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Room to Argue, page 23: Limited Liability May Not Be an Unmitigated Good 

 

Reading One 

 

This reading provides a (critical) overview of limited liability and its law and 

economics implications. 

 

THE LEMONADE STAND: FEMINIST AND OTHER REFLECTIONS ON THE LIMITED 

LIABILITY OF CORPORATE SHAREHOLDERS 

Theresa A. Gabaldon 

45 Vand. L. Rev. 1387 (1992)  

 

Copyright, © 1992 Vanderbilt Law Review, Vanderbilt University School of Law; Theresa A. 

Gabaldon 

 

… 

II. Looking Back: Frankenstein's Contract 

A. A Definition and Brief History of Limited Liability in America 

The term “limited liability” typically describes a situation in which one placing capital at 

the disposal of an enterprise risks loss of that capital, but no more.  In the context of the laws of 

business associations, the concept of limited liability distinguishes the posture of the corporate 

shareholder from that of the general partner or sole proprietor.  Discussions of this distinction 

frequently reflect a perception that unlimited liability is the natural consequence of carrying on a 

business, and limited liability is a special benefit conferred in exchange for the expense and 

constraints of the corporate format. 

Like the corporate stockholder, the enterprise creditor-that is, one who puts capital at the 

disposal of a business without receiving an equity position - historically has enjoyed an assumed 

limit on exposure to loss in excess of the initial investment.  Indeed, most would consider the 

possibility that a creditor might be liable for a borrower enterprise's activity quite startling, and 

more than a little troublesome.  Thus, limited liability is the popularly viewed natural state for 

creditors, regardless of the type of business entity that receives the credit.   

… 

The foregoing conclusion and its subsumed assumptions as to the desirability of industrial 

growth were wholeheartedly-almost gleefully-embraced at the beginning of the twentieth century. 

Distinguished men said, in public places and presumably with straight faces, “in my judgment the 

limited liability corporation is the greatest single discovery of modern times.... Even steam and 

electricity are far less important than the limited liability corporation, and they would be reduced 

to comparative impotence without it.” It was left to later, and more cynical, commentators to 

remind us what some of the early legislators feared: in modern terms, a “moral hazard” arises 
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whenever one group may capture the benefits of an enterprise without being wholly responsible 

for its risks. 

B. A Little (Still Historical) Reinterpretation 

The previous Section commenced with a claim that unlimited liability is the popularly 

perceived natural state for equity owners.  By contrast, limited liability is seen as natural for 

creditors.  The treatment of corporate shareholders diverges from the natural state, presumably for 

some reason. 

Arguably the line dividing corporate shareholders from other equity investors is just as 

natural as the one separating creditors from equity investors and may exist for many of the same 

reasons. In this light, the rule of limited shareholder liability could be described as primarily a 

statement of legal economy: with this class of defendants, plaintiffs typically need not waste their 

own, and the courts', time. Only when special factors are present should the plaintiff seek, and will 

the judiciary be willing, to pierce the corporate veil. 

As some evidence of the “naturalness” thesis, courts had recognized limited shareholder 

liability well before it was statutorily articulated.  Even if this development were no more than a 

response to the corporation's juridical stature, it is a logical response and therefore significant.  

Perhaps more importantly, institutional constraints on shareholders' formal ability to control 

corporate activity also support the logic of limiting shareholder liability. 

Thus, the basic concept of limited liability for those with limited control seems to respond 

to some of the same basic equity notions that are reflected in, say, substantive tort law.  There, the 

liability-preceding requirements of culpability and causation indicate a profound social queasiness 

about imposing legal responsibility on individuals who may in any sense be thought “innocent” 

with respect to a particular occurrence.  The historical difficulties courts have experienced in 

dealing with joint, concurrent, and supervening causation illustrate this discomfort.  In terms of 

nineteenth-century tort law, then, the idea that numerous shareholders contributing capital each 

could be regarded as “causing” some later corporate act, actually conceived and executed by other 

human actors, is quite farfetched. 

Given the law as we know it, only the rules of agency even arguably could provide the 

bridge to shareholder liability. These rules stipulate, however, that vicarious liability arises only 

when the agent is subject to control by, and acts for the intended benefit of, the principal.  To the 

extent that corporate law restricts the matters to which shareholders may speak, the first of these 

requirements is problematic. To the extent that the corporate format contemplates group 

ownership, both requirements present difficulties that are simultaneously theoretical and real.  As 

a result, even without formal limitations, it is unlikely that courts would impose pass-through 

liability on the owners of publicly held corporations. 

In the case of closely held corporations, shareholders do possess the actual ability to 

control. Together with the relatively modern development of close corporation statutes that permit 

such control to be exercised quite directly, this may be evidence that a “naturalness” thesis is 
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incomplete. Corporate texts commonly observe, however, that limited liability is not of particular 

consequence for the very closely held corporation, given the likelihood that voluntary creditors 

will ask for personal guarantees and that shareholders, acting as corporate agents, will already be 

liable for their own torts. In addition, “piercing the corporate veil” to impose corporate liability is 

most likely in the close corporation context. As a practical matter, then, those with significant 

actual control frequently will endure liability that is substantially coterminous. 

The important point to be made, however, is that limited liability for corporate shareholders 

is no particular sore thumb on the hand of American law. Criticisms of limited liability thus extend 

to other features of the law that reflect the same themes, and vice versa. A related point is that the 

hazards presented by limited shareholder liability are not dramatically different from those 

presented by limited creditor liability, or from those imposed by the practical reality that the 

individuals who back sole proprietorships or partnerships may be unable to make good on the debts 

incurred by their business enterprises. Nonetheless, naturalness, in terms of nonaberration, does 

not necessarily translate into moral correctness or permanent desirability. … 

C. Economic Perspectives: The Convincing, the Credible, and the Strained 

Since the 1970s, economic analysis has held the academic playing field in the area of 

corporate law.  This school has, of course, had its critics, and some free spirits have managed to 

stay out of its vortex entirely.  Nonetheless, the economists' vocabulary of “risk-bearing,” “risk-

shifting,” and “nexus of contracts” has dominated the literature. 

As an initial matter, it should be noted that the general approach of the law-and-economics 

movement is itself a type of naturalness thesis.  The movement frequently attempts to demonstrate 

that long-lived legal constructs can be explained primarily as tending toward economic efficiency.  

To the extent that the starting premise of a tendency toward efficiency is correct, one should 

observe inescapable commonality throughout the law. 

In the view of most law-and-economics scholars, a result is “efficient” if those benefited 

gain more than those detrimented lose.  Benefit is assessed in terms of “willingness to pay,” 

basically by postulating a model of pre-act bargaining.  The efficiency analysis is unaffected, 

however, by whether or not actual compensation moves from the benefited to the detrimented; it 

is societal, not individual, wealth maximization that is sought.  Although this school acknowledges 

that society may wish to forsake efficiency in favor of wealth distribution concerns, it regards these 

concerns as outside the parameters of its own inquiry.  The excesses of the strict economic 

approach toward this dichotomy have been sternly criticized, as has the narrow economic 

definition of benefit. 

In the context of limited liability for corporate shareholders, prevailing economic theory 

has produced a number of interesting arguments.  Even staunch critics would find some of these 

arguments intuitively convincing, if not desirable, in terms of underlying value judgments.  

Another category of economic arguments about limited shareholder liability includes those that 

are credible, but subject to logical debate.  In addition, there exists a third class of economic 
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argument on the subject that one frankly doubts the proponents themselves could believe.  

Examples of all three categories are set out below. 

1. With an Air of Conviction 

For purposes of this subsection, three lines of argument will suffice to exemplify the most 

intuitively convincing category of economic analysis.  The first concerns the effect of limited 

liability on development of an active trading market. Economic commentators have noted that, as 

a matter of common sense, investors made fully liable for the debts of the enterprises in which 

they invest could not sensibly choose to invest in more than a few entities.100 Moreover, because 

variance in personal wealth would result in variance in the risk associated with a particular 

investment, investors with different amounts of wealth would tend to place different values on the 

same shares (with the ironic result that “high-risk” shares would be worth more to those with less 

wealth).  This variance in share valuation would reduce the ease and availability of market 

transactions.  Accordingly, limiting shareholder liability is one way to facilitate the development 

and continuation of active securities markets. 

Also intuitively attractive is the economists' observation that shareholders with limited 

liability will be less intent on monitoring the performance of corporate managers than otherwise 

would be the case.  In the economic mind, however, this argument interacts with the last: at the 

same time that limited liability reduces a shareholder's motivation to act as management's overseer, 

it permits development of an active securities market that facilitates a different kind of 

superintendence. 

This marketplace supervision is said to take the spectral form of a constant threat of 

management-ousting takeovers launched by potential acquirers that identify a shortfall between 

present market price and the price that would prevail under superior management. Law-and-

economics scholars regard monitoring by potential acquirers as more effective and less duplicative 

than that forthcoming from “ordinary” investors, and thus, from a societal standpoint, as wealth 

maximizing.  The argument complements itself once more with the recognition that because those 

who could hope to acquire control of an entity typically will be wealthier than “ordinary” investors, 

limited liability assures that potential acquirers attach a theoretically sufficient control premium to 

their share valuation to pose a credible threat to present management. 

A third argument is similar to the second in that it is logically, if not morally, compelling 

so long as kept modest. This argument maintains that a limitation on investors' liability permits 

management to undertake higher-risk ventures than otherwise would be the case. At a simple level, 

this means that to the extent shareholders pay attention to what management is doing, they may 

acquiesce in strategies entailing a high risk of loss of their initial investment in exchange for a 

relatively low probability of a return that is sufficiently huge.  Were shareholders' entire personal 

fortunes at risk, this calculation would change, and management would have to behave more 

conservatively. 

As part of the high-tech economic model, however, the basic argument supposes that once 

shareholders possess the limited liability that permits diversification, they logically will choose to 
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diversify their nonsystemic investment risk.  This diversification will encourage management to 

engage in high-risk strategies, which, when coming croppers, will be offset by the successful high-

risk strategy decisions made by managers in other industries. Economists regard this result as 

socially beneficial in that high-risk strategies may produce significant technological and other 

innovations. 

2. Risk-Shifting and the Nexus of Contract: Finding What You Seek 

Less intuitively accessible is a body of economic analysis based primarily on the 

economists' own version of the “naturalness” thesis and its underlying assumptions. As indicated 

above, economists presuppose that resilient legal constructs more or less uniformly reflect 

movement toward efficiency and that efficiency more or less is a matter of real or hypothetical 

pre-act negotiation.  It is then a short step to the argument that the legal construct of limited liability 

for shareholders duplicates, at a lower transaction cost, the contract that shareholders would enter 

if permitted or required to bargain with third parties beforehand.  It is mildly surprising that this 

and related arguments could be promoted as anything other than restatement of basic premises. 

As the restatement goes, the risk of a particular investment is always reflected in its price.  

Since the presence or absence of limited shareholder liability affects the risk of a given investment, 

it will also affect market price. Accordingly, although the choice of liability rule may not seriously 

affect the likelihood of profitable investment outcomes as far as equity investors themselves are 

concerned, it will either shrink or expand “the pool of funds available for investment in projects 

that would subject investors to risk.”  In other words, risky investments will attract less capital 

investment under a rule of unlimited liability. So far, so good: this reasoning is not vastly different 

from the intuitively appealing argument acknowledged in Part II.C.1. 

Limited liability, then, expands the pool of funds available for risky investments. This 

presumably means that more risks will be taken. Limiting shareholders' liability, however, does 

not make risks evaporate; it simply makes sure they do not fall on shareholders. Thus, one of the 

economists' main points seems to be that those voluntarily doing business with a corporation are 

willing to accept this residual risk. We know this because, under the current law, they do accept it 

whenever they do not affirmatively seek shareholder guarantees or the posting of some other 

security. 

As rational economic actors, voluntary corporate creditors are then assumed to extract a 

price concession-higher interest rates for lenders, lower product prices for consumers-in exchange 

for the increased risk imposed on them by limited liability for shareholders.  Naturally, the price 

that shareholders are willing to pay for limited liability must at least equal the minimum that 

creditors would be willing to accept. Thus, the monetary value to shareholders of what they are 

receiving must at least equal the cost to creditors of what they are surrendering. An excess of value 

over cost, and thus social wealth maximization, can arise if creditors are better than shareholders 

at minimizing, bearing, or at least tolerating risk, and thus willing to accept less than the maximum 

that shareholders would be willing to pay for the transfer.119 
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Economists give a number of reasons why allocating risks to creditors does, in fact, 

maximize social wealth.  One of these is the argument that because order preferences in the event 

of liquidation mean that equity investors will lose their investment before creditors, it is more 

important to equity investors to monitor managers.  Thus, limited liability should reduce equity 

investors' attempts to monitor by more than creditors' efforts are expected to increase.  This does 

not, of course, translate into more or better monitoring; it suggests instead that there will be less 

monitoring, but that the saved cost is a social benefit.  A more reassuring argument is that 

institutional creditors, who presumably comprise a smaller group than diversified investors, will 

be more able monitors and less subject to the costs and disincentives of coordinating monitoring 

activity. 

Some scholars extrapolate from these and related arguments in an attempt to explain 

judicial willingness to pierce the corporate veil in exceptional cases.  For instance, the factor of 

undercapitalization, often mentioned by courts on their way to piercing a veil, assumes economic 

significance as a type of unusual capitalization that should be revealed to creditors to spare the 

waste of a full credit investigation in the case of small transactions.  Similarly, economists explain 

the traditional veil-piercing inquiry into whether a corporation perpetrated any fraud or 

misrepresentation in the course of obtaining credit in terms of a distorted portrayal of risk.  

Obviously if such distortions were protected, creditors would have to guard against them with 

wasteful increases in investigation or a demand for additional price concessions from the corporate 

debtor. Finally, the veil-piercing importance of a corporation's status as closely, rather than 

publicly, held is explained by the lack of an active securities market to perform the monitoring 

function that limited liability both permits and demands. 

3. How People Who Ride in Taxis Get What They Deserve 

Most forms of legal commentary attempt to explain why a particular legal result either has 

occurred or should be reached in the future.  When such an exercise demands reconciliation of the 

real world with a particular Grand Theory, a funny thing happens to the real world. Little pieces 

of it start, quite innocently, to disappear. Variances from the Grand Theory are dismissed as 

aberrational or insignificant-in traditional legal analysis, “but see” usually does the trick. 

The law-and-economics movement may not be any more guilty of this “real world 

simplification phenomenon” than any other school. Nonetheless, the simplifying assumptions 

made by legal economists are textual-in fact, definitional-rather than by way of footnote, and 

cannot help but attract controversy.  In the context of limited liability, it is some of these 

definitional assumptions that ring most hollow. 

Recall, once again, the economists' conclusion that a rule of limited liability for 

shareholders simply duplicates, at a lower cost, the agreement that shareholders would reach with 

voluntary creditors. The larger the group of voluntary creditors, then, the greater the explanatory 

power of the model. In this light, involuntary creditors-those troublesome individuals who allow 

themselves to be squashed on the public thoroughfare, asphyxiated in their beds by chemical spills, 

or whatever-could constitute a real flaw on the face of Grand Theory. 
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… 

In terms of economic theory, then, consumers who are injured by an insolvent corporation's 

defective products hypothetically have bargained in advance for price concessions to reflect the 

possibility that both injury and insolvency would occur.  Taxi cab passengers, injured by a driver's 

negligence, supposedly made a similar bargain.  Employees of corporations, cannily contemplating 

the possibility of corporate bankruptcy prior to payment of wages in arrears, hypothetically 

demanded higher wages than they would have required had they gone to work for partnerships. 

To some extent, this approach is reminiscent of one of the more spectacularly non-Disney 

versions of the Cinderella story-the one in which the stepsister cuts off her own big toe and stands 

in pain proclaiming the glass slipper's perfect fit.  Once the toe is gone, however, this technique 

does leave a relatively small blemish on prevailing theory. There are at least three ways to deal 

with the remaining flaw. 

One method is simply to admit, typically as something of an aside in an article largely 

emphasizing the importance of limited liability, that the blemish of the involuntary creditor exists 

and may merit creation of some exceptions to the general rule.  Another is to minimize the 

importance of this flaw by assuming that most corporations will carry liability insurance, evidently 

at the instance of corporate managers who are insuring their own jobs against corporate insolvency.  

The third method is to argue that because the social benefits of limited liability for shareholders 

are so substantial, parties in their “original position”-that is, not knowing if they ever will be 

involuntary creditors-might very well favor a rule of limited liability.  Because the gamble of those 

who ultimately do become involuntary creditors was a willing one, any blemish on the theory 

completely disappears. 

4. Summary 

If economists both began and ended their analysis with the “intuitively appealing,” or 

“class one,” arguments described above, their case in support of limited liability would be a good 

one. Even then, the analysis would be incomplete; the class one argument merely states the gross 

social benefits of limited liability and includes neither a refutation nor a weighing of its costs. 

Of course, economic analysis does not begin or end with class one arguments; actually, 

these arguments do not really require economic theory at all. The place where economic theory 

becomes critical is “class two.”  Although the “hyperrational bargaining” model may strain 

credulity, it provides interesting insights into the ways that sophisticated lenders to corporations 

might conduct themselves. One of the more troubling aspects of this type of economic analysis, 

however, is that it clearly is intended to be normative.  That is, the proponents of these arguments 

suggest that this is how creditors should, rather than do or might, behave. 

It is, however, in the “class three” or “real world simplification” category that the most 

significant harm may occur.  The simplifying assumptions and reductionist techniques of class 

three analysis prevent the other levels from attaining more breadth and depth. More important, this 

form of argument conveys a consummately uncaring, if not callously indifferent, message about 
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rights and responsibilities in America today. Indeed, the class three arguments relating to limited 

liability are quite typical of other assumptions for which the economics movement has been taken 

to task or completely condemned. 

____________________________________________________________ 
 

Reading Two 

 

This reading is frequently cited in other articles and discusses limited liability and creditors.    

 

LIMITED LIABILITY AND THE CORPORATION 

Frank H. Easterbrook and Daniel R. Fischel 

52 U. Chi. L. Rev. 89 (1985) 

 

Copyright, ©1985 by The University of Chicago; Frank H. Easterbrook and Daniel R. Fischel 

 

… 

 

III. LIMITED LIABILITY AND THE EXTERNALIZATION OF RISK 

Because limited liability increases the probability that there will be insufficient assets to 

pay creditors' claims, shareholders of a firm reap all of the benefits of risky activities but do not 

bear all of the costs. These are borne in part by creditors. Critics of limited liability have focused 

on this moral hazard—the incentive created by limited liability to transfer the cost of risky 

activities to creditors—as a justification for substantial modification of the doctrine. 

Externalization of risk imposes social costs and thus is undesirable. The implications of 

this point, however, are unclear, both because modifying limited liability has its costs and because 

moral hazard would exist without limited liability. The social loss from reducing investment in 

certain types of projects—a consequence of seriously modifying limited liability—might far 

exceed the gains from reducing moral hazard. Too, even the abolition of limited liability would 

not eliminate the moral-hazard problem. The incentive to engage in overly risky activities is a 

general phenomenon that exists whenever a person or firm has insufficient assets to cover its 

expected liabilities. Although the problem of moral hazard may be more severe under limited 

liability, it will exist under any rule. As we have stressed, the magnitude of these gains and losses 

is an empirical matter on which the dominance of limited liability—when it is simple to pass 

greater risks to equity investors by contract—speaks eloquently. 

At all events, the magnitude of the externality under limited liability has been exaggerated. 

As Richard Posner has demonstrated, there is no externality with respect to voluntary creditors. In 

addition, firms have incentives to insure for amounts greater than their existing capital. The 

insurance company becomes a contract creditor, reducing the externality. We discuss these points 

below. 

A. Limited Liability and Voluntary Creditors 
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Employees, consumers, trade creditors, and lenders are voluntary creditors. The 

compensation they demand will be a function of the risk they face. One risk is the possibility of 

nonpayment because of limited liability. Another is the prospect, common to all debtor-creditor 

relations, that after the terms of the transaction are set the debtor will take increased risk, to the 

detriment of the lender. 

So long as these risks are known, the firm pays for the freedom to engage in risky activities. 

Any creditor can get the risk-free rate by investing in T-bills or some low-risk substitute. The firm 

must offer a better risk-return combination to attract investment. If it cannot make credible 

promises to refrain from taking excessive risks, it must pay higher interest rates (or, when the 

creditors are employees and trade creditors, higher prices for the work or goods delivered on credit). 

There is no “externality.”' Voluntary creditors receive compensation in advance for the risk that 

the firm will be unable to meet its obligations. 

Equity investors and managers have incentives to make arrangements that reduce risk and 

thus reduce the premium they must pay to debt claimants. Bond indentures, which commonly 

contain detailed provisions limiting the ability of the firm to engage in conduct to the detriment of 

creditors, are one method of reducing this premium.  If the compensation that must be paid to third 

parties for engaging in a particular activity exceeds the benefits to the firm, the activity will not be 

undertaken under a rule of either limited or unlimited liability.  This is a simple application of the 

Coase Theorem. The optimal amount of risk is not zero, though. Managers will take steps to reduce 

risk only so long as the gains from risk reduction exceed the costs. 

The incentive to take optimal precautions against increases in risk does not depend on all 

voluntary creditors having perfect information. In certain cases, the actions of informed actors will 

result in the appropriate risk premium being charged. For example, risks created by a firm's 

activities may be understood by an indenture trustee or a union even if not by individual 

bondholders or workers. If the risk premium is correctly set, it is irrelevant whether each voluntary 

creditor is informed. Each is protected by the market price.  And so long as the firm must pay the 

correct risk premium, it has no incentive to engage in excessively risky conduct. 

Sometimes, though, no voluntary creditor will have sufficient information or incentive to 

assess risk correctly or monitor the actions of the debtor. This might lead voluntary creditors to 

charge a risk premium that is prohibitively high, because they will equate their inability to monitor 

with a belief that firms will take much too much risk. It is in precisely these situations, however, 

that firms have incentives to insure. By contracting with a superior monitor (a more efficient 

insurer), the firm reduces the risk premium it must pay. The insurer, in turn, may use its superior 

monitoring ability to induce the firm to internalize the costs of its risky activities. 

Our point is not that limited liability will never result in a socially excessive amount of risk 

taking in situations involving voluntary creditors. Rather, we argue that it is unlikely that any rule 

will lead to systematically excessive risk taking; indeed, it is unlikely that the legal rule will matter 

much. 

Limited liability's greatest effect is on the probability that any given creditor will be fully 
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paid ex post. Even if firms pay for engaging in risky activities, and thus take the correct precautions, 

creditors of failed businesses are less likely to receive full compensation under a rule of limited 

liability. This is not an “argument”' against limited liability, however, unless distributional 

concerns dominate. There is little role for distributional arguments when all of the parties are in 

privity, for they can strike their own bargains and are apt to contract around any unwelcome rule 

purportedly designed for their benefit. They can readjust the risk. More to the point, they can 

simply choose to hold, under any rule, a different proportion of debt and equity, which rearranges 

the risk. Tax and welfare policies are likely to be better ways to redistribute wealth than the 

modification of terms of private contracts. Moreover, the existence of first-party insurance makes 

distributional concerns much less serious than they might at first appear. The ability of potential 

victims to protect themselves against loss through insurance is a strong reason for disregarding 

distributional concerns in choosing among liability rules. 

B. Involuntary Creditors and Corporations' Incentives to Insure 

When corporations must pay for the right to engage in risky activities, they will tend to 

undertake projects only where social benefits equal social costs at the margin. Where high 

transactions costs prohibit those affected by risky activities from charging an appropriate risk 

premium, however, the probability that firms with limited liability will undertake projects with an 

inefficiently high level of risk increases. Firms capture the benefits from such activities while 

bearing only some of the costs; other costs are shifted to involuntary creditors. This is a real cost 

of limited liability, but its magnitude is reduced by corporations' incentives to insure. 

The common explanation for insurance is risk aversion. A riskaverse person may be willing 

to pay a known insurance premium to eliminate the possibility of a large, uncertain loss, even 

though the premium exceeds the expected value of the loss. By pooling unrelated risks, the insurer 

can diversify. A completely diversified insurer is risk neutral. Insurance enables those who are risk 

averse to pay risk-neutral parties to bear risk. 

Corporate purchase of insurance seems inconsistent with this explanation. Investors can 

diversify, and this is a cheap way to reduce risk. Limited liability facilitates this diversification. 

Thus investors should not be willing to pay insurers to reduce risk. Why buy something you already 

have for free? 

But not all who enter into contracts with a firm have the same ability to minimize risk by 

diversification. Human capital, for example, is notoriously difficult to diversify. Managers who 

have firm-specific investments of human capital cannot diversify the risk of business failure. To 

the contrary, investors want managers' fortunes tied to the fate of the firms under their control, and 

so they induce managers to bear extra costs if these firms fail, and they offer disproportionate 

rewards for success.  The possibility of bankruptcy also represents a real cost to those with firm-

specific investments of human capital, and firms must compensate those who bear this risk. The 

purchase of insurance in amounts greater than the amount of the firm's capital is one method of 

reducing the amount that the firm must pay.  A firm with insurance against tort claims is less likely 

to become bankrupt, and thus less likely to impose costs on managers and other employees.  

Insurance thus induces people to make firm-specific investments of human capital. 
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Whether the purchase of insurance in amounts greater than the size of the firm's capital 

will reduce the incentive to engage in overly risky activities is a complex question.  Before 

purchasing insurance, the firm's investors have the full amount of their investment at risk. After 

the purchase, the investors have much less at risk—in the limit, nothing at risk. The insurance 

company now bears the risk of business failure caused by tortious conduct. Thus the purchase of 

insurance might be thought to reduce the managers' incentives to take care, incentives already too 

low because of the existence of limited liability. The purchase of insurance has the effect, however, 

of creating a contract creditor where none may have existed before. The insured corporation must 

pay (through higher premiums) for engaging in risky activities. Because the firm will now bear the 

costs of engaging in risky projects, it will tend to equate social benefits and costs when making 

investment decisions. 

Our argument is not that firms' incentive to purchase insurance eliminates the possibility 

that firms will engage in excessively risky activities. There may well be situations where firms 

will decide not to insure even if insurance is available. If potential losses are extremely large, the 

premium paid to risk-averse managers with firm-specific investments of human capital to 

compensate them for bearing the risk of bankruptcy might be less than the premium that would 

have to be paid to the insurance company. In other words, the limited liability of the manager 

(particularly in a world where discharge in bankruptcy is available) coupled with the limited 

liability of the firm may cause firms faced with large expected liabilities to involuntary creditors 

to pay managers a premium and simultaneously decrease their capitalization. Moreover, there is 

no guarantee that insurance will be offered if risks are highly correlated. Even when offered, the 

insurance will exclude very large losses. On the other hand, our discussion of firms' incentives to 

insure suggests that firms will insure in some situations where people and partnerships would not. 

A corporation with a fleet of trucks might insure for an amount in excess of its capital, for example, 

while an individual owner with few assets might insure for a small amount or not insure at all. 

… 

____________________________________________________________ 
 

Time Out for PR, page 24: Conflicts and Confidences 

 

Reading Three 

 

This reading nicely summarizes the position that many have described as “lawyer for 

the situation.” 

 

LAWYER FOR THE SITUATION 

39 Val. U. L. Rev. 377 (2004) 

Geoffrey C. Hazard, Jr. 

Copyright © 2004 by Valparaiso University Law Review; Geoffrey C. Hazard, Jr. 

I. INTRODUCTION 
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In the confirmation hearings concerning Louis Brandeis before the United States Senate 

almost a century ago — hearings evaluating whether Brandeis was fit to be a Justice of the United 

States Supreme Court — Brandeis was challenged concerning his professional ethics as a lawyer. 

It was charged that he had involved himself in conflicts of interest, trying to assist conflicting 

parties in working out intense differences. When asked who he represented, he responded that he 

was “lawyer for the situation.”  

  

That response, undoubtedly, was imprudent. Mr. Brandeis could have said that he 

represented multiple parties with conflicting interests but that he had done so with their informed 

consent. The standards of professional conduct of the time recognized the propriety of multiple 

representation under those conditions. Canon 6 of the American Bar Association Canons of 

Professional Ethics, promulgated in 1908, provided: “It is unprofessional to represent conflicting 

interests, except by express consent of all concerned given after a full disclosure of the facts.” The 

standards of professional conduct still recognize the propriety of multiple representation in such 

circumstances.  

  

However, the term “lawyer for the situation” took on a life of its own. The idea had and 

continues to have great appeal, in contrast to the concept of lawyer as advocate. The argument is 

that, in various situations in practice, lawyers should consider the interests of others and moderate 

their conduct accordingly. My argument here is that the rules of ethics and the law governing 

lawyers already require such moderation, to an extent perhaps not appreciated by either critics of 

the profession or zealous advocates of “zealous advocacy” within the profession. 

  

Professional practice as conventionally understood requires a lawyer to advance the 

position and improve the situation of one party against the interests of an opposite party. Up to a 

point, that convention accurately describes the role of an advocate in litigation. Once a trial has 

started, an advocate is committed to almost unqualified loyalty to one client, pitted against an 

adverse party who, implicitly at least, is represented by an equally dedicated advocate. In this 

vision, the scene of the encounter is a courtroom and the lawyer is performing the role of barrister. 

  

The scenario next dissolves into a conference room in which the lawyers are negotiators 

seated across the table from each other. In this setting the lawyers perform the role of solicitors 

with similarly counterposed orientations. On the logic of the adversary model, the solicitor has few 

if any obligations to the opposing party or its counsel. 

  

Much of law practice conforms to this model: trials, of course, and many negotiations. 

Perhaps more important, the legal profession’s self-conception is based on that model. The classic 

formulation is that by Lord Brougham, in which he proclaimed: 

 

[A]n advocate, in discharge of his duty, knows but one person in all the world, 

and that person is his client. To save that client by all means and expedients, 

and at all hazards and costs to other persons, and, amongst them, to himself, is 

his first and only duty....  

  

These strong words — “first and only duty” and “knows but one person in the world” — have 
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become the credo of many lawyers, particularly when lawyers are called to account for injury to 

the interests of persons other than clients. The implications of the credo are found in judicial 

opinions that reject the possibility of imposing legal responsibility on a lawyer toward anyone 

other than a client.  

  

However, in fact, law practice involves nearly infinite variations of “situation” in which 

lawyers have legal duties to persons other then their clients. Some of these duties are the minimal 

obligation to refrain from fraud, for example, not counseling a client to commit perjury or to 

destroy evidentiary documents. Yet even the minimalist duty to avoid fraud contributes in a modest 

way to civilizing the relationship between a client and a third person. Other obligations to third 

persons are more exacting. Observance of these obligations reduces the transaction costs of total 

vigilance that an opposing party would otherwise be obliged to incur. By the same token, a duty 

to others imposes a limitation on a lawyer’s duty to his client and therefore creates something of a 

conflict of interest on the part of the lawyer. 

  

Thus, the scope of a lawyer’s duties, according to the conventional advocacy model, is 

wholly oriented to the client, with a few exceptions dealing with extreme cases such as fraud. On 

the other hand, the rules of ethics can be differently understood, interpreted, and applied than 

according to that credo. The present analysis is an interpretation of the rules of ethics in those 

terms. Such an interpretation invites inquiry as to why the conventional advocacy model continues 

to have such attraction for the profession. That is, if we have been speaking prose all along, why 

do we insist that we are speaking otherwise? 

  

Perhaps the precise focus of the analysis should be made even clearer. I am not suggesting 

that the rules of ethics should require wider scope in representation of multiple parties or 

necessarily that they should be changed to require lawyers to take greater account of the interests 

of parties other than clients. There is much to be said for such changes, and much has been said in 

support of them. The analysis here is based on the rules as they now are, including the rules of 

ethics and the rules of law. By rules of law, I refer to the complex general law that governs 

everyone, including lawyers, and specifically to application of that law to lawyers when 

representing clients. 

 

* * * 

  

The basic rule concerning loyalty is expressed negatively in terms of conflict of interest. 

Model Rule 1.7(1)(a) of the American Bar Association Model Rules of Professional Conduct 

prohibits a lawyer from undertaking a representation if: 

 

(1) the representation of one client will be directly adverse to another client; or 

(2) there is a significant risk that the representation of one or more clients will 

be materially limited by the lawyer’s responsibilities to another client, a former 

client or a third person or by the personal interest of the lawyer.  

  

* * * 

III. “SITUATIONS” IN TRANSACTION PRACTICE 
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The circumstances in which a lawyer has obligations to persons other than a client are far 

more extensive in transaction practice than in litigation. Partly this is because litigation, by 

definition, places other parties in a position adverse to the client and hence at an outer region of 

responsibility on the lawyer’s part. In transaction practice, in contrast, the configuration of 

relationships covers a wide range. At one end of the range, the lawyer may, on the basis of 

informed consent, represent two or more clients whose interests conflict to some degree. That 

situation would have been an apt description by Mr. Brandeis of his role in at least some of the 

“situations” under discussion in his confirmation hearing. At the other end of the range, the lawyer 

may perform some incidental service for an opposing party that entails an arguable element of 

justifiable reliance giving rise to legal obligation. 

  

A. Multiple Representation on the Basis of Informed Consent 

The rules concerning conflicts of interest in transaction practice permit almost any multiple 

representation, if — and it is a strong “if” — there is adequately informed consent of all affected 

clients. In formal terms, the rule prohibiting “direct adversity” can apply to transaction matters. 

That is, at least in principle some transaction matters present “nonconsentable” conflicts. Comment 

[7] to the Rule, as amended by the ABA in 2002, states that “[d]irectly adverse conflicts can also 

arise in transactional matters.” No doubt this is true. However, no example of such a conflict is 

offered in the Comments. Rather, Comment [7] continues, “[f]or example, if a lawyer is asked to 

represent the seller of a business in negotiations with a buyer represented by the lawyer, not in the 

same transaction but in another, unrelated matter, the lawyer could not undertake the representation 

without the informed consent of each client.”  

  

The Comment therefore does not define or give examples of direct adversity in transaction 

matters. Instead, it specifies how such a conflict might be overcome, i.e., the familiar formula of 

informed consent. This suggests that the category of absolutely “nonconsentable conflicts” in 

transaction practice is very narrow indeed.  

  

Of course, a lawyer who proceeds with multiple representation on the basis of client 

consent takes a significant risk. The risk is that the relationship among the clients can undergo 

change, with resulting increased conflict in their positions. So also there is risk that an affected 

client will later become disaffected and assert that the consent was invalid. Typically, the claim 

will be that an inadequate disclosure was made concerning the implications of multiple 

representation. The risk to lawyers of client defection appears to be much greater these days than 

in the past, simply because clients are more willing to challenge lawyer probity and to obtain other 

legal assistance to do so. Nevertheless, lawyers every day undertake multiple representations on 

the basis of client consent. 

  

Any case in which a lawyer properly obtains a conflicts consent or waiver can be viewed 

as a “situation” in the Brandeisian sense. A valid consent requires adequate disclosure of the 

existence and implications of the dual representation. Adequate disclosure of the implications 

requires attention to the reasonably possible “worst case” scenarios of mutual hostility. Consent 

by the clients reflects decisions on their part to forego extreme measures so that a single lawyer or 

law firm can carry on for the benefit of both. When the representations involve the same matter, 
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the result is a “situation.” 

  

B. The Confidentiality Rule 

At this point, it would be well to bring forward a second basic rule of responsibility to a 

client, the rule of confidentiality. The confidentiality rule is a basic support of the duty of loyalty 

. . .. 

  

Fulfilling the duty of loyalty in a representation typically involves a measure of 

confidentiality, i.e., concealment of sensitive facts and strategic purposes. Hence, prima facie a 

lawyer keeps sensitive facts and strategic purposes from everyone but the client. By the same 

token, acting for the benefit of two or more people — which is what a multiple representation 

“situation” entails — requires a substantial measure of disclosure among the several intended 

clients. Such a disclosure is required in the predicate for consent, i.e., that the consent be 

“informed.” Hence, the concept of lawyer for the situation entails a modification of the principle 

of confidentiality, as well as the principle of loyalty. 

  

This modification of confidentiality is the predicate of the obligations imposed on a 

transaction lawyer who undertakes representation of multiple clients. On the one hand, the lawyer 

is required to maintain the confidences of each client, except as disclosure is necessary to obtain 

informed consent from the other client. On the other hand, an adequate disclosure is necessary to 

obtain valid consent. The definition of “adequate” is not simple. As formulated in the Restatement 

of the Law Governing Lawyers § 202, Comment c(i): 

 

[T]he information should normally address ... contingent, optional, and tactical 

considerations and alternative courses of action that would be foreclosed ... the 

effect of ... the process of obtaining other clients’ informed consent upon 

confidential information ... any material reservations that a disinterested lawyer 

might reasonably harbor ... if such a lawyer were representing only the client 

being advised; and the consequences and effects of a future withdrawal of 

consent by any client ....  

  

It is readily apparent that this formula affords opportunity for subsequent contentions that 

a disclosure was inadequate. As a precautionary matter, a lawyer ordinarily should obtain the 

consent in writing, even in jurisdictions where a writing is not required. Where the client is a 

corporation, or other organization with its own law department, the consent should be signed or 

countersigned by the company counsel. Even so, the standard for validity of consent is that the 

lawyer be able to provide each client the full measure of loyalty, competence, and diligence that is 

owed to a client represented alone.30 Such are the responsibilities of a lawyer for a “situation” in 

which the lawyer has undertaken representation of multiple clients on the basis of client consent. 

  

Unfortunately, there are many decisions imposing liability on lawyers who have proceeded 

on the basis of supposed consent where it was subsequently disputed whether consent had been 

sought and obtained, or where the disclosure on which consent was based was determined to be 

inadequate. However, imposition of malpractice liability in such situations is consistent with the 
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notion that a lawyer’s duty runs exclusively to clients. In a multiple representation, the “relevant 

others” are indeed clients. 

 

* * * 

 

D. Corporate Clients 

 

Much, if not most, of modern law practice involves representation of corporations and other 

organizations. The basic rules are set forth in Rule 1.13 of the ABA Model. These rules apply in 

representing business corporations and nonprofit corporations, partnerships, unincorporated 

associations, and, with certain modifications, government agencies. All of these organizations can 

be regarded as “situations.” That is, they involve interactions with persons who are not clients, 

who have interests of their own that may not be wholly consistent with the clients’ interests, but 

whose aims and concerns have to be taken into account by the lawyer in the course of representing 

corporate clients. 

  

The beginning point is stated in Rule 1.13(a), that the organizational client is “acting 

through its duly authorized constituents.” Comment [1] to 1.13 recognizes the simple fact that the 

entity “cannot act except through its officers, directors, employees, shareholders and other 

constituents.” Rule 1.13(b) recognizes that conflicting interests can be involved. Thus, the 

corporate constituents may be engaged in acts or have purposes that are “a violation of a legal 

obligation to the organization or a violation of law which reasonably might be imputed to the 

organization” with consequent “substantial injury to the organization.” If so, the lawyer “shall 

proceed as is reasonably necessary in the best interest of the organization.”  

  

Rule 1.13(b) identifies various responses the lawyer may undertake to fulfill the 

responsibility to act in the best interests of the corporation. All of these responses in one way or 

another would interrupt or overrule the proposed course of action of the corporate operative. If 

necessary, what is called for is “referral to the highest authority that can act on behalf of the 

organization as determined by applicable law.”  

  

Rule 1.13(f) moves in a somewhat different direction. That rule requires the lawyer to 

explain the identity of the client (i.e., that it is the corporation) to a corporate constituent who does 

not seem to understand the direction of the lawyer’s primary loyalties. This explanation is by 

hypothesis addressed to someone who is not the client, or at least not the only client. As recognized 

in Rule 1.13(g), a lawyer may represent both the organization and one of its constituents. But such 

a dual representation is governed by the conflict of interest standard in Rule 1.7 and the disclosure 

and consent provisions in that Rule. The newly adopted Sarbanes-Oxley statute and regulations 

appropriate these concepts into a federal regulation of companies whose shares are publicly traded. 

  

The issues involved in representation of corporations and other organizations are almost 

endlessly complex. They certainly have evoked almost endless discussion — generally very 

serious discussion — by members of the corporate bar. However, the point for present purposes is 

simple, even if, perhaps, not simply understood. 
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The people that a lawyer deals with in representing a corporate client are not clients. In 

legal contemplation, none of them are clients — the members of the board, the high level 

management, the corporate officials at intermediate levels, and the ordinary operatives at the  

bottom. Yet, their interests must be considered at every stage of a corporate representation. Indeed, 

a lawyer’s representation of a corporation would be a practical impossibility except by 

consideration of the interests of the corporation’s “constituents.” From this viewpoint, 

representation of a corporation is yet another “situation.” 
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