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I S T A

S

Over time, liability has shifted from consumers or retailers to manufac-
turers in product liability cases. Unlike most previous studies, this study
contends that how liability is shared matters and that allowing consumers to
sue manufacturers difectly may be harmful under certain circumstances.1

The relative liability of retailers and manufacturers is determined by
three lines of product liability law which evolved together: (1) the dropping
of the privity of contract requirement in virtually all products liability
cases; (2) the development and spread of strict liability in tort and the
evolution of warranty remedies; and (3) the refinement of indemnity rulings
and the spread of contribution statutes. A firm's share of liability may also
depend on its ability to avoid large payments by going bankrupt, by franchis-
ing, or by vertically integrating.

In the previcus century, privity of contract prevented a consumer from
suing a firm with which he had not directly contracted so that consumers could
bring product liability suits against retailers but not manufacturers. As a
result, either the consumer or the retailer paid for the accident. Gradually
this doctrine eroded so that today consumers can sue firms who are separated
from the consumer by intermediary transactions. As a result, consumers can
sue retailers or manufacturers, Very often, they choose to sue manufacturers
{perhaps jointly with the retailer) because of the relative ease of showing
manufacturer rather than retailer liability or because manufacturers have
"deep pockets."

During this century, consumers increasingly have been able to obtain
relief under warranty and strict tort liability as well as under contract

theories. The evolution of these doctrines has largely side-stepped the
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privity restriction. As a result, consumers have a tendency to sue the manu-
facturer directly (deep pockets) using one of these approaches to avoid deal-
ing with the essentially judgment-proof retailers.

There are two majof contributions to the current thinking on privity.
Richard Posnerz argues that, if the manufacturer and retailer activity are
observable, the market will guarantee efficient care regardless of privity.
In the context of cumulative trauma litigation, however, Richard Epstein sug-
gests that privity is the only way to sort out conflicting claims. Without
the restriction, property rights are not assigned, and one cannot rely on the
Coase theorem to assure efficient results as Posner does.3 Each of these
arguments has merit. Posner is correct when all parties have complete infor-
mation about the activities of others. But with complex technologies, the lav
individual often does not have the ability to evaluate the hazard inherent in
each product he consumes.

Epstein is correct in suggesting that, with imperfect information,
privity does provide an orderly assignment of liability. However, while
privity is a sufficient rule for efficiency, it is by no means necessary. We
argue that a broader look of the legal context is in order. Changes in the
rules governing joint tortfeasors, which parallel the elimination of privity,
have provided alternative assignments of liability which are, under certain
circumstances, every bit as clear as those Epstein describes.,

To illustrate how a shift in liability may affect social welfare, we use
a simple model in which there are upstream manufacturers of unbranded pro-
ducts, downstream retailers, and ultimate consumers. Only the manufacturers

and the retailers can affect the safety or quality of the product through
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their actions. For example, the manufacturer may design a better product, may
use higher quality materials, or may inspect the finished product more care-
fully. We presume that some care by both the manufacturer and the retailer is
generally optimal, |

This paper is divided into five sections. The first section is a dis-
cussion of the evolution of the relevant legal doctrines. The next section
shows how these doctrines determine liability. The third section examines how
the splitting of liability affects the functioning of markets and social wel-
fare. The analysis is extended to consider the effects of vertical integra-
tion, brand names, and bankruptcy in the fourth section. The last section

contains a sumnary and conclusions. It is followed by a technical Appendix.

I. Major Changes in Products Liability Law

To properly analyze these various interrelated fields of products lia-
bility law, we need to examine briefly the major deveiopments in each one. We
emphasize that these are just the principal developments. WMany jurisdictions
have established variations around these basic themes. But an exhaustive com-
parative study is beyond the scope of this paper. While some will quibble
with details across jurisdictions, we believe this fairly represents the broad
thrust of recent developments. We note the abandonment of the privity re-
quirement; explain the development of the basic liability principle from one
of negligence to one of strict liability in tort (with the parallel develop-
ment in warranty from explicit warranty to the implied warranty of merchant-
abiltyv; and the state of doctrine relating to damage apportioned among several

joined defendants.



A, Privity
Privity of contract is the relationship that exists between contracting
parties and, historically, had been a necessary requirement for maintaining an

action. This doctrine was formalized in 1842 in the case of Winterbottom v.

Wright.4 When party A was thrown from a coach negligently maintained by
party B, he sought to maintain an action against B. In ruling against A, Lord
Abinger stated:
I am clearly of the opinion that the defendant is entitled to our
judgment. . . . There is no privity of contract between the parties;
and if the plaintiff can sue, every passSenger, or even any person
passing along the road, who was injured by the upsetting of the
coach, might bring similar action. Unless we confine the operation
of such contracts as this to the parties who entered into them, the
most absurd and outrageous consequences, to which I can see no limit,
would ensue.
Expansion of liability beyond the immediate parties to the contract was not
allowed. Party A would have had remedy if, and only if, he had directly
contracted with supplier B.

Exceptions to Winterbottom emerged within a decade and centered on the

concept of "inherent and imminent danger.”s Most of these exceptions con-
cerned poisons, food, drink, and construction materials.6 The growing mum-
ber of special cases created, as Prosser notes, "a legal fog with a general
rule circumscribed by various exceptions."7

This fog was dissipated by the MacPherson v. Buick Motor Co. decision.8

In that case, Buick sold a car with a defective wheel to a retailer who resold
it to the plaintiff. When the wheel crumbled and the plaintiff was thrown

from the car sustaining significant injuries, he sued Buick. While the wheel
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was not made by the defendant, there was "evidence that its defects could have
been discovered by reasonable inspection and that inspection was omitted."

Judge Cardozo ruled that:

If the nature of a thing is such that it is reasonably certain to
place life and limb in peril when negligently made . . . {and) if
there is knowledge that the thing will be used by persons other than
the purchaser, then, irrespective of contract, the manufacturer . .
is under a duty to make it carefully. (The defendant was) a manufac-
turer responsible for the finished product (and) . . . was not at
liberty to put the finished product on the market without subjecting
the component parts to ordinary and simple tests.

The MacPherson ruling has been adopted by all states and extends to all phases

of production9 and design.10

In addition, a third party's duty to inspect is no defense. As inter-

11

preted in the Restatement: "A manufacturer . . . is subject to lia-

bility . . . although the dangerous character or condition of chattel is
discoverable by an inspection which the seller or any other person is under a
duty to the person injured to make."

As interpreted, MacPherson removed all privity requirements for cases in-

12

volving negligence. In the case of either express or implied warranty, ~ how-

ever, change came more slowly. Precedents involving manufacturers' implied

warranties of merchantability and fitness did exist, though, in the case of

food and drink13 and developed by 1960 to involve a majority of jurisdictions.l4

15

In that year the decision in Henningsen v. Bloomfield Motors, Inc. ™ did

for all of warranty what MacPherson did for negligence. In that case,
Mr. Henningsen purchased a Plymouth as a gift to his wife from Bloomfield

Motors, an authorized dealership in Chrysler Corporation. The contract of
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sale indicated that all warranty obligation ran to the original purchaser and
that such obligation included only the correction of defects to the car. It
went on to say that "this warranty being expressly in lieu of all other warran-
ties expressed or implied, and all other obligations or liabilities. . . ."
Ten days after delivery of the car, Mrs. Henningsen sustained significant in-

juries when the steering mechanism of the car malfunctioned. The Henningsens

sued both Bloomfield Motors and Chrysler under the principles of warranty.16

Chrysler disclaimed liability, noting no privity with Mr. Hemningsen. Fur-
ther, both defendants argued that there was no privity with Mrs. Henningsen, and
an expressed warranty disclaiming such liability was signed by Mr. Hemningsen.
In striking down all these contentions, the court ruled:

We hold that under modern marketing conditions, when a manufacturer
puts a new automobile in the stream of trade and promotes its pur-
chase by the public, an implied warranty that is reasonably suitable
for use as such accompanies it into the hands of the ultimate pur-
chaser. . . . In the framework of this case, . . . the attempted
disclaimer of an implied warranty of merchantability and the obliga-
tions arising therefrom is so inimical to the public good as to com-
pel an adjudication of its invalidity.

.+ . (1)t is our opinion that (the implied warranty of merchant-
ability is) chargeable to either an automobile manufacturer or a
dealer (and) extends to the purchaser, . . . members of his family,
and to other persons occupying it or using it with his consent. It
would be wholly opposed to reality to say that use by such persons is
not within the anticipation of parties to such a warranty of reason-
able suitability of an automobile for ordinary highway operation.
Those persons must be considered within the distributive chain.

Thus, in this decision we see a drastic reduction of privity requirements for
warranty and a significant step toward strict liability through the implied

warranty of merchantability.



-7-

Warranty law, however, continues to ¢reate problems for the courts.17

Prosser states: "It gradually became apparent that 'warranty' as a device .
carries far too much luggage in the way of undesirable complications and is
more trouble than it is wbrth."lg The appropriate legal context for the next
change was found in strict liahility in tort which had been recognized for
almost a century in cases of ultrahazardous or abnormal activities.l9
Strict tort liability first arose in California in 1962 in the case of

20

Greenman v. Yuba Power Products, Inc. In this case, a combination shop

tool injured the husband of the purchaser when used in a normal manner and he
sued both retailer and manufacturer. The problem with warranty law in this
case was twofold. First, Greenman had failed to notify the defendants within
the time period prescribed by the Uniform Sales Act. Second, California had
not yet recognized the provisions in Henningsen and privity remained a bar to
recovery.

The court swept aside all warranty provisions by making the case one of
strict liability in tort and, therefore, independent of any contract--implicit
or explicit. In his opinion, Judge Traynor noted:

To establish manufacturer's liability it was sufficient that plain-

tiff proved that he was injured by using the (product) in a way it

was intended to be used as a result of a defect in design and manu-

facture of which the plaintiff was not aware that made the (product)

unsafe for intended use. . . . A manufacturer is strictly liable in

tort when an article he places on the market, knowing that it is to

be used without inspection for defects, proves to have a defect that

causes injury to a human being.

The principles in Greenman were clarified in a subsequent California deci-

sion21 then codified in the Restatement, Second, Torts §40Z2A which has been

accepted in the large majority of jurisdictions:



Special Liability of Seller of Product for Physical Harm to User or
Consumer

(1) One who sells any product in a defective condition unreasonably
dangerous to the user or consumer or to his property is subject
to liability for physical harm thereby caused to the ultimate
user or consumer, or to his property, if

(a) the seller is engaged in the business of selling such a pro-
duct, and

(b) it is expected to and does reach the user or consumer with-
out substantial change in the condition in which it is sold.

{2) The rule stated in Subsection (1) applies although

(a) the seller has exercised all possible care in the prepara-
tion and sale of his product, and

{b) the user or consumer has not bought the product or entered
into any contractual relation with the seller.

Comment £ in this subsection summarizes the economic basis for the rule.
Those who are engaged in an ongoing business have two advantages over the oc-
casional consumer. They are more likely to know the sources and correct for
defects and, when defects are unavoidable, are in a better position to insure
(perhaps, self-insure).

On the issue of contributory negligence, comment n notes that the plain-
tiff 'voluntarily and unreasonably proceeding to encounter known danger,'
i.e., assumption of risk, is a defense. On the other hand, 'contributory
negligence of the plaintiff is not a defense when such negligence consists
merely in a failure to discover the defect in a product, or to guard against
the possibility of its existence."

Removal of most privity requirements under warranty and all such require-

ments for negligence and strict tort permits an injured plaintiff to move
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directly against any or all of the potentially liable parties. These may
include, under negligence, any potentially negligent party or under strict
tort and warranty any economic entity involved in the production or distri-
bution of the product. The plaintiff may move against these parties in sepa-

rate actions or by a joinder of the defendants.

B. Contribution and Indemmity

The law has indicated no preference over the various modes of bringing
suit. Hence, the plaintiff is free to choose (1) against which of the poten-
tial tortfeasers he will maintain an action and (2), if he chooses to sue more
than one, whether he will sue them jointly or individually. In any event,
each tortfeaser is liable for the entire loss of the plaintiff even though

22 The

there were others whose actions combined to produce the single event.
plaintiff may then recover damages from any of the defendants judged liable
but may not recover more in total than the value of his loss. By themselves,
these aspects of products liability law would introduce a significantly random
element into how the liability is borne and, consequently, how each actor han-
dles his expected costs. Two doctrines--contribution and indemnity--reduce
this uncertainty by providing rules which assign ultimate liability, sub-
stantially independent of the whim of the plaintiff.

Contribution usually represents a sharing of the burden among several
partiesz3 and is not part of the original settlement; it is an adjustment
between defendants separate from the plaintiff's claim. As such, it is com-
monly perceived to stem from principles of equity as opposed to being rooted

24

in tort or contract liability. Since the traditional common law rule is
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that there should be no contribution,zs in most of the approximately 40

states permitting contribution, it has come about through 1egislation.26

These statutes typically are based to some degree on the Uniform Con-

tribution Among Tortfeasers Act (U.L.A.} which states inter alia,

Except as otherwise provided in this Act, where two or more persons
become jointly or severally liable in tort for the same injury to
person or property or for the same wrongful death, there is a right
of contribution among them even though judgment has not been re-
covered against all or any of them.

The right of contribution exists only in favor of a tortfeaser who
has paid more than his pro rata share of the common liability, and
his total recovery is limited to the amount paid by him in excess of
his pro rata share.

In determining the pro rata shares of tortfeasers in the entire lia-
bility (a) their relative degrees of fault shall not be considered;
(b) if equity requires the collective liability of some as a group
shall constitute a single share; and (c) principles of equity applic-
able to contribution generally shall apply.27

The "pro rata share' is commonly regarded to be an equal one. Each de-
fendant is then liable for an amount equal to the total damages divided by the
number of defendants.28

Indemnity is the other mechanism for distributing loss among tortfeasers
and is distinguished from contribution since it shifts the entire burden from

29,30 Since potentially the two doctrines conflict, it

one party to another.
is worth noting that indemnity takes precedence. '"When one tortfeaser is en-
titled to indemnity from another, the right of the indemnity obligee is for
indemnity and not contribution, and the indemnity obligor is not entitled to
contribution from the obligee for any portion of his . . . obligation."31
In the absence of explicit contract, the common law rule is that joint

tortfeasers are in pari delecto and, therefore, are not entitled to indemmity
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from one another.32 Since in negligence cases, strict adherence to this rule
led to undesirable results when the behavior of the defendants significantly
differed, the courts have attempted to establish rules based on active-passive
or primary-secondary faulf distinctions. Thus, if a menufacturer created a
hazardous defect in a product while the retailer did not inspect for the
defect adequately, the retailer's negligence in general is deemed passive.

35 1f, however, the

He would then be due indemnity from the manufacturer.
retailer was aware of the defect and proceeded to supply the product, his
negligence may not be considered passive/secondary. In warrantv the issue of
indemnification is the most straightforward. A manufacturer's defect, which
generated a breach of implied warranty on the part of the retailer, would also
be the cause of action for indemnity of the retailer against the manufacturer.
For strict tort liability, ''fault" arises from the sale of the defective
product, and distinctions as to degree of that sort of blame are arbitrary.
The rule there is that the retailer should be indemnified by the manufacturer.
The reasoning is that costs should be placed on those responsible for placing

54,35 If, however, the retailer knows

36

the defective product on the market.
of the defect or exacerbates the condition, indemnification is not made.

Finally, parties may provide for indemmification through express contrac-
tual agreements. In general, these are enforced by the courts as long as the
agreement is the clear intent of the parties. While there are exceptions,37
when bargaining positions of the parties are equivalent, a contract for in-

demnity will be given effect by the courts and, thereby, will take precedence

over the other sharing rules discussed above.
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IT. The Determination of Liability

How liability is shared depends on (1) the presence or absence of a privity
requirement; (2) whether the product-liability rule uses the concept of negli-
gence, warranty (including merchantability), or strict liability; (3) which
concept of indemnification and contribution are given force; and (4} whether
firms can avoid liability through bankruptcy.

We consider five possible allocations of liability among the consumer, the
retailer, and the manufacturer. Some sufficient conditions for these five
allocations of liability are presented below:

Case 1: The Consumer is Fully Liable

In the 19th and early 20th Centuries--when privity in contracts prevented

the consumer from suing the manufacturer {e.g., Winterbottom v. Wright)--if
the retailer could make an effective disclaimer of liability or could avoid
liability through a declaration of bankruptcy, the consumer (effectively) had
to bear the full liability.

Case Z2: The Retailer is Fully Liable

When privity was required, if the retailer could not make an effective
disclaimer or declare bankruptcy to avoid suit and the retailer could not sue
the manufacturer in turn (i.e., the retailer was not indemmified or partially
compensated by the manufacturer)}, the retailer had to bear the full liability,
Since the traditional common law rule does not call for contribution, this
case probably occurred frequently.

Case 3: The Manufacturer is Fully Liable

After the privity requirement was effectively eliminated or when the re-
tailer was indemmified by the manufacturer, the manufacturer has had to bear

the full liability. With the elimination of privity and the rise of strict
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tort and implied warranty, the consumer often sues the manufacturer rather
than (or in addition to) the retailer. So long as the manufacturer cannot
obtain contribution from the retailer (whether by lack of statute or due to
possible bankruptcy) and—the retailer is owed indemnification from the manu-
facturer (whether by legal doctrine or contract), the manufacturer bears the
full liahility.

Case 4: The Manufacturer and Retailer
Split the Liability in Fixed Proportions

As noted above, in the post-privity period where the consumer may sue
either the retailer or the manufacturer, liability sharing may depend on the
rules of contribution. These rules result in equal sharing of the liability
among those originally joined in the suit. Whether they include all firms
will depend on whether a statute permits contribution from parties not origi-
nally listed as defendants.38 In addition, the manufacturer may use in-
centives (such as profit sharing) to induce the retailer not to declare
bankruptcy and share liability. Explicit contract clauses may be used to
split the liability.

Case 5: The Manufacturer and Retailer
Conditionally Share Liability

In many jurisdictions, rules also allow the liability to be assigned in
response to behavior (gfl, the active-passive or primary-secondary distinc-
tions discussed above). In particular, liablity may be apportioned if the
harm can be apportioned. Similarly, comparative negligence or culpability may
be used to divide liability but, in general, will not shift the entire burden.

The most important example of this case arises when indemnification is

based on care. Commonly, a jursidiction requires that a retailer indemnify the
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manufacturer when the retailer's involvement in the defect was active and the
manfacturer's was passive; and otherwise, the manufacturer indemnifies the re-
tailer. The active-passive distinction, then, would imply a standard of care
for each. The degree, to which each one met these standards, would then deter-
mine assignment of the entire burden. This rule functions as one of "contribu-
tory negligence'" but cannot be considered one technically in all cases since,
for example, strict tort does not require negligence--just defectiveness. Ex-
plicit contract clauses, modifications to common law doctrine, or new legisla-
tion could create these sorts of rules,

And finally, the privity requirement in cases where parties cannot escape
liability through bankrupty is also representative of this case. Under privity
with strict liability, the retailer could recover from the manufacturer if the
retailer took due care and the manufacturer did not; otherwise, the retailer

could not recover.

I1II. The Economic Model

The discussion in this section is based on a formal economic model which
is contained in the Appendix. To illustrate the effects of the privity doc-
trine, we use a simple model in which there are competitive upstream manu-
facturing firms, competitive downstream retailers, and many final consumers of
the product. In this section, unless we specify otherwise, we assume that the
retailer cannot avoid liability by declaring bankruptcy.

The product is inherently hazardous, but the expected accident cost from
its consumption (e.g., food poisoning) can be reduced by safety-related expen-

ditures by both the manufacturer and the retailer. In general, manufacturers
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may design better products, use higher quality materials, or inspect more
carefully to create a superior product; while retailers may actively insure
the integrity of the product, improve the product, or inspect to detect de-
fects created in manufacturing or shipping. For example, consider a food
processing industry. If manufacturers fail to maintain certain standards of
cleanliness, temperature, and so forth, or retailers allow damage to the con-
tainers, defrosting, or other forms of contamination, the quality or safety of
the product will be reduced.

The probability of an accident depends on the precautionary behavior of
both the manufacturer and the retailer (but not the consumer). The expected
cost of an accident, then, is the probability of an accident times the dollar
value of the damages if the accident occurs. After an accident occurs, the
courts can costlessly determine which manufacturer and retailer were involved
in a transaction and the precautions each took. Firms or consumers may or may
not be able to determine the precautionary behavior by others with whom they
transact. We now consider how the optimal levels of safety are determined and

the outcomes under the five cases considered in section II.

A. Optimal Precautions

Before examining the outcomes under various liability rules, it is useful
for comparison purposes to determine the socially optimal investments in pre-
cautionary behavior by both the retailer and the manufacturer. We assume that
some care by both the manufacturer and the retailer is generally optimal.
Since the firms are competitive, they take wholesale and retail prices as

given and earn zero expected (economic) profits. If all firms at a given
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stage of production are identical, then all such firms will choose the same
level of care.

Using standard economic arguments, the optimal sclution is for both re-
tailers and manufactureré to invest in safety up to the point where the mar-
ginal cost for these activities equals the marginal benefit to society (i.e.,
the reduction in the expected cost of the accident).39 Suppose, for example,
that a firm was underinvesting so that an additional dollar expenditure in
more precautionary behavior would reduce the expected cost of the accident by
more than $1.00. Obviously, from society's viewpoint, the additional invest-
ment would be worthwhile.

We call these optimal investments in safety S; and Si for the manufac-
turers and retailers, respectively. At these levels of care, the sum of the
cost of care by the retailer and the manufacturer and the expected cost of an

accident are minimized. That is, expected social costs are minimized.

B. Consumer Liability

Under a no-liability rule, consumers are liable instead of retailers or
manufacturers. Similarly, under privity, if retailers can avoid liability by
going bankrupt, consumers may have to absorb accident damages. The allocation
of resources under consumer liability depends on the amount of information
available to the consumer prior to purchase. We will consider the allocations
which would result from two extreme assumptions.

First, if the consumer has specific knowledge about all firms,AO he will
choose that product which minimizes his expected full price (price plus ex-
pected accident costs). Since at any market price, a retailer who does not

® *
purchase from a manufacturer exhibiting S and use care Sr himself can be
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undercut by a more profitable retailer; and the market result will be
efficient.“’“’43
Next, if the consumer has no retailer-specific or manufacturer-specific
information but knows the average level of care available, when there are many
retailers and manufacturers, we have a variant of Akerlof's famous lemon prob-

lem. No individual firm is rewarded for any increase in the safety of its

output. Therefore, no firm has an incentive to exercise care and S, = §; = 0.

C. Retailer Liability

We now assume that retailers know that, if an accident occurs, the con-
sumer will certainly sue {e.g., litigation is costless) and the relevant re-
tailer will be found strictly liable. For example, in the last century when
privity in contract prevented consumers from suing manufacturers, retailers
bore the full liability.

Here, the retailers' expected costs are their usual costs of doing busi-
ness plus the expected cost of the accident. It obviously pays for a repre-
sentative retailer to invest in precautionary activities until his expected
marginal cost equals his expected marginal benefit. Since he will bear the
full costs if an accident occurs, his expected marginal benefit (from reduc-
tion in the expected cost of an accident) equals the social one, that is, in
this case each retailer will make the socially optimal precautionary invest-
ment given the level of safety chosen by the manufacturer.

The question remains whether the manufacturers will also make the socially
optimal investment. We consider two situations: (1) the retailers can
(costlessly) observe the safety level chosen by the manufacturers with whom
they contract or {2} the retailers cannot observe the precautions undertaken

by a particular manufacturer but can observe the average level chosen by all
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manufacturers. We start by assuming that retailers can observe Sm for a
particular manufacturer.

Suppose a manufaqturer starts to underinvest in precautionary activities
so that the expected cost of an accident rises and, hence, the retailer's
expected costs rise. The manufacturer's product is no longer worth as much to
the retailer (if the retailer were to continue to sell at the old retail price,
the increase in his expected costs would lower his expected profits).44

If the retailer can purchase from other manufacturers who undertake S;
level of precaution at the same wholesale price, the retailer will refuse to
buy from the careless manufacturer. Indeed, the only condition, under which
the retailer will be willing to buy from the careless manufacturer, is if that
manufacturer's wholesale price were to fall by at least the amount the re-
tailer's expected accident costs rise. By this reasoning, the manufacturer
will also bear the full costs of increased expected accident costs (albeit,
indirectly through a reduction in the wholesale price) so that the manufac-
turers wiil also have an incentive to make optimal precautionary expenditures.45

When a manufacturer's safety investments are unobservable, retailers only
know the average level of safety investments undertaken by manufacturers.
Here, a manufacturer has no incentive to make any more safety expenditures
than the average firm because he will receive the same wholesale price as all
other manufacturers and have higher costs. Thus, manufacturers will be under-
investing in safety (Sm = 0). Retailers will be investing optimally given
Sm so that their Sr may differ from Si. As a result, social costs will not

be minimized.
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0. Manufacturer Ligbility

We consider next the postprivity, manufacturer liability rule. Obviously,
by the arguments made above, when the manufacturer bears the full expected
costs of the accident, he has an incentive to make optimal investments. What
about the retailers? Again, there are two cases: (1) manufacturers can
observe retailer's care and, therefore, write contracts (costlessly) with re-
tailers that require them to maintain a given level of safety or (2) manufac-
turers cannot write or enforce such a contract (due to limited information
about retailers' behavior or for other reasons).

If a manufacturer refuses to sell to a retailer unless they first
(costlessly) contract so that, if an accident occurs and the retailer is found
to have invested in less than Si level of safety, the retailer will indemmify
the manufacturer for the accident costs. Assuming retailers agree to such
contracts, both manufacturers and retailers will choose the optimal level of
precautionary expenditures by reasoning analogous to that above.

Alternatively, if such clauses are not included in their contracts, re-
tailers realize that they bear no liability and, hence, have no incentive to
invest in precautions. This case is analogous to the one above where re-
tailers were liable and unable to observe the safety investments of manu-
facturers. Here, retailers will set St = (; and manufacturers {behaving

*
optimally given the retailers' decisions) may pick a Sm different than Sm'

E. Fixed Liabilitv-Sharing Rules

When the privity requirement is dropped, both manufacturer and retailer
potentially are joint tortfeasors in a single action. The degree to which

actual 1liability is shared, will depend, among other things, on the decision
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of the plaintiff as to whom to sue, rules of contribution or indemnity, and
ex ante contractual arrangements between retailer and manufacturer.

If there is doubt as to who will be sued and if the courts do not allow
defendants to join or croés—claim against potential tortfeasors not originally
named in the action, there will be uncertainty as to whether each type of firmm
will be named as a defendant in a "typical' case. In states where contribu-
tion is permitted, each tortfeasor could expect to pay an equal share of the
liability. If tortfeasors not originally joined are not liable for contribu-
tion, shares may not be equal if certain firms are more or less likely to be
sued. In any event, each firm will allocate resources to safety only insofar
as it affects its expected share of accident costs and not as it affects the
total,

Given perfect information, the market results cited in the above cases
will continue to prevail. Each party making cost-minimizing decisions has an
incentive to exhibit efficient care.

If, however, neither can observe the other's level of safety directly,
nonoptimal safety levels will be chosen by each. FEach firm chooses a level of
safety such that the marginal cost of an additional unit of safety equals the
private marginal benefit from reduced accident costs. A firm's private mar-
ginal benefit depends on its share of the ligbility. If its share is less
than one so that it cares only about a fraction of the true social costs from
an accident, it will underinvest in safety, that is, fixed liability shares of
less than 100 percent dilute incentives to take precautions. Indeed, both the
retailer liable rules and the manufacturer liable rules are special cases
where one party bares none of the social cost, so it grossly underinvests in

safety. In this simple example there are only two joint defendants. But with
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complex chains of commerce, the liability is futher diluted and the litigation
more burdensome to the courts. This is essentially the case that Epstein was

criticizing.

F. Conditional Liability-Sharing Rules

As noted above, the most prevalent conditional liability-sharing rule in
products liability law is that the manufacturer should indemnify a retailer
who has exhibited S:, otherwise the retailer indemnifies the manufacturer.
With perfect information, as Posner noted, the market enforces efficient out-
comes. But with asymmetric information, efficiency is restored since both
types of firms now have an incentive to exhibit efficient care.

For the retailer, it is always less costly to choose a care level of S:
rather than choose a lower care level and bear the risk of liability. Given
that the retailer chooses S:, the manufacturer would bear the entire expected
social costs and would chose S;. Indeed, when any common-law, care-based
indemnification rules are used, the efficient results under privity, generated
by Posner when safety characteristics are observable ex ante, extend into

settings where they are not.46

A formal analysis of this rule may be found
in the Appendix.

This rule is in the spirit of the decision in Ford Motor Co. v. Russell §

Smith Ford Co., 474 5. W. 2d 549, in which the retailer was denied indemni-

fication because he ignored and contributed to a known defect. It is also
consistent with the active-passive distinctions noted above. Such a standard
both provides correct retailer incentives and causes the manufacturer to in-
ternalize all costs, In fact, just as above, it is well known that rules for

1liability are efficient if when {1) a single party is negligent that party
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bears full liability and (2} both parties are negligent or both are non-
negligent, any liability assignment is made (including any ex ante proba-
hilistic assignment of liability).47

In the presence of the inefficient fixed sharing rule, which arises with
contribution, the market response would be for retailers and manufacturers to
agree to conditions for potential indemmification in the wholesale contract.
Under any of the inefficient methods of sharing liability examined above, com-
petitive retail price would be greater than minimum social cost. Thus, either
manufacturer or retailer could, upon wholesale trade of the product, agree to
indemnify the other only if the other has not chosen an efficient-care stan-
dard. Such a contract would induce both firms to show optimal care, joint
cost would be reduced, and positive profits would be generated. In equilib-
rium, all fims would engage in such contracts; and retail price would be bid
down to the minimum joint cost. In this case, full efficiency could be at-
tained as long as contracting costs were low. Thus, as a matter of public
policy, the courts should allow parties to contract around the provisions of
contribution statutes.

In addition, the efficient equivalence of each of these liability rules
demonstrates the efficiency of privity under imperfect information. Coupled
with strict liability, privity implies that the retailer can recover if the
manufacturer did not exhibit efficient care, otherwise not. Thus, as Epstein

. . . . . 48
argues, efficiency is achieved in this case.

IV. Implications and Modifications of the Model

The analysis above can be extended or modified to consider a variety of

other issues as well. First, where an inefficient rule is in effect, there



wZB

may be an incentive for firms to vertically integrate. Second, brand names
may be used to overcome the problems discussed above which are caused by a
lack of information. Third, where bankruptcy is allowed, new problems may be

created.,

A. Vertical Integration

One obvious solution for the manufacturer to the problem of retailers
taking inadequate precautions (due to their less-than-full liability) is
vertical integration. If there are no costs to integrating, a manufacturer
could integrate forward into retailing. By choosing the levels of precaution
at both levels of production, the integrated firm can minimize its costs of
production.

As discussed above, if optimal levels of precaution are chosen at both
levels, total costs will be lower than if minimal care is taken at the retail
level; and extremely high levels of care are used in manufacturing to
(partially) compensate. Thus, if vertical integration is costless, it does
not matter whether an efficient or inefficient rule is chosen since the ex-
ternalities created by an inefficient rule can be internalized through ver-
tical integration (cf. Coase).

One fairly low-cost way to vertically integrate effectively is to require
retailers to sign contracts which require retailers to maintain a given level
of safety (as discussed in III-D above). Since joint costs would be lowered,
the retailer could be enticed into such a contract by a lower wholesale
price. Competition over such contracts ultimately would force retailer and

manufacturer care and retail and wholesale prices to efficient levels,
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In most cases, there will be substantial costs to integrating due to

greater organizational problems, legal fees, or a variety of other factor5.49
In this more general case, it will pay for a manufacturer to vertically in-
tegrate if the extra profits from greater precautions at the retailer level

offset the costs of integrating. Here, vertical integration is not a perfect

substitute for an efficient rule.

B. Brand Names

In our analysis in section III, several times we noted that problems arose
when consumers or retailers could not identify the "guilty' party. In con-
trast, efficiency was achieved when consumers or retailers knew which firm
sold them the defective product. Brand names, which help to identify firms
and products, may eliminate the lack of information problem and thereby lead
to efficiency under a wide variety of rules.

Where all firms remain small and all firms produce a safe product (due to
the information generated by the brand names}, this approach may be wmambig-
uously desirable. Alternatively, if the brand names lead to (possibly spuri-
ous) product differentiation, firms may gain some monopoly power which may

of fset the efficiency gains from identifying products.so

C. Bankruptcy

Where firms can avoid liability by declaring bankruptcy, they will tend to
underinvest in care. Thus, where bankruptcy is possible, we would expect to
see nonoptimal outcomes.

The effects of bankruptcy in this setting have been extensively analyzed

51

in an earlier paper. Where firms have some monopoly power, it may be

possible to offset the effects of bankruptcy by requiring firms to buy
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insurance policies or to post bonds. For example, a manufacturer could re-
quire retailers to post bonds as a precondition to receiving a franchise to

sell the manufacturer's product.sz

V. Summary and Conclusions

We have argued that privity and contribution rules interactively determine
liability, which, in turn, determines whether the social costs of accidents
are minimized. Our results concerning efficiency are summarized in the fol-
lowing table. Basically, where there is limited information at the time of
contracting, all the liability rules considered lead to inefficient outcomes
where either the retailer or the manufacturer {or both) underinvest in safety
precautions.

Laws and precedents (e.g., those concerning indemnification), which create
a type of "comparative negligence' rule, lead to efficiency if the courts can
costlessly determine care levels after the accident. Where firms can observe
safetvy precautions of other firms after an accident, firms should be able to
contract to eliminate inefficiencies (i.e., internalize the externality crea-
ted by bad laws)}. Hence, under full information, all the rules considered are
efficient.

Brand names, by creating reputations for firms, can lead to full infor-
mation and efficiency. Similarly, by internalizing decision making, vertical
integration can lead to efficiency under any of the rules.

In contrast, by making firms judgment-proof, bankruptcy leads to ineffi-
ciency under any of the rules. To the extent that retailers are more likely
to avoid liability through bankruptcy than are manufacturers, the elimination

of the privity requirement may be soclally harmful from an efficiency viewpoint.>?
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Table

Efficiency Under Various Legal Rules, Conditional on Information

Information at time of contracting:

Limited information/

no contingent clause Full information/

contracts (e.g., anony-
mous firms in spot

contingent clause
contracts (e.g.,

markets) branded goods)
Legal rule:
Consumer liable Inefficient: Efficient:
% Sp =Sp =0 Sy = ST
% Sp = Sﬁ
Retailer liable Inefficient: Efficient:
Sr>s§ Sr=S§
Sp=10 Sm = Sh
Manufacturer liable Inefficient: Efficient:
Sy =0 Sy = S§%
Sm > Sh Sm = S
Arbitrary splitting rule Inefficient: Efficient:
Sr < S? Sy = SF
Sp < Sg Sp = Sﬁ
Conditional splitting rule Efficient: Efficient:
Sr = S¢ Sy = ST
Sm = Sm Sm = Sm

Note: For specificity, we assume that S, and S are complements (see the

Appendix}.
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One can note from our analysis that the works of both Posner and Epstein
are correct as far as they go. In the Posner case of perfect information, all

54

property rights are effectively assigned; and the market works. The role

of privity, strict liability and negligence, and sharing rules are, at most,
redundant and usually irrelevant. In Epstein's imperfect information case,
the orderly working of a privity system would (perhaps in a sequence of cases)

assign liability efficiently. We show, however, that without privity and under

the most common rule for indemmification, efficiency is also attained. And,

in the presence of an inefficient sharing rule, there exist incentives to ne-

SRR SRR

gotiate contacts which promote least-cost behavior.
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APPENDIX
The Model

In this Appendix we use a simple model of competitive industries to ex-
amine the issues discussed above. Here, we restrict ourselves to the case
where no actor has information about the care levels of any other firm.

There are many identical consumers who each inelastically demand one unit
of the product. EBach individual has a utility function (conditional on the

consumption of one unit) which is increasing over net income:
U= U(Y - P} (1)

where Y is the exogenously given income, P is the cost of one unit, and U' > 0
and U" > 0 (because consumers are risk averse).

The product is assumed to be inherently hazardous, but the expected acci-
dent cost from its consumption {e.g., food poisoning) can be reduced by safety
inputs at the manufacturing (S ) or distributional (S.) levels. Units are
chosen for Sm and Sr such that the price of each input is $1.00. Since the
economy is composed of many risk-averse individuals, efficiency requires the
pooling of risk and, consequently, entails the maximization of the utility of

expected net income of the typical individval which from (1) implies

SMag uly - L(Sm, Sr) - Sm -5
mr

i (2)

T

where L(+, *) is the expected cost of an accident.
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We assume that L is decreasing in its arguments and is strictly con-
vex.55 Note that L is a function only of care per unit; production is,
therefore, subject to constant returns to scale., The first-order conditions

for the problem posed in {2) imply that
L o=-L, =1 (3)

or that the marginal benefits of safety inputs to expected accident cost re-

duction equal respective marginal costs. We can solve the conditions in (3)
® *

for the optimal due-care standards, Sm_and Sr‘

»b and all firms

Both the wholesale and retail markets are competitive,
are risk netural. Each firm then maximizes its expected profit taking the
wholesale price, q; the retail price, p; and the care of others as given.

No firms or consumer can observe the safety precautions of others, but

they each do know the market averages of manufacturer and retailer care, Sy
and §;, respectively. The courts are assumed to be able to determine Sm
or Sr following an accident. As discussed in the second section, legal
rules determine manufacturer and retailer liability shares.

Given the relative attitudes toward risk of each of the parties, rules
other than strict tort liability will be inefficient and will not be consid-

57 Under strict liability, the manufacturer and retailer share the

ered.
total liability; as such, we will denote the share of retailer liability as
6 and the manufacturer's as 1 - 6. Since constant returns to scale imply

maximizing profits per unit, the problem for the typical retailer becomes

Max p - q - 6L(§ﬁ, Sr) - S, (4a)
r
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and for the typical manufacturer

gax q-(1-28) L(Sm, E}) - Sy (4b)
m

With prices taken as given, the problem reduces to unit cost minimization or

?in,eLCgm, Sr) + S, (5a)
r
and
gin (1 -9) L(Sm, §}) - Sm’ (5b)
m
respectively.

In a Nash equilibrium, prices will have adjusted until zero profits pre-
vail. Further, given their identical nature, all firms of either type will
exhibit the same care, i.e.,"§$ =S andf§r = S_ for all firms. We will first
consider efficiency properties of market equilibria under privity and compare
them with various outcomes when privity is abandoned.

For any 6 set without a condition on the agents' behavior, inefficient

results will prevail. Solution to equations (5) implies

-(1-8)L;21 (6a)
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From (3), it is clear that attaining (S;) S:) in the market requires that
both firms bear full liability in the fixed share case, while an examination
of equation (6) indicates that no optimal values result from a fixed splitting
rule, 6. |

For example, with privity implying that the consumer has direct legal re-
course against only the retailer, 6 = 1 unless the retailer can successfully
cross-claim against the manufacturer. If he cannot, {6a) indicates that the
manufacturer will set Sm = 0 since his individual care is not observable ex
ante at low cost. This equilibrium is clearly inefficient.

If, on the other hand, indemnification by the manufacturer were automatic,
the situation would be reversed. If 6 = 0 from (6b), Sr would equal zero.
Again, the result would deviate from (S;, S:).

While the strict liability of firms dealing regularly in the product is
not based on either warranty or negligence, a care-based rule for indemnifi-
cation among strictly liable firms is required for efficiency. While strict
liability efficiently distributes risk, fixed 1liability shares dilute incen-
tives, The appropriate rule will be of the following sort: establish Si,

S; as due-care standards; liability shares, when both firms meet the stan-

dard and when they do not, may be arbitrarily chosen and need not be the same;

a retailer whose care is at least S: may obtain indemnification from a manu-
facturer whose care is less than S;; a retailer whose care is less than S:

may not obtain indemnification from a manufacturer whose care was at least S;.Sg
With any rule from this class, neither firm would fail to exhibit due care

when the other did meet the standard. Cost minimization conditional on the

assumption of liability would imply
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. %
gln,L(Sm, Sr) + S, (7a)
r
for the retailer, or
. %
gln L(Sm’ S+ S, (7b)
m

for the manufacturer; and firms would generate the same care levels given by
the optimality equation (6), i.e., Si and S;, respectively.

We can similarly reject the possibility that both firms would choose
levels of care less than the due care standards. If so, there would be

1 1]
Sr’ Sm such that both
¥ ¥ t & & * ®
ez L(Sm, Sr) + Sr < Sr < L(Sm, Sr) + Sr (8a)
and

t t 1 * * * %
(1-0,)L(S,8)+S <S <L(S,S)+S. (8b)
Adding (8a) and (8b) while eliminating the middle term of the inequality yields
1 1 1 t * * * *
L(Sm, Sr) * 8,48, < L[Sm, Sr) + S, + S,

xR .
which contradicts the assumption that Sm, Sr minimizes total accident costs.60

On the other hand, S;, S* is clearly an equilibrium. It is true that

r

x & * X %
(1- 61) L(Sm, Sr) + Snlf-L(Sm’ Sr) + Sm for all Sm’
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just as
® % * *
81 L(Sm, Sr) + Sr < L(Sr, Sr) for all Sr'

Thus, when common-law, care-based indemnification rules are used, the effi-
cient results under privity, generated by Posner when safety characteristics
are observable ex ante, extend into settings where they are not.

In cases where care levels are inefficient, it is not necessarily the case
that care is deficient. A sufficient condition for both retailer and manu-
facturer liability to be less than optimal when liability is shared is that
the sign of le be negative. If le < 0, inputs to care can be considered as
complements in production. When a firm's liability share is decreased, it re-
duces one firm's incentive to enhance the marginal benefit of the activity.él
The rule that the retailer should be indemmified by the manufacturer sets 6 = 0
which implies S, = 0 as noted above. Unless the impact of the two types of

care on expected loss are strictly additive, care levels will be inefficient

with retailer care being deficient.
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viewed from this broader legal perspective, the evolution of products lia-
bility law is not a shift of rights but a change in the rules under which they
are exchanged. As noted, this change may increase efficiency from an original
(post-Winterbottom pre-MacPherson) position of caveat emptor.

55Strict convexity is a sufficient second-order condition for the optimi-
zation problem and implies that increased safety inputs decrease expected loss
but at a decreasing rate. Note that this assumption is not as strong as the
restriction on the sign of Ly used by Brown, supra.
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56The assumption of competitive markets is included for expositional

clarity. All of the propositions of this paper stand when the manufacturer
is a monopolist: see Simon, Wolf, and Perloff, supra.

57while it may be argued that pure strict liability is inefficient in the
more general case in.which the consumer has impact on L, such a problem can be
corrected by imposing a contributory negligence requirement on a potential
plaintiff as is done in Restatement of Torts, 2nd, §402A, Comment n.

58While the manufacturer will produce too little safety, the retailer's
response given in (5b) may produce too little or too much: see below.

S%hile strict liability is not based on negligence or warranty, these

represent the set of common law care based rules as reviewed by John B. Brown,
supra, note 36.

60This proof has been generated in a different setting in William M. Landes

and Richard A. Posner, "Joint and Multiple Tortfeasors: An Economic Analysis,"
9 J. Legal Studies 517 (1980).

61Comparative statics analysis of the problem indicates

11 - %l

501 = 0){1y) Ly, - 1))

BSr -(1 - G)LzL
a6

#

and

BSm ﬂLlL22 + {1 - B)LZL

38 2,
8(1 - 8)(LyyLyy - Ly5)

12

Denominators of both are positive because of the convexity property of L.
Hence, 1j; being negative is sufficient for each firm to reduce care as
liability is reduced. It is possible if L, is sufficiently large (S, and
Sy are strong substitutes) for reduction in liabiity to increase care.



