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Motivation

“The limited-liability company is one of man’s greatest 
inventions [...]. [The limited-liability company] encourages 
investment by limiting people’s downside risk [...] [frees] 
investors from the threat of personal ruin [...].

As capital-hungry technologies such as the railroads arrived, 
[...] the privilege [of limited liability became] open to all 
comers”. 

- The Economist, September 2016 -
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Why Is Limited Liability Important?

▪ Investors are not liable above and beyond their initial 
investments 

▪ Limited liability decreases the need to monitor managers

▪ Limited liability is necessary for an organized securities 
market

▪ Makes it possible for market prices to reflect value of the 
firm 
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Research Question

▪ Does the switch from unlimited liability to 
limited liability affect firm policies and 
outcomes?

▪ External financing

▪ Investments

▪ Profitability

▪ Payouts
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Contributions

▪ Provide a clearer understanding of the effects of limited 
liability on firm policies and outcomes

▪ Limited liability leads to an increase in:

▪ External financing

▪ Investments

▪ Profitability

▪ Payouts

▪ Results stronger for capital-intensive firms
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A Unique Setup: Income Trusts

▪ Canadian public firms known as income trusts 
experienced a switch from unlimited to limited 
liability in the mid 2000s

▪ Income trusts’ switch to limited liability is the 
result of liability acts, not a choice
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Income Trust Structure
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Growth of Income Trusts 

▪ Trust units seen as 
alternative to bonds 
during low interest 
rate periods

— Stable and high 
dividends

▪ Attractive taxation 
(avoid double 
taxation)
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Enactment of Liability Acts
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Identification Strategy

▪ Exploit a "quasi-natural experiment"
▪ Use generalized DiD method

𝐷𝑒𝑝. 𝑣𝑎𝑟 𝑖𝑡 = α +  𝛽1 𝐿𝑖𝑎𝑏𝐴𝑐𝑡_𝑑𝑢𝑚𝑚𝑦 𝑖𝑡 + 𝜷𝑿𝒊𝒕−𝟏
+ 𝐹𝑖𝑟𝑚𝐹𝐸𝑖+ 𝑌𝑒𝑎𝑟𝐹𝐸𝑡 + 𝜀𝑖𝑡

▪ Treatment group: trusts in provinces that already passed the 
liability acts

▪ Control group: trusts in provinces yet to pass the liability act and 
other listed corporations operating in the same industries
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Data

▪ List of income trusts: TSX documents

▪ Date of formation: hand-collect from SEDAR

▪ Accounting and market data: Compustat NA, 
Datastream (2000-2006)

▪ Liability acts enactments and effective dates: from 
provincial official documents and news articles
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Summary Statistics
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Summary Statistics
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Results: Market Reaction
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Results: External Financing
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Results: Investments
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Results: Profitability
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Results: Payouts
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Results: Risk Taking and Shifting
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Robustness: Endogeneity of enactments

▪ Enactments not related to economic or political factors
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Robustness: Parallel trends 

▪ No effects before the enactments
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Robustness: Propensity score matching

▪ Qualitatively similar results
22



Conclusions

▪ Legal scholars: The risk of unlimited liability before the acts was 
remote

▪ Thus, we provide a lower bound for the effect of limited liability 
on firm outcomes

▪ Present a novel approach to empirically test the effects of limited 
liability on firm policies

▪ The limited liability is economically important and benefits 
capital-intensive firms the most.

23


