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AI Hallucination Liability in Product Design 
 

Technology startups integrating large language models (LLMs) into their platforms are now 

confronting a unique risk: AI hallucination liability. This liability arises when AI confidently 

generates false or misleading information—“hallucinations”—that a user then acts on. In 

industries like healthcare, legal services, or financial planning, a hallucinated output can lead to 

real-world consequences. A misdiagnosis suggestion, an incorrect legal interpretation, or a 

faulty financial projection may not just inconvenience users—it could trigger legal action. 

In 2025, as startups shift from experimentation to commercialization, hallucinations are no 

longer treated as harmless model quirks. They’re treated as potential liabilities. When users 

begin to rely on AI-generated content to make decisions, the legal landscape changes.  

 

The question becomes: if someone suffers harm after acting on incorrect AI output, who is 

responsible? The startup behind the product could find itself on the receiving end of that 

answer. 
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How Startups Can Limit AI Hallucination Liability 
To reduce AI hallucination liability, startups must build legal safeguards into both their products 

and their contracts.  

 

First, your user-facing interface must clearly disclose that content is generated by AI and not 

guaranteed to be accurate.  

 

Second, your terms of service and privacy policy must explicitly disclaim liability for reliance on 

AI output. These disclaimers should also state that no professional advice is being offered unless 

the product is operating under a valid license or under the supervision of licensed professionals. 



 

In addition to contract language, design plays a central role. If your AI sounds authoritative and 

polished, users are more likely to trust its output. To mitigate that risk, developers should 

consider features such as citations, accuracy ratings, or prompt-based user warnings. The more 

a product signals that human review is required, the less legal exposure the company may face 

in the event of a dispute. 

 

Enterprise customers—especially in sensitive sectors—are also demanding legal assurances. 

Startups serving law firms, hospitals, or financial advisors must address AI hallucination liability 

in their licensing agreements, with indemnity clauses, disclaimers of warranties, and limits on 

damages. Some startups are also turning to insurance. In 2025, a small but growing market for 

generative AI liability insurance has emerged, offering coverage for claims stemming from 

hallucinated content or errors that cause economic loss. 

 

Platform Risk and Investor Pressure Around AI Hallucinations 

Startups using third-party platforms like OpenAI, Anthropic, or Google Gemini face another 

dimension of AI hallucination liability—platform risk. API providers typically disclaim any 

responsibility for how their models are used. This pushes the liability downstream to the 

startup, which presents the interface and assumes the legal risk if a hallucination causes harm. 

It’s essential that founders understand and incorporate this allocation of responsibility into their 

own contracts and business planning. 

 

Investors are also watching closely. In 2025, VCs and acquirers want to know how a startup 

handles AI hallucinations—not just from a technical standpoint, but from a legal and 

reputational perspective. They’ll ask: does your product include proper disclaimers? Have you 

reviewed your platform’s API terms? Do your user contracts protect you from liability? Can your 

model outputs be audited, traced, or verified? Startups that cannot answer these questions are 

more likely to be viewed as risky investments. 

 

AI hallucination liability is no longer a theoretical concern—it’s an active area of legal exposure 

that intersects product design, user trust, and platform governance. The companies that scale 

successfully will be the ones that plan not just for product-market fit, but for legal resilience. 

David Nima Sharifi, Esq., founder of L.A. Tech and Media Law Firm, advises startups on AI 

compliance, intellectual property, platform terms, and user liability strategy. Featured in 

the Wall Street Journal and recognized among the Top 30 New Media and E-Commerce 

Attorneys by the Los Angeles Business Journal, David partners with leading founders to 

anticipate and neutralize legal threats in the fast-moving AI economy. 
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Schedule your confidential consultation now by visiting L.A. Tech and Media Law Firm or using 

our secure contact form. 

 

David N. Sharifi, Esq. 

David N. Sharifi, Esq. is a Los Angeles based intellectual property attorney and technology 

startup consultant with focuses in entertainment law, emerging technologies, trademark 

protection, and “the internet of things”. David was recognized as one of the Top 30 Most 

Influential Attorneys in Digital Media and E-Commerce Law by the Los Angeles Business Journal. 

Office: Ph: 310-751-0181; david@latml.com. 
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