of Organizational Wrongdoing
From the perspective of organizational science, contemporary liability rules for organizational wrongdoing
reflect a one-dimensional solution. They simply translate an organizational failure into an agency problem.
The underlying idea is that principals and agents are
rational utility maximizers who adequately react to
incentives.28 Thereby the insights from organizational
science are largely neglected. This lacuna implies that
one should seek for a more composite approach towards
organizational wrongdoing. However, this is not an easy
task to accomplish. Punch puts it to the point:

This conceptual perspective does not sit easily with
the law and with many lawyers, as both tend to be
rooted in a rather narrow individualism; but also not
with those social scientists and philosophers who
would argue that organizations do not exist outside of
the perceptions and actions of individuals.29
A promising starting point towards a more integrated
perspective on organizational wrongdoing is to take the
interrelation between external factors and internal
organizational characteristics seriously. For example,
Baucus and Near spot several categories of antecedents
that may trigger wrongful behaviour in organizations.30
They distinguish environmental antecedents of wrongdoing, such as scarcity of resources, dynamism of organizational changes in response to changes in the environment and heterogeneity of the environment in which a
company operates. The authors also identify that a company’s performance and size belong to internal antecedents of wrongdoing. Clinard and Yeager examine causal factors of corporate crime, distinguishing between
internal structure and external factors.31 In particular,

they emphasize the role of organizational complexity in
the emergence of wrongdoing. They draw a picture, in
which poor economic performance of an organization,
delegated authority, managerial discretion, a lack of
responsibility of top managers as well as corporate culture and corporate ethical standards are so heavily intertwined that such complexity generates organizational
wrongdoing. Thus, organizational wrongdoing occurs
not only because of deliberate (rational) decision-making
of individuals, but it is highly contingent on other variables as well, which is an important inference for law and
economics.
Since our aim is not to review the whole range of possible triggers of wrongdoing that could be drawn from
organizational science literature, we limit our focus to
two important factors of wrongdoing: (1) behavioural
triggers and organizational culture and (2) organizational complexity and coordination.32 We analyze these categories because they clearly illustrate the drawbacks of
neglecting the organizational context. Moreover, the
focus on these categories allows us to take the incremental steps towards expanding the theoretical base of tort
law analysis and employ relevant insights from organizational science for the improvement of tort liability.
3.2

From an agency perspective, potential wrongdoers,
namely employees, exploit information asymmetries
between a principal and an agent. Agents calculate
expected costs and benefits of wrongdoing. If the calculation brings a positive payoff for them, the agents will
exert a low level of care, making wrongdoings more likely to occur. But this rationale cannot easily explain why
employees quite often become involved in wrongdoing
which benefits the organization, but not the individual
wrongdoer.33
Even though it can be argued that an employee expects
some private benefits from wrongdoing, such as promotion within a company, it is nevertheless questionable
that the expected individual benefits from the negligent
behaviour outweigh the incurred costs. This raises the
question of behavioural triggers underlying such a
behaviour. For example, a wrong risk perception can be
an important trigger for wrongdoing.34 An individual
may systematically underestimate risks and thereby
increase the likelihood of failure.35 Moreover, individuals may falsely rely on the expertise of others who
underestimate risks.36 For example, this misperception
plays out with regard to excessive reliance of investors
on credit rating agencies.37 The recent financial crisis
provides even more examples of decisions made on the
basis of misleading information. However, cognitive
32.
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limitations alone cannot fully explain wrongdoing in
organizations.
To better explain wrongdoing, organizational factors
have to be taken into account.38 One decisive factor is
organizational culture. If management positions are systematically filled with individuals who have a high propensity for risk taking, the likelihood of wrongdoing in
an organization increases. In this respect, March and
Shapira have pointed out that:
although [managers] undoubtedly vary in their individual propensities to take risks, those variations are
obscured by processes of selection that reduce the
heterogeneity among managers and encourage them
to believe in their ability to control the odds.39
Indeed, organizational culture and management practices, as well as the business environment in which an
organization is embedded, have an impact on the likelihood of wrongdoing.40 Those factors can thus lead to
dangerous shifts in risk taking. This can be illustrated
by the example of some oil and gas companies. British
Petroleum (BP) is characterized by excessive cost cutting and excessive risk taking with respect to environmental issues and worker safety.41 In contrast to BP,
ExxonMobil is acknowledged to have a better performance in terms of environmental and worker safety.42
According to ExxonMobil’s CEO, Rex Tillerson, “companies must develop a culture in which the value of safety is embedded in every level of the workforce, reinforced at every turn and upheld above all other considerations”.43 Although one may qualify the official statements of a company as cosmetic or window-dressing, it
nevertheless points to the fact that there are obviously
distinct features in otherwise similar firms. These features can make a decisive impact on the likelihood of
wrongdoing.
The implied question, why some companies are more
prone to wrongdoings than others, can partly be
explained by imprinting theory.44 In a nutshell this
theory states that early organizational configurations
have a lasting imprint on future organizational behaviour. For example, if at its founding stage an organization tolerates wrongdoing, then this attitude will not
only be an episode but will be transformed in a consistent pattern when the organization becomes mature.
More precisely, one might assume that superiors sufficiently monitor subordinated employees in order to prevent wrongdoing, simply because they are supposed to
monitor subordinates. But this is not necessarily the
case because superiors have often the same imprint45
and the same morale and attitude as juniors.46 Juniors
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are imprinted by seniors, who were juniors in the past;
thus, behavioural patterns become inherited. This may
prevent effective monitoring and leads to relaxed standards of safety in a company over time. This can be further illustrated by corporate culture in investment banking, where superiors may perceive that their primary
obligation is not supervision but the exploitation of the
firm’s profit opportunities.47 For example, employees of
Prudential Financial, Inc., were charged for securities
fraud in 2003. In court, the traders claimed that the
compliance department, risk managers and high-level
executives knew of the fraudulent trades and rewarded
traders for the profit they earned for the company
(Securities and Exchange Commission v. Druffner et al.48).
Another example that demonstrates that imprinting significantly impacts the relationships between superiors
and subordinates is the Australian mining industry.
Low-level managers, the so-called deputies, at the mine
sites are chosen from the rank of workers, and they are
concerned about maintaining their “ties of ‘mateship’
with the crews”.49 Moreover, deputies predominantly
work among other workers and are largely detached
from the rest of the management.50 The strong ties
within the workforce prevent effective monitoring and
put the monitoring of safety standards at risk.
In summary, it turns out that organizational culture and
behavioural triggers are decisive factors of negligence
and wrongdoing. One can conjecture that tort liability
rules which target solely the rational behaviour of individuals are not well-equipped to tackle wrongdoing in
organizations. A similar conclusion can be drawn from
taking into consideration organizational complexity and
coordination, which are discussed in the following section.
3.3

Organizational Complexity and
Coordination

While in management organizational complexity is a
prominent field of research for many decades, it has virtually gained no attention in the economic analysis of
law. Only the literature on corporate crime makes an
exception, emphasizing that a high degree of organizational complexity is associated with a higher probability
of illegal behaviour. It is argued that organizational
complexity leads to fragmented communication, difficulties in coordination and less managerial control.51
Those problems also give leeway to commit illegal acts.
Although the provided arguments and observations are
made with respect to corporate crime, they are also
applicable to organizational wrongdoing in tort law
because the problems that stem from complexity point
to a more general problem of coordination of organizational activities. Insofar as wrongdoing may not necessarily be caused by a perpetrator (as investigated in the
47.
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corporate crime literature), it may result from the simple fact that certain organizational structures cannot
effectively deal with complexity. That is, coordination
of activities within an organization may fail, paving the
way to unintended wrongdoing, without any deliberate
acts or decisions. To give an example, over the last four
decades the health care provision has radically transformed from a ‘cottage industry’, in which individual
physicians played a leading role, to a large sector in
which hospitals have become the key providers.52 A hospital’s performance significantly depends on the vertical
and horizontal organization of medical services and
coordination between departments. The cardiology
department has to coordinate its activities with the radiography department, the surgery department and many
others. Effective coordination will inevitably need vertical oversight to align the services of the different departments.53
Various tort law rules impose liability on hospitals,
including most prominently vicarious liability. The
imposition of vicarious liability on hospitals depends on
the presence of the agency relationships between a hospital and physicians. Since employment contracts prove
the existence of those relationships, hospitals may avoid
direct employment of physicians in order to prevent the
imposition of vicarious liability. Indeed, many scholars
and medical practitioners observe that the US hospitals
are reluctant to have direct employment contracts with
physicians. Instead hospitals tend to hire independent
contractors, which then ‘send out’ physicians to hospitals.54 The drawbacks of this ‘contracting around’ practice are impaired organizational coordination, increased
complexity and thus a higher risk of malpractice. Similar observations apply to other industries, such as the
chemical industry, where the threat of liability is also
found to cause adverse effects.55
Neither strict organizational liability nor negligencebased liability can effectively cope with wrongdoings, if
they are triggered by structural organizational complexity and coordination problems. On the contrary, as the
examples from medical malpractice and other sectors
illustrate, liability rules may even trigger coordination
failures. This leads to wrongdoing that could otherwise
be avoided.
Thus, the phenomenon of organizational wrongdoing
cannot be fully explained by focusing only on the rational individual. To a large extent, the individual behaviour
is shaped and constrained by organizations. Moreover,
the agency setting focused on the provision of optimal
incentives appears to be a limited framework, as broader
52.
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coordination failures cannot directly be addressed within it. Therefore, the traditional law and economics criteria for assessing the optimality of liability rules, which is
applicable to individual tortfeasors and rational agents,
cannot simply be replicated on the level of organizations. To adequately address and analyze these problems at a theoretical level, the current framework of economic analysis of tort law has to be refined. In the following section we further elaborate this idea.

4 Structural Remedies against
Organizational Wrongdoing
4.1

Organizational Design and the Propensity
for Mistakes

When organizational factors are identified as distinct
triggers of wrongdoing, liability should adequately
address those factors and a court has to evaluate whether
a company has appropriately organized its activities.
This leads to the following question: which organizational arrangements are effective in the prevention of
wrongdoing? To answer this question, one has to find
out whether it is possible to derive some general insights
about the relationship between organizational attributes
and the prevention of wrongdoing.
Despite the fact that extensive literature exists on various organizational characteristics, yet there is only
scarce knowledge about the relations between organizational factors and the occurrence of wrongdoing. In
order to shed more light on this issue, it is promising to
employ the approach that is proposed by Sah and Stiglitz on hierarchies and polyarchies.56 This approach provides some answers on the effects of organizational
design on the occurrence of individual mistakes.
Surely, in order to better understand wrongdoing in
organizations, various organizational theories could be
used. For example, neoclassical and behavioural
approaches could be distinguished, and it could be
debated which approach has more explanatory power
with respect to organizational wrongdoing.57 The
advantage of Sah and Stiglitz’ approach to organizational design is that it does not make specific assumptions
about individuals, thereby avoiding tedious debates over
human rationality. The only assumptions made by Sah
and Stiglitz are that (1) individuals can make wrong
decisions and (2) organizational design is a way to cope
with this problem.58
Although the Sah and Stiglitz model focuses only on
two generic types of organizational design (polyarchy
and hierarchy), it nevertheless serves as a promising
starting point and an analytical platform for expanding
the existing agency framework in the economic analysis
of tort law.

56.
57.
58.

Sah & Stiglitz 1985b, 1986.
For an overview, see McKelvey 1997.
See also Simon 1979.

doi: 10.5553/DOQU/221199812015003002002

This article from The Dovenschmidt Quarterly is published by Eleven international publishing and made available to anonieme bezoeker

Figure 1
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The focus on organizational architectures allows to
examine whether it is possible to minimize false human
decisions through a resourceful combination of organizational layers.59 The core idea is that in a hierarchical
organization, an activity can only be realized if all organizational layers have approved it. It is intuitively clear
that the likelihood of approval is quite low in such a setting because it must go through multiple hierarchical
filters, each of which has to approve an activity. Thus,
while rejecting many hazardous activities, a hierarchical
organizational design also rejects many harmless activities. Rejection of harmless activities is one of the limitations of the hierarchy. In contrast, a polyarchical organizational design ensures decentralized decision-making.
The polyarchy consists of several organizational layers
which can approve a project independently from each
other. Thus, decentralized polyarchical organization is
more likely to approve wrongful activities, but its
advantage is that it accepts more harmless activities than
a hierarchical design.60
The main features of the two generic types of organizational design are depicted in Figure 1.61 Assume that an
organization consists of organizational units A and B,
each of which can approve a project P with the probability of 50 percent. Then, the polyarchy approves the
project with the probability of 75 percent (P(A) or
P(B)), while the hierarchy approves it with the probability of 25 percent (P(A) and P(B)).62 Consequently, the
polyarchy makes less errors of the ‘missed opportunity’
nature (Type I errors, or omission errors) than the hierarchy, but simultaneously commits more errors of the
‘bad investment’ nature (Type II errors, or commission
errors) than the hierarchy. The reverse applies to the
hierarchy. The hierarchy rejects more projects which
should have been accepted.63 Thus, hierarchies and pol59.
60.
61.
62.

63.
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Rejection

yarchies are committed to different types of failures.
This allows for a purposeful filtering of information by
combining hierarchical and decentralized organizational
layers.64 Accordingly, it is possible to design organizations with multiple structural layers which optimally filter information65 and lead to the optimal amount of
wrongdoing. However, a multiplicity of organizational
layers slows down the decision-making process, incurs
high transaction costs and increases complexity.66 In
addition, multiple organizational layers are likely to
cause communication errors. Information may be lost or
its meaning may get changed. Therefore, in reality it is
not simple to determine the efficient organizational
structure. However, a basic taxonomy of different organizational designs unfolds in the following section. It may
provide a useful framework for defining whether a specific organizational design adequately corresponds to the
risk of performed activity. It goes without saying that
the proposed taxonomy is only a first step towards more
elaborated applications.
4.2

A Taxonomy of Organizational Design
Standards

From a welfare perspective, it is necessary to put the
relationship between wrongdoings and organizational
design into the broader scope of social preferences.
Social preferences concerning the importance of certain
organizational activities may differ across countries.
Some countries may be more willing to adopt risky
technologies than others, implying a higher probability
of failure of those technologies.
The approach of organizational architectures can reflect
those social preferences. In a situation when certain
products and services are scarce, but the social demand
for them is high, a polyarchical organizational design
would be preferable because the benefits from a high
project approval rate are more socially relevant than the
costs of harm inflicted by these activities. Therefore,
from a societal perspective one would prefer that firms
establish a polyarchical organizational design. Converse64.
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Table 1

Generic organizational design standards of care
Perceived social importance

50

Risk of causing harm

High

Low

High

(1) Mixed organizational design

(2) Hierarchical organizational design

Low

(3) Polyarchical organizational design

(4) Organizational design plays no
role

ly, when certain activities do not play a valuable role in
the mindset of society, the prevention of organizational
wrongdoing becomes a priority. This aim is attained if
firms adopt a hierarchical organizational design.
These findings can further be summarized into the general proposition that, when certain business activities do
not play an important (strategic) role for society, the tort
law standard of care should enforce a hierarchical organizational design. In contrast, when certain business
activities are essential for society, the organizational
design standard should be relaxed. For example, to
speed up innovation, a polyarchical design is more effective than a hierarchical one. To be more concrete, a
pharmaceutical company that produces innovative drugs
against such diseases as cancer, Alzheimer and HIV,
which are severe plagues of humankind, may implement
a decentralized organizational design without being held
liable for wrongdoings caused by this architectural
choice.
The organizational design perspective provides a theoretical underpinning for the pleas of legal scholars who
argue in favour of a ‘special’ tort law treatment of accidents caused by the operation of innovative industries or
innovative firms. For example, Davies and Levine discuss the possibility of abolishing tort liability to a large
degree in the “developing and vital biotech industry”.67
They refer to Burk and Boczar who view biotechnology
“as a strategic industry” and “critical to the economic
success of the country”.68 The authors compare the role
of biotechnology with that of the railroad in the 19th
century. To be sure, whether biotechnology is a strategic industry that deserves an exemption from tort liability is a question that cannot be answered scientifically,
but what can be said is that a tort law which provides
incentives at the organizational design level can better
mirror social preferences towards organizational activities and the associated wrongdoing.
One can even go a step further and derive more complex
organizational standards applied to different situational
contexts. In Table 1, four situations are distinguished.
The variable ‘risk of causing harm’ (hereafter ‘risk’)
reflects the level of expected harm from a specific activity. The variable ‘perceived social importance’ refers to
the social preference of certain business activities. It

67.
68.

Davies & Levine 2000, p. 221.
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reflects the desirability (importance) of a specific business activity for society.
Accordingly the matrix distinguishes four generic scenarios related to different organizational design standards.
Scenario (1): If an activity is associated with high social
importance and high risk, then the legal system should
enforce a mixed organizational design. In a mixed
organizational design hierarchical and decentralized
decision-making layers are combined. Sah and Stiglitz
call that organizational design “complex organization”,69
while Visser defines it as “hybrid organizational structure”.70 An ‘organizational mix’ depends on the relative
weight of risk and the associated social preference. If,
for example, society weighs the social importance of an
activity higher than the associated risk of harm, then a
combination of polyarchical and hierarchical subunits is
recommended. The polyarchical organizational layer
would build the first filter of activities and the hierarchical layer would be placed as the second one (the PH
design). That way the relatively stronger preference for
social importance can be expressed: the autonomous
organizational subunits of the first organizational layer
will ensure a high acceptance rate of activities, disregarding to a certain degree the associated risk. But since
the expected harm from the approved activities is also
high, the second screening is conducted by the hierarchical organizational layer, which provides a more rigorous
decision-making and is likely to filter risky activities out.
Alternatively, society may weigh the risk of harm of an
activity relatively higher than its social importance. In
this case a different organizational design has to be chosen. The first organizational layer should be a hierarchy.
After the first screening this creates a pool of selected
activities with a high proportion of activities of a lowrisk type. At the second organizational layer, the autonomous subunits may approve activities, raising the
chance that socially important activities are accepted.
Those organizational designs can be denoted as HP
designs.
Although mixed organizational designs cannot guarantee the elimination of wrongdoing, the organizational
design standards may help to reduce the occurrence of
wrongdoing on the one hand, and favour socially beneficial activities on the other. Hence, in a tort’s case a court
would have to decide whether an organizational design
69.
70.

Sah & Stiglitz 1985a, p. 21.
Visser 2002.
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consisting of autonomous and hierarchical decisionmaking units adequately corresponds to a combination
of high accident risk and high social importance of an
activity. The companies that have an inadequate organizational design will bear tort liability for organizational
wrongdoing.
Scenario (2): In this case, the perceived social importance of an activity is low, while the risk of inflicting
harm is high. Then a tort law standard should predominantly induce risk prevention. This is best attained
when a hierarchical organizational design for performing those activities is implemented. In those cases, one
may also consider whether a prescription of the organizational design by ex-ante regulation is preferable over
the ex-post ruling of tort law.
Scenario (3): In this scenario, the risk of wrongdoing is
low, but the perceived social importance of an activity is
high. To induce companies to undertake an activity, the
appropriate organizational design should allow for
autonomous decision-making of organizational subunits.
Therefore, a court would be recommended not to hold a
company liable for wrongdoing caused by the choice of
organizational design. In this way, tort liability will not
discourage the implementation of a polyarchical organizational design.
Scenario (4): An organizational activity is neither risky
nor socially important. In this case, the problem of
achieving a socially desired balance between the level of
organizational care and the level of activity has low significance. Correspondingly, organizational standards of
care in tort law are not required to play such a big role
as in the other three scenarios. This does not mean that
organizational wrongdoing becomes less important, but
it is sufficient that those standards of care are enforced
that address individual behaviour.
It is by no means easy to decide whether an industry is
socially important and how risky an activity is. Courts,
however, may have the capacity to take into account relevant variables on a case-by-case basis. This is not a new
development, but is embedded into the legal practice for
a long time. For example, an attempt to support infant
industries at the end of the 19th century is showcased in
Losee v. Buchanan (1873). In that case, a paper company
was not held liable for the harm it caused to the neighbouring property by the explosion of a steam boiler.71 In
the case, it was stated:
We must have factories, machinery, dams, canals and
railroads. They are demanded by the manifold wants
of mankind, and lay at the basis of our civilization. If
I have any of these upon my lands, and they are not a
nuisance and are not so managed as to become such, I
am not responsible for any damage they accidentally
and unavoidably do my neighbor. He receives his
compensation for such damage by the general good,
in which he shares, and the right which he has to
place the same things upon his lands.
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This example shows that social preferences concerning
certain organizational activities can possibly be reflected
in court decisions, even though the level of discretionary
power of a judge may be highly debatable.

5 Conclusions
Organizational factors are important causes of wrongdoing. Yet organizational antecedents of wrongdoing are
largely ignored in the economic analysis of tort law. The
dominant agency approach tries to replicate the analysis
of individual incentives on the level of organizations,
without the proper acknowledgement of the differences
between individuals and organizations.
In this paper, we show that organizational factors, such
as organizational culture, design and complexity, play a
prominent role, as they often constitute the root causes
of organizational wrongdoing. We also emphasize that,
in order to better address the role of these factors in the
economic analysis of organizational wrongdoing and tort
law, it is helpful to apply insights from organizational
science. Although the research at the intersection of
organizational science and economic analysis of tort law
is in its infancy, such interdisciplinary research is very
promising. By employing the framework of Sah and Stiglitz,72 we make a step forward towards advancing the
economic analysis of tort law beyond the dominant
agency theory framework.
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