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ABSTRACT

The optimality of free markets is called into question by the presence of limited liability. Risk distortions induced by
limited liability in the private sector are documented. It is noted that risk preferences are biased towards higher
volatility, skewness and kurtosis coupled with an incentive to decorrelate assets from liabilities. The consequence is
economically poor risk choices that are exaggerated by compensation aligned with stock market values. In such a
context we introduce the concept of socially acceptable risks, operationalized by a positive expectation after
distortion of the distribution function for risky cash flows.This results in a definition of capital requirements making
the risks undertaken acceptable to the wider community. Enforcing such capital requirements can mitigate the
perverse risk incentives introduced by limited liability provided that the set of acceptable risks is suitably
conservatively defined. A careful, critical and external assessment of capital requirements is therefore essential for
the efficient and proper functioning of the private sector.
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