Reducing Recall Risks in the Supply Chain 
Economist Luciana Echazu builds quality assurance incentives into contracts  
Toys colored with poisonous lead paint. Peanut butter, hamburger and spinach teeming with salmonella or e-coli bacteria. Pharmaceutical products contaminated by harmful chemicals. In recent years, high-profile product recalls have underscored a growing problem for U.S. manufacturers with global supply chains. The results can be lethal and costs can be enormous. Toy manufacturer Mattel was forced to recall more than 20 million dolls from around the world, for example, after lead paint used by a contractor contaminated its “Dora the Explorer.” 
As supply chains have linked more partners from far-flung locales, corporations have found it increasingly difficult to assure quality. But now, using a systems perspective, economist Luciana Echazu has developed a promising new theoretical approach in writing contracts to solve that problem. How? By shifting recall costs from the manufacturer to the responsible supplier. 

Professor Echazu points out that the true costs of recall are often far greater for the manufacturer whose name is on the product than for the supplier of the unsatisfactory component. Losses can include not only wasted materials, employee time, and reshipping, but possible consumer lawsuits, sales of other products missed due to diminished reputation, and extra expenditures in marketing and rebranding.

In theory, she observes, a supplier’s contract simply needs to spell out costs owed in case of a recall. But in reality that’s not enough because suppliers or contractors who shirk on monitoring quality also duck the consequences. They find legal loopholes, especially in developing countries, or pack up and go bankrupt. “As long as the manufacturer cannot efficiently control for quality,” she says, “the supplier has no incentive to invest in providing it.” 
But now Echazu has developed a method for manufacturers to create that incentive for their suppliers – and thus regain their critical leverage on quality. Working with Clarkson colleague Professor Mark Frascatore, she has constructed a theoretical contract model that evaluates the impact of manufacturer-supplier payment systems. “We provide enough incentives to the supplier to improve quality,” she explains, “while increasing overall supply chain profits.”

To be effective, contracts must require suppliers to accept a lower payment if there is a recall, so that they risk losing money for poor quality. This gives them an incentive to maximize their efforts, which in turn decreases the risk of shoddy results. Furthermore, suppliers must agree to be liable for manufacturer-estimated damages of a worst-case scenario recall. Contracts should specify premium alternatives (for varying amounts of coverage from reputable companies) from which suppliers may choose. And suppliers must buy the insurance to get the contract.
“What we found was that suppliers will choose not to get full coverage,” says Echazu,  “but to get the coverage for the amount they cannot pay (like the deductible on an automobile collision policy). So, if they can return whatever you paid them, they’re going to give you that out of their pockets. And then the rest to compensate for full damages will be covered by the insurance company.”
This approach gives suppliers an incentive “to strike a balance, trying to offset all the costs and benefits from the insurance and the contract,” she points out. “And in the end, most importantly, the manufacturer shifts an appropriate portion of the recall risk to the supplier. 

“It’s a nice prescription for companies that have these problems,” says Echazu, who with Frascatore is preparing a paper that describes their findings entitled “Quality and Information Asymmetries in the Supply Chain.” 
Professor Echazu’s research primarily focuses on industrial organization, game theory, and international trade. After growing up in Argentina, she received a B.A. at Universidad del Salvador in Buenos Aires, earned an MBA from East Carolina University and then an M.A. and Ph.D. in Economics from the University of Memphis. There she was awarded the Barbara Tuckman Memorial Fellowship for outstanding overall achievement and first place in the Annual Graduate Student Research Competition. She has taught at Clarkson since August 2007. 
Her recent publications include “Corruption with Heterogeneous Enforcement Agents in the Shadow Economy,” with Soham Baski and Pinaki Bose, in the Journal of Institutional and Theoretical Economics (2008), “Product Differentiation and International Trade:Exploring the Alchian-Allen Effect,” in Research in Economics (2009), and “Corruption and the Balance of Gender Power” in the Journal of Public Economics (2009).

In addition to her scholarly achievements, Professor Echazu’s multidisciplinary perspective and classroom enthusiasm earned her Clarkson’s 2009 Outstanding New Teacher Award.

“There will always be issues with contractors not doing what they’re supposed to do,” she observes. “We’re looking at how you can control this behavior with policies. How can you change behavior? People respond to incentives.” 

