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Abstract

Limited liability has been known in Europe since at least the twelfth century,
and developed later in England and throughout the devel oped world. Limited
liability can be achieved by private contractual arrangements, by the use of
limited liability forms of enterprise, by other statutory limits on liability, and
by bankruptcy. The principal advantage of limited liability is in encouraging
investment by passive investors in risky enterprises, particularly where these
investors are poor monitors of managers. Joint and several liability is a
particular deterrent to investment by wealthy investors, who are likely to bear
all of the costs of judgment. Pro rataliability shifts collection costsfrom wealth
investors who must seek contribution from other investors to judgment
creditors, who must collect from all investors if they are to recover the entire
judgment. It is generally agreed that in the context of contractual liability, the
costs of limited liability on contract creditorswill be fully internalized, asthe
cost of credit rises to reflect increased risk of firm bankruptcy shifted to these
creditors. Determining the efficient rule in the context of tort liability is much
more complex. While it is generally true that limited liability allows firms to
become judgment proof and frustrate tort creditor recovery, thisis only the
beginning of the inquiry. First, tort creditors may benefit from efforts of
contract creditors to minimize firm risk. Second, it is not clear that unlimited
liability would deter risky firm activities if widely dispersed shareholders are
poor monitors of risky firm activities, or if many tort liabilitiesare uncertainin
their incidence and extent of harm. Third, it is not clear that shareholders are
necessarily the superior risk-bearers where mass torts involve class actions
where each claim isrelatively small, if some shareholders would bear a large
amount of liability.
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1. Introduction
Thischapter reviewsthe literature on limited liability. Thisliterature beganin
the eighteenth and nineteenth centuries with a concern for agency costs rather

than for the liability system. After a long hiatus, when it reemerged in the

659



660 Limited Liability 5620

1960sand 1970sit was concerned primarily with contract liability and with the
role of limited liability in facilitating capital markets. It was only after the
theoretical literature on limited liability on these topics was relatively well
developed that attention turned to tort liability. This literature developed in
tandem with the growth of tort actions in the United States for catastrophic
liability - generally involving class actions on behalf of large classes of
plaintiffs. It became clear with the development of such actionsthat actors had
developed liability-limiting strategiesthat had the ultimate effect of frustrating
the liability system (Dent, 1991; LoPucki, 1996; Roe, 1986; Ringleb and
Wiggins, 1990). Because liability systems within societies tend to be unitary,
empirical work has generally been difficult to undertake. There are a few
examplesof parallel systemsof limited and unlimited liability, but the evidence
on the effects of limited liability remains extremely limited.

2. TheHistory of the Law of Limited Liability

2.1 Ancient Rome

In ancient Rome many corporate entities were de facto rather thandejure, and
liability remained unlimited (Gillman and Eade, 1995). This is attributed at
least in part to the fact that most firms were not highly specialized, because
pressure toward limited liability occurs with a separation of ownership and
control (Gillman and Eade, 1995). While vicarious liability existed in Rome,
it was strictly interpreted by limiting the agents' authority, thus creating some
defacto limited liability (Johnston, 1995). Further, thepater familias, the head
of the principal economic unit in Rome, was liable for the debts of a dave or
son only to the extent of the extent of the peculium, or sum entrusted to him
(Johnston, 1995; Perrott, 1982). While Rome had well-developed notions of
both corporate personality and limited liability, they were not related to each
other (Perrott, 1982).

2.2 Medieval Italian and Continental Versions of Limited Liability

Joint and several unlimited liability became the rule in Italian city-states as
early as the twelfth and thirteenth centuries (Medici, 1982). As commerce
expanded outside capital was required and outside investors who participated,
either for interest or a share of profits, were liable only to the extent of their
investment (Medici, 1982; Holdsworth, 1925). This form waswidely adopted
throughout the Mediterranean as the commenda for the maritime trade, and
soon crossed over to inland undertakings (Medici, 1982; Perrott, 1982). Theen
commandite partnership was legalized in France in 1671, in Ireland in 1782,
elsewhere on the Continent and in a few states in the USA in the early
nineteenth century (Shannon, 1931), and in England in 1907 (Holdsworth,
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1925). Limited liability also developed for limited liability companies, which
in most instances lack transferable shares but have other corporate
characteristics (Carney, 1995). Limited liability did not makeitsappearancein
chartered companies until the 1780s when clauses were inserted in charters
limiting theliability of shareholdersto the amount represented by their shares.
Previously shareholders' liability had been unlimited, though the directors of
the French East India Company appear to have had limited liability
(Minchinton, 1982). In 1807 France provided limited liability for joint stock
companiesknown as soci étés anonymes. Napol eonic conquests spread thisform
to a number of German provinces, Prussia, Italy, the Low Countries and
Switzerland. Limited liability survived the fall of Napoleon with the adoption
by various German states of local statutes modeled after the Code de
Commer ce; the French Code a so constituted the basis of the provincial Italian
legislation during the first half of the nineteenth century and of the Spanish
Code of 1829 (Blumberg, 1986; Macharzina, 1982).

2.3 English Limited Liability: Seventeenth and Eighteenth Centuries

Those forms of corporation that required no royal grant from the English
Crown were treated as having limited liability for their members without an
express grant (Anderson and Tollison, 1983). The limited partnership or
commenda form never took hold in England (Perrott, 1982; Gillman and Eade,
1995). While Coke made claims for the crown that corporate status could only
come from aroyal grant, the facts were otherwise, and Chancellor Coke was
forced to argue that corporations created without roya permission must have
had a‘lost grant’. Charters could be obtained by common law or Parliamentary
Act aswell as from the Crown (Minchinton, 1982). At one point, the default
rulefor chartered companies seemed to be limited liability (Holdsworth, 1925).
Indeed, if members of these corporations were to be held personally liable, it
required an act of Parliament (Anderson and Tollison, 1983; Blumberg, 1986;
Holdsworth, 1925). On the other hand, shareholders were liable to pay any
assessments levied against them by the corporation, and some creditors were
ableto obtain court orders requiring the corporation to make such assessments
(Holdsworth, 1925). Some corporations solved this problem by contracts that
prohibited such assessments (Holdsworth, 1925). Some of theinitial companies
grew from guilds where members began to do business as joint stock
companies, with charters in the sixteenth century that recognized this,
sometimes with limited liability (Perrott, 1982; Shannon, 1931; Holdsworth,
1925).

Thereisastatist tradition that treats limited liability asaprivilege granted
by government to encourage certain forms of economic activity (Bainbridge,
1993). In one version, government wished to encourage private undertaking of
projectsthat weretoo large for individual's (Sundow, 1982). Much of the focus
of English legal history on this subject takes this view, and assumes that the
basic ruleis (should be?) unlimited shareholder liability. Much of this attitude
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probably stems from the Bubble Act’s 1720 prohibition of trading in shares of
unincorporated joint stock companies. But this did not end the use of
unincorporated joint-stock associations; half of the companies formed in the
eighteenth century after 1720 were unincorporated, and achieved de facto
limited liability through the use of trusts and contract termslimiting creditors
to corporate assets (Anderson and Tollison, 1983). Their charters also
prohibited assessmentsin excess of the nominal value of the stock (Blumberg,
1986). Not only isthe ‘privilege’ argument rejected by the historical evidence,
but al so by the economic evidence. Thevaluethat shareholdersattach tolimited
liability will be afunction of the probability of firm insolvency, which in the
case of torts, will beapartial function of firm size. Thus, all other things being
equal, limited liability with respect to tortswill be of lessvalue to shareholders
of large firms than small firms (Horvath and Woywode, 1996). Since the
likelihood that afirm will elect corporate statusis positively related to its size,
it appears that limited liability with respect to tort liability is an incomplete
explanation for the use of the limited liability corporation (Forbes, 1986).

2.4 Nineteenth Century English Reforms

The origins of a law and economics discussion of limited liability lie in
England, but they center not on discussions of the efficiency of externalizing
the costs of firm activities, but rather on the increasing agency costs of firms
with passive investors and management separated from ownership. Adam
Smith believed that the separation of ownership and control found in limited
liability companieswould only lead to managerial shirking, and that in general
limited liability companies could only survive where they were granted
monopolies, while noting their potential usefulness in businesses with large-
scaleeconomiesrequiring large capital (anissuerelated lessto limited liability
than to transaction costs) (Smith, 1776). This debate continued among British
economists throughout the late eighteenth and nineteenth centuries. Some
writers were concerned that limited liability would reduce shareholder
monitoring and lead to riskier choices by managers (Amsler, Bartlett and
Bolton, 1981). John Stuart Mill expressed concern for the protection of small
investors from fraud, while encouraging their investment of their savingsin
enterprise (Amsler, Bartlett and Bolton, 1981). Others report that the debate
included discussions of the effects of externalizing the cost of failure on
creditors, which would reduce capital available to business (Halpern,
Trebilcock and Turnbull, 1980).

Repeal of the Bubble Act in 1825 and adoption of a general incorporation
law in 1844 were not responses to the need to limit liability, but to the growth
in the number of unincorporated joint stock companies, suggesting that general
incorporation laws occurred in England not primarily because of afelt need to
limit liability, but to respond to the development of large companies that
operated under the disabilities of not being recognized as entitiesin the courts
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(Anderson and Tollison, 1983). The 1844 Act emphasized unlimited liability
by requiring regi stered companiesto publicizetheir members(Shannon, 1931).
In the years following 1844, the debate about limited liability was carried on
amost entirely in terms of partnership, rather than company law (Saville,
1956); those who opposed limited liability did so on the grounds that it would
create excessive speculation, create difficultiesin securing credit, and promote
fraudulent investment schemes (Shannon, 1931). In the early 1850s pressure
for limited liability camein part from philanthropists seeking asafeinvestment
for the savings of working people (Saville, 1956). The main argument for
adopting limited liability wasthat the 1844 Act had not succeeded in attracting
investorsto new businesses (Diamond, 1982). In particular, wealthy investors
were discouraged from participation (Perrott, 1982). Yet some joint stock
companies had thousands of investors (Blumberg, 1986; Hansmann and
Kraakman, 1991). It was not until 1855 and 1856 that Parliament granted
limited liability to members of registered joint stock companies. Thisled to an
increase in the number of companies seeking registration (Shannon, 1931,
Blumberg, 1986; Gillman and Eade, 1995). The 1855 legidation attempted to
protect creditors with both publicity (filings and inclusion of ‘Ltd.” in the
company name) and minimum capital (Diamond, 1982). This pattern was
followed throughout Europe. After the 1855 Act it was common for industrial
companies to create shares with large amounts of uncalled capital in the event
of liquidation until the 1890s, and thistrend continued in some casesin British
banking until the 1960s (Evans and Quigley, 1995). While England was more
highly industrialized than the United States in the early nineteenth century, it
lagged behind the United Statesin the devel opment of limited liability. In 1885,
30 years after introducing limited liability, only 10 percent of the number of
‘important’ firms were incorporated in England. Forbes suggests English
entrepreneurs found limited liability less useful than Americans, although he
offers no explanation for why this should be so (Forbes, 1986). Another
explanation for the late arrival of limited liability in England compared to the
United Statesisthe lack of jurisdictional competition of the kind that existed
in the United States (Forbes, 1986). But by 1855 English firmswereregistering
under both French and American laws, giving credence to the competition
among jurisdictions explanation (Saville, 1956).

2.5 American Limited Liability

The American colonies inherited the Bubble Act early in their history, but the
Colonia legislatures were more willing to issue charters than Parliament, so
the corporation, rather than the joint stock company, became the dominant
American form of businessentity (Blumberg, 1986). The earliest treatise stated
that the fundamental rule of corporate law was limited liability (Hovenkamp,
1991). The New England states provided for unlimited liability until increased
demand for corporate charters for manufacturing, coupled with competitive
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pressurefrom other states, caused them to adopt limited liability between 1816
(New Hampshire) and 1847 (Rhode Island). While Massachusetts, the
dominant industrial state, had granted eighteenth century charters providing
for both limited and unlimited liability, in 1808 itsfirst general statute provided
for unlimited liability, which was not repealed until 1830 (Blumberg, 1986;
Dodd, 1948; Forbes, 1986; Hovenkamp, 1991; Livermore, 1935).
Massachusetts courts were hostile to this law, construing it narrowly as in
derogation of the common law (Livermore, 1935). Massachusetts continued to
grant limited liability only by special charter until 1839, when competitive
pressures from other states forced the adoption of a general corporation law
with limited liability (Livermore, 1935). Whilelimited liability wasthe general
rule in the United States after 1830, and in most cases before that date, there
wereafew exceptions. California sconstitutionsof 1849 and 1879 imposed pro
rata shareholder liability until 1931, and at one time six states imposed
shareholder liability for unpaid wages, a law that survives in New York
(Blumberg, 1986; Manne, 1967) and in Wisconsin (Wis. Stat.
§180.0622(2)(b)). Both federal and state law imposed double liability for
shareholders of banksfrom 1865 to 1932 (Blumberg, 1986; Macey and Miller,
1992). The rapid adoption of limited liability in the US for law and accounting
firms when catastrophic liabilities appeared after the collapse of thrift
institutions suggests that limited liability may be more directly caused by the
prospect of catastrophictort or regulatory liability than contract liability. Onthe
other hand, limited liability for banking shareholders wasintroduced after the
collapse of the U.S. banking industry in the early 1930s, although it was
replaced with Federal deposit insuranceand comprehensive monitoring of bank
solvency by regulators.

2.6 Other Nations

Virtualy all nations seem to have developed the notion of limited liability for
shareholdersin stock corporations. Thisdoctrine hasextended to Asian nations
that have adopted western legal forms. For example, Korea is a civil code
country that provides for limited liability of shareholders (Kim, 1995).

2.7 Managers and Creditors

Generally the subject of limited liability is addressed only in the context of
shareholders, but it isimportant to recall that both managers and creditors of
companies aso benefit from limited liability. Generally managers will not be
personally liable for the acts of their subordinates unless they actively
participate in them, or sign corporate obligations in their personal capacity
(Kraakman, 1984; Thompson, 1994). More recently, however, various
regulatory statutesin the US have provided liability for managersfor failureto
supervise (Thompson, 1994). Creditors are generaly not held liable for the
obligations of their debtors (Easterbrook and Fischel, 1985). Some exceptions
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have developed where creditors hold pledged shares as collateral (Evans and
Quigley, 1995), foreclose on pledged property that is the source of liability
(Dent, 1991), exercise such control over the debtor that the relationship can be
moreproperly characterized asone of principal and agent, or of co-partners, or
whereit can be said that third parties have been deceived into believing one of
these relationships existed (Lawrence, 1989).

3. The Role of Liability Rules

Liability is generally viewed as a device for minimizing the socia cost of
private activities, and for forcing actors to internalize the full cost of their
actions. An efficient liability system causes actors to consider the full cost of
their actions. Limiting liability can thus be seen as subsidizing risky behavior
and allowing some actorsto externalize part of the costs of their actions. While
corporationsgenerate positive aswell asnegative externalities (Leebron, 1991)
thereis no way to measure the balance of these externalities under aregime of
limited liability. Posner arguesthat the social |osses of employeesfrominjuries
are too small to warrant inclusion in a calculation, and makes only a passing
reference to other tort liabilities (Posner, 1992). While others have discussed
the issue of other tort liabilities (see Section 15, below), only one author has
discussed the efficiency issues connected to mass tort liabilities, which have
raised the question of the efficacy of limited liability in the tort context. That
article suggests that in many cases masstort liability, which commonly occurs
in the context of unforeseeable harms, is inefficient, because such actions
cannot be deterred by liability rules (except perhaps at the expense of over
deterrence) (Schwartz, 1985). If thisis correct, then discussions of unlimited
shareholder liability in the context of large, well-capitalized publicly-held
corporations are moot, and the discussion should focus on closely-held firms,
where the justifications for limited liability, in terms of capital markets, are
much less persuasive.

4. Means of Achieving Limited Liability

While most discussion of limited liability centers around use of the corporate
form to produce limited liability for shareholders, other means are available.
Lending rather than investing in equity in afirm also provideslimited liability
(Easterbrook and Fischel, 1985). Indeed, part of the English debate over limited
liability centered on whether creditors could accept variable interest under
usurylawsand retain limited liability (Gillman and Eade, 1995). Creditorscan,
however, beheld liablefor firm debtsunder circumstances discussed in Section
2, above.
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4.1 Express Contracts

The oldest liability-limiting device is an express contract by which a creditor
agrees to look only to the assets of a business firm. This was well known at
common law in the joint stock association (Anderson and Tollison, 1983;
Hessen, 1979).

4.2 Becoming Judgment Proof

Securing assets with a friendly creditor can immunize them from seizure by
other creditors. Debtors can sell assets to unrelated entities, which finance the
purchase with issuance of their own securities, thus financing the debtor’s
enterprise. Individuals can hold property in tenancies by the entirety that
immunize them from seizure by creditors of individual owners, and some
jurisdictions offer large exemptions from sei zure by creditors (LoPucki, 1996).
Owners can remove either themselves or their assets to foreign jurisdictions
where enforcement is costly or impossible (Alexander, 1992; LoPucki, 1996;
Grundfest, 1992). If shareholders were subject to unlimited liability, shares
might only be owned by risk-preferrers (high rollers - Hansmann and
Kraakman, 1992) or by foreign investors not readily subject to enforcement by
local creditors (Grundfest, 1992).

Recent developments in capital markets have permitted the securitizing of
assets- that is, the separation of productive assets from an integrated firm into
a separate entity that cannot be attacked as part of the bankruptcy of the
risk-taking firm. This has the effect of making firms engaged in high-risk
activities virtualy judgment-proof (LoPucki, 1996). It is, of course, just a new
variation on the use of corporate subsidiaries to achieve insulation of some
assets from the risky activities of an integrated firm (Blumberg, 1986; Dent,
1991; Hansmann and Kraakman, 1991; Landers, 1975; Leebron, 1991;
LoPucki, 1996; Presser, 1992; Ringleb and Wiggins, 1990; Roe, 1986).

4.3 Incorporation and the Use of Other Limited Liability Entities

While limited liability for passive investors in partnerships (societas),
recognized in Europe at an early date (Medici, 1982; Perrott, 1982; Shannon,
1931), was not generally recognized in common-law jurisdictions, New Y ork
adopted a limited partnership act in 1822 (Livermore, 1935). Most other US
states did not follow this pattern until the promulgation of the Uniform Limited
Partnership Act in the twentieth century. More recently, all American states
have adopted limited liability company legislation (as European nations had
donemuch earlier, Carney, 1995), and most have provided for limited liability
for electing general partnerships (‘limited liability partnerships'). Some of
these states have conditioned such limited liability on maintenance of liability
insurance in specified minimum amounts. With these developments the
partnership default rule of unlimited liability will occupy avery small nichein
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the United States (Ribstein, 1992). The mixed form - the limited partnership,
with investors having both unlimited personal and limited liability, may be
explained by the ability of management to entrenchitself from control changes,
coupled with the greater flexibility and reduced bankruptcy costs that result
from making fixed payment promisesto limited partnersrather than to outside
creditors (Ribstein, 1988).

4.4 Subsidiaries and Enterprise Liability

Incorporation haslong been the predominant meansof limiting liability. While
this was not controversia for a long time, use of corporate subsidiaries has
generated considerable commentary. While incorporation to protect the
personal estates of passive individua investors has been accepted by many
commentatorsas efficient, when acorporation subdividesitsown activitiesinto
separate subsidiariesfor the purpose of insulating corporate assetsfrom therisk
of particular activities, some commentators have argued that thisisinefficient,
becauseit allows corporations (not just individual investors) to externalize the
costs of some risks (Blumberg, 1986; Dent, 1991; Leebron, 1991; LoPucki,
1997; Roe, 1986). As catastrophic liabilities for environmental disasters,
product liabilities and other masstorts have increased, large corporations have
resorted increasingly to the strategy of disaggregation through subsidiaries,
which may not be an efficient arrangement of the firm, since integration
through afirm rather than by contract previously appeared to be more efficient
(Dent, 1991; Hansmann and Kraakman, 1991; Roe, 1986).

On the other hand, if al corporate shareholders were to be subject to
unlimited liability, corporations might spin off thinly capitalized high-risk
subsidiaries to their individual shareholders as an evasion (Hansmann and
Kraakman, 1991). Leebron, (1991) argues that this spin-off process would
depend in part on the operational costs of separating integrated operations
among entities, and the relative cost of insurance. One author has argued that
limited liability was not designed to protect corporate shareholders; in the
United States, at least, corporate power to own shares in other corporations
followed limited liability (Landers, 1975). Following Modigliani and Miller,
Leebron (1991) argues that there is no economic justification for letting pure
conglomerates separate risky activities to further diversification, because
individual shareholders can make their own diversification. Thompson (1994)
arguesthat while credit marketswill discipline many corporations that choose
excessively risky activities, thisisless obvious for subsidiaries, where parents
are the suppliers of credit. Regardless of the arguments against honoring the
corporateveil with parent-subsidiary corporations, changing basicliability rules
in any society would require such radical changes as to make them highly
unlikely (LoPucki, 1997). One article argues for a higher tax on profits that
would be used to finance asubsidy to creditorsto reduce managers preference
for risky activities under limited liability (Banerjee and Bedley, 1990).
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5. Exceptionsto Limited Liability: Lifting or Piercing the Veil

Numerous countries have provided exceptions from limited liability where
actions inconsistent with the separate personality of entity and owners have
been taken (Presser, 1991). Germany has devel oped the doctrine of ‘lifting’ or
‘piercing’ the corporate veil to hold shareholders liable where there is
misrepresentation to third parties or commingling of assets (Alting, 1995;
Schiessl, 1986; Thiimmel, 1978; Weber-Ray, 1995). Veil-piercing isfar more
likely in the closely-held corporation (including subsidiaries), where the
justifications for limited liability are weaker, because of shareholder ability to
monitor and participate in management (Easterbrook and Fischel, 1985; Klein
and Zolt, 1995; L eebron, 1991). Indeed, veil-piercing isvirtually non-existent
in the large publicly-held corporation (Easterbrook and Fischel, 1985). On the
other hand, the relative ability of close corporation shareholdersto bear risk is
much weaker (Leebron, 1991). Further, where a corporation dominates the
management of another without a formal contract, the dominant shareholder
may beliablefor liabilities of the servient firm (Alting, 1995). Veil-piercingin
the United States is often triggered by activities that can generaly be
characterized asfraudulent conveyancesunder Englishtraditions(Clark, 1977,
1986; Presser, 1991) or by actions of a shareholder that create confusion in
third parties about whether they are dealing with the shareholder or a
corporation (Presser, 1991). In some jurisdictions undercapitalization alone
may be sufficient to trigger unlimited shareholder liability.

France providesfor liability of managersto the corporation, itsshareholders
and creditorsif managers act in violation of the company’ s constitution or law
(Perrott, 1982). Similar rules exist in the US (Krendl and Krendl, 1978;
Presser, 1991) and in Korea (Kim, 1995). Many countries have provided for
shareholder liability wherealegally required minimum number of shareholders
is not maintained, although this rule is disappearing in Europe pursuant to
European Community directives. Where some defects in the incorporation
process are accompanied by an active role on the part of shareholders and
plaintiffs belief that they were dealing with a corporation, American courts
will also hold shareholders personaly liable (McChesney, 1993). In European
jurisdictions inadequate capitalization alone may be sufficient to trigger
shareholder liability (Presser, 1991; Alting, 1995), while in others some
evidence of fraud, such as commingling of assets may be required (Alting,
1995; Dobson, 1986; Presser, 1991), while in others mere close relationships
between parent and subsidiary corporations may lead to parent liability
(Pardinas, 1991). Anglo-Americanjurisdictionsal so usethedoctrinetoimpose
liability on shareholders where third parties are confused about whether they
are dealing with shareholders or an entity (Halpern, Trebilcock and Turnbull,
1980; Presser, 1991). Doctrinesof piercingthecorporateveil areless-devel oped
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outsideof common law countries, where notionsof equity and agency areeither
non-existent or less well developed, and courts frequently have relied on
notions of fraud or abuse of the purpose of the corporate form (Presser, 1991).

6. Statutory Limits on Liability

Certain industriesmight not exist without special provisionfor limited liability.
The US nuclear power industry, for example, needed the Price-Anderson Act,
which limited liability in case of a nuclear accident, in order to raise capital.
Other statutory compensation schemes, such asworkers' compensation statutes,
and certain tregaties, such asthe Warsaw convention, which limits damagesfor
airline passengers, also permit damage limitations (Coffey, 1994). In the case
of new industries where potential liabilities, while huge, are uncertain, such
limits may prove to be efficient, although it is difficult to know how such
judgments could be made ex ante where individual losses are likely to be
catastrophic, if they occur.

7. Bankruptcy

Bankruptcy provides a means for limitation of liability (Easterbrook and
Fischel, 1985; LoPucki, 1997). Limited liability for a firm, which limits
investor risk to assets dedicated to the firm, is similar to a discharge in
bankruptcy, which limits a debtor’ s liability to current assets, thus protecting
future assets (Posner, 1976). In bankruptcies involving corporations with
subsidiaries, American courts may use the device of consolidating the assets
and creditors’ claims of all the related corporations as ameans of disregarding
the separateness of corporate entities, and thus piercing corporate veils (Frost,
1993).

8. Limited Liability and the Supply of Capital

Theprincipa argument infavor of limited liability stemsfrom thecommon law
rule of liability for partners - joint and several liability - in which any one
partner may be held liable for the entire amount of the firm’s debt (Livermore,
1935). This appears to be the general European rule as well (Medici, 1982).
Under these conditions there are three economic argumentsin favor of limited
liability: (1) it fosters economic growth by encouraging investorsto take risks;
(2) it fecilitates the efficient spreading of risks among corporations and their
voluntary creditors; and (3) it avoids the enormous litigation costs that would
be required for creditors to seek recovery from shareholders (Menell, 1990).
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Thefirst justification istreated in Sections 9 and 10; the second in Section 14
(limited liability in contract); and the third in Section 12.

9. Encouraging Risky Investments

It has long been argued that joint and several unlimited liability would
discourage wealthy investors from investing in risky enterprises, particularly
when they intended to play a passive role where they could not monitor and
supervise the firm's risky activities (Blumberg, 1986; Diamond, 1982;
Easterbrook and Fischel, 1985; Grossman, 1995; Halpern, Trebilcock and
Turnbull, 1980; Hansmann and Kraakman, 1991; Leebron, 1991; Manne,
1967; Woodward, 1985). Thisis supported by one study that suggests that the
choice of limited liability is positively correlated with the wealth of owners
(Horvath and Woywode, 1996).

9.1 Encouraging Diversification by Wealthy Investors

Limited liability permits the diversification which is necessary to risk
minimization in a specialized firm, where passive investors specialize in
risk-bearing, and not monitoring of management (Easterbrook and Fischel,
1985; Hovenkamp, 1991; Mitchell, 1989). Under joint and severa liability,
wealthy investors would be the first targets of firm creditors upon failure, and
thus would be forced to forego the benefits of diversification in order to
concentratetheir investmentsto allow them to monitor effectively (Grossman,
1995; Hansmann and Kraakman, 1991; Hicks, 1982; Kraakman, 1984;
Leebron, 1991; Manne, 1967). Indeed, diversification would increase the
expected risk of wealthy shareholders; the maximum possible lossisinvariant
with diversification, but its probability increaseswith diversification (Leebron,
1991 Ribstein, 1991).

One result of unlimited liability might be larger firms engaged in more
diversified activities, to protect shareholders from personal losses (Presser,
1992; Roe, 1986). This diversification would, of course, be limited by the
increasing agency costs associ ated with management of conglomerates, and the
costs of using internal capital markets, with their limited monitoring ability,
rather than external markets. Because such diversification and increasein size
would convey more benefits on wealthy investors under a joint and several
liability regime, the benefits of this strategy would not be symmetrically
distributed acrossinvestors, which could lead to constituency effects, in which
wealthy investors would specialize in owning large diversified firms. Such
diversification at the firm level is generally inefficient because investors can
home-make their own diversification, absent unlimited liability rules.
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9.2 Reducing Shareholder Monitoring of Co-Owners

A joint and several liability rule would force shareholders to monitor not only
firm activities, but also the wealth of their fellow shareholders, which leadsto
excessive monitoring costs (Carr and Mathewson, 1988; Easterbrook and
Fischel, 1985; Halpern, Trebilcock and Turnbull, 1980; Hansmann and
Kraakman, 1991; Leebron, 1991; Woodward, 1985). The result would be
higher costsand lower returnsto equity, which would limit the supply of equity
for industry (Carr and Mathewson, 1988). One article rejectsthis, arguing that
shareholders would not need to increase monitoring of either firms or fellow
shareholders, since share prices in efficient markets provide them with all
required information (Meiners, Mofsky and Tollison, 1979). But other authors
respond that joint and several liability of shareholders would destroy efficient
capital markets, because the value of shareswould be afunction of the expected
cash flows of the business and the wealth of each individua buyer, and of
expected fellow shareholders (Easterbrook and Fischel, 1985, 1991; Halpern,
Trebilcock and Turnbull, 1980).

10. Evidence on the Effects of Unlimited Shareholder Liability
on I nvestment

There is some evidence that unlimited liability, at least on a joint and severa
basis, would reduce the number of sharehol ders and thus the amount of capital
contributed to firms. Both limited liability and unlimited liability banks
co-existed in eighteenth and early nineteenth century Scotland. From the
beginning of the nineteenth century the average size of the limited liability
banks was ten times that of the unlimited liability banks, and when the
unlimited liability banks werelater given the choice of forms, al choselimited
liability (Carr and Mathewson, 1988). Unlimited liability banks had lower
levels of capital than limited liability banks in relation to total assets, and
shareholdersin unlimited liability banksearned higher returns(risk premiums)
on their investments (Evans and Quigley, 1995). Depositorsin eighteenth- and
nineteenth-century Scottish unlimited liability banks were provided no
information about the bank’ s assets, but rather received alist of shareholders
(Evansand Quigley, 1995). A study of German enterprises showed that limited
liability firmstend to be larger than unlimited liability firms among start-ups
(Horvath and Woywode, 1996).

Thereis some evidenceto the contrary. Evans and Quigley’ s study showed
that the majority of banking assetsin Scotland were held by unlimited liability
banks, which they explain as a function of depositor preference for unlimited
liability banking and the higher shareholder returns available (Evans and
Quigley, 1995). Outside banking, some English joint stock companies had
thousands of stockholders; whether they would have had more as limited
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liability corporations is not testable (Blumberg, 1986; Hansmann and
Kraakman, 1991). Gilson (1991) reportsthat law firm sizein the United States
is invariant with the choice of liability rule, once tax considerations are
eliminated. Thisresult may have changed with theintroduction of new limited
liability forms more readily available to US law firms in the 1990s, which
resulted from the catastrophic liability of some US lawyersin the wake of the
failures of client financial institutionsin the late 1980s (Hamilton, 1995). One
modern anomaly occurred in the era of efficient capital markets: the American
Express Company remained ajoint stock company with unlimited shareholder
liability until 1965. From its creation in 1850 until conversion to a limited
liability corporation it had as many as 25,000 shareholders, with only one 10
percent shareholder. There was neither illiquidity nor perverse stock pricing
(Grossman, 1995). This limited evidence, based on a company with pro rata
shareholder liability, rejects the theories that an efficient capital market with
diversified shareholders could not exist without limited liability, although it
does not reject the theory that joint and several liability would preclude such
markets (Grossman, 1995). The unanswered question is whether American
Express faced serious expected risk of large contract liability (much less
catastrophic tort liability) prior to its conversion. It seems unlikely that
American Expresshad ahighrisk of tort liability; it provided financial services
of alimited sort - at the time, primarily travelers’ checks and credit cards - so
it produced no products capable of producing either strict product liability or
mass tort liability. There was somerisk of massive forgery of travelers' checks
that could have deterred investors. Whileit was sued for morethan twiceitsnet
assetsin 1963 in connection with its certification of soybean oil inventories, it
is not clear that creditors or stockholders would have understood thisrisk in
advance, nor is it clear how much had to do with its 1965 conversion to the
limited liability form of corporation (Grossman, 1995).

11. The Effects of Pro Rata Liability on Investment

Subsequent to the devel opment of theories about theimpact of joint and several
liability the literature began to examine the effects of pro rata shareholder
liability. While this rule does not appear to play a significant role today, there
are companies limited by guarantee, which is a form of pro rata multiple
liahility. Subsequent to reform of English company law in the mid nineteenth
century, many registered limited liability companies voluntarily provided
multiple liability through assessable shares, and Scottish banks shifted to this
form after 1879 (Evansand Quigley, 1995). Further, to the extent shareholders
were personaly liable in the early nineteenth century in the US, and in
Cdlifornia until 1931 by statute (Blumberg, 1986), it was pro rata (Presser,
1992; Blumberg, 1986; Livermore, 1935; Macey and Miller, 1992). Similarly,
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US bank stockholders were subject to pro rata double liability from 1865 to
1932 (Blumberg, 1986; Macey and Miller, 1992).

11.1 Effects of Pro Rata Liability on Wealthy Investorsand Securities Markets
Pro rataliability solves the problem of imposing disproportionate liability on
wealthy investors. This reduces the need of wealthy investors to concentrate
their investments so they can monitor them more closely (Grossman, 1995;
Halpern, Trebilcock and Turnbull, 1980; Leebron, 1991). Prorataliability also
eliminates the cost of monitoring other shareholders' wesalth (Leebron, 1991).
It also solves the problem of differential pricing of securities based on the
expected losses of buyers with different wealth levels (Grossman, 1995;
Hansmann and Kraakman, 1991; Leebron, 1991; Presser, 1992). By doing so,
it solves the diversification problem for investors, because the probability of a
weal th-erasi ng assessment woul d not increasewith each singlestock purchased.
Thedifferences between joint and several liahility rules and pro ratarules may
be exaggerated if ajoint and several ruleis coupled with arule of contribution.
Under these circumstances, ajoint and several rule shifts the transaction costs
of collection from corporate creditors to shareholders (Leebron, 1991).

11.2 Effects of Pro Rata Liability on the Market for Corporate Control
A pro rata rule would discourage wealthy investors from investing in large
blocks of risky companies and thus would reduce shareholder monitoring of
management activities (Hansmann and Kraakman, 1991; Leebron, 1991,
Ribstein, 1992). Under limited liability concentrated block ownership occurs
where the payoffs from monitoring are greatest (Demsetz and L ehn, 1985).
Modern arguments for pro rata liability in tort argue that diversification
would remain at efficient levels with such a rule (Halpern, Trebilcock and
Turnbull, 1980; Leebron, 1991). Hansmann and Kraakman argue that most
liability would be borne either by wealthy investors or ingtitutions. What they
ignoreis that such a rule could have the effect of discouraging the formation
of investment pools from which judgments are easily collectible; the cost to
investors of holding through mutual funds and collective pension plans could
risetothe point whereindividual diversification through mutual fundsbecomes
uneconomic (L eebron, 1991; Coffey, 1994; Thompson, 1994). Grundfest (1992)
believes mutual funds would be able to avoid this problem by establishing
themselves off-shore and using various hedging strategies involving
derivatives.
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12. Costs of Collection

The costs of collecting judgments under ajoint and several liability rule would
be high, as firm creditors collected from wealthy shareholders who in turn
would need to seek (probably incomplete) contribution from less wealthy
shareholders (Woodward, 1985). While a pro rata liability rule would be less
disruptive of capital markets, it would also be less effective in collecting
damageawardsfor judgment creditorsbecause of the presence of largenumbers
of small investors, where collection costs would be high. It would have the
effect of transferring collection costs from shareholders to creditors (L ecbron,
1991). Thiswould weaken both the deterrent effect and compensation value of
unlimited liability. Anglo-American courts of equity developed a relatively
effective collection device, the creditors' bill, which allowed all creditors to
seek adetermination of both corporate and shareholder prorataliability, which
was res judicata, even for nonresidents, as to all issues other than defenses
personal to each shareholder, such asthe number of sharesheld or one’ sactual
identity as a shareholder (Blumberg, 1986).

Posey (1993) argues that the effects of limited liability on the ability of tort
victims to recover is less obvious. With unlimited liability, a firm's
expenditures on prevention increase, thus reducing net assets (and increasing
collection costsfrom shareholders). Inthe aternative, unlimited liability might
reduce firm activity levels, and with it the stock of capital (and the ease of
collection).

Hansmann and Kraakman assert that for publicly held firms the increased
transaction costs of unlimited liability under a pro ratarule are less than the
increased costs of externalized liability under limited liability, but they offer no
evidenceto support this statement (Hansmann and Kraakman, 1991). Further,
this conclusion assumes that companies should be strictly liable for
unforeseesble accident costs - that such aruleisefficient - even wherethe costs
to individual plaintiffs are small but the damages to a firm are catastrophic
(although these authors do not discuss this issue). Leebron notes that the
difference between joint and several liability with aright of contribution and
pro rata liability is a question of who will bear the transaction costs of
collection - individual wealthy shareholders or plaintiffs. Leebron also argues
that because of this, which ruleis better depends not on collection costs, but on
which rule creates more shareholder monitoring, and believes that joint and
severa liability is superior in this respect. This analysis assumes that
transaction costs of collection are ultimately not significant. At the sametime,
he concedes that for public corporations with many small shareholders,
unlimited pro rata liability to tort victims may be pointless because of high
collection costs, and that because of transaction costs, it is unclear what is the
best rule (Leebron, 1991). Other authors argue that none of the policy
argumentsin favor of limited liability have any real application to closely held
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firms where owners are also managers and thus can control their risks (Klein
and Zolt, 1995).

13. Evidence about Joint and Several versus Pro Rata Liability

American law provided experience with both pro rata and joint and several
liability: both New York and California law provided for pro rata liability
(Blumberg, 1986; Livermore, 1935). American banksfrom 1865-1932 provided
for double pro rata shareholder liability. While American courts were
innovative in enforcing this liability, the collection rate on shareholder
assessmentswas only 50.8 percent. Macey and Miller regard this as a success,
because it is probable that many shareholders were insolvent (Macey and
Miller, 1992). Grundfest has argued that capital markets would respond to pro
rata liability by generating a large number of investors who are
attachment-proof to specializein holding equity of risky companies. Thesewill
include foreign investors and individuals of modest means holding small
amounts of equity, where collection costs will exceed the amount collected
(Grundfest, 1992). They will also include separation of substantial assets from
risky enterprisesthrough leasing and thin capitalization (Lopucki, 1997; Note,
1994). Recent evidence from Germany, however, supports the hypothesis that
for investors in large firms risk aversion (and the liability rule) does not
influence the choice of firm (Horvath and Woywode, 1996).

14. Limited Liability in Contract

Early literature concentrated on limited liability for contract obligations. It may
be that these writers thought tort liability was trivial. It was only later that
writers, recognizing that liabilitiesfor masstortsthat could bankrupt evenlarge
firms, turned to analysis of the impact of limited liability on tort risks.

14.1 The Theory of Limited Liability in Contract

In aperfect capital market with zero transaction costs the value of the firm and
itsoptimal investment policy would not be affected by theliability rule chosen.
Unlimited liability would reduce creditors' risksand theinterest ratesand other
contractual protections demanded, and increase returns to shareholders to
compensate for thisrisk (Halpern, Trebilcock and Turnbull, 1980). Firms that
choose a limited liability regime will face higher borrowing costs (Anderson
and Tollison, 1983; Posner, 1976), although it is argued that trade creditors
typically fail to incur the transaction costs to investigate credit risk (Landers,
1967). In the case of one-shareholder corporations with little capital, creditors
will either charge higher interest rates for risky loans or insist on personal
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guarantees, so that credit terms are invariant to the liability rule (Ekelund and
Tollison, 1980; Meiners, Mofsky and Tollison, 1979). If we introduce
transaction costs, where lenders are uncertain about the extent of shirking and
risky behavior by ownerswith limited liability they may increase interest costs
tothe point where owners prefer to finance without borrowingsat thefirmlevel
(Eswaran and Kotwal, 1989). This analysis has been extended to stock
insurance companies; if shareholder liability is limited, policyholders will
presumably recognize the risk they bear and pay lessfor policies. Insurers can
bond against risky investments by writing participation rights into insurance
policies (Garven and Pottier, 1995). They can also submit to regulation that
assures minimum capital and constrains risky investments.

Under an unlimited liability regime, Leebron argues that shareholders
would probably prefer to borrow using their interest in the firm as collateral,
because they would each only be liable for their own borrowing (pro rata),
whileif thefirm borrows, each would beliablefor everyone' sborrowings (joint
and several) (Leebron, 1991). Corporate borrowing with limited liability is
equivalent to nonrecourse borrowing by shareholders who pledge their shares
as collateral, but the transaction costs of such borrowing would be higher,
because so many lenders would have to investigate the firm in markets with
large numbers of potential lenders (Leebron, 1991). Limited liability createsa
state of the world where the worst possible state of the world is known to all
investors, both creditors and shareholders, while unlimited liability does not
allow shareholders the same certainty (Leebron, 1991).

The evidence from eighteenth- and nineteenth-century Scottish banking is
consistent with this model. Shareholders in unlimited liability banks earned
higher returnsthan shareholdersin limited liability banks (Evansand Quigley,
1995). But despite such differencesinreturns, in small firmsrisk aversionleads
to a preference for limited liability, especially as firm projects grow riskier,
according to a study of German firms (Horvath and Woywode, 1996).

14.2 The Cost of Limited Liability in Contract

There are at least three costs borne by firm owners for achieving limited
liability, at least two of which apply to both contract and tort liability. First,
under limited liability, voluntary creditors will impose higher costs on firms
(see a@bove). Second, in many legal regimes, tax costswill be higher for limited
liability, because the entity may be treated as separate, although thisis not a
necessary condition for limited liability. In the United States the devel opment
of the Limited Liability Company and Limited Liability Partnership have
eliminated the tax cost for closely held enterprises in recent years. Third, in
most legal systems except the United States, forming a limited liability entity
will subject the firm to extensive public disclosures (Horvath and Woywode,
1996). This apparently is designed to provide potential creditors with
information about thefirm’s capital where unlimited liability is not available.



5620 Limited Liability 677

While Posner argues that creditors are the most efficient risk-bearers (Posner,
1992), Easterbrook and Fischel (1991) reject this, arguing that the evidenceis
otherwise: creditors accept lower returns because they prefer less risk,
presumably because they are not the least-cost monitors of firms. Johnsen
argues that creditors accept lower returns because they monitor only the value
of debtors' assets in alternative and less specialized uses, rather than in the
present use, which isleft to shareholders (Johnsen, 1995). Recent literature on
domination of large corporationsby big banksin Germany and Japan hasraised
the question of whether at |east some creditors are superior monitors of firms,
but fails to bring any evidence to bear on the subject (Roe, 1994).

Some authors treat small trade creditors as if they were involuntary
creditors, because they face high transaction costs in assessing the riskiness of
their credit extensions (Landers, 1967; Easterbrook and Fischel, 1985, 1991).
These arguments ignore both the ability of trade creditors to monitor current
payments on a monthly or more frequent basis and their ability to free ride on
the negative covenants imposed by larger creditors with scale economies in
negotiating credit contracts. Further, they ignore the ability of many trade
creditors to bear risk by diversifying their customer base (Carney, 1990).

The costs of limited liability imposed on creditors depend on capital
structure; thus, secured creditors monitor assets, not firms, so their monitoring
costsare not increased by limited liability (Ribstein, 1991; Johnsen, 1995). To
the extent that limited liability imposes unmonitored risk on creditors, it has
been suggested that increasing the tax on firm profits and paying subsidies to
creditorscan solvetherisky behavior problem. The creditor subsidy will reduce
interest costs to the firm, while raising managerial efforts, thus leaving
managersbetter off, because managers exert lesseffort when liability islimited
(Banerjee and Besley, 1990). A similar suggestion has been made with respect
to the level of taxation of profits on US financia institutions, to reduce
incentivesto take risks (John, John and Senbet, 1991). Thedifficulty with these
proposalsisthat profits taxes do not distinguish returnsto risk from returnsto
superior management.

14.3 The Benefits of Limited Liability in Contract

Many of the benefits of limited liability in contract are related to capital
markets. With limited liability, investors have the ability to diversify their
investments in shares of corporations. This is true in part because without
limited liability, for awealthy investor, each investment would increasetherisk
of being held personally liable for the debts of afailed firm (Blumberg, 1981;
Carr and Mathewson, 1988; Diamond, 1982; Easterbrook and Fischel, 1985,
1991; Grossman, 1995; Halpern, Trebilcock and Turnbull, 1980; Leebron,
1991; Woodward, 1985). It is aso true because it reduces the need for any
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shareholder to monitor management for risky choices (Blumberg, 1986;
Easterbrook and Fischel, 1985, 1991). It also seems likely that given modern
techniquesfor reporting financial results of firms, that monitoring shareholder
wealth is more costly than monitoring firm wealth. Evans and Quigley (1995)
argued that unlimited liability was observed in Scottish banking at atimewhen
it was cheaper to monitor shareholder wealth than bank solvency. Finaly,
limited liability reduces the transaction costs of collection.

15. Limited Liability in Tort

Limited liahility’s externalization creates three problems. (1) firms make
excessively risky decisions because they do not consider externalized costs; (2)
corporationsfail to insure fully; and (3) product costs do not reflect full social
costs (Dent, 1991; Leebron, 1991). Many authors apparently believed that the
problem of tort liability under alimited liability system was not a serious one,
either because they felt that other parts of the legal system had dealt with the
principal forms of business accidents, through workers compensation,
unemploymentinsurance and mandatory automobileinsurance (Manne, 1967),
or because they focused on the large publicly held corporation, where the risk
that individual tort liability would bankrupt a firm seemed trivial. For this
reason, much of the early literature focused on contract liability (Easterbrook
and Fischel, 1985; Halpern, Trebilcock and Turnbull, 1980; Meiners, Mofsky
and Tallison, 1979; Posner, 1976). The devel opment of themasstort, stemming
either from industrial accidents or strict products liability, has changed the
anaysis (Hansmann and Kraakman, 1992; Leebron, 1991; Roe, 1986;
Schwartz, 1985).

15.1 Externalizing the Costs of Torts

The genera wisdom states that with limited liability managers loya to
shareholders will select unduly risky projects, because the owners of the firm
can externalize some of the social costs of their choices (Blumberg, 1986;
Brander and Lewis, 1986; Hansmann and Kraakman, 1991; Leebron, 1991).
This may be borne out by a study showing that limited liability firms have a
higher incidence of bankruptcy than unlimited liability firms. At the sametime,
they appear to have higher growth rates - the reward for undertaking riskier
projects (Horvath and Woywode, 1996). In oligopoly, the effect of limited
liability may provide a signaling effect for firms that take on more debt - that
they intend to pursue output strategies that raise returns in good states and
lower returns in bad states (Brander and Lewis, 1986). The extent of any
reductions in precautions may be a function of the profitability and wealth of
the firm, however; the more profitable the firm, the more the owners have at
risk, and the greater their precautionary expenses. But where firms are
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marginally profitable, owner-managersmay choosealower level of precautions
under limited liability (Craigand Theil, 1990). Generally therisk of bankruptcy
istreated as alast-period problem; but if it is seen as an expected cost of afirm
with positive cash flows, the incentive to take excessive risk may be less than
static models would suggest (Suen, 1995).

15.2 The Impact of Agency Costs on Firm Risk-Taking Decisions

Agency costswill aso influence the amount of firm risk assumed. Whilefirms
may increase their risk where there is a unity of ownership and control, asin
closely held owner-managed corporations, it isless obviousthat thisholdswith
public corporations. Managers of public corporations often hold large
undiversified investmentsin firm-specific human capital, and often in the stock
of the firm as well. They are also holders of large fixed claims on the firm in
the form of salaries (Jensen and Meckling, 1976). As a result, they may be
unduly careful in making choices for the firm, and may retain excess equity in
the firm (LoPucki, 1997). Further, their primary concern will be with failure
of the firm, because that will cost them their jobs. Easterbrook and Fischel
(1985, 1991) argue that with unlimited liability managers will reject some
positive net present value projects astoo risky, but will accept all such projects
under limited liability. Presser argues that such managers would seek to
diversify (and perhaps expand) firm activities to reduce the risk of total loss
(Presser, 1992). To aleviate the managerial risk-aversion problem, many
compensation plans give managers some claim on the upper tail of expected
outcomes. To the extent that managers assume unlimited liability as
shareholders, the value of incentive compensation tied to stock isreduced, and
managers may be excessively cautious (Hansmann and Kraakman, 1991). One
benefit of limited liability thus is to neutralize some part of a manager’s risk
aversion. Easterbrook and Fischel (1985) further argue that the moral hazard
of engaging in overly risky activities under limited liability can also be dealt
with through (1) minimum capital requirements; (2) mandatory insurance; (3)
managerial liability; and (4) regulation of inputs. Minimum capital
requirements are widely employed throughout Europe (Carney, 1997). They
represent a relatively crude form of protection, since they are not related to
either the riskiness of firm activities nor its capital structure. All statesin the
United States have moved away from such requirements, providing evidence
that in a competitive market for corporate law, these requirements do not
survive as efficient (Carney, 1995). Mandatory insurance and manageria
liability arediscussed in Sections 17 and 18, below. Direct regulation of inputs,
such asregulation of nuclear plants, presents problems, in that regulators have
weak incentivesto balance costs and benefits (Easterbrook and Fischel, 1985).

15.3 The Effectiveness of Shareholders as Monitors of Risky Activities
Thereis little discussion of the relative efficiency of shareholders, managers
and creditors as monitors. While Posner (1992) argues that creditors are the
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most efficient risk-bearers, Easterbrook and Fischel (1991) reject this, arguing
that the evidence is otherwise: creditors accept lower returns because they
prefer less risk, presumably because they are not the least cost monitors of
firms. Manager liability suggests the function of tort law is deterrence, while
shareholder liability suggeststhefunctionisloss-spreading (Thompson, 1994).
In public corporations, at least, passive shareholders are entirely dependent on
management for a flow of information about risk management, as well as al
other details of operations (Arlen and Carney, 1992). Most writers believe that
limited liability will reduce shareholder monitoring of managers. Easterbrook
and Fischel (1985) believe that such monitoring will be replaced by creditor
monitoring. Even with limited liability, firms subject to high agency costs
(which presumably includes excessively risky behavior) generate large block
ownersbetter ableto monitor (Demsetz and Lehn, 1985). With constant returns
to monitoring managers, the incentive of shareholdersis not affected directly
by the liability regime, but if managerial effort were to vary with the liability
regime, then different level sof shareholder monitoring would beefficient (Carr
and Mathewson, 1988). While Hansmann and K raakman concede that passive
shareholders in large corporations are unlikely monitors of risk, they believe
marketswill perform thisfunction, and that share priceswill reflect managerial
risk-taking. Ironically, they also argue that managers will not be excessively
cautious under an unlimited liability regime because many large uninsured
tortious activities create arisk of catastrophic loss only many years later and
thus will be heavily discounted by today’s management (Hansmann and
Kraakman, 1991). If thisis true, it is not clear how markets will be able to
provide effective monitoring.

15.4 Catastrophic Tort Liability

Only one author has addressed the effect of unlimited liability on deterrence of
catastrophic torts. Schwartz (1985) argues that to the extent many mass torts
are not foreseeable, strict liability coupled with unlimited liability has no
deterrent value. If thisis so, the argumentsin favor of unlimited liability intort
are thrown back on risk-spreading ability, where the evidence is thus far
inconclusive. Where class action claimsinvolve relatively small amounts per
claimant and joint and several liability runs the risk of imposing most of the
liability on afew wealthy shareholders, it may well bethat leaving liability with
the injured class places it with the group best able to bear it.

16. Limiting the Cost of Limited Liability in Tort

Thesocial costs of externalizing the costs of accidentsthrough limited liability
have been discussed in Section 15. This section examines the factors that may
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limit the size of the externalized costs. Managers of large firms facing
catastrophic mass tort liability typically do not seek liquidation, which might
be in the shareholders’ interest, because it ends the firm and with it their
employment. Indeed, managers engaging in activities likely to result in
catastrophic liability should probably maximize current distributions to
shareholders in order to reduce the pool of assests subject to creditor claims.
Rather, managers facing such alast period problem may have imposed agency
costs on shareholders when they have kept resources within firms and then
acquiesced in reorganizations that give mass tort claimants significant
ownership in the firm (Roe, 1986). While this creates an agency cost for
shareholders, it amelioratesthe effects of externalization of the cost of accidents
for these firms.

Ribstein arguesthat ownersof limited liability enterprisesinternalize most
costs of tort by virtue of the fact that voluntary creditors will either impose
higher credit costs or force additional firm monitoring, or both. Because
unsecured contract creditors are at risk of some loss (or loss sharing with tort
creditors) in the case of tort liability, he argues that tort risk is sufficiently
internalized that the benefits of limited liability outweigh its costs to
involuntary creditors (Ribstein, 1991). Obvioudly this arrangement does not
internalizethe expected cost of accidentsin excess of afirm’sunsecured assets.
But to the extent that voluntary creditorsinsist that debtorscarry tort insurance,
at least some of these costs may also be internalized (Ribstein, 1991). Further,
in close corporations, shareholders have significant personal investments to
protect, and have incentives to insure to protect them (Ribstein, 1992).

17. The Benefits of Limited Liability in Tort

17.1 Shareholders as I nefficient Monitors of Risky Activities Ex Ante

The capital market benefits discussed earlier apply equally to limited liability
in tort. The exposure of railroads to heavy tort liability, in connection with
large scale operationsthat could not be readily monitored by shareholders, was
one of the original justifications for English limited liability rules in the
nineteenth century (Blumberg, 1986). Shareholdersin public corporations are
often poor monitors of much tort liability, which depends on a constant and
candid flow of information about agents' behavior (Arlen and Carney, 1992).
As specidistsin providing capital, these passive investors lack the skillsto be
effective monitors, so their monitoring activities would be inefficient
(Easterbrook and Fischel, 1995). With unlimited liability in tort, the relevant
domain for monitoring by stockholders expands and agency costs increase
(Orhnial, 1982). Imposing default liability on the monitor isconsistent with the
theory of imposing liability on the party who can avoid it most cheaply
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(Ribstein, 1991). In large corporations, this will almost never be dispersed
public shareholders. Limited liability eliminates the disincentive for wealthy
investorsto takelarge (perhaps controlling) ownership positionsin risky firms,
which increases shareholder monitoring where it is efficient (Hansmann and
Kraakman, 1991).

17.2 Reducing Collection Costs of Judgments

Limited liability also reduces the transaction costs of collecting judgments, by
shifting some risk to plaintiffs. A system of pro rata liability would increase
collection costs, but it would lead to incomplete collections because of the
difficulties of obtaining jurisdiction over many individual shareholder
defendants (Alexander, 1992; Grundfest, 1992; but see Hansmann and
Kraakman, 1992a; Patterson, 1995). Grundfest argues that a class of
attachment-proof investors would develop that would specialize in holding
risky common stocks, which would arbitrage away any price differences
between risky and lessrisky businessesthat should send managerssignal sabout
behavior (Grundfest, 1992). But Grundfest’s argument ignores managers
personal incentives to avoid risk, in order to protect their firm-specific human
capital. Bainbridge argues that limited liability encourages investors to more
fully capitalize firms, so that tort claimants are better off collecting from firm
assets than bearing the transaction costs of collection from shareholders
(Bainbridge, 1993). Bainbridge’ sargument isstronger under aprorataliability
rule than ajoint and several liability regime.

17.3 Incomplete Insurance Markets

Easterbrook and Fischel suggest that limited liability wasmoreimportantinthe
nineteenth century because insurance markets were less developed, but this
ignores the more recent development of mass tort liability, where insurance
markets are probably as incomplete as were nineteenth-century markets
(Easterbrook and Fischel, 1985; Schwartz, 1985). One sol ution proposed for the
problem of high collection costs under unlimited liability is to provide for
personal liability of shareholders only when acorporation is uninsured against
the risk, which would increase incentives to insure (Alexander, 1992; Dent,
1991; Leebron, 1991; Schwartz, 1985). Thedifficulty isthat insurance markets
are incomplete (Blumberg, 1986; Dent, 1991). The existence of insurance
markets will depend on (i) information costs; (ii) moral hazard, (iii) adverse
selection and (iv) ability to bear risk (Halpern, Trebilcock and Turnbull, 1980).
Because many firmswill fail because of systematic risk, insurerswill be unable
to diversify thisrisk (Easterbrook and Fischel, 1985; Halpern, Trebilcock and
Turnbull, 1980; Leebron, 1991). Further, the potential for masstorts, whichare
uncertain in both their incidence and extent of liability, may make some
activities uninsurable (Hansmann and Kraakman, 1991; Ribstein, 1991).
Finally, because lower-risk firms will self-insure rather than purchase costly
insurance, the insurance market will be dominated by higher-risk purchasers,
raising insurance costs and causing even more firms to self-insure (Ribstein,
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1992). Finaly, firms cannot be expected to insure against remote risks to their
full extent, in part because of bounded rationality (Schwartz, 1985). Mandatory
insurance may create new moral hazard problems, encouraging managers to
take risks, if insurers are not efficient monitors (Easterbrook and Fischel,
1985). Some manufacturing activities may create potential liabilities decades
in the future, where managers will heavily discount the risk (Hansmann and
Kraakman, 1991). Further, the high loading costs of insurance (as much as 25
percent) reduce its efficiency (Hansmann and Kraakman, 1991). If liability
insurance were mandatory, it would create anew barrier to entry of small firms
(LoPucki, 1997).

18. Substitutes for Shareholder Liability

18.1 Tort Creditor Superpriority

Onesubstitutefor unlimited liability for shareholdersisto providetort creditors
with greater priority in a bankruptcy system. Under US law, secured creditors
have priority over tort creditors. Providing tort creditorswith apriority over all
voluntary creditors would shift risk from involuntary creditors to voluntary
creditors(Buckley, 1986; Presser, 1992). Whilethiswould increase monitoring
by creditors, their comparative advantage in monitoring for this kind of risk
over shareholders is not always clear. One author suggests that contract
creditors specialize in valuing firm assets in alternative uses, while
shareholders capture the quasi-rents from the current firm-specific use
(Johnsen, 1995). Whether credit terms would be set to reflect accurately the
new risks that the firm's owners (including creditors) could not escape is an
empirical question, but the increasing use of public markets for borrowingsin
the US suggests that these markets might become efficient, so prices would
accurately reflect risks. At the same time, securitization of financial assets
enhances their availability to the same passive investors likely to hold stocks,
which probably reduces any comparative advantages in monitoring formerly
held by creditors. L eebron arguesthat tort victims might consent to the priority
of secured creditors if the loan made additional assets available to satisfy their
claim or provided increased creditor monitoring. If new funds are provided to
operate the business by the loan, tort creditors will suffer if firm assets
subsequently shrink (Leebron, 1991).

18.2 Lender Liability

Another substitute for unlimited shareholder liability is to treat contract
creditorsas ownersof thefirm, and subject them to unlimited liability. Leebron
argues that in many public corporations creditors can exercise more control
than public shareholders, and are better ableto diversify risk than tort victims.
Further, private contract lenders (as opposed to bondholders) are superior
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monitors when compared to tort victims (Leebron, 1991). Indeed, some
creditors may well be superior monitors to public shareholders as well
(Easterbrook and Fischel, 1985). At the very least, large creditors are in a
position to monitor firmsfor adequate capitalization, and to adjust interest rates
to create incentivesto capitalize the firm (Ribstein, 1992). On the other hand,
unlimited liability for creditors would exacerbate the stockhol der-bondhol der
conflict, and because of liability for catastrophic torts, lenders negative
covenants would be of less value (Leebron, 1991).

18.3 Managerial Liability

To the extent that neither shareholders nor creditors are effective monitors of
managers risky choices, one solution might be to make managers personally
liable for corporate obligations. But managers, while perhaps best able to
monitor themselves, are inefficient risk-bearers, so that imposing liability on
them will lead to even morerisk aversion in firm decisions than managers may
now choose (Thompson, 1994). Further, their investments in firm-specific
human capital are uninsurable (Easterbrook and Fischel, 1985). Apparently
because of the large risk premiums that would be required to persuade
managersto bear liabilities personally, Kraakman has argued that managerial
liability does not provide enough additional deterrence over enterpriseliability
to offset the greater costs involved (Kraakman, 1984). In the context of
deliberatetortssuch assecuritiesfraud, it isprecisely managerial liability - both
civil and criminal - that isrequired to deter these actions, given the last period
problems facing managers tempted to commit securities fraud (Arlen and
Carney, 1992). Indeed, Kraakman also states that enterprise (limited) liability
failswhen costs are shifted to third partiesthrough firm wrongdoing, and firms
lack sufficient assets to respond in damages. But he also argues that imposing
liability on managers while permitting indemnification provides managerial
incentivesto keep firms solvent and ableto respond to judgments. Dual liability
of firmsand managers|essenstherisk that penaltieswere set too low for either,
because now two levels of decision-makers must calculate costs and benefits
(Kraakman, 1984).

If French managers violate the company’ s constitution or law, they can be
made personally liable to the company, its shareholders and creditors. France
isthusin the forefront of the movement to extend the liability of management,
and not simply of the membership (Perrott, 1982).
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19. Risk-Bearing Ability and the Role of Insurance

There is general consensus that diversified shareholders are superior
risk-bearers to tort victims (Leebron, 1991; Menell, 1990; Murphy, 1995;
Thompson, 1994). But some authors have argued that the risk-bearing
superiority of shareholders is not obvious. Tort victims may be superior
risk-bearers if they can obtain insurance more cheaply (Leebron, 1991) or if
individual harms are small while corporate (and sharehol der) liability islarge,
relative to wealth. The principal argument in favor of limited liability with
respect to risk-bearing isthat insurance markets areincomplete, and would not
allow investors to insure against personal liability for corporate failures. The
occurrence of corporate bankruptcies will be positively correlated with the
business cycle, and with the systematic risk of shares. Because of this, insurers
will find they cannot easily diversify such risk, and will decline to write such
insurance (Halpern, Trebilcock and Turnbull, 1980). Further, there may be an
adverse selection problem: shareholders will choose to insure only their risk
attached to ownership of high beta companies. Because managers are
undiversified, they have incentives to have firms insure against liability to
protect the life of the firm (Thompson, 1994). Additional insurance caused by
unlimited liability only serves to reduce the cost of accidents if insurance
companiesareefficient monitors, and can adjust premiumsto reflect experience
(Ribstein, 1992). The ability and incentives of insurers to monitor for risky
activitiesmay belimitedin several ways. First, insurerswill retain some ability
to contest claimsif contract conditions are violated. Second, experience-based
rates are set ex post, so that rates will lag observation of risky behavior. Third,
where an insured believes it is in the last period of insurance coverage,
incentives to avoid higher premiums are eliminated (Price, 1995).
Whileinvoluntary tort claimants cannot diversify their risk in the sameway
tortfeasors can because their entire future wealth and earning power may be at
stake, they can insure against their loss (L eebron, 1991; Meiners, Mofsky and
Tollison, 1979). Because potential victimscan decide how muchinsurancethey
desire, forcing either corporationsor shareholdersto carry additional insurance
may cause overinsurance, except for thefact that most individualsdo not insure
against pain and suffering (Hansmann and Kraakman, 1991), perhaps because
thisis arisk they are willing to bear (Leebron, 1991). Indeed, it is not clear
such insuranceisavailableto individual s, perhaps because no market for it has
been demonstrated. Where tortfeasors are in risky industries or in cyclical
industries, they may be more efficient risk-bearers than the tortfeasors or their
shareholders because of their superior ability to purchase all-risk insurance
(Ribstein, 1992). Analysis may also change when the corporation is closely
held, so that tort victims may be better able to diversify and insure than
shareholders. Similarly, where unlimited liability discourages diversification
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and forces investors to hold fewer stocks to improve monitoring, the
risk-bearing ability of shareholders declines (Thompson, 1994). Further,
analysis may change if mass tort liability involves relatively small injuries to
large numbers of victims, and the possibility of catastrophic shareholder
liability. The nature of mass tort liabilities has been explored with respect to
thisissue by only one writer (Schwartz, 1985).
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