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Chapter 16: Public policy and safety
In a fully competitive market—with the usual assumptions of perfect knowledge, no uncertainty, and so forth—the law of supply and demand would produce the “right” amount of protection from dangerous goods and jobs.

The theory is wrong, of course, because real consumers and workers have far from perfect knowledge.

This chapter considers the public policies that have evolved to compel business to take greater precaution in designing and manufacturing goods and services.

CONSUMER SAFETY
Courts and regulatory agencies compel companies to keep customers free from harm.

Consumer safety under common law
Product liability falls within the law of accidents or tort law.  A tort is a private wrong or injury, other than a breach of contract.

· In the early capitalist era, judges followed the principle of caveat emptor (“let the buyer beware”) when ruling on product liability—Means that sellers are not responsible.

· Later, courts began applying the principle of “reasonable man.”  Sellers were not guilty if they had taken reasonable caution with the product.  Injured consumers had to establish that they adhered to the same standard of product behavior.

· Legal actions based on negligence were restricted further by the ancient doctrine of “privity.”  Privity means a direct contractual relationship between parties.  It meant that a buyer would sue for personal injury or property damage, but only against the immediate seller.

· They also could defend arguing (1) the injured party was aware of the dangers and still chose to use the product (assumption of risk) and (2) that the plaintiff did not take enough care in using the product (contributory negligence).

Modern interpretations of common law

In the twentieth century, the courts developed the new doctrine of strict liability (liability for damage without the need to prove negligence or fault).  It puts much more of a burden on firms.  Firms have a duty to be more than careful; they actually must make safe products.

The law allows for compensatory damages (to make up for the victim’s out-of-pocket losses) and for punitive damages (to punish the responsible party).

As applied by the courts, strict liability is an exacting standard.  Firms can take every safeguard, and still be forced to repay consumers for damages.  All but four states (including Massachusetts) have officially adopted strict liability rules.

Lately, some courts have been moving even further to the consumers’ side, to a theory of total liability (legal responsibility for a breach of law, independent on any particular state of mind).  This theory recognizes no mitigating circumstances that a firm can use to escape blame – Even the fact that a hazard was unknown by science is no defense in some jurisdictions.

Tort law allows for joint and several liability, also known as the “deep pockets” doctrine.  Under this doctrine, the party with the most resources must pay for an injury, regardless of their degree of culpability.
Injured consumers also have the right to make claims against manufacturers based on a breach of warranty.  A warranty is a guarantee arising out of a contract.

Consumers also can benefit from class action lawsuits which can be brought forward by attorneys merely suing on one individual’s behalf.
Arguments supporting the tort system: 
Judges who devise the stringent rules (strict liability and total liability) were not thinking as much about fairness to firms, as they were making a utilitarian calculation about how to promote the general welfare.  To put it differently, they were thinking on encouraging firms to “internalize” an external cost.  Litigation brings to light unreasonably dangerous corporate practices and gives businesses an incentive to correct them.  By making companies compensate anyone hurt by their products, tort law spurs them to look for ways to avoid injuries.
Argument against the tort system
· The legal system in other countries is usually based on a Code.  It is also generally weaker in its protection of consumers.  So…. American companies are an international disadvantage because they have to incur higher costs to protect themselves against suits.  Americans business can take some comfort because the scope of consumers’ rights is increasing around the world.

· The possibility for jackpot verdicts creates an impetus for frivolous lawsuits.

· It distorts the incentives for people to be careful with products.  It creates moral hazard, which occurs when risky or otherwise undesirable behavior is encouraged because risk takers believe a third party will bail them out of mistakes.
The cost of liability insurance has followed pace with a rising number of suits.  By 1988 net premiums had grown to three times the 1980 sum.  According to one report, product liability costs were fifteen times more in America than in Europe.  Some companies can get no insurance at any price due to the risk of their business.  Lawyers and consumer activists dispute the scale of this “crisis.”  Liability insurance is only 1 percent of annual gross business receipts, and suits affect some industries, in particularly pharmaceuticals, more than others.
The political reaction—the public policy pendulum is moving back towards the businesses’ side on the tort law issue.
The Consumer safety agencies
The U.S. Congress has created several regulatory agencies that focus on specific hazards and mandate particular safety standards for business to follow.  Among them is the Food and Drug Administration.

Justification:

· Public’s worry about hidden product risks

· Limiting moral hazard.  The logic is that it is better to have the government force manufacturers to build more safety into their products, thus protecting people from themselves—protecting people from taking undue risks on the logic that they are protected by insurance.

· Usually, the catalyst for consumer safety regulation is a tragedy or controversy that captures the public’s imagination, and gives leverage to political entrepreneurs eager to change public policy.

The Major pitfall of the regulatory approach is regulatory excess.
Reform and deregulation—Because companies have to shoulder the direct cost of consumer safety regulation, they have naturally resisted the trend toward greater regulation.  
Under pressure from corporate interest groups, cutbacks also have been made at the safety agencies, making it harder for them to carry out their regulatory duties.
New policies have been launched to streamline some procedures for ensuring safety.  The FDA has been a focus, because approving a new drug can take 7 to 13 years.  There have been some payoffs.  Since 1987 there has been a marked increase in the rate of drug approvals for life-threatening diseases.
OCCUPATIONAL SAFETY AND HEALTH

The Invisible Hand theoretically holds the sum of workplace dangers to a minimum.  Unfortunately, conditions never are right and the market fails to deliver the amount of protection people truly want.  The familiar problem is lack of information.  Because of it, workers and managers can underestimate workplace risks.  There is then a strong case for government involvement to make up for the market’s shortcomings.
Like consumer safety, two sets of public institutions have evolved to furnish worker safety in the United States.  One is the workers’ compensation system; the other is direct regulation.  

Workers’ compensation, which makes bosses pay workers who are hurt on the job without having to prove who is to blame.
Direct regulation of job safety and health is mainly the job of the Occupational Safety and Health Administration (OSHA).
Workers’ compensation
Due largely to the political power of business, the United States came late to workers’ compensation in comparison to other developed countries.  About 90 percent of US workers are now covered.  

There is a schedule of benefits that includes hospital and medical payments, and compensation for lost wages.  Disable employees who cannot go back to work are eligible for long-term benefits.  These payments are an entitlement and are not affected by who is to blame.

Like product liability rules, the main rationale for workers’ compensation is that it makes firms internalize a social cost, thereby creating an economic incentive to find safer practices.

Business people, particularly owners of small businesses, are not happy with workers’ compensation.  What are the arguments against?

· Moral hazard—encourages risky behaviors.

· Rent seeking through false claims.

Some reforms have alleviated businesses’ complains by (a) making it harder to collect for job-related stress, (b) limiting the number of medical opinions allowed, and (c) toughening law enforcement to fight fraud.
Direct Regulation of worker safety
Instead of leaving managers to decide the way to reduce occupational risks, policy makers create regulatory policies that explain in detail things managers must do.  
OSHA is the agency in charge.  Created in 1970, OSHA has been surrounded by controversy.  The main criticism is that it is meddlesome and many of its rules, while very intrusive, lack safety benefits.  Another criticism of OSHA is its preference for engineering controls (more expensive) rather than personal protective equipment (less expensive) to abate health hazards. 
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