
Strategic R&D Investment Under Liability Law

ALFRED ENDRES and TIM FRIEHE

ABSTRACT This paper analyzes the incentives of duopolists to invest in advanced care
technology under liability law. We establish that investment incentives under strict lia-
bility are in line with the taxonomy of Fudenberg and Tirole (1984), whereas the
investment incentives under negligence most likely are not. Indeed, investment incen-
tives under negligence are dependent on the timing of the policy maker’s regulations,
whether or not due care is firm specific, and whether or not precautionary measures
are durable.
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1. Introduction

Liability law is an important instrument of environmental and product safety
regulation. This law sets the rules that determine whether firms must compen-
sate those who are adversely affected by the firms’ activities. An obvious
example of an adverse effect is environmental pollution. The most important
liability rules used in liability law are strict liability and negligence. Under
strict liability, the firm is required to compensate harm irrespective of its
behavior. Under negligence, whether the firm is held liable is contingent on
the breach of a behavioral norm. Examples of important liability legislations
using, to different extents, the two liability rules just mentioned are the EU
Environmental Liability Directive, the EU Products Liability Directive, the US-
Superfund legislation, and the US Oil Pollution Act.

There is a prodigious body of literature on the economics of liability law
that extends from the early contributions of Calabresi (1970), through the semi-
nal works of Shavell (1980, 1987, 2007), up to the most recent contributions,
including those of Endres and Friehe (2011) and Baumann and Friehe (2010).

Alfred Endres, University of Hagen, Department of Economics, Profilstr. 8, 58084 Hagen, Germany;
University of Witten-Herdecke, Department of Economics, Witten, Germany; e-mail: Alfred.Endres@Fernuni-
Hagen.de. Tim Friehe, University of Konstanz, Department of Economics, Box 136, 78457 Konstanz, Germany;
CESifo, Munich, Germany; e-mail: tim.friehe@uni-konstanz.de.

Int. J. of the Economics of Business,
Vol. 19, No. 3, November 2012, pp. 359–376

1357-1516 Print/1466-1829 Online/12/030359–18
� 2012 International Journal of the Economics of Business

http://dx.doi.org/10.1080/13571516.2012.715270

D
ow

nl
oa

de
d 

by
 [

Fe
rn

 U
ni

ve
rs

ita
et

],
 [

A
lf

re
d 

E
nd

re
s]

 a
t 0

6:
19

 2
4 

O
ct

ob
er

 2
01

2 




