Session 15: Product Safety: Liability and Regulation

Key Points

· Safety is a critical non-market issue - it captures the attention of the media and politicians, and is also a primary concern for both consumers and “responsible” companies
· The most comprehensive source of institutional guidance on safety is the law of torts, specifically products liability 
· The high costs of litigation and liability insurance induce firms to provide safe products and safe working environments
Institutions

· In the 1970’s, agencies such as the National Highway Traffic Safety Administration (NHTSA), the Consumer Product Safety Commission (CPSC), and the Occupational Safety and Health Administration (OSHA) were created to develop and regulate safety standards.

· While the liability system creates incentives for firms to behave in a “safe” manner, regulation by these agencies exists to correct for market imperfections.

The Product Safety Problem & Social Efficiency

· According to the theory of social efficiency, decisions by both the producer and consumers should take into account the social costs of possible injuries to persons and property.

· The benefits of products must be weighed against the social costs of care (i.e. increasing safety) and injuries.  Social efficiency requires balancing these two costs.  (Since preventing all injuries would be prohibitively costly and drive firms out of business, firms must determine the appropriate balance between the costs of injuries and the costs of preventing them.)  A profit-maximizing firm will choose the level of care (i.e. safety) that equates the marginal cost of its care with the marginal reduction in the portion of the cost of injuries it bears.

The Coase Theorem (1960)

· The Coase theorem pertains to injuries associated with products and to market imperfections (including externalities, public goods, and national monopoly).

· Coase claimed that when an externality is reciprocal, there is more than one way of achieving social efficiency.  Each affected party has an entitlement (i.e. the right to pollute vs. the right to be free from pollution).  Coase stated that when reciprocity exists, the parties involved will voluntarily reach an agreement which “internalizes” the externality and achieves a “socially efficient” outcome. 

· Two conditions must exist for the Coase theorem to hold: 

· The absence of transaction costs that could preclude private agreements

· Entitlements must be protected with either the property or liability rule.

· Property Rule: Prohibits other parties from infringing on the entitlement without the consent of the party holding it.

· Liability Rule: A person may infringe on the entitlement but must then compensate its holder for the loss resulting from that infringement.

Products Liability Law

· While the number of products liability cases has increased significantly in the last 3 decades, the number filed in federal courts has declined since the 1980’s.  Most cases are now filed in the state courts and settled out of court to avoid the high costs of trial.

· The size of product liability awards has increased significantly over time [e.g. State of Illinois – the average award (in constant $’s) increased from $265,000 during the period 1960-1964 to $828,000 during the period 1980-1984].

· It is estimated that products liability insurance premiums cost companies approximately $3 billion per year (estimate from the mid-1980’s).  This number is probably an understatement since many companies self-insure.
· In the late 1980’s, trends in verdicts and awards in product liability cases began to change – plaintiffs won only 43% of cases in 1992, vs. 54% in 1987.  Over this period, the median and mean awards also stopped growing.
The Development of Products Liability Law 

· Products liability is a branch of the law of torts.  The law of torts is common law that evolves through decisions made by judges on cases brought by private plaintiffs.

· Legal standards have evolved into a standard of strict liability.  Under strict liability, the concept of fault is irrelevant – courts are only concerned with whether the product in question was associated with the injury.

· The system is complex for firms because products liability is largely state law, and not all states have the same standards

· At the turn of the century, state laws had generally followed the “privity of contract” standard, which meant that consumers could only sue the party from which the product had been purchased (i.e. you can sue the retailer, but not the manufacturer).  In 1916, this 

standard was reversed in the case of MacPherson vs. Buick Motor company, finding that an injured customer could sue the manufacturer when the manufacturer had been negligent in failing to detect a product defect.

· The courts have adopted a broad interpretation of the word defect – many courts assume that if a person is injured by a product, the product must be defective.

· Today, a consumer can now sue the producer as well as any firm in the channel of distribution through which the product passed.

· The courts have generally held that firms have a responsibility to anticipate misuse of products and a duty to take care to reduce both the likelihood of misuse and the harm from misuse

Other key facts:

· In most jurisdictions, products liability cases are covered by a statute of limitations, which is usually 4 years

· The burden of proof is on the defendant
· The principal form of damages awarded is compensatory – compensation for the losses incurred.  While punitive damages are allowed in most jurisdictions, this generally requires a finding of negligence or fault.
Imperfections in the System

· Products liability system has been criticized on equity, distributive, and efficiency grounds

· Equity advocates argue that cases should be decided on the basis of fault or negligence

· The distributive objection is that awards are often too large, and compensation rarely ties to the amount of actual losses

· Efficiency is sacrificed because of the system’s high costs of operation

· Punitive awards are not governed by statutes or constitutional guidelines – juries decide on a case-by-case basis.

· Consumers often have poor information about the risks associated with products. Even if a producer supplies lengthy instructions and warnings with the product, most consumers don’t read all of the information.

Absolute Liability

·  Some state judges have argued for absolute liability over strict liability.  Absolute liability makes producers liable for virtually any injury associated with their products.  This is equivalent to a requirement that a firm must provide complete insurance with its products.

· Problem with absolute liability – removes incentive for consumers to behave in a safe manner when using a product

