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3
Cloning Legal Persons

Market economies revolve around contracts and property rights.
Capital, however, relies on more than just enforceable contracts and
clear property rights that are enforceable against the world; it also
depends on durability, which for business organizations takes the
form of asset-shielding devices that lock in past gains and protect
asset pools from all but the direct creditors of the firm. The previous
chapter illustrated how the law of trusts has been used for centuries
as a legal keep-safe of assets that are beyond the reach of the settlor
and of the trustee's creditors. Corporate law can do the same, and
even more. It can be employed to parcel assets and operations of an
integrated economic entity in ways that reduce information costs,
thereby lowering the cost of debt finance and minimizing taxes,
even regulatory costs. Indeed, corporate law is increasingly used to
maximize financial gains in this fashion; it is no longer primarily a
legal vehicle for producing goods or offering services but has been
transformed into a virtual capital mint. This is most apparent in the
financial services sector, but similar practices have become main-
stream for corporations in the "real" economy as well.

The corporation has been correctly heralded as a critical in-
vention for capitalism, although, as I will suggest in this chapter,
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48 CHAPTER 3

perhaps not always for the right reasons. Economists like to think
of the corporate form as a legal fiction behind which lies a "nexus
of contracts." Legal scholars have held against this that private con-
tracting alone cannot provide one of the most important features
of the corporation: the ability to shield the firm's assets from the
shareholders and their personal creditors.' Still, most lawyers agree
with economists that the corporate form enhances the efficient use
of scarce resources by encouraging risk taking, by broadening the
investor base and thereby mobilizing funding for investments, and
by creating the conditions for deep and liquid markets for the shares
and bonds that the corporation issues. Markets in these assets in
turn are thought to facilitate information sharing, monitoring, and
the redeployment of funding from less to more efficiently run firms.

In this chapter, I offer a different perspective on the use of the
corporate form. I will show that it can be and is used not just to op-
timize the allocation of risks and returns in the production of goods
and services; instead, it can be turned into a capital minting opera-
tion by employing the ability to partition assets and shield them
behind a chain of corporate veils to access low-cost debt finance,
and to engage in tax and regulatory arbitrage. Separating the use
of corporate law for organizing a business from its capital-minting
function is not always easy, and one function frequently morphs
into the other, but ignoring the power of corporate law as a capital
mint risks missing a major source of private wealth in our age of
shareholder value maximization.

To illustrate this, I will conduct an "institutional autopsy" of
Lehman Brothers.' Its failure turned a lingering crisis in global finan-
cial markets into a full-blown heart attack; but it also offers a great
opportunity to dissect the company's legal structure and understand
how that may have contributed to its rise and ultimate fall.

Lehman's Fate

No other name is more closely associated with the Great Financial
Crisis than Lehman Brothers. The company's filing for bankruptcy
on September IS, 2008, marked the official onset of the crisis, which
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had been looming already for more than a year; the financial system
suffered a heart attack, markets froze, and asset prices plummeted.
Lehman's bankruptcy put an abrupt end to a business that three im-
migrants from a small town in Bavaria, Germany, had established in
1850.4At that time, they settled in Montgomery, Alabama and opened
a small trading business in retail goods and commodities, with an em-
phasis on cotton. Cotton production was, of course, at the heart of an
economy that was organized around and made profitable by enslaved
labor and that enriched not only slave-owning cotton producers, but
the intermediaries who traded in cotton, advanced credits for its pro-
duction, and created options and futures to hedge their bets, as well.'

Henry Lehman, the oldest brother, died in 1855 of yellow fever
during a trip to New Orleans, but his younger siblings grew the busi-
ness and eventually moved it to New York City. There, they joined
other cotton traders to set up the New York Cotton Exchange, an
important step on the way to the financialization of cotton produc-
tion. Subsequently, the firm joined the coffee and petroleum ex-
changes, attesting to the expanding scope of its activities and the lure
of trading cotton and other commodities. By 1887, the firm had even
acquired a seat on the New York Stock Exchange. Trading in corpo-
rate securities, in addition to trading in commodities, became a core
part of Lehman's business, as did some private banking activities.

As the next generation of Lehmans came of age, the firm
morphed into an investment bank, helping other companies to sell
shares and bonds on financial markets and offering other client
services. Many of the early underwritings were orchestrated jointly
with Goldman Sachs, a firm whose founder, Michael Goldman, also
hailed from Bavaria. In their joint ventures, Lehman provided the
funding and Goldman Sachs the client list. Together they brought
companies to the market, which were to become household names
in the United States, including Sears, Roebuck and Co., Woolworth,
May Department Stores, Peabody & Co., R. H. Macy & Co., and
many others.

The Great Depression and World War II caused many disrup-
tions and slowed down business, but Lehman survived relatively
unscathed and when business picked up again in the 1950s, the firm
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continued its operations as one of the leading investment banks
in the United States. In the early 1960s, the last descendant of the
Lehman family left the firm. Nonetheless, Lehman Brothers con-
tinued under the same name but was eventually bogged down by
leadership struggles and growing competition in investment bank-
ing. In 1983, the partners sold the firm to American Express, marking
a temporary end to the company's autonomy and its legal organi-
zation as a partnership: Lehman was incorporated and became a
wholly owned subsidiary of American Express. In 1994, however,
the companies parted again; Lehman was spun off in a public of-
fering that handed control rights to shareholders, who traded the
company's shares publicly and widely and were also responsible for
electing directors and indirectly appointing corporate management.
The company's legal structure had been overhauled twice, but it still
bore the same name, and trading in as well as underwriting financial
assets remained its core business.

The corporate form grants an indefinite life span and a structure
to raise funds in the form of equity or debt as needed from a broad
investor base. Yet, Lehman's years as a corporate entity were num-
bered; the firm had survived in the much more vulnerable legal form
of a partnership for more than 130years (from 1850 to 1983), a period
that witnessed the transformation of America from an agricultural
into the leading industrial nation, as well as the Civil War, two world
wars, several major financial crises, and more than one overhaul
of the monetary system in the United States and globally. Indeed,
over the course of Lehman's lifetime, the global monetary system
changed from the gold standard to Bretton Woods and from there to
fiat money, and from a financial sector that was tightly regulated to
the rise of shadow banking on a global scale. Lehman's transforma-
tion into a corporate entity, a legal form that promises immortality,
gave it only another 14 years.

Ironically, the promiscuous use of the corporate form contributed
to Lehman's downfall. In its final stages, Lehman comprised a par-
ent holding company with 209 registered subsidiaries in twenty-six
jurisdictions around the globe." sixty in the US state of Delaware
alone, thirty-eight in the UK, and thirty-two in the Cayman Islands,
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followed by eleven in Australia, and nine each in Hong Kong and
Japan.' This does not even include the hundreds, if not thousands,
of special-purpose vehicles, or SPVs, in the form of trusts or limited
liability companies it had employed as well. Most of Lehman's sub-
sidiaries were forced into bankruptcy on the heels of their parent
company at the top of this sprawling legal empire, notwithstanding
the corporate legal shields that had separated them. Behind these
shields, they had been tied together in a web of debt, which the
parent company (LBHI) had guaranteed, using the shares it held in
the highly leveraged subsidiaries as collateral. The subsidiaries, for
their part, had moved most of their profits back to the parent, leav-
ing few assets for their creditors. LBHI's bankruptcy (its economic
death) meant that the guarantees at the apex disappeared; and as a
result, the subsidiaries lost access to refinancing their debt and fell
like dominos. The downward spiral followed the same dynamic as
the UK's depression in the 1870s described in the previous chapter.
Back then, the train wreck happened in slow motion; this time, it
happened at breathtaking speed, reflecting the much shorter dura-
tion of debt instruments that are now in use. However, the logic of
the rise and fall of assets-land back then and financial capital now-
was exactly the same: too much debt piled on a legal structure that
promised more than it could possibly hold, and that collapsed onto
itself when this truth leaked out under less than benign economic
circumstances.

A Family of Legal Persons

Incorporation literally means the creation of a new corpus, a new
person. The Romans already used corporate entities, but for orga-
nizing public services, not private business. In the twelfth century,
canonist scholars conceived of the church as a corporate legal entity
that conferred legal powers on ecclesiastical officers, including the
pope, but also on churches and monasteries independent of their
relations to secular powers. In a similar vein, kings chartered towns,
granting them legal personality and the right to govern their own
affairs.' The modern business corporation possesses similar powers:
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it is considered a legal person and as such owns its own assets and
can contract, sue, and be sued in its own name. Neither churches,
cities, nor corporations can act without humans, but humans are
merely their agents; the legal entity is the principal.

To most non-lawyers, the relevant unit of analysis in the world
of business is the firm, its legal form being only of marginal interest,
or worse, a distraction from its economic substance. Generations of
economists have preferred to look through the "legal fiction" where
they find a network of contracts among investors, managers, em-
ployees, suppliers, and customers: But this misses the very essence
of the corporation: The directors don't contract with the suppliers,
employees, or consumers, the corporate entity does; and the share-
holders do not own the assets of the firm, only the shares; they have
no say in the firm's management, but must delegate this task to their
elected representatives. If there is a nexus of contracts, it is with the
legal entity, not with the entity's stakeholders; calling this central
node a fiction denies the ingenuity of this legal device, one of the
most important modules of the code of capital.

For businesses that are run within a single legal entity structure,
the distinction between form and function may be less than obvious.
Increasingly, however, the corporate form is used to partition assets
of the same firm into select asset pools, including receivables for cer-
tain types of claims that are shielded from the rest of its operations,
with the result that a single firm may comprise dozens if not hun-
dreds of legal shells. Establishing a separate corporate entity is not
costless, but in most legal systems entry costs have been reduced to
negligible amounts. The time for paperwork has been cut back, and
while there may be registration fees or franchise taxes, other entry
conditions, such as minimum capital requirements or full payment
of all shareholder contributions, have been thrown into the dustbin
of history by most legal systems.

Most countries today recognize a corporation with all its pow-
ers, if it follows the rules of its chosen birthplace, whether or not it
ever did or intended to do any business there. In short, corporate
law has become up for grabs. It has not always been this way. In the
past, many countries required a firm to use its domestic corporate
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law, if this was where the company maintained its headquarters or
core business operations. The real seat theory, as this rule has been
appropriately labeled, however, was pushed out when the free move-
ment of capital became the overriding concern of policymakers, re-
casting the imposition oflocal rules by a sovereign state into barriers
to entry." Under these conditions, it is difficult for states to sustain
rules that impose too high a burden for incorporating a business, or
even rules that are at odds with the interests of shareholders.

Lehman Brothers, along with other financial intermediaries, de-
veloped the legal partitioning of assets with the help of corporate law
into an art form. The business operated as a fully integrated global
financial services provider, but its operations, liabilities, and profit
centers were divided among hundreds oflegal entities. II The assets of
the parent company, LBHI, consisted almost entirely of shares held
in its subsidiaries, and it derived its income from dividend payments
and other transfers the subsidiaries made to the parent.

On their own, the subsidiaries hardly could have raised the funds
they needed at reasonable prices. They needed debt finance (the
issuance of shares to outside shareholders would have diluted the
parent's control) and in order to obtain the desired funding vol-
ume at reasonable cost, the parent guaranteed most of their debt.
In effect, the parent traded away one of the greatest privileges that
shareholders enjoy: limited liability. It allows shareholders to limit
their exposure to a firm to the price they paid for their shares; they
never have to throw good money after bad. By guaranteeing the
subsidiaries' debt, the parent company assumed liability for the debt
of its subsidiaries, not by law but by contract. The shareholders of
the parent company LBHI itself, however, retained their "owner
shield" in the form of limited liability and therefore remained well-
protected from the liabilities of the parent company and those of
its sprawling empire of subsidiaries. Of course, these shareholders
were also the main beneficiaries of using maximum debt finance to
squeeze out returns for themselves for as long as possible. All they
would ever lose was their initial investment, and as long as the entire
group generated positive returns, they were able to reap them by
demanding dividends or selling their shares for a profit.
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In short, the legal structure of Lehman Brothers resembled a fam-
ily that sells off the family home to send the kids to college, giving
each child a credit card that is drawn on the parents' account, which
will be replenished only with money the children will send home
someday. This does not bode well unless there are at least some
superstars among the children. The corporate form can help deflect
some of the risks that are inherent to this structure. It gives the par-
ent an indefinite life span and thereby reduces the likelihood of its
untimely death, which would upend the entire structure. Further,
it insulates the assets and liabilities of each child from the assets and
liabilities of all the others, so that if one fails, the others will not be
affected. Finally, it gives the parent unlimited prowess to procreate
in the event that new opportunities arise or a child that vanished
has to be replaced.

The Romans did not use the corporate form for private business,
but they developed a legal structure that resembled it in important
respects-the slave-run company," Two partners would set up a
business, which was run by a slave, whom they jointly owned. They
would allocate certain assets, bundled together and given the legal
label of apeculium, to this business with the result that the partners'
liability for any business loss was limited to these assets. Creditors
of the firm could not enforce against the partners' personal assets
and, conversely, the partners' personal creditors had no access to the
peculium. The business could survive a turnover of its partners and
an exchange of one slave for another as the manager of the business.
As such, the slave-run firm had key attributes that characterize the
modern business corporation; most important, it used asset parti-
tioning and shielding devices to limit the reach of creditors to the
assets of their immediate contractual parties and prevented them
from seizing assets that were protected by a legal shield.

Coding the Modern Business Corporation

The modern business corporation was not born with legal shield-
ing devices, limited liability, and other props that grant it the legal
attributes of priority, universality, and durability firmly in place." It
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acquired these attributes over time and through many legal battles.
Over the course of the nineteenth century, most legal systems in
Western Europe and North America allowed for the creation of a
legal entity without governmental approval. It took another century
for a corporate law to evolve that gave the company's founders so
many options that legal scholars have called it an "enabling" cor-
porate law, almost contractual in nature: the corporate law of the
tiny US state of Delaware." Most of the large, publicly traded US
corporations are incorporated in this state, which has also become
a hub for foreign business organizations in search of a benign (read
manager-friendly) corporate law,"

Not all features of the corporation, however, can be created by
contract. Legal personality, which gives the entity the right to own
assets, contract, sue, and be sued in its own name, can be obtained
only by a state act. Modern incorporation statutes no longer require
state approval for establishing a new company, but they still need
to register and comply with basic mandatory provisions of corpo-
rate law to benefit from using this legal form. Of all the features of
the modern business corporation, three have arguably contributed
most to its success, and all three are impossible to obtain by contract
alone: entity shielding, loss shifting, and the prospect of immortality.

Entity shielding creates priority rights over distinct asset pools,
each with its distinct creditors who can focus on monitoring a spe-
cific pool, but may not have access to the larger pie." Loss shifting
allows owners to limit their own losses by shifting the risk of doing
business to others: to the company's contractual or tort creditors,
or to the public at large by prompting governments to bail them
out lest the company's demise threatens to bring down the entire
economy. Such a "put option" has been fairly common for finan-
cial companies but is not unheard of for non-financial companies
either, as the bailout of the large car manufacturing firms in the
United States in the crisis of 2008 suggests." Finally, immortality
increases the life span of incorporated entities and thereby extends
their durability. Corporations, like other firms, are not immune
to failure, but they have to be put to death by their creditors in
a bankruptcy proceeding, or by their shareholders in a voluntary
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dissolution. The following sections will take a closer look at each
of these features to see how Lehman used them to the advantage of
the parent company's shareholders, even as this put the firm itself
at risk and precipitated its premature death.

ENTITY SHIELDING

It is easy to understand the temptation of an owner to protect as-
sets from the reach of creditors. Hiding them is illegal, and so is any
asset transfer at a time when creditors are already hot on the heels
of a defaulting debtor. Preemptive asset shielding, however, is legal;
indeed, it is one of the most powerful tools for coding capital. The
Romans achieved asset partitioning with the help of the peculium;
English landowners used the trust, and its sibling, the strict family
settlement, to shield their family wealth from creditors; and during
the Renaissance in northern Italy, Florence became the incubator
for the partnership system, which created separate pools of assets
and liabilities for business operations at home and abroad that were
managed by junior partners, but were linked to the parent part-
nership through partnership agreements." In a similar vein, today's
shareholders employ the corporate form to create distinct pools of
assets against which they raise debt finance, or which they place in
jurisdictions where they can benefit from regulatory or tax arbitrage.

Entity shielding is not inherently an anti-creditor device. The per-
sonal creditors of the firm's owners may get stiffed; but the creditors
who lend to the business benefit, because they obtain a priority right
to its assets. They may have to share these benefits with the firm's
other creditors, but entity shielding keeps the personal creditors of
the firm's owners at bay. If the firm is organized as a partnership,
these creditors typically will have to enforce against the owners'
personal assets before reaching out to assets the firm owns, but they
may do so if a partner's assets fall short of their claims. If, however,
the business is organized as a corporation, they are excluded from
the assets of the firm altogether; they can only seize the shares in
the corporation their debtor owns. If they want to turn them into
cash, they will either have to find a willing buyer or convince other
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shareholders to liquidate the firm and payoff its own creditors before
they can claim the leftover assets for themselves.

New coding strategies that partition assets and shield entities
have frequently spurred the expansion of credit, thereby boosting
the returns for their owners. We lack reliable data for the impact
of the slave-owned business in Roman times, but an examination
of tax data from Florence has revealed that the partnership system
(sistema di aziende), which emerged around 1380, triggered a major
credit boom. A "whirlwind of products, bills of exchange, and credits
cycling around" produced financial liquidity on an unprecedented
scale. I'To see why, consider the fate of creditors and owners in firms
with and without entity-shielding devices in place.

A single owner might operate multiple lines of business under the
same roof: textile manufacturing, trading, and money lending. The
failure of a single operation can easily spill over to another, even to
the entire enterprise. Creditors therefore will have to monitor all
operations and closely watch the owner (possibly more than one) as
well. If, instead, each line of business, each division, or each location
can be placed behind a separate legal shield, creditors can focus on
the business of their choice. Using a separate legal entity for each
operation thus can offer superior protection to creditors. Creditors
may not be able to reach other assets of the firm easily, but, if all goes
well, they save a lot of transaction costs."

A good illustration for the power of asset-shielding devices is
the partnership system of the Medici, the family that ruled over
Florence for almost a century, from 1434 to the 1530s." The Medici
business included textile manufacturing, banking, and trade, with
far-flung operations that crisscrossed Europe and reached as far as
Rome, Antwerp, London, Bruges, and Paris. Each line of business
and each local operation was organized as a separate partnership
with its own books and accounts. The senior partnership in Flor-
ence entered into separate agreements with junior partners who
managed the operations, typically for a (renewable) period of five
years," it usually provided up to 50 percent or more of the capital
of the junior partnerships and retained a firm grip over them. Every
partnership had to send its profits back to the parent partnership in
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Florence, minus the share that was owed to the local junior partner,
and it had to close its books at least once a year and send them to
Florence for auditing.

By its very nature, the partnership agreement binds only the
partners; still, as the case recounted below suggests, at least some
courts enforced the contractual asset shielding that these contracts
created against outsiders. A purchaser of textiles from the London
offshoot of the Medici empire brought a case against the partnership
in Bruges for breach of contract in 1453. Perhaps he believed that
the partnership in Bruges had more assets, or for other reasons the
merchant found it easier to file in the Bruges court, claiming that the
entire business empire of the Medici was in fact "one company and
had the same master,'?' The court dismissed the argument, stating
that the merchants had contracted with the junior partnership in
London, which therefore was first in line to account for the mer-
chant's losses." First in line is not the same as absolute protection,
which is why the Medici's partnership system has been described as
only a weak form of entity shielding?'

No doubt the ruling must have disappointed the plaintiff. Given
that the Medici empire was a partnership, not a full-blown business
corporation (which did not even exist at the time), and that the
entity-shielding devices were purely contractual in nature, he clearly
had a point. He almost certainly had relied on the good name of the
Medici, without thinking too much about the legal structure that
may have been set up to protect the senior partners in Florence from
the actions of their junior partners in London, Bruges, or elsewhere.
The creditors of the Bruges partnership, however, were surely de-
lighted. As far as they were concerned, the partnership system and
its (weak) asset-shielding effects had been vindicated in law.

The legal structure of the Lehman group closely resembled the
Medici empire, although it topped it by the strength of its asset-
shielding devices and in complexity; and just as back then, the legal
partitioning of assets behind a plethora oflegal shields went hand
in hand with a massive credit boom. There is, however, a downside
to parceling the assets of a firm: a junior partnership of the Medici
business or one of Lehman's subsidiaries may not have many assets
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to go around. Asset partitioning cuts both ways; it shields the as-
sets of the sub-unit, but it also shields other units, including the
senior or parent operation, from its creditors. Smart creditors will
therefore require a personal guarantee from the senior partners or
the parent company. That allows them to kill two birds with one
stone; they can focus on monitoring only the unit to which they
lend, yet retain a claim against the parent and its assets, including
the parent's ownership stakes in the entire offspring. In the event
that a subsidiary fails, they can still decide whether they wish to
exercise the nuclear option and bring down the parent and all its
other subsidiaries as well.

But what if the parent fails? Then the game is up and it is time for
the reckoning that placing assets behind different legal shields does
not expand the total assets of the firm, even as it fools creditors into
lending more in the hope that the parent will stand in for the debt.
If all the parent has is the assets in the sub-units, this is an empty
hope. At bottom, the legal partitioning of assets of an economically
fully integrated business organization only pretends to make credi-
tors more secure, when in fact it renders a firm's total debt more
opaque and more difficult to monitor for creditors and the parent
company alike.

lOSS SHIFTING

Owners benefit when their assets increase in value, but they also feel
the full brunt of declining asset value-as English landlords learned
in the 1870s, and as many homeowners discovered when the real
estate bubble burst in 2007.'6 When markets decline or a promising
business opportunity turns sour, an entrepreneur can lose his entire
family silver, even his shirt. Making bets on an unknown future is a
risky business; economic downturns should therefore keep a natural
check on the ability to maintain and grow wealth over long periods
of time. Business owners, however, have found ways to capture
the upside, while shifting the downside to others: to their various
contractual creditors-including employees, tort creditors, and the
public at large.
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As noted earlier, in Roman times, business owners came up with
the idea oflimiting their exposure to a specific operation by trans-
ferring to one of their slaves a peculium." It is the same idea that
motivates shareholder limited liability. Shareholders may lose their
original investment, the money they paid for their shares; however,
they need not stand in for their corporation's own debt burden. They
can simply wind down that company and start a new business. True,
shareholders are the last in line to get any remaining assets should
the firm end up in liquidation; but this does not mean that share-
holders are left empty-handed; after all, they can take out the profits
the corporation makes during its lifetime without paying much heed
to the impact this might have on its debtors or even its long-term
survival, provided they can get out fast enough.

Shareholder limited liability is the technical term for shielding
owners from the liabilities of the business entity. It became a stan-
dard feature of corporate law statutes relatively late, because wary
legislatures feared that savvy entrepreneurs would set up a corporate
shell, convince the creditors to extend loans to the company, and
then take the money and run. Facts on the ground proved that they
were not entirely wrong about this; in the nineteenth century, legal
system after legal system adopted free incorporation statutes, which
made it possible to establish corporations without the need for prior
approval. When these statutes were enacted, almost invariably a
founders' boom would follow, then end in a crash." In response,
some legislatures tried to backtrack, but once the genie was out of
the bottle, it was almost impossible to put it back in.
The vacillation about limited liability as a standard feature of

corporate law in the UK is a good example. In 1844, the UK opened
the door to free incorporation after the country had tried with
only limited success to keep a tap on the sprouting of all kinds of
business organizations that resembled the corporation in all but
name: they used the trust and pushed the limits of partnership
law, they lobbied for special charters for industries that included
limited liability, and they contracted with creditors of firms to en-
sure that they would not raise claims against the firm's owners.
These mutants may not have been as fool-proof as the corporate
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form, but they went a long way toward giving owners the legal
protection they craved."

The 1844 Joint Stock Companies Act allowed businesses to es-
tablish themselves as corporate entities without government ap-
proval but did not include shareholder limited liability. This feature
was introduced only with the Act's revision in 1855 but was short-
lived, as it was abused by unscrupulous shareholders; in response
to a series of high-profile scandals, the Parliament reversed course
and eliminated this legal feature only two years later. This reversal,
however, proved to be short lived. Limited liability was finally re-
introduced in 1862, and this time for good.

In the United States, limited liability became a core feature of
most incorporation statutes the states enacted, starting with New
York in 1811,although California introduced limited liability only
as late as 1932.30 This is evidence that investments even on the
scale required during the process of industrialization are possible
without granting shareholders limited liability. Still, the fact that
this soon became a standard feature of corporate statutes around
the globe suggests that powerful interests were behind this legal
innovation.

Returning to the Lehman case, we can see that the shareholders
ofLBHI made extensive use of this loss-shifting mechanism. LBHI
guaranteed the liabilities of its subsidiaries, but its own sharehold-
ers held on to their owner shield and were thus off the hook; they
could take full advantage of the gains the company made on the
backs of the subsidiaries' creditors. As long as enough subsidiar-
ies made profits and transferred them back to LBHI, as they were
required to do under internal agreements, LBHI's shareholders
could realize these profits in the form of dividends, or by selling
their shares either to others or back to the company in a repurchas-
ing program.

In fact, LBHI shareholders received millions of dollars in divi-
dends from LBHI long after housing markets had begun to de-
cline and symptoms for stress in financial markets had become
manifest. Lehman was not alone in doling out cash reserves to its
shareholders after the onset of the market downturn in housing
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markets since 2006 and in financial markets in 2007; if anything,
the company was at the lower end of the spectrum, paying "only"
$631 million to its shareholders in the two final years of its exis-
tence. Over the same period, Citigroup paid close to $16 billion,
followed by JP Morgan and Wells Fargo with $11billion and $10
billion, respectively," By driving down its asset cushion in this fash-
ion, Lehman (and its competitors) deprived itself of the ability to
absorb losses when asset prices declined and its own subsidiaries
began to default on their loans. In the end, it fell to the government
to decide whether to allow Lehman to fail, and after Lehman's fall
threatened to put the entire system into a tailspin, to backstop
other intermediaries so as to prevent a meltdown of the domestic
and global financial systems."
Most corporate laws impose restrictions on paying dividends to

shareholders in an attempt to protect the company's asset base and,
indirectly, its creditors, but they have been scaled back over time;
Delaware's dividend rules, for example, have been called "nimble."
And nimble they are indeed; under these rules, profits can be paid
not only from this year's profits, but, in case there aren't any, also
from last year's. This way, company management can smooth divi-
dend payments and manage shareholder expectations. Still, the
same rules encourage the transfer of returns from the corporation
to its shareholders even when this may be detrimental for its long-
term survival.
Many of Lehman's shareholders, of course, realized in 2008 that

the game was up. The steep decline in the company's share price
from $65 in January 2008 to just over $4 in September 2008, days
before LBHI filed for bankruptcy, is proof of their change of heart."
Surely, shareholders that came late to the game, were asleep at the
wheel, or were betting on a government bailout booked losses, but
many, including the company's top management, had cashed in
profits long before the company went down. Most of LBHI's top
managers had had a significant stake in the company, in part because
they were paid in stock options and in part because they re-invested
their own savings, augmented, as itwere, by sizeable pay packages,
back into the company. According to estimates, Richard Fuld, the
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company's CEO, received a half billion dollars in salary and stock
options during his tenure at the helm from 1993 to 2007.34 He may
not have been able to cash in all of these holdings in time, but even
then, he was able to walk away with substantial wealth after the
company had folded under his management.

The real losers of the Lehman debacle therefore were not the
shareholders, but the creditors, some more than others. LBHI's
creditors received on average 21 cents on every dollar they had
loaned, but payouts varied considerably between creditor classes."
The counterparties to Lehman's derivatives transactions were made
almost entirely whole, thanks to bankruptcy safe harbors that al-
lowed them to net out their claims prior to all other creditors; in
contrast, senior unsecured creditors received well below 20 percent
of their claims. This confirms that priority rights matter, never more
so than in bankruptcy, when losses are realized.

Why then did creditors play along and lend to LBHI and its nu-
merous subsidiaries? It is fairly easy to look through Lehman's orga-
nization and realize that behind the hundreds oflegal shells, the big
winners would be the shareholders of the parent company LBHI;
they would capture the gains and limited liability would effectively
shield them from sharing in any losses; all they could lose were their
initial investments. Of course, creditors are in this game for the same
reason shareholders are-for profit. They may have been attracted by
the higher yield for investing in risky assets; or believed that stick-
ing to short-term loans that were rolled over at an ever-faster pace
meant that they would be able to get out on time; or they may have
counted on the parent company's financial prowess. Even if they
understood that LBHI's assets were tied to the fortunes of its highly
leveraged children, they may have believed that there were enough
of them to ensure the parent's well-being.

As is well known, in poor countries without state-backed pension
systems, families tend to have many children to ensure that enough
of them survive to care for their parents in old age; the creditors to
the various Lehman subsidiaries may have similarly believed that
some of them would bring home enough to ensure that the parent
would be able to at least make good on the loans it had guaranteed to
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them. Nonetheless, a few creditors realized that they had to do more
to protect themselves and included provisions in their contracts with
a subsidiary that disallowed the ploughing back of all profit to the
parent." Had all creditors done so, the great Lehman family gamble
never would have taken off.

Last, but not least, some creditors may have bet that the govern-
ment would not allow Lehman to fail. Few governments have the
stomach to allow big banks or highly interdependent financial inter-
mediaries to fail, unless they are pushed to do so by outsiders, such
as the International Monetary Fund on which these governments
depend for their own survival. When Long Term Capital Manage-
ment, the hedge fund that boasted several Nobel Prize laureates
among its founders and managers, tumbled in 1998, for example, the
US Federal Reserve organized a private bailout; and in March 2008,
the New York Fed provided a substantial dowry when Bear Stearns
was forced into a shotgun marriage with JP Morgan Chase. As a
wedding present, the Fed lent $30 billion to Chase to purchase Bear
Stearns and waived the obligation to pay back these loans should
Bear Stearns's own assets prove to be insufficient."

In Lehman's case, the calculus that the Fed would always stand
by as the rescuer oflast resort for large financial intermediaries did
not work out. Only after Lehman's demise triggered a near standstill
of global financial markets did governments come to the rescue."
In the United States, investment banks were allowed to morph into
holding banks, which gave them access to the Fed's discount window
and thus to cash liquidity; and in October 2008, the governments in
the leading market economies, including the United States, injected
billions of dollars in fresh capital into the largest banks-the "too-
big" and the "too-interconnected-to-fail."

The lesson future investors, shareholders, and creditors alike,
might take away from this is that diversifying across multiple risky
entities is important, but that in the end the only guarantee for a
government bailout is the threat that, by allowing one firm to fail,
the entire system might collapse; in other words, they need to create
a "put-option" (rescue me or else ... ) that is big enough so that no
government can possibly refuse it.
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IMMORTALITY

Legal personhood promises, but does not guarantee, immortality.
A corporation can survive only if it manages to balance its liabili-
ties with its assets. Shareholders can put an end to it, but it takes at
least a majority vote to liquidate a legal entity. In contrast, a simple
partnership perishes when only a single partner dies or pulls out.
This fate can be avoided by renewing the partnership when a partner
leaves or dies, or by writing partnership contracts that allow for the
replacement of individual partners." Without such life-prolonging
legal measures, the original Lehman Brothers partnership, which
was established in 1850, would not have survived the early death of
Henry Lehman, or the succession of other family members; and it
most likely would have been dissolved in 1965,when the final mem-
ber of the Lehman family left.

As useful as these measures are, they are a far cry from immortal-
ity; they work only if and when all other partners cooperate and as
long as the firm has the resources to cash out partners that exit upon
retirement or for any other reason. This makes the partnerships a
less durable business form as compared to the corporation. On the
upside, however, precisely because partners put their own assets at
risk, they tend to be more cautious than managers of corporations
who invest other people's money. It is hardly a coincidence that the
enormous increase in leverage at investment banks closely tracks the
conversion of these firms from partnerships into corporate entities
in the 1980s and 1990s.

Legal personhood is the foundation for the corporation's immor-
tality, but another important legal innovation, shareholder lock-in,
greatly increased its survival chances. Shareholder lock-in prevents
shareholders from taking out the initial contributions they make
to a company." As such, it is a prerequisite for effectively shield-
ing corporate assets from the personal creditors of its shareholders.
The year of this innovation was 1612,when the government of the
Netherlands (the General Estates) imposed a charter change on the
Dutch East India Company (also known under the acronym VOC)
that denied shareholders their right to recall their investment at the
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end of the ten-year commitment period, to which they had agreed
at the company's founding.

A ten-year commitment had already been a radical change when
compared to earlier business practices that wound down a business
after completing a single voyage. In the sixteenth century, merchants
often pooled their stock prior to the journey (thus the term "joint
stock company") and upon return they divided the spoils and closed
down the company. Of course, they could set up a new venture and
repeat the cycle; but early joint stock companies were meant to pool
resources and diversify risk, not to create durable asset pools that
would produce wealth over long stretches of time.

The ambitions of the Dutch East India Company, however, went
way beyond a single journey; it was a joint venture between mer-
chants and the government, the Estates General of the Netherlands.
It had commerce written all over it, but also the sovereign's claim to
monopolize the trade route to East Asia, by force if necessary. To
achieve these conflicting goals, the company needed a sound capital
base and therefore forced shareholders to commit their contribu-
tions for a ten-year period. When the time came for the shareholders
of the VOC to redeem their shares, the political elites feared that
a massive outflow of funds would undermine the viability of the
company just when Portugal mounted a serious challenge to Dutch
dominance over the highly lucrative trade routes by sea to the Far
East.41 A charter change forced shareholders to leave their initial
contribution with the company for good. This "shareholder lock-in"
laid the foundation for durable asset pools that could grow and pro-
duce wealth indefinitely-unless the company succumbed to exter-
nal forces beyond its control, or, more likely, to bad management-a
fate to which even the VOC eventually surrendered.

Shareholders did not revolt against this legal imposition, and
those among them who doubled as members of the Dutch political
elite may have even supported it. But even those who had invested
purely for economic gain did not have much to complain about,
because shareholder lock-in did not mean that shareholders were
stuck." To the contrary, a vibrant secondary market for the com-
pany's shares had developed already under the original ten-year
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commitment period, as new investors did not have to fear that fel-
low shareholders would deplete the capital base any time and there-
fore could forge long-term expectations. The new indefinite lock-in
provided an even firmer capital base and fueled a liquid market in
the VOC's shares.

With the lock-in in place, the VOC expanded even more rapidly. It
sent many more ships to Asia and was able to raise fresh finance and
debt, which allowed it to make long-term investments in infrastruc-
ture. Comparing the VOC with its main competitor, the English East
India Company, in this period produces striking results. As the Dutch
East India Company embarked on an expansion spree and raised sub-
stantial amounts of debt to fund it, its English counterpart launched
fewer ships, conducted shorter voyages, and had lower investments
especially in long-term projects. It had to be nimble to ensure that it
always had enough cash on hand to redeem shareholders who had
the right to recall their contribution at any moment."

Jointly, entity shielding, the ability to shift losses to creditors,
and corporate immortality laid the groundwork for the rise of the
modern business corporation and for its path to global dominance.
Shareholders benefited hugely from these legal innovations; they
were protected from losing more than they put in, and yet could
lever the firm to boost short-term gains, which they would claim
for themselves.

Shopping for Law

Economists have long tried to explain the ownership and financial
structures of firms. What is the optimal relation between debt and
equity for funding a business?" When should two or more firms
merge into a single firm and when should a single firm be divided and
spun off into different operations?" These are important questions,
but they miss how much legal engineering goes into the organization
of business as a routine matter. Maximizing shareholder wealth is not
just a function of superior management and production or services
skills, but also of optimizing legal arbitrage." The options for doing
so have greatly expanded as a result of changes in legal rules that
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allow businesses to choose the corporate law by which they wish
to be governed.

Given that corporations are creatures of the law, it would seem
that corporations should be bound by the laws of the state that cre-
ated them, and by any legal change legislatures or court decisions
might impose on them. In fact, regulatory competition has eroded
the power of any single state and its laws over the corporation. Cor-
porations can't exist without state law, but today they can pretty
much freely choose from a menu of corporate laws different states
have on offer, and through this choice also select their tax rate and
regulatory costs. In a prophetic ruling of 1839, the US Supreme
Court affirmed the dependence of the corporation on the state that
created it (in the United States, states, not the federation, have juris-
diction over corporate law), but also hinted at the possibility that its
life might extend well beyond the boundaries of that jurisdiction:

It is very true that a corporation can have no legal existence out
of the boundaries of the sovereignty by which it is created. It
exists only in contemplation of law and by force of the law, and
where that law ceases to operate and is no longer obligatory, the
corporation can have no existence. It must dwell in the place of its
creation and cannot migrate to another sovereignty. But although
it must live and have its being in that state only, yet it does not by
any means follow that its existence there will not be recognized in
other places, and its residence in one state creates no insuperable
objection to itspower of contracting in another."

The secret for the corporation's mobility is for other states to
recognize the legal creatures that were organized under foreign law.
The more states do so, the greater the reach of the law most corpo-
rations prefer, and the more options firms have to choose for their
regulatory and tax regimes, and even the property law that governs
the assets they issue or manage.

The name of this game of picking and choosing is called "conflict-
of-law" rules or "international private law"; every state has a set
of these rules, which determine what law shall apply if more than
one jurisdiction is in play." Conflict-of-law rules exist not only for
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corporate law, but for all legal relations that involve parties from
more than one jurisdiction. The contracting parties may reside in
two different states; the plaintiff may have been hurt on a trip to
a foreign country; an asset may have been moved from one juris-
diction to another; or a corporation may have been created in one
jurisdiction but does its business in another. If a case comes to court,
the judge will have to consult these conflict-of-law rules to deter-
mine whether the buyer's or the seller's laws govern their contract,
whether the damage award should be considered under the law of
the place where the tort action was taken, or where the injured suf-
fered its lasting impact; or whether a company that was founded
under foreign law should be recognized as a corporate entity with all
its legal privileges in the host state, whether or not it has ever done
business at its birthplace.

CHOOSING CORPORATE LAW

Not too long ago, there were two conflict-of-law principles for cor-
porate law competing with one another: the "incorporation theory"
and the "seat theory," with some countries following the former and
others the latter. The incorporation theory allows the corporation
to choose its birthplace without compromising its recognition as a
legal entity elsewhere; all it takes is to follow the rules of the place of
incorporation and enough other states who are willing to recognize
its legal entity status. In contrast, the seat theory privileges the law
of the place where the corporation maintains its headquarters or
major operations. Only if the company is incorporated under the
laws of this jurisdiction will it be recognized as a corporate entity
within this jurisdiction. Drawing a parallel to the citizenship of or-
dinary humans may help illustrate what is at stake here: Under the
incorporation theory, every person would be able to choose his or
her citizenship, regardless of whether she ever wanted to set foot in
that country. This citizen would be able to carry her passport around
the globe and obtain entry in all countries that grant this privilege
to citizens of the country of her choice. In contrast, under the seat
theory, the same person would have to make a choice where to live
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and become a citizen of that country lest she risked being stripped
of her citizenship. If she chose to shift operations to another country,
she would have to obtain a new passport first. For natural persons,
the equivalent of the "seat theory" governs their mobility. They may
acquire temporary access to foreign countries by requesting a visa,
but if they wish to settle for longer, they need a new passport or
permanent resident permit. In contrast, most legal persons can rely
on the incorporation theory to roam the globe.

The United Kingdom is an old adherent of incorporation theory.
In the United States, the Constitution's Commerce Clause has been
interpreted to firmly implement the same principle. It prevents
states from discriminating against corporations from other states,
even if they were formed under laws that conflicted with the ones
the host state had adopted." Following this example, in the Euro-
pean Union (EU), the European Court of Justice has all but struck
down the seat theory, which was used in Denmark and Germany,
for example, to deny a corporation that had been formed under the
laws of a different member state of the EU to shift its headquarters
to the new host state without re-incorporating under its rules." In
the eyes of the court, this application of the seat theory violates the
principles of the free movement of capital and persons (including
legal persons) that are enshrined in EU treaty law."

The argument sounds compelling, but in fact, no movement is
necessary when shopping for corporate law; only the paperwork
for registering the entity has to be sent to a different address. Re-
incorporating an existing entity elsewhere is a bit more complicated,
but lawyers in the field of transnational mergers do this all the time.
Further, as the sprawling Lehman family illustrates, corporations
themselves often make use of the possibility to create separate legal
entities in multiple jurisdictions. If it works for them, it should also
work for the sovereigns that make the law that breathes life into the
corporate form.

The viability of Lehman's legal structure with its hundreds of sub-
sidiaries that were spread across twenty-six different jurisdictions
hinged on the acceptance of the incorporation theory in most juris-
dictions where it did business. Lehman's business operations were
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conducted predominantly in New York and London; only seven ofits
entities were incorporated in the state of New York, but there were
thirty-eight in the UK. LBHI, the parent company, was incorporated
in the state of Delaware, along with fifty-nine other subsidiaries.

It is sometimes argued that the prevalence of company groups
that consist of many legal entities is a sign of bad corporate law.
Only a law that does a poor job of protecting shareholders against
managers, it has been said, creates incentives to build complex
company groups that allegedly are used to protect management
from shareholders." These arguments, however, cannot possibly
explain Lehman's legal structure. Delaware law ranks among the
most investor-friendly jurisdictions, yet Lehman chose to have
sixty entities incorporated there-not because it liked the state or
its corporate law so much, but because this way it could shield each
entity's assets from the creditors of the others. Multiple subsidiaries
were also incorporated in the UK, attesting to London's standing as
a major hub for financial intermediaries. The fact that some of the
most shareholder-friendly jurisdictions were used to incorporate
dozens of entities that belonged to the same group suggests that
using entity shielding is a highly lucrative strategy for shareholders-
quite apart from the quality of the corporate law. The choice of the
Cayman Islands for thirty-two of Lehman's subsidiaries is more
straightforward, for it is a well-known tax haven."

CHOOSING ONE'S TAX RATE

Most ordinary people cannot choose their own tax rate; they may
move their holdings to foreign bank accounts, but they have to fear
that even the toughest bank secrecy laws will be cracked and that
they will be prosecuted for tax evasion. Corporations have a much
easier task in choosing the tax rate they wish to pay. They can simply
create a legal entity in a jurisdiction with a low tax rate and book
taxable income to its account. This works even if a state imposes
its taxes on the worldwide income of a corporate group, as long as
tax payments from foreign subsidiaries are demanded only when
their income is brought home. In addition, a parent corporation
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can acquire a different nationality and with it, a different tax regime,
when they re-incorporate in a different legal system. 54 This can be
done, for example, by a technique called an inversion merger. In this
transaction, a large corporation from a high-tax jurisdiction acquires
a smaller corporation in a low-tax jurisdiction and then folds itself
into the smaller entity. It is like marrying to obtain a green card even
when there is little love lost between the two parties, i.e., bride and
groom; the main difference is that as long as it is structured properly,
the inversion merger is legal.

As of late, there has been a clampdown on aggressive tax-
sheltering strategies. In the European Union, the Commission's
Directorate-General for Competition investigated tax-sheltering
practices by Apple and other companies. The Commission asserted
that Apple paid an effective tax rate for selling its products through-
out the EU's territory, of as little as 1-5percent, even as the tax rate
across the union was closer to 20 percent." Apple had created this
tax shelter by establishing two subsidiaries in Ireland, which under
Irish law were treated as "non-residents" for tax purposes, and as
such were tax-exempt even from the country's low corporate tax rate
of 12percent. The company then booked almost all incomes from
sales in all member states to these two companies.

The EU Commission condemned the tax scheme as illegal state
aid by Ireland to the multinational corporation and ruled that Apple
had to pay retroactively the taxes it owed to Ireland." Apple ap-
pealed the decision (but ultimately paid up), but, more interesting,
the Irish government did so as well, even as the country's citizens
protested against this decision. The government sought to defend
an economic development strategy that used tax competition as one
of its core pillars. The inflow of foreign investments to Ireland has
indeed boosted the country's GDP figures; however, this has not
translated into substantial gains for its citizens, as most of the profits
quickly left the country again."

Apple is only one of many examples, and Ireland is not the most
egregious competitor for global business in exchange for a benign
tax environment. Taking a closer look at this tax shelter, however,
has shown that choosing one's corporate law is key for tax-sheltering
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schemes to work. OECD member states have vowed to crack down
on tax havens and have blacklisted countries that offer rates below
what they deem proper, but they have not yet reconsidered their
willingness to recognize any corporation created anywhere, even if
it maintains no operations and has no employees there, and its only
purpose is to engage in tax arbitrage. 58

REGULATORY ARBITRAGE

Within hours after LBHI had filed for bankruptcy on September
IS, 2008, its major UK-based subsidiary, Lehman Brothers Inter-
national Europe (LBIE), went into administration under UK law.
Soon, seventy-five distinct bankruptcy proceedings were opened in
various jurisdictions in an attempt to salvage assets for the various
creditors of Lehman's many subsidiaries.

Bankruptcy is when the music stops and all but the most vital
functions are halted by court order. Inside the Lehman empire,
though, some transactions continued unabated, flipping assets back
and forth between LBIE and several other Lehman subsidiaries, in-
cluding a Swiss entity by the name ofLBF.S9 Nobody seemed to have
noticed or even was bothered by this until one employee, without
asking anyone, pressed the "off" switch." This put an end to an inter-
nal transfer and accounting system Lehman had created to protect
the group from the reach ofEU prudential regulations. The name of
the game was RASCALS, a term the Merriam-Webster dictionary
defines as a "mischievous person or animal," but it stood for "Regu-
lation and Administration of Safe Custody and Local Settlement.""

RASCALS was Lehman's response to an EU Capital Adequacy
Directive, which imposed new capital adequacy rules on financial
intermediaries." The purpose of capital adequacy rules is to make
financial intermediaries more resilient in times of distress by forcing
them to fund at least some of their operations with equity (that is,
contributions paid in by shareholders), rather than allowing them to
rely exclusively on debt finance. For their part, financial intermediar-
ies complain that these rules add to their funding costs. While this
argument is disputed in the literature, many financial intermediaries
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do indeed go to great lengths to avoid capital adequacy rules of this
kind, and so did Lehman." The RASCALS scheme is only an ex-
ample of the lengths to which they are willing to go to fund most of
their operations with debt.

Lehman's London subsidiary LBIE was set up as the major trad-
ing hub for the entire Lehman group, buying and selling, lending and
borrowing securities to "the street" (other participants in London's
financial marketplace) on its own account, but also on account of
other Lehman subsidiaries. Under the new EU rules, every time
LBIE acquired securities with its own funds on behalf of another
subsidiary, the company incurred a "capital charge" requiring it to
show that a certain percentage of this exposure was covered by eq-
uity. LBIE incurred this charge because it advanced its own money
to buy securities on behalf of other Lehman subsidiaries and there-
fore faced the risk that these subsidiaries might not make good on
their promises to compensate it. Trading on credit, however, was the
company's business model. To protect the model and its profitability,
which the new capital adequacy rules threatened to reduce or even
eliminate, Lehman simply created a new subsidiarity in a non- EU
jurisdiction, where the new EU rules did not apply, and set up a
chain of transactions that shifted the credit exposure to that entity.

The new company, LBF, was incorporated in Switzerland, but
operated out of Lehman's London offices with largely overlapping
staff-thanks to the UK's adherence to the incorporation theory.
A continuous loop of automated repurchase agreements, or repos,
for the assets that LBIE had acquired on behalf ofLBF was created
between the two entities. No money ever changed hands between
the two entities; when one transaction was completed and the two
companies should have settled their accounts and cashed out any
differences, another repo transaction was opened, and when this
one was supposed to settle, a third opened, and so forth. Some
RASCALS transactions were set up manually, but most ran auto-
matically, keeping the machine humming and creating the illusion
that at every point in time, LBIE had secured its claims against LBF
and thus did not have to create the equity cushion that regulators
demanded it should.
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For the fifteen years of its operation, RASCALS benefited the
entire Lehman family, but when bankruptcy loomed, the fight over
the leftovers began and LBF's creditors sought to secure assets for
themselves. For them and their receivers in bankruptcy who rep-
resented them, the $50 million question became, who owned the
rascalled assets that had been flipped back and forth between them:
LBIE or LBF? LBIE argued that it continuously owned them. LBF
held against this that the assets had been purchased on LBF's behalf,
and that LBIE was merely a trustee rather than the real owner.

The case was brought in a London chancery court and the chan-
cellor who presided over the case sided with LBIE-a decision that
was later confirmed by the high court." In deciphering the scheme
and analyzing its legal impact, he relied largely on the intent of the
parties-no matter that RASCALS's purpose was blatant evasion
of prudential rules. The parties, he argued, wanted LBIE to be
"clothed" with formal title, even though the economic benefits and
risks of the assets fell on LBF.6S All parties had agreed to this, because
by lowering regulatory costs, RASCALS boosted the group's over-
all profitability. When the creditors of LBF argued that the entire
scheme was only a scam and should simply be set aside, the chancel-
lor was in disbelief:

It is, at least at first sight, counter-intuitive to think that one of the
largest and most sophisticated investment banking institutions in
the world, staffed by some of the foremost experts in the business
and advised by the most eminent law firms, should have spent
more than a decade solemnly entering into countless thousands
of mutual transactions which were either completely unneces-
sary, completely ineffective or both. The suspension of disbelief
called for by the parties' primary cases has not been easy."

The chancellor was not surprised, it seems, that the same experts
had spent all this time devising a scheme that had no intrinsic eco-
nomic value but was devoted entirely to regulatory arbitrage. Like
the chancery courts of the eighteenth century, which had sided with
the landed elites, he had few qualms about parties using the law to
their own private benefits, even if this put the entire system at risk.
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Indeed, he explicitly sidestepped an inquiry into the legality of an
endless chain of repos that never settle or the ramification for trust
law that followed from this scheme. This willingness to bow to the
interests of capital makes outright capture of lawmakers and law
enforcers almost unnecessary.

Courts and legislatures have not always and everywhere been
quite as accommodating. The first free incorporation statutes en-
acted by legislatures were spiked with safeguards against the abuse
of the corporate form. In 1811,the state of New York enacted one of
the first free incorporation statutes. It included a sunset provision,
thereby limiting the life span of corporations to 20 years; it imposed
a capital ceiling of$100,000; and it required that the directors of the
corporation be drawn from among the corporation's shareholders."
None of these restrictions still exist anywhere, and they would, of
course, be quite impractical; but they do reflect the wariness oflaw-
makers who sensed that they were about to create a legal structure
over which they might lose control; and they surely did.




