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The idea for this book has been with me for quite some time. It first
emerged when, in the fall 0of 2007, the global financial system began
to teeter toward the abyss. The speed of the unfolding crisis left little
time for deep thinking, but once the eye of the storm had passed,
I, along with many others, sought to discover what might explain
finance’s stupendous expansion in recent decades, and what ac-
counted for its steep fall. Together with collaborators from different
disciplines, I aimed to unpack the institutional structure of different
segments of financial markets, one at a time. To me, the most revela-
tory part of our findings was how familiar the basic building blocks
of the financial system looked, notwithstanding the fanciful assets
that had been created more recently and the system’s unparalleled
complexity. Everywhere we probed a little deeper, we found the
core institutions of private law: contract, property, collateral, trust,
corporate, and bankruptcy law. They had powered the expansion of
markets in financial assets, but, as it turned out, they were also key
determinants in their undoing. When actual returns on these assets
started falling behind expected returns, asset holders enforced their
legal entitlements: they made good on the collateral calls, credit
lines, repo contracts, and bankruptcy safe harbors, and in doing so,
they helped deepen the crisis. Some still got out in time, but many
others found themselves with assets that no one would take, except
the central banks of select countries.

Having identified the core modules of our complex financial sys-
tem, I began to trace their roots back in time. I investigated the evolu-
tion of property rights, of simple debt instruments, the various forms
of pledges and gages that were used to collateralized debt obligations,
the evolution of the use and the trust, the corporate form and the
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history of bankruptcy, the critical juncture when decisions over life
and death in economic life are made. The more I read, the more I
was convinced that what had started as an investigation into global
finance had led me to the fountain of wealth, the making of capital.

This book is the result of that journey. Capital, I argue in this
book, is coded in law. Ordinary assets are just that—a plot of land, a
promise to be paid in the future, the pooled resources from friends
and family to set up a new business, or individual skills and know-
how. Yet every one of these assets can be transformed into capital
by cloaking it in the legal modules that were also used to code asset-
backed securities and their derivatives, which were at the core of the
rise of finance in recent decades. These legal modules, namely con-
tract, property rights, collateral, trust, corporate, and bankruptcy
law, can be used to give the holders of some assets a comparative
advantage over others. For centuries, private attorneys have molded
and adapted these legal modules to a changing roster of assets and
have thereby enhanced their clients’ wealth. And states have sup-
ported the coding of capital by offering their coercive law powers to
enforce the legal rights that have been bestowed on capital.

This book tells the story of the legal coding of capital from the
perspective of the asset: land, business organizations, private debt,
and knowledge, even nature’s genetic code. I do not trace every
turn in the evolution of the law, the twists and tweaks that were
necessary to ensure that the old coding techniques would fit the
new asset. For lawyers, these details are immensely gratifying, but
for outsiders they add a level of detail and complexity that is not nec-
essary to grasp the basic idea about how law creates wealth as well
as inequality. Moreover, there exists a rich literature that traces the
evolution of select legal institutions, such as the trust, the corporate
form, or collateral law. Readers who wish to follow up on this will
find some guidance in the citations provided in the notes. I ask for
understanding from the legal historians and experts on the relevant
legal domains for the simplifications I felt compelled to make to
ensure that the book would be accessible to non-lawyers. These are
the readers I had in mind while writing the book, readers who might
not ever have opened a book about the law for fear that it would be
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too dry and complicated, or perhaps just not relevant. I have tried to
make the legal institutions not only accessible, but also interesting
and relevant for current debates about inequality, democracy, and
governance. The law is a powerful tool for social ordering and, if used
wisely, has the potential to serve a broad range of social objectives;
yet, for reasons and with implications that I attempt to explain, the
law has been placed firmly in the service of capital.

Many people have accompanied me on my journey to write this
book. My colleagues at Columbia Law School encouraged me to
write a book, not just an article, when I first presented my ideas at
a faculty workshop four years ago. My students at Columbia Law
School are always the first ones on whom I try out my new ideas.
They are smart and forthright in their ideas and critiques, and I have
learned a ton from them over the years, teaching them, as it were, the
intricacies of corporate law, financial assets and their regulation, but
also the role of law in development outside the capitalist economies
of the West. I have also enormously benefited from conversations
with former students and alums who are successful practitioners.
Some even joined me in my teaching endeavors and shared insights
with me and my students that are available only to insiders of the
practice of law.

The book also greatly benefited from the research projects and
workshops that were held under the auspices of the Center on Global
Legal Transformation, which I direct at Columbia Law School. I
am most grateful to the funders, in particular the Institute for New
Economic Thinking (INET) and the Max Planck Society jointly with
the Alexander von Humboldt Foundation.

Writing a book can be a rather lonely endeavor. Luckily, I was
given many opportunities to share early ideas and test them on dif-
ferent audiences. Among these were the Buffett Institute at North-
western University, Chinese University of Hong Kong, ETH Zurich,
Goethe University in Frankfurt, Humboldt University of Berlin,
Interdisciplinary Center Herzliya in Tel Aviv, KU Leuven (where I
had the honor of giving the Dieter Heremans Fund Lectures in Law
and Economics in 2016), the London School of Economics, Oxford
University, Tel Aviv University Faculty of Law, as well as participants
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at annual meetings of the Global Conference on Economic Geogra-
phy, the Global Corporate Governance Institute, and WINIR, the
World Interdisciplinary Network for Institutional Research. The
comments and feedback I received at these venues from colleagues
and students helped to clarify my arguments and saved me from
many errors and wrong turns.

I'was also fortunate to have many close colleagues and friends who
cheered me along the way. My late colleague, Robert Ferguson, in-
stilled me with the sense that I was onto something; I only wish I could
have shared the final result with him. Carol Gluck reviewed my book
proposal and urged me to keep my sight on the present and not lose
myself in the past, which was a real temptation. Bruce Carruthers,
Jean Cohen, Hanoch Dagan, Tsilly Dagan, Horst Eidenmiiller, Tom
Ginsburg (and his students), Maeve Glass, Martin Hellwig, Jorge
Kamine, Cathy Kaplan, Dana Neacsu, Delphine Nougayrede, Casey
Quinn, Annelise Riles, Bill Simon, Wolfgang Streeck, Massimiliano
Vatiero, and Alice Wang all read and commented on individual chap-
ters or earlier versions of the entire manuscript. The final product is
so much the better because of their constructive critiques, and I am
most thankful for the time and attention they have given to it.

I am also immensely grateful to two anonymous reviewers, who
offered their own thoughts and advice on how best to strengthen
the book’s arguments and make sure that it lived up to its ambition
to reach a broader audience. Of course, I remain solely responsible
for any and all remaining errors.

Many thanks to my editor, Joe Jackson, who gave me all the free-
dom I wanted, but stood ready whenever I needed advice on how
to improve the book’s structure or its narrative. I was blessed with
Kate Garber as faculty assistant, who helped improve my English,
and pointed out where my writing style was too convoluted to make
sense even to a mind as sharp as hers. Thanks also to the librar-
ians at Columbia Law School, who tirelessly searched for materials
I needed, and to Karen Verde, who polished the final manuscript
with great care.

I am dedicating this book to my husband, Carsten Bonnemann.
He shared my enthusiasm for this project from the outset and has
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been my sounding board throughout the entire writing process. He
never complained that the book was encroaching on our time to-
gether, even though it did on the many occasions when we were
together but my mind was wandering, when yet another opportunity
to teach students or to speak to overseas audiences about the book’s
core arguments drew me away from him, or when, in its final stages,
it even accompanied us on our summer vacation. He was my most
critical reader, asked the most probing questions, and pushed me to
bring my arguments to their logical conclusion, even at the risk of
alienating potential allies or friends. Most important, he reminded
me time and again that there is life beyond a book. Danke.
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Empire of Law

It looks like an elephant’s head: the line that represents the growth
rate and the amount of wealth captured by different income groups
globally between 1980 and 2017; fittingly, it is called the “elephant
curve.” The broad forehead holds 50 percent of the world’s popu-
lation; over the past 35 years they captured a paltry 12 percent of
growth in global wealth. From the forehead a curve leads down to-
ward the trunk and from there, steeply up to the raised tip. The
trunk is where “the one percent” sit; they hold 27 percent of the new
wealth, more than double the amount held by the people clustered
together on the elephant’s forehead. The valley between the fore-
head and the trunk is where lower-income families in the advanced
Western market economies are bundled together, the “squeezed
bottom 90 percent” of these economies.”

It was not meant to be this way. The 1980s witnessed a surge in
economic and legal reforms in developed and emerging markets
alike that prioritized markets over government in allocating eco-
nomic resources, a process that was further galvanized by the dis-
appearance of the iron curtain and the collapse of socialism.’ The
idea was to create conditions by which everyone would prosper.
Individual initiative protected by clear property rights and credible
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contract enforcement would, so the argument went, ensure that
scarce resources would be allocated to the most efficient owner, and
this in turn would increase the pie to the benefit of all. The playing
field may not have been leveled, but the prevailing wisdom was that
by freeing individuals from the shackles of state tutelage, all would
eventually benefit.

Thirty years later, we are not celebrating prosperity for all, but
instead are debating whether we have already, or not quite, reached
levels of inequality that were last seen before the French Revolution,
and this in countries that call themselves democracies, with their
commitment to self-governance based on majoritarian, not elite,
rule. It is hard to reconcile these aspirations with levels of inequality
that smack of the Ancien Régime.

Of course, there has been no shortage of explanations. Marx-
ists point to the exploitation of labor by capitalists. Globalization
skeptics argue that excessive globalization has deprived states of the
power to redistribute some of the gains capitalists make through so-
cial programs or progressive taxation.’ Finally, a novel interpretation
holds that in mature economies capital grows faster than the rest of
the economy; whoever has amassed wealth in the past, therefore,
will expand it further, relative to others.’ These are at least partly
plausible explanations, but they fail to address the more fundamental
question about the genesis of capital:” How is wealth created in the
first place? And, relatedly, why does capital often survive economic
cycles and shocks that leave so many others adrift, deprived of the
gains they had made earlier?

The answer to these questions, I suggest, lies in capital’s legal
code. Fundamentally, capital is made from two ingredients: an asset,
and the legal code. I use the term “asset” broadly to denote any ob-
ject, claim, skill, or idea, regardless of its form. In their unadulter-
ated appearance, these simple assets are just that: a piece of dirt, a
building, a promise to receive payment at a future date, an idea for
a new drug, or a string of digital code. With the right legal coding,
any of these assets can be turned into capital and thereby increase
its propensity to create wealth for its holder(s).
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The roster of assets that are coded in law has changed over time
and will likely continue to do so. In the past, land, firms, debt, and
know-how have all been coded as capital, and as this list suggests,
the nature of these assets has changed along the way. Land produces
foodstuff and shelter even in the absence of legal coding, but finan-
cial instruments and intellectual property rights exist only in law, and
digital assets in binary code, for which the code itself is the asset.
And yet, the legal devices that have been used for coding every one
of these assets have remained remarkably constant over time. The
most important ones are contract law, property rights, collateral law,
trust, corporate, and bankruptcy law. These are the modules from
which capital is coded. They bestow important attributes on assets
and thereby privilege its holder: Priority, which ranks competing
claims to the same assets; durability, which extends priority claims
in time; universality, which extends them in space; and convertibility,
which operates as an insurance device that allows holders to convert
their private credit claims into state money on demand and thereby
protect their nominal value, for only legal tender can be a true store
of value, as will be further explained in chapter 4.°

Once an asset has been legally coded, it is fit for generating wealth
forits holder. The legal coding of capital is an ingenious process with-
out which the world would have never attained the level of wealth
that exists today; yet the process itself has been largely hidden from
view. Through this book I hope to shed light on how law helps cre-
ate both wealth and inequality. Tracing the root causes of inequality
has become critically important not only because rising levels of
inequality threaten the social fabric of our democratic systems, but
also because conventional forms of redistribution through taxes have
become largely toothless. Indeed, shielding assets from taxes is one
of the most sought-after coding strategies that asset holders covet.
And lawyers, the code’s masters, are paid extraordinary fees to place
them beyond the reach of creditors, including the tax authorities,
with the help of these states’ own laws.’

How assets are selected to be legally coded as capital, by whom,
and for whose benefit are questions that cut to the core of capital
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and the political economy of capitalism. Yet, there are few, if any,
answers to these questions in the literature. The reason is that most
observers treat law as a sideshow when in fact it is the very cloth
from which capital is cut. This book will show how and by whom
ordinary assets are turned into capital and will shed light on the pro-
cess by which lawyers can convert just about any asset into capital.
The wealthy often claim special skills, hard work, and the personal
sacrifice they themselves or their parents or forefathers have made
as justifications for the wealth they hold today. These factors may
well have contributed to their fortunes. Yet, without legal coding,
most of these fortunes would have been short-lived. Accumulating
wealth over long stretches of time requires additional fortification
that only a code backed by the coercive powers of a state can offer.

It is often treated as a coincidence that the economic success
that separates modern economies from millennia of much lower
growth rates and much greater volatility of wealth closely tracks
the rise of nation-states that rely on law as their primary means of
social ordering."” Many commentators herald the advent of private
property rights, seen as a critical restraint on state power, as the key
explanation for the rise of the West." Yet, it may be more accurate
to attribute this to the state’s willingness to back the private coding
of assets in law, and not only property rights in the narrow sense,
but also other legal privileges that confer priority, durability, con-
vertibility, and universality on an asset. Indeed, the fact that capital
is linked to and dependent on state power is often lost in debates
about market economies. Contracts and property rights support
free markets, but capitalism requires more—the legal privileging of
some assets, which gives their holders a comparative advantage in
accumulating wealth over others.”

Uncovering the legal structure of capital also helps solve the
puzzle Thomas Piketty presented in his seminal book, Capital in
the Twenty-First Century.” In advanced economies, he showed, the
average rate of return on capital exceeds the average rate of eco-
nomic growth (r>g). Piketty did not explain this puzzle, but settled
on documenting its remarkable empirical regularity. Yet his own
data offer important cues for solving it. In a chapter entitled “The
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Metamorphoses of Capital,” Piketty shows that rural land was the
most important source of wealth until the early twentieth century."
Shares, bonds, and other financial assets as well as urban housing
have since replaced it.

The analysis offered in this book will show that the metamorpho-
sis of capital goes hand in hand with grafting the code’s modules onto
ever new assets, but also, from time to time, stripping some assets of
key legal modules: rural land, the major source of private wealth for
centuries, had long benefited from greater durability as compared
to other assets, but lost this privilege in the UK and elsewhere in
the late nineteenth century. By that time, corporations had become
widely used legal modules not only for organizing industry, but as
incubators of wealth. The corporate form, together with trust law,
is also one of the key legal devices for emitting financial assets, from
shares to derivatives. Last but not least, intellectual property rights
have been on the rise over the last few decades and account for the
lion’s share of the market valuation of many firms today.

Decoding capital and uncovering the legal code that underpins
it regardless of its outward appearance reveals that not all assets
are equal; the ones with the superior legal coding tend to be “more
equal” than others. The gist of this argument has been made before
by the late legal historian, Bernard Rudden. He captured the essen-
tial role of law in fashioning assets that confer power and wealth on
their holders in the following quote:

The traditional concepts of the common law of property were
created for and by the ruling classes at a time when the bulk of
their capital was land. Nowadays the great wealth lies in stocks,
shares, bonds and the like, and is not just movable but mobile,
crossing oceans at the touch of a key-pad in the search for a fiscal
utopia. ( ... ) In terms of legal theory and technique, however,
there has been a profound if little discussed evolution by which
the concepts originally devised for real property have been de-
tached from their original object, only to survive and flourish as
a means of handling abstract value. The feudal calculus lives and
breeds, but its habitat is wealth not land."”
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In this book, I will show that the “feudal calculus” is indeed
alive and kicking, including in democratically governed societies
that pride themselves on guaranteeing everyone equality before
the law—only that some can make better use of it than others. It
operates through the modules of the legal code of capital, which,
in the hands of sophisticated lawyers, can turn an ordinary asset
into capital. Not the asset itself, but its legal coding, protects the
asset holder from the headwinds of ordinary business cycles and
gives his wealth longevity, thereby setting the stage for sustained
inequality. Fortunes can be made or lost by altering an asset’s legal
coding, by stripping some modules from an asset, or by grafting
them onto a different asset. We will see this play out in the rise and
decline of landed wealth; the adaptation of legal coding techniques
to firms; the conversion of loans into tradable financial assets that
can be converted into cash at the doors of central banks; and, finally,
in the rise of know-how as capital. For each of these assets, the legal
coding ultimately determines their capacity to bestow wealth on
their holders. It also provides them with a powerful defense against
challengers: “But it’s legal.”

Law’s Guiding Hand

The legal code of capital may be invisible to the casual observer, but
that does not make it less real. Some may find it easier to believe in
the market’s “invisible hand” immortalized by Adam Smith, than
to spend their time decoding capital’s legal structures.”” And yet,
changes in the legal structure have fundamentally altered the con-
ditions for Smith’s invisible hand to do its work. As is well known,
Smith argued that the pursuit of individual self-interest will inevita-
bly benefit society. Often ignored is the mechanism that powers the
invisible hand. “Every individual,” Smith explained, “endeavours to
employ his capital as near home as he can, and consequently as much
as he can in the support of domestic industry; provided always that
he can thereby obtain the ordinary, or not a great deal less than the
ordinary profits of stock.”” Why so? Because “he can know better
the character and situation of the persons whom he trusts, and if he
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should happen to be deceived, he knows better the laws of the country

from which he must seek redress.”™
tributes the operation of the invisible hand to the market, it might
just as well be read as a reference to the quality of the rules of the
game where business is conducted. The invisible hand does its job
under weak institutions; it becomes superfluous once institutions
are in place that allow economic agents to enforce their rights and
interests anywhere.

Today’s entrepreneurs no longer need to seek redress at home,
and the fate of their wealth is no longer tied to the communities
they left behind. Instead, they can choose among many legal systems
the one they prefer, and enjoy its benefits even without physically
moving themselves, their business, their goods, or assets to the state
that authorized that law. They can code capital as they choose in
domestic or foreign law by opting into another country’s contract
law, or by incorporating their business in a jurisdiction that offers
them the greatest benefits in the form of tax rates, regulatory relief,
or shareholder benefits. Opting out of one and into a different legal
regime leaves only a paper or digital trail but will not compromise
the code’s power as long as there is at least one state that is willing
to back it.

This is so because, since Smith’s writing more than two hundred
years ago, an empire of law has been built that is made primarily
of domestic law but remains only loosely tied to specific states or
their citizens. States have actively torn down legal barriers to entry
and offered their laws to willing takers and have thereby made it
easier for asset holders to pick and choose the law of their liking.
Most states recognize foreign law not only for contracts but also for
(financial) collateral, corporations, and the assets they issue; they
use their coercive powers to enforce it, and they allow domestic
parties to opt into foreign law without losing the protections of local
courts. The phenomenal expansion of trade, commerce, and finance
globally would have been impossible without legal rules that enable
asset holders to carry their local rules with them, or, if they prefer,
to opt into foreign law. Dislodging the modules of capital from the
legal systems that begot them has fostered the creation of wealth

Whereas conventional wisdom at-
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by holders of capital, the ones along the elephant’s trunk, but it has
also contributed to a highly skewed distribution of wealth for others
without access to sophisticated coding strategies.

Realizing the centrality and power of law for coding capital has
important implications for understanding the political economy of
capitalism. It shifts attention from class identity and class struggle
to the question of who has access to and control over the legal code
and its masters: the landed elites; the long-distance traders and mer-
chant banks; the shareholders of corporations that own production
facilities or simply hold assets behind a corporate veil; the banks who
grant loans, issue credit cards, and student loans; and the non-bank
financial intermediaries that issue complex financial assets, including
asset-backed securities and derivatives. The craftsmanship of their
lawyers, the code’s masters, explains the adaptability of the code to
the ever-changing roster of assets; and the wealth-creating benefits
of capital help explain why states have been only too willing to vin-
dicate and enforce innovative legal coding strategies.

With the best lawyers at their service, asset holders can pursue
their self-interests with only few constraints. They claim freedom of
contract but overlook the fact that in the last instance, their freedoms
are guaranteed by a state, though not necessarily their home state. Not
every state, however, is equally accommodating for coding capital.
Two legal systems dominate the world of global capital: English com-
mon law and the laws of New York State.” It should come as no sur-
prise that these jurisdictions also harbor the leading global financial
centers, London and New York City, and all of the top one hundred
global law firms. This is where most capital is coded today, especially
financial capital, the intangible capital that exists only in law.

The historical precedent for global rule by one or several powers
is empire.”” Law’s empire has less need for troops; it relies instead
on the normative authority of the law, and its most powerful battle
cry is “but it is legal.” The states these citizens constitute as “we, the
people” readily offer their laws to foreign asset holders and lease
their courts to enforce foreign law as if it were home-grown, even
if this deprives them of tax revenue or the ability to implement the
policy preferences of their own citizens.” For the global capitalists,



EMPIRE OF LAW 9

this is the best of all worlds, because they get to pick and choose the
laws that are most favorable to them without having to invest heavily
in politics to bend the law their way.

Like most empires of the past, the empire of law is a patchwork;
it consists not of a single global law, but of select domestic laws that
are knit together by rules, including conflict-of-law rules that ensure
the recognition and enforcement of these domestic laws elsewhere,
as well as select international treaty law.”> The decentered nature
of the law that is used to code global capital has many advantages.
It means that global commerce and finance can thrive without a
global state or a global law; and it allows those in the know to pick
and choose the rules that best suit their or their clients’ interests. In
this way, the empire of law severs the umbilical cord between the
individual’s self-interest and social concerns. The legal decoding of
capital reveals Smith’s invisible hand as a substitute for a reliable
legal code—visible even if often hidden from sight, and with a legal
infrastructure firmly in place that is global in scope—that is no lon-
ger serving its purpose. Effective legal protection almost anywhere
allows private self-interest to flourish without the need to return
home to benefit from local institutions. Capital coded in portable
law is footloose; gains can be made and pocketed anywhere and the
losses can be left wherever they fall.

The Enigma of Capital

Capital is a term we use constantly, but its meaning remains ob-
scure.” Ask any person on the street and she will probably equate
capital with money. But as Marx has explained in the introductory
chapter to Das Kapital, money and capital are not the same.* Rather,
in his view capital is produced in a process that includes the exchange
of goods for money and the extraction of surplus from labor.

In fact, the term capital was in use long before Marx immortalized
the concept. The social historian Fernand Braudel traces it back to
the thirteenth century, when it was used to denote interchangeably
a fund of money, goods, or money rented out for interests,” at least
where this was permissible.’® Definitions abound, even today, as
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Geoffrey Hodgson has shown in a careful review of the literature.”
To some, capital is a tangible object, or “physical stuff.”*® To this
day, many economists and accountants insist that capital must be
tangible; if you can’t touch it, it ain’t capital.”’ To others it is one
of the two factors of production; or just an accounting variable.*
And to Marxists, capital is at the heart of fraught social relations
between labor and its exploiters who own the means of produc-
tion, which gives them the power to extract surplus from labor.
The historiography of capitalism does not offer much clarity either.
Some historians confine the “age of capital” to the period of heavy
industrialization; others, however, have pushed the concept back in
time, to periods of agricultural or commercial capitalism.” Our own
post-industrial age has been labeled alternatively the age of financial
or global capitalism.

What makes the concepts of capital and capitalism so confusing is
that the outward appearance of capital has changed dramatically over
time, as have the social relations that underpin it. Against this back-
ground, one might even question whether it makes sense to bundle
historical epochs that differ so fundamentally from one another under
a single rubric of “capitalism.” In this book, I will take the position
that we can, indeed that we should do so, but to justify this we need
to dig deeper and understand the making of capital itself.

To start with, it is critical to note that capital is not a thing; neither
can it be pinned down to a specific period of time, a political regime,
or just one set of antagonistic social relations as between the pro-
letariat and the bourgeoisie.” These manifestations of capital and
capitalism have changed dramatically, yet capital’s source code has
remained almost unchanged throughout. Many of the legal institu-
tions we still use today to code capital were first invented in the time
of feudalism, as Rudden observed in the quote provided earlier in
this chapter.

Marx noted already that ordinary objects must undergo some
transformation before they can be traded in exchange for money
to set in motion a process by which profits are made. He labeled
this process commodification, a necessary but, as we will see, not
a sufficient step in the coding of capital, and he also recognized the
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possibility of commodifying labor. Karl Polanyi disagreed with
Marx about classifying land, labor, or money as commodities. Only
items that are “produced for the market” qualify as commodities,
he argued, and none of these assets are.” Polanyi was correct that
commodification is man-made, but he erred on the nature of this
transformation at the hands of humans: not a physical production
process, but legal coding is key. For commodification alone, two of
the code’s attributes will do: priority and universality. However, to
attain the utmost legal protection, durability or convertibility must
be added to the mix. Capitalism, it turns out, is more than just the
exchange of goods in a market economys; it is a market economy in
which some assets are placed on legal steroids.*

Contrary to Polanyi and many economists today, even humans can
be coded as capital. This is at odds with neoclassical accounts that
describe the production function as the sum of capital (K) and labor
(L), the two factors of production, which together produce goods,
or Q.” This equation treats both K and L as quantities, the price of
which is determined by their relative scarcity. It ignores the power of
the legal code. In fact, with a little bit of legal engineering, L can eas-
ily be turned into K. Many a freelancer, for example, has discovered
that she can capitalize her labor by establishing a corporate entity,
contributing her services to it in kind and taking out dividends as
the corporation’s shareholder in lieu of a salary—thereby benefiting
from a lower tax rate.’® The only input to this entity is human, but
with some legal coding, it has been transformed into capital. Defining
capital as non-human is also at odds with the rise of property rights
inideas and know-how, such as patents, copyrights, and trademarks,
often collectively referred to as “intellectual property rights.” What
else are they but the legal coding of human ingenuity?

Another reason why humans are often excluded from the defini-
tion of capital is that they cannot offer themselves as collateral and
thereby monetize their own labor.” But as I have just shown, they
can contribute their labor as capital to a firm. Law is malleable, and
it is easy to mold human labor as an in-kind contribution. More-
over, when slavery was legal, slaves were not only owned; they were
widely used as collateral to secure loans—in the United States this
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was often done by investors from the Northern, slave-free states,
who thereby helped sustain an inhumane system, even as they con-
demned it in public.”® As a result, when slavery was finally abolished
and the formerly enslaved men, women, and children were set free,
their former owners lost what to them had been a valuable economic
asset.”” Of course, their economic loss pales against the fate their
former slaves had suffered at their hands, which at the time was sanc-
tioned by the inhumane recognition and enforcement of property
rights in humans.*’ The point is that the history of slavery illustrates
the power (not the morality!) of the legal code in the making and
taking of capital, but also of human dignity.

To fully appreciate the versatility of capital, we have to move be-
yond simple classifications and understand how capital obtains the
qualities that distinguish it from other assets. Economists in the “old”
institutionalist tradition have come close, but their contributions
have largely been forgotten.” Thorstein Veblen, for example, sug-
gested that capital is an asset’s “income-yielding capacity.”** And in
his seminal book The Legal Foundations of Capitalism, John Commons
defined capital as “the present value of expected beneficial behavior
of other people.””
the reliability of others’ expected behavior. Ashe documented, in the
late nineteenth century, US courts extended the notion of property
rights from the right to use an object at the exclusion of others to pro-
tect asset holders’ expectations to future returns. Once this was done,
these expectations could not only be taxed; they could be exchanged
and re-invested, and violators of these interests, including the state,
could be charged with compensation for damages."*

Bringing this line of argument to its logical conclusion, Jonathan
Levy defines capital as “legal property [that is] assigned a pecuniary
value in expectation of a likely future pecuniary income.”” In short,
capital is a legal quality that helps create and protect wealth. This
book will shed light on how exactly the critical legal attributes are
grafted onto assets and the work that key legal institutions, the code’s
modules, have done for centuries in creating new capital assets.

Once we recognize that capital owes its wealth-creating capac-
ity to its legal coding, we can see that in principle, any asset can

In his account, law takes center stage in enhancing
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be turned into capital. Viewed in this light, there is nothing new
about the “new capitalism.”** Capitalism’s changing face, includ-
ing its most recent turn to “financialization,” can be explained by
the fact that old coding techniques have migrated from real assets,
such as land, to what economists like to call legal fictions: assets
that are protected by corporate or trust veils, and intangibles that
are created in law."”

Capital’s Legal Attributes

In law, the term “code” is typically used for voluminous books that
compile legal rules. Prominent examples are the big codifications
of the nineteenth century, such as the French and German civil and
commercial codes.* I use the term to show how certain legal insti-
tutions have been combined and recombined in a highly modular
fashion to code capital. Looking back, the most important modules
that were used for this purpose, but by no means the only ones, were
contracts, property, collateral, the law of trusts and corporations, as
well as bankruptcy law. How these modules operate will be explored
in greater detail in the chapters to come. For now, it is sufficient to
understand that these modules bestow critical attributes on an asset
and thereby make it fit for wealth creation, namely priority, durabil-
ity, convertibility, and universality.

Priority rights operate like an ace in a game of cards—ranking
claims and privilege over weaker titles. Having priority rights is criti-
cal for a creditor when the debtor suffers economic ruin and all her
creditors will descend on her assets at once. This is when owners can
request their property, and secured creditors are able to pull out the
assets they have secured and sell them to recover their loss, whereas
the unsecured creditors have to settle for the leftovers. Property
rights confer title to an owner and allow her to remove an asset she
owns from the pool of assets that are in the possession of a bank-
rupt debtor, no matter how loudly other creditors might protest.
Collateral law works in a similar way. The holder of a mortgage,
pledge, or other security interest may not have full title to the asset,
but she has a stronger right than creditors without such protection,
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i.e., the unsecured creditors.” Bankruptcy can therefore be called
the acid test for the legal rights that have been created long before
bankruptcy loomed.

Hernando de Soto, a life-long advocate for bringing property
rights to the poor, has suggested that these rights can turn “dead
land” into “life capital,” because owners can mortgage their land or
other assets to obtain investment capital.”” And yet, this is only half
of capital’s full story. Without additional legal safeguards, debtors
risk losing their assets to creditors if and when they default on their
payments, even if this happens through no fault of their own. History
books are filled with cases of debtors who have lost not only their
family silver, but their shirts to creditors in times of severe economic
downturns. Asset holders who wish to turn their assets into lasting
wealth therefore crave not just priority, but also durability.

Durability extends priority claims in time. Legal coding can ex-
tend the life span of assets and asset pools, even in the face of com-
peting claimants, by insulating them from too many creditors. As
long as it was not allowed to seize all the land of a debtor, even if it
had been mortgaged, land could serve as a reliable source of wealth,
which could be transferred from generation to generation. Not just
any firm, but the ones that are organized as legal entities, can have
an indefinite life span; short of putting them to death by liquidation,
they can operate forever and incubate wealth for a changing roster
of owners or shareholders. Creditors of the corporation itself can
seize its assets should it default on a loan; but, as we will see, the
corporation’s own shareholders cannot gain access to these assets,
and neither can the shareholders’ personal creditors.” Because of
its ability to shield its assets from all but its direct creditors, even
its own shareholders, the corporation has become one of the most
enduring institutions of capitalism.

The third attribute is universality, which not only ensures that
priority and durability will affect the parties who agreed to be bound
by them, but that these attributes will be upheld against anybody,
or erga omnes in Latin legalese. Universality sheds a crucial light on
the nature of capital and its relation to state power. A simple agree-
ment between two parties can exert influence only between the two
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contracting parties, but it cannot bind others. It takes a powerful
third party to extend priority and durability rights against the world
such that others will yield.

Convertibility is the final attribute of capital’s code; it gives asset
owners an explicit or implicit guarantee to convert their assets into
state money when they can no longer find private takers. Convert-
ibility presumes the right to freely transfer an asset. In the past,
even simple debt obligations had to be performed by the original
parties to the contract. But convertibility adds another dimension
to the simple right to transfer (or assign) legal obligations: it gives
asset holders access to state money, the only asset that can retain its
nominal value (not necessarily its real value, as the history of infla-
tion documents).” The reason is that the money states issue as legal
tender is backed by the coercive powers of that state, including the
power to unilaterally impose liabilities on others, i.e. its citizens. This
is what turns state money into a reliable store of value and explains
its unique status among attempts to create private money, the private
debt that is coded in law, or more recently, the cryptocurrencies
that use digits instead.” For financial assets, convertibility is more
important than durability, indeed, is an effective substitute. It allows
the holders of these assets to lock in past gains at a time when other
market participants no longer value them.

State, Power and Capital

The code of capital is a legal code; it owes its power to law that is
backed and enforced by a state. We may negotiate contracts with
others and we may treat them as binding, whether or not they would
be enforceable in a court of law. We may even find an arbiter to
resolve any disputes that might threaten the full implementation of
a commitment we made in the past. If the world consisted only of
such simple deals, law would be trivial, even superfluous;** and for
lawyers, such a world would be rather boring.

Things become more interesting (and more realistic) only in the
face of competing claims to the same asset. Individuals buy or lease
cars, rent an apartment or mortgage a house, receive salaries, buy
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bonds or shares, and deposit money in a bank account. Entrepre-
neurs buy input, hire employees, rent premises, make investments,
enter into contracts for electricity and water, owe taxes, collect
money from selling goods, and pay back loans to creditors. As long
as every obligation is met and every bill paid as it becomes due,
many legal issues remain invisible. They come to the surface with a
vengeance, however, when the individual or entity at the center of
this web of claims falls behind; when liabilities mount, asset values
decline, and it becomes apparent that not all claimants will get what
they had contracted for at the outset. When insolvency looms, in-
sisting on contract enforcement is no longer an answer; instead, it
is time to decide who gets how much and in what order.

Absent such a decision, the first creditor who arrives on the scene
is likely to take it all—a practice that was common before the inven-
tion of bankruptcy law. Its purpose was to avoid a run on the debtor’s
assets, a market failure that in most cases destroys any chance of
reorganization or the efficient reallocation of the debtor’s assets.”
Most bankruptcy codes today impose a simple rank order. Owners
can take out their assets, secured creditors can pull the collateral
from the pool and sell it to obtain satisfaction, and unsecured credi-
tors get the leftovers on a pro-rata basis.

In the best of worlds, creditors with weaker rights as compared
to others would yield voluntarily. Creditors who are in danger of
losing, however, may not be so inclined. Enforcing priority rights
effectively involves more than finding a solution to a coordination
game; someone must stand in for, and, if necessary, execute these
rights. In fact, modern economies are built around a complex net-
work of legal rights of different standing that are backed by coercive
state power.**

When trade and commerce take place primarily within tightly
knit communities, formal law enforcement may not be needed.
Everybody in that community will know who has better rights; after
all, this is how things have always been done. Aslong as most mem-
bers of the group continue to abide by established norms, there will
be little need for complex legal systems, courts, and enforcement
powers. However, when trade and commerce extend beyond the
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boundaries of established spheres of exchange where norms and
entrenched hierarchies are known to all, a different mode of so-
cial ordering becomes necessary, one that is capable of upholding
stronger claims even against strangers.” States and state law are
examples of such institutions, and they have been critical for the
rise of capitalism.

To be sure, law may not always succeed in garnering respect,
and states may at times lack the resources to make enforcement
credible. In many societies law is not perceived to be legitimate and
compliance tends to be weak. Many countries that received their
formal legal system by imposition during the era of colonization
and imperialism tend to have weaker legal institutions than coun-
tries that developed their formal legal institutions internally.”® Under
such conditions, the modules of the code will not produce lasting
wealth effects. Instead, private wealth will be guarded by physical
force, stacked in foreign bank accounts, or coded in foreign law with
foreign courts standing by to back it.”

Law is a powerful social ordering technology; it has been used
for centuries to scale social relations beyond close-knit communi-
ties and to assure strangers that they can risk transacting with one
another to the tune of billions of dollars without ever having to come
face to face. This is so because law that is backed by the threat of co-
ercive enforcement increases the likelihood that the commitments
that private parties made to one another and the privileges they
obtained will be recognized and enforced without regard to pre-
existing social ties or competing norms and that these legal claims
will even be respected by strangers. What exactly gives law this scal-
ing power? This question has concerned social and legal theorists
for generations.”® One answer to this question is that law is backed
by the coercive powers of a state; another reason is law’s capacity
to focus collective expectations that minimize deviant behavior and
encourage decentralized, private enforcement.

Max Weber explained the power of law by invoking the state’s
monopoly over the means of coercion.” Through its courts, bailiffs,
and police forces, states enforce not only their own commands, but
also private property rights and the binding commitments private
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parties make to one another. This does not mean that state power
is omnipresent. As long as the threat of coercive law enforcement is
sufficiently credible, voluntary compliance can be achieved without
mobilizing it in every case.” Others have argued that systems of law
can evolve in the absence of coercive state power.*’ People have been
governing themselves since long before the emergence of modern
nation-states. All it takes for effective self-governance is a central
authority that is capable of proclaiming a binding interpretation of
rules and principles. With this in place, enforcement can be left to
private parties, because they have powerful self-interests to help oth-
ers to enforce their claims in accordance with known and respected
norms, knowing they might need similar support in the future. Pri-
vate parties may not have sheriffs or prisons at their disposal, but
they can shame, shun, and expel members from the group.

This coordination game, however, is likely to work best in set-
tings where all market participants have comparable assets and
interests. In capitalist systems, however, not all assets are equal;
some asset holders have better rights than others. When the rank
order of competing claims is in dispute, relying on others to protect
one’s own claims now, against a vague promise to reciprocate at
some future date, is unlikely to work. The more diverse the assets
and the more uneven their distribution, the greater the need for
coercive law enforcement, and thus for states and their coercive
powers. Herein lies the deeper reason for why states and capital
are joined at the hip.

The fact that capital has become global does not refute the argu-
ment that state power is central for capitalism. For capital’s global
mobility is a function of a legal support structure that is ultimately
backed by states. Many states have committed themselves under
their own domestic law, or in international treaties, to recognize
the priority rights that were created under foreign law. They regu-
larly enforce foreign law in their own courts and lend their coercive
powers to executing the rulings of foreign courts or arbitration tri-
bunals. This legal infrastructure is the backbone for global capitalism
and explains why today’s merchants no longer have to venture home
to protect their spoils.



EMPIRE OF LAW 19

An Exorbitant Privilege

The story about capital and its legal code is complicated, as the legal
modules that are used are complex and hidden in arcane statutory or
case law and the plot frequently develops behind the closed doors of
large law firms, with only a rare airing in a court of law or parliament.
The legal code confers attributes that greatly enhance the prospects
of some assets and their respective owners to amass wealth, relative
to others—an exorbitant privilege.”* Choosing the assets and grafting
onto them the legal attributes of priority, durability, universality,
and convertibility is tantamount to controlling the levers for the
distribution of wealth in society.

This account contradicts the standard argument that capitalist
economies are defined by free markets that allocate scarce resources
efficiently and that prices reflect the fundamental value of assets.*
Many legal scholars have already drawn attention to the fact that the
operation of the market hinges on legal institutions that facilitate
price discovery.” I go a step further and argue that the legal coding
accounts for the value of assets, and thus for the creation of wealth
and its distribution. This should be only too apparent with respect
to financial assets and intellectual property rights that do not exist
outside the law. However, it is also true for simpler assets that were
used as the prototypes for legal coding, such as land or pools of as-
sets held together in firms.

States and state law are central to the coding of capital. States have
not only dismantled existing rights and privileges to make room for
the power of market forces, as Polanyi has pointed out.”” Capital and
capitalism would not exist without the coercive powers of states.”®
States often do not, in fact they need not, control the legal coding
process itself. Indeed, at the frontiers where new capital rights are
minted day by day in the offices of law firms, states take a back seat.
But states provide the legal tools that lawyers use; and they offer
their law enforcement apparatus to enforce the capital that lawyers
have crafted. Not all coding strategies will go unchallenged, and
some of them will be struck down at a future date. Many, however,
will never be scrutinized and others will survive the challenge; and
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the few that are eventually struck down often have already produced
fortunes for their holders.

The ability to graft the code’s modules onto an ever-changing
roster of assets makes lawyers the true masters of the code of capital.
In principle, anybody has access to lawyers and their coding skills,
but the market for legal services ensures that only the best-paying
clients can hire the most skillful among them. The specifics about
how assets are selected for legal coding are rarely scrutinized. The
common depictions of law as stable, almost sacrosanct, immunize
from the public eye the work that is done more and more in private
law firms, and less and less in parliaments or even courtrooms.

The states’ willingness to recognize and enforce privately coded
capital, indeed to foster it by recognizing innovative coding strate-
gies and the expansion of asset classes that can be legally coded as
capital, may seem puzzling. Many a state has fallen for the promise
that expanding the legal options for some, including offering them
exemptions from general laws and other legal privileges, will enlarge
the pie and offer greater prosperity for all. They frequently realize
only later that the trickle is often rather small. More important, most
of the benefits from capital do not trickle down; they trickle up to
capital holders who repatriate their gains or place them behind the
legal shields other jurisdictions afford them to protect their wealth
from tax and other creditors.”

Another explanation is that states themselves have more to gain
than to lose from privileging capital by backing the private cod-
ing efforts that create it. States benefit from economic growth,
because it boosts their tax revenue and allows them to raise debt
finance. The fate of governments in democracies in particular has
been tied ever more closely to their governments’ ability to produce
growth. Growth rates, and the rise of stock markets, not the distri-
bution of wealth or indices of human development, have become
the standard measures for adjudicating success or failure of elected
governments—in itself an indicator of the enormous cognitive sway
capital has over polities. Yet, as many states have realized, the power
of the tax sword has been blunted by sophisticated legal coding strat-
egies that can hide assets from their reach. Even more generally,
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promoting the interests of capital first and foremost boosts private,
not necessarily national, wealth and thereby fosters inequality.” To
see why this is so, we need to decode the legal structures of capital.

Summary and Outlook

In this introductory chapter, I have outlined the major themes of
this book: Capital is coded in law, and, more specifically, in institu-
tions of private law, including property, collateral, trust, corporate,
bankruptcy law, and contract law. These are the legal modules that
bestow critical legal attributes on the select assets that give them a
comparative advantage over others in creating new and protecting
old wealth. Once properly coded, capital assets enjoy priority and
durability, are convertible into cash, or legal tender, and, critically,
these attributes will be enforced against the world, thereby attaining
universality. This works because states back and, if necessary, coer-
cively enforce the legal code of capital, whether or not they had a
direct hand in choosing the coding strategy for the asset in question.

Recognizing that capital is made, and not simply the product of
superior skills, shifts attention to the processes by which different as-
sets are slated for legal coding and to the states that endorse relevant
legal modules and offer their coercive powers to enforce them. As
I will show, this process is both decentralized and, in only seeming
contradiction, increasingly global. Private attorneys perform most
of the work on behalf of their clients, and states, for their part, offer
their own legal systems as a menu from which private parties get to
pick and choose. As a result, many polities have lost the ability to
control the creation and distribution of wealth.

In the following chapters, I will illustrate this argument by show-
ing how different asset classes have been coded as capital, starting
with land (chapter 2) and moving on to firms (chapter 3), debt
(chapter 4), and know-how (chapter 5). This survey sets the stage
for unpacking the legal order that sustains global capitalism in the
absence of a global state or a global legal system (chapter 6) and for
exploring the rise of the global legal profession, the masters of the
code (chapter 7). While law has been the foremost coding technique
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for the past several centuries, it is no longer the only contender for
claims across time and space; the digital code has become a close
competitor. However, as I will argue in chapter 8, its greatest powers
will likely come not from offering an alternative to the legal code,
but from using the legal code as a shield to protect private gains.

The questions of access to and the distribution of legal coding
powers will be raised throughout the book, but they are taken up
more fully in the book’s final chapter, entitled “Capital Rules by
Law.” There I will argue that the coding of capital occurs typically
in a much more decentralized fashion than Marxists would have it.
Asset holders do not need to capture the state directly, much less win
class struggles or revolutions; all they need is the right lawyers on
their side who code their assets in law. This highly fragmented way
of deciding how wealth is distributed in society raises fundamental
political and normative questions. After all, law is the predominant
means by which democracies govern themselves; yet the law they
furnish is used by private parties, the holders of capital assets and
their lawyers, to advance their private interests. As the code of capi-
tal has become portable, it has taken over the space that was once
occupied by the invisible hand. The creeping erosion of the legiti-
macy of states and their laws in the face of growing inequality is a
direct result of this structural bias that is rooted in the legal code of
capital. The increasing threat to law’s legitimacy may turn out to be
capital’s greatest threat yet.



Coding Land

The Maya peoples of Belize scored a legal victory at the country’s
Supreme Court in 2007, when the court recognized their collec-
tive land use practice as a property right that was protected by the
constitution.' The case offers a glimpse into the making of property
rights and highlights the critical role courts often play in vindicat-
ing practices as law—if only after centuries of denials and decades
of legal battle. The legal battle of the Maya against their own gov-
ernment also shows that the question of which claims are worthy
of property rights protection does not precede but is imbued with
state power.” As will become apparent, the Maya had to learn the bit-
ter but not uncommon lesson that, absent the state’s willingness to
back their claims, their legal victory was at best a partial one; and at
worst toothless. Finally, the case illustrates that states are not neutral
when it comes to whose interests in an asset shall be given priority;
promises of future gains are more likely to find their blessing than
claims that assert self-governance or seek to ensure environmental
sustainability.

Land has played an outsized role for much of human history, as
a source of sustenance and for our cultural identity, along with so-
cial, economic, and political life. Even today, billions of people still

23
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literally live off the land, harvesting its fruit, grazing animals, and
using the water it carries and its underground resources.’ Rural land
constituted the most important source of wealth even in industri-
alizing countries into the early twentieth century.* Since then, in-
tangibles, including financial assets and intellectual property rights,
have outpaced land in the creation of wealth, but these assets use
the same legal modules that were first tried and tested for coding
land as capital.

This chapter unpacks the development of the basic techniques
for coding capital that were first used for land and later transposed
to other assets. By coding land as private property, individuals
could capture its monetary value at the expense of others. Land-
owners, however, soon discovered that these priority rights might
not protect them against their own creditors; they needed to add
durability to priority to protect land as their family wealth and
they found lawyers who set up a trust or corporate entity to which
assets could be transferred, and thereby protected from various
groups of creditors. But the story of the Maya and their quest to
legally code their claims to the land also holds the promise that
legal coding might be used for purposes other than private wealth
maximization; as the reasoning of the highest court of Belize sug-
gests, property rights can take many shapes and forms, and they
might just as well be used to protect collective use rights and sus-
tainable practices.

From Usage to Legal Title

The Earth’s surface is an abundant resource for humans and other
living beings. It is part of nature and, unlike financial assets, legal per-
sons, or intellectual property, it has existed since before humans con-
quered the Earth.” Human conquest has taken different forms over
the millennia, subjecting land to occupation, cultivation, excavation,
construction, and, last but not least, legal coding. When competing
groups fought over access to the same land, they often fought over
land itself. Legal dispute settlement offers an alternative and perhaps
more peaceful way to clarify priority rights, although the results can
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be as brutal as physical conquest; indeed, legal battles over land have
often gone hand in hand with the battles on the ground.

The dispute between the Maya and the government of Belize pit-
ted indigenous peoples with a long history of occupancy on the land
that is now part of the state of Belize against the country’s govern-
ment. At the heart of the dispute was the fact that the government
had granted concessions to logging and mining companies without
consulting the Maya or offering them any compensation for the losses
they incurred as a result. The Maya and their legal representatives—a
law clinic from a US law school’—claimed that they had a superior
right to the land and that by granting concessions to investors to
exploit the land’s natural resources, the government had violated
their property rights. The Maya, however, had no formal title to the
land. The question for the court to decide was whether informal
occupancy and established collective use practices over centuries
qualified as a property right under the country’s constitution.

The constitution of Belize provides that every person has a right
to “protection from arbitrary deprivation of property”;” and fur-
ther, that “no property of any description shall be compulsorily
acquired except by or under a law” that stipulates the principles for
reasonable compensation and grants recourse to the courts, and
only for a public purpose.® This language resembles the Fourteenth
Amendment of the US Constitution, which states that no person
“shall be deprived of life, liberty or property, without due process
of law.”” Neither constitution, however, defines what property is,
and these two are by no means exceptions. Most countries’ con-
stitutions presume property rights but don’t define them, and it
is rare to find so much as a reference to who, within the constitu-
tional order, has the power to define new property rights or alter
existing ones."

The Maya claimed that their centuries-old use practices gave
them priority rights to their land, which they should be able to use as
they wished. They offered evidence that their ancestors had already
lived by similar rules that governed access by members of their com-
munity to the land and its resources. This basic governance struc-
ture had remained intact for centuries, notwithstanding dramatic
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changes, including their dislocation and decimation under colonial
rule. Perhaps these use practices did not look like the private prop-
erty rights that are typically used to turn simple assets into capital
in capitalist systems. But nowhere in the Belize Constitution does
it say that property rights have to take a specific form; i.e., that only
rights that are purposefully installed to produce future returns rather
than, say, to ensure the sustenance of a people and the sustainability
of their environment, is a defining feature of property.

The court organized its inquiry into three parts: first, it inquired
into the nature of the relations the Maya had to the land; second,
it asked whether these relations had in fact survived colonial con-
quest, first by the Spanish and later by the British; and finally, it
turned to the question of whether the claimed right was in fact a
property right under the country’s post-independence constitution.
Because the Maya asserted property rights, they had to prove their
case. Anthropologists were flown in to testify about the practices of
the Maya today and in the past, and historians parsed the difference
between sovereignty and private property rights. The fact that the
Maya had used the land subject to “unwritten customary rules and
values that form part of the social, cultural, and political organization
of our communities” was not really in dispute." The real question
was whether the government of Belize could claim superior rights
and therefore had the legal power to grant concessions to mining
companies on the Maya’s land without their approval and without
compensation for taking their land.

The government of Belize argued that whatever claims the Maya
might have had in the distant past, British colonial conquest had
put an end to them. Colonial conquest had undone not only their
sovereignty, but also their property rights. As the legal successor
to the British Crown, the state of Belize therefore now held the
exclusive right to all land that had not been formally titled, which
gave it the power to grant logging and mining concessions as it
wished.” This is quite a case to be made by a government of a
country that acquired independence only in 1981, but the argument
had some legal appeal, because under international law Britain
and other Western powers have forged over centuries, sovereignty
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indeed passes hands when power is transferred.” Nonetheless, it
did not prove to be a winning argument, because the court drew a
line between territorial sovereignty and private property.” There
were no records showing that the British Crown explicitly over-
ruled preexisting individual or collective rights to land. A complete
reordering of preexisting property rights in occupied territories,
according to the court, would have required some purposeful act,
and this was not apparent. The fact that the Crown had granted
concessions to some (British) mining companies on those terri-
tories without much regard to preexisting rights, even that it had
reassumed control over the land in question after such companies
had gone bankrupt, was deemed insufficient for proving an intent
to alter property rights on the ground.

This then set the stage for assessing the legal quality of the Maya’s
claims to their land. The court framed its argument by citing a case of
the Privy Council from 1921 about a land dispute in Nigeria, another
former colony of Great Britain. The Privy Council has its origins in
the old King’s Council; its Judicial Committee serves as the highest
court of appeal for members of the British Commonwealth that still
accepted its jurisdiction after independence. Belize did so until 2010,
when it delegated the power of judicial oversight to the Caribbean
Court of Justice instead.

As the Privy Council opined in its 1921 ruling,

There is a tendency, operating at times unconsciously, to render
that title conceptually in terms which are appropriate only to
systems which have grown up under English law. But this ten-
dency has to be held in check. [ ... ] [A] community may have
the possessory title to the common enjoyment of a usufruct, with
customs under which its individual members are admitted to en-
joyment, and even to a right of transmitting the individual enjoy-
ment as members by assignment inter vivos or by succession. To
ascertain how far this latter development of right has progressed
involves the study of the history of the particular community and
its usages in each case. Abstract principles fashioned a priori are
of but little assistance and are as often as not misleading.”
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Property rights, in other words, come in many different forms,
and it falls to courts to discern their specific contents and meaning
by observing actual practices rather than imposing their own pre-
conception. With this in mind, the Belize Supreme Court proceeded
to describe the legal nature of the land use practices, based on ac-
counts that were provided by the expert witnesses. The Maya’s land
practices were “of a usufructuary nature” and comprised the right to
“occupy the land, farm, hunt and fish thereon, and to take for their
own use and benefit the fruits and resources thereof.” These rights
were held not individually, but in community.

But did this amount to a property right under the country’s con-
stitution? In search of an answer to this question, the court turned
to the preamble of the Belize Constitution. The state shall protect
the “identity, dignity and social and cultural values” of all peoples
of Belize, it says. In addition, the court cited other constitutional
provisions, including protections against discrimination, and finally,
it turned to the country’s statute on property law. Property, this
statute declares, “includes any thingin action and any interest in real
and personal property.”” The Maya’s use rights, the court reasoned,
fit into an “interest in real property,” but the definition is so open-
ended that one wonders what does not constitute a property right.

The point of following the court’s reasoning in some detail here
is to illuminate the process by which property rights are made into
law—typically not in a top-down fashion by statute, not even by con-
stitutional law. Rather, they are negotiated case by case by matching
actual practices to legal concepts. The process of legal reasoning is
much more open-ended than conventional claims about the ben-
efits of “clear property rights” would have us believe, and typically
involves multiple sources of law."” Some arguments may be more
persuasive than others, and in many cases, there can be more than
one right answer. Legal scholars in the realist and critical legal stud-
ies tradition made this point long ago.” Whether this means that
law is but a disguise for the exercise of naked power is debated to
this day. But one need not adopt such a radical position to see that
the fashioning of property rights in law is a complex process that is
pregnant with value judgments and power.
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In the case of the Maya, the Supreme Court of Belize bent to
the calls for justice for indigenous peoples that had, at long last,
received UN backing with an international convention adopted in
1989.*° With an open mind to their plight, it consulted case law of the
Privy Council, the Inter-American Commission on Human Rights
(IACHR), as well as that of other courts in Australia, New Zealand,
and Canada, which were dealing with similar legal issues contempo-
raneously. With the exception of the decisions of the Privy Council,
these decisions were not binding on the Belize court, and the court
made clear that it used them only in an advisory capacity. Still, there
islittle doubt that they influenced the court’s interpretation of Belize
law and the Belize Constitution.

After extensive hearings, the court handed a legal victory to the
Maya, but the government of Belize simply ignored the ruling of its
own supreme court and continued to encourage mining on their
lands. The Maya won a battle but were unable to win the war against
their own government, on the legal protection of which their own
priority rights depended.

Turning Land into Private Property

The Maya desired legal protection of their rights to the land, but
the notion of individualized private property was an alien concept
for them. Their claims to their land followed a different logic, one
of common use, of managing access to and protecting the land and
its resources as the foundation for their way of life. They certainly
had no intention of turning their land into capital and extracting its
monetary value. It is one of the paradoxes of history that they sought
protection in property rights, the same legal modules that landlords
in England had used half a millennium earlier, not to protect but to
destroy a similar set of collective rights, the commons.

The enclosure of the commons started in the early 1500s, with
the Enclosure Acts that Parliament enacted only between 1720 and
1840 marking the tail end of the movement.” Estimates suggest that
by 1600 most arable land in England was already enclosed, leaving
only about 24 percent of land that was still held in common, most
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of which was wasteland.” To understand the enclosure of land, we
therefore must go beyond the big Enclosure Acts and take a closer
look at the legal and physical enclosure battles that preceded them.

Under feudalism, land was not freely alienable but rather assigned
in exchange for military and other services and political loyalty. The
transfer of land conferred specific use rights, not full title, including
the right to the fruits of the land and jurisdiction over the peasants
who tilled it. Neither landlords nor tenants, much less peasants,
could transfer the land at their free will. Transfer upon death was
subject to mandatory primogeniture rules, giving priority to the
first-born son. Neither could land be repossessed by creditors, not
even secured creditors. Creditors could claim the fruits of the land,
but under the writ of elegit, a statute dating back to 1285, they could
claim at most half of the land, and even this only for as long as it took
for the fruits of the land to cover past debt.”

These restrictions did not exist because alternatives were un-
known. Early English treaties compiled prior to the Norman con-
quest followed the Roman legal tradition, which treated land just like
other objects of property rights.** In Roman law a property right was
considered an absolute right that included the right to use, possess,
and alienate an asset. However, following the Norman conquest,
legal practice in England increasingly ignored these treaties. For two
centuries, from 1290 to 1490, the terms “property” and “ownership”
dropped out of the vocabulary in court cases concerning land, even
as these terms continued to be used for “chattel,” that is, goods and
animals. Rights to land were neither unified nor absolute; there were
only “greater” or “higher” rights, and only the king could claim an
absolute right to the land. Yet, already by the end of the 1600s, a
remarkable change had taken place. “A grand rule was emerging:
whoever had the ‘general’ or ‘absolute’ property in a thing could
assert the interest against everyone in the world, and whoever had
the ‘special’ property (like a specific use right or collateral), could
assert it against everyone but the ‘general’ or ‘absolute’ owner.””

This legal transformation of the law of realty occurred in lockstep
with the enclosure movement, in which landlords asserted absolute
rights over the land they had earlier shared with the commoners—the
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peasants who tilled the land or grazed their cattle on it.>° In pursuit
of their exclusive rights, the landlords built hedges and fences, and
petitioned local courts claiming title based on first use. The com-
moners responded by tearing down the same hedges and fences,
ploughing over the land the landlords had set aside for grazing sheep,
and also petitioning the courts.

Both sides faced substantial legal uncertainty. There were no titles
or title registries—England introduced a voluntary land registry only
in 1881 and made it mandatory as late as 1925.” The whole battle
therefore was about whose claim to the land the courts would rec-
ognize as superior and on what grounds. Both sides relied on custom
and legal tradition. Long-term occupancy and continued land use
could sway a court to recognize a superior right; conversely, the
failure of the commoners to challenge changing use patterns for too
long could be read as yielding to superior rights held by others. Legal
battles were therefore not an alternative to the landlords’ attempt to
hedge and fence what they claimed to be theirs, nor were the com-
moners’ breaking them; the physical and legal battles over the land
went hand in hand.

Courts did not always side with the landlords who spearheaded
the enclosure movement. Some cases lingered in courts for decades
and spanned generations as the rulings swung back and forth be-
tween landlords and commoners.” In the long run, though, land-
lords prevailed in court, and this ultimately gave them the upper
hand on the grounds as well. For their part, the commoners were
not oblivious to legal strategies and often had lawyers representing
them. In the end, however, they suffered from several disadvantages.
The landlords described the commoners as rioters who stood in the
way of new land use practices that promised not only greater returns
for them, but, so they claimed in a move that rings familiar even
today, prosperity for all.

The common law courts heard some of the cases; however, most
disputes were taken to the Star Chamber, a late thirteenth century
spinoft from the King’s Council, which later morphed into the chan-
cery courts. These courts were freed from the rigidities of the com-
mon law and, instead, ruled in equity, that is, on broad principles
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of justice, and since the reign of Elizabeth I (1558-1603), they were
increasingly used as a corrective to the common law courts. Unlike
the common law courts with their jury trials, the chancery courts
followed a written procedure. Neither plaintiff nor defendant ap-
peared in court, and instead were examined by a clerk of the court
in London or by a commissioner in the country. While this may have
compensated for lack of literacy on the part of many commoners, it
also left them at the mercy of clerks and commissioners who por-
trayed them in the court filings.

Finally, landlords may well have had the better lawyers on their
side. Lawyers who served private clients were known in England
since the thirteenth century, but a true legal profession did not come
about until the late sixteenth century. Statistical data are incomplete
and are available only for some institutions but are indicative of a
broader trend. Between the 1590s and the 1630s, the number of law-
yers called to the bar at the Inns of Court, for example, increased
by 40 percent; and between 1578 and 1633, the number of attor-
neys enrolled in the court of Common Pleas increased from 342 to
1,383, that is, by a factor of four. Equally important, many lawyers
came from the same social ranks as their future clients and invariably
shared with them a common worldview.”

The successful enclosure of the land created the conditions for
an emerging land market—a radical change in societies that had re-
volved around stable relations to land, which provided sustenance
and also served as the foundation of political and economic power.
Land sales rose steadily since the late 1500s and by 1610 were 250
percent higher than 50 years earlier.” Part of this can be attributed
to the Crown seizing land owned by monasteries, churches, and
bishops and throwing it on the market after its rupture with the
pope; but the legal enclosures of land and its increasing use for com-
mercial purposes played a critical role as well.

The legal and doctrinal battles over private property rights in land
continued for much of the seventeenth century. Most treaties on
property rights continued to assert that the king was the only one to
have absolute rights, but some treaties began to prepare the grounds
for private individuals to claim similar powers for themselves.” By
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the early 1800s, a digest of case law concluded that “an absolute
proprietor hath an absolute Power to dispose of his Estate as he
pleases, subject only to the Laws of the Land.”** A new legal concept
of absolute private property rights was born.

This new legal concept has since conquered the world. First, it
was taken to the colonies and later it became the blueprint for eco-
nomic policy advice by the World Bank and other agencies.” Wher-
ever English settlers went, there were already “first” people with
their own long-standing relations to the land, but nowhere did they
encounter the legal concept of private property rights to land. The
Crown claimed territorial sovereignty in “settlers’ colonies” of North
America, Australia, and New Zealand, but territorial sovereignty did
not necessarily alter existing rights to the land. Still, legal uncertainty
left ample room for settlers to pursue aggressive land acquisition and
occupation strategies with the expectation that their claims would
eventually be recognized as full legal title.**

The Crown sought to balance the possible costs of warfare with
the benefits of settlement. To this end, it often entered into treaties
with indigenous peoples to demarcate the territory that was left to
their autonomous governance. Fearing anarchy and disorder from
disputes between settlers and the indigenous peoples that would
drag British soldiers into prolonged conflicts, it at times prohibited
settlers from venturing beyond these agreed boundaries. However,
it either lacked the power and resources to effectively enforce these
demarcations or it simply acquiesced in the settlers’ land-grabbing
tactics. Settlers and land hunters (both individuals and companies),
for their part, had strong incentives to gain control over land either
by squatting or by cutting land deals with locals.” Still, the nature
of the right they received in such deals was often vigorously dis-
puted; the settlers claimed absolute property rights, whereas the
indigenous peoples asserted that they had only parted with some
type of “use rights.”

Just like the battle over land enclosures in England in the six-
teenth century, many disputes between European settlers and the
indigenous peoples ended up in court. In New Zealand, for example,
special courts were established to resolve land disputes. They were
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typically chaired by an English judge, with three chiefs represent-
ing indigenous peoples serving on the bench as well. Records from
these events are sparse, and it is unlikely that all disputes were won
by the settlers. Still, the overall balance tipped in their favor, not least
because they relied on two legal arguments: discovery and improve-
ment. The reasoning went as follows: First Peoples had no notion of
individual ownership. They may claim prior use over the European
settlers, but they could not possibly be said to “own” the land in any
legal sense. In contrast, the Europeans discovered the land and im-
proved it.”® By switching from seniority, a principle that landowners
had invoked regularly in their legal battles with the commoners back
home, to discovery and improvement, the presumption of legal title
shifted from the First Peoples to the settlers.

The most elaborate statement of the “discovery doctrine” can be
found in a US Supreme Court ruling of 1823 in Johnson v. M Intosh.
Justice Marshall wrote at the time that

the United States . . . have unequivocally acceded to that great
and broad rule by which its civilized inhabitants now hold this
country. They hold, and assert in themselves, the title by which it
was acquired. They maintain, as all others have maintained, that
discovery gave an exclusive right to extinguish the Indian title of
occupancy either by purchase or by conquest; and gave also a
right to such a degree of sovereignty, as the circumstances of the
people would allow them to exercise.”

By virtue of this court ruling, America’s First Peoples had become
squatters of the land of which they had been the first, and until not
too long ago, the only occupants. Soon thereafter, Congress enacted
the Indian Removal Act 0f1830.* American Indians were forced into
reservations, and their land was carved up into plots that were zoned
and titled into individualized property rights ready to be used for
monetary gain; the Indians’ land was turned into capital. M’Intosh
was later overruled, but by that time the fate of the Indian peoples
in the United States had been sealed. One of the greatest “conquests
by law” had been achieved by altering the cause for recognizing a
superior right: discovery and improvement extinguished first in time
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claims. Discovery and improvement became the winning arguments
for settlers who had bet all along that aggressive capture would give
them title eventually; similar practices later brought about the “sec-
ond enclosure movement,” this time not of land, but of knowledge.”

Protecting the Spoils

Having rights empowers individuals and groups; and the “right
to have rights” is inextricably linked to belonging to a legal order
backed by a state.* By the same token, rights come with strings at-
tached, with obligations and liabilities. This quid pro quo is also at
the heart of the argument that private property is efficient: only a
private owner is said to fully incorporate the costs of using her asset
and thus make the most efficient use of it."" After all, she will bear the
losses of overuse. Of course, owners prefer to enjoy the benefits of
ownership without bearing its costs and they have employed lawyers
to help them have their cake and eat it too.

After having secured formal title over the land, English landlords
enjoyed exclusive use rights, which were further fortified through
legislation that made poaching, breaching hedges, and cutting down
trees a felony punishable by death—and without clergy.” The land-
lords were now free to use the land for private gains by herding sheep
and selling the wool for profit into textile production; or by grow-
ing crops that could be sold to city dwellers. To finance their new
ventures, and sometimes only to increase their consumption, they
mortgaged their land to creditors. This gave them access to funding,
but it also put their new property rights at risk.

Like other forms of collateral, a mortgage gives a creditor addi-
tional security in the event the debtor defaults on his loan, in which
case the creditor may try to seek satisfaction from the secured asset.
In The Merchant of Venice, William Shakespeare immortalized the
nature of collateral in a rather grizzly fashion. In the play, Antonio
asks the merchant Shylock for a bridge loan; his own capital is tied
up in a ship that is approaching Venice, but he wants to help out
a friend who needs cash immediately to woo the wealthy heiress
Portia to marry him. As soon as the ship arrives on shore, he will
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return the money. Being certain that the illiquidity of funds he is
currently experiencing is only temporary, Antonio accepts the con-
dition Shylock demands. Should he fail to repay the loan within 30
days, Shylock shall have the right to carve out from Antonio’s body
one pound of flesh.

Against all odds, Antonio’s ship capsizes, and his liquidity prob-
lem turns into an insolvency problem. Antonio has no choice but to
default on the loan and Shylock insists on enforcing his collateral,
a revenge for Antonio’s frequent anti-Semitic tirades against him.
The Duke refuses to intervene: a deal is a deal. This is when Portia,
disguised as a doctor of laws, appears on the scene and uses the
skills of legal interpretation to spare Antonio’s life.* “This bond
doth give thee here no jot of blood. The words expressly are ‘a
pound of flesh’,” but no more.** Shylock, she suggests, has the right
to take his “bond,”

But in the cutting it, if thou dost shed

One drop of Christian blood, thy lands and goods
Are by the laws of Venice confiscate

Unto the state of Venice."

The English landowners who had mortgaged their land did not
face death when their creditors came after them; but they feared for
their newly amassed wealth, which they wished to pass on to the next
generation. They found willing helpers in the country solicitors who
used an old legal institution, the entail, to prevent the family estate
from being “sold, mortgaged, or dispersed at will.”** To the outside
world, nothing changed; but the rights to their estate, the land and
the family mansion, were recoded. The head of the household was
turned from an owner into a life tenant of a family estate that was
entailed to his first-born son. The life tenant held the estate on behalf
of future generations and therefore could not possibly transfer the
right to seize all the property to a creditor. Under the old feudal writ
of elegit from 1285, enacted in a very different political and economic
order, creditors could seize at most half of the land. The entail turned
land from a commodity that could be freely sold into a keep-safe for
family wealth. Not modern principles of property rights, but the
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combination of individual priority rights with medieval-style legal
privileges, made these rights durable and thereby turned land into
private wealth, or capital.

The attraction of this legal scheme is apparent in statistics that
show that by the middle of the nineteenth century, between one-
half and two-thirds of all the land in England was entailed and as
such subject to strict family settlement.” Writing in 1866, the news
magazine, The Economist, declared the system “wholly absurd” for a
country that had found itself in the midst of a rapid industrialization
process.*® And yet, closer scrutiny reveals that the massive accumu-
lation of wealth during the age of industrialization and beyond owes
much to legal protections such as the entail that protect holders of
capital from their creditors. “The use,” “the trust,” and later on the
corporate form were employed to similar ends.

Andyet, even the best coding strategies don’t always hold water.
The highly complex and opaque system of land relations, with indi-
vidual property rights at its core but carefully guarded against the
rights of creditors who might seize these property rights to cover
their claims, increasingly came under stress. At a time when new
technologies were becoming more widespread and mining coal and
other natural resources fueled the process of industrialization, the
legal constraints associated with entailing the land for future gen-
erations prevented life tenants from making much needed invest-
ments. This would have altered the family estate in violation of the
life tenant’s legal commitment to maintain the estate intact for the
next generation.

For some time, landowners were still able to find creditors will-
ing to lend money or roll over their debt yet another time. To offer
these creditors better legal protections, lawyers advised life tenants
to negotiate a partial release from the “entail” that protected the
family estate from their claims; sometimes, however, the life tenant
with the help of his lawyers separated out assets and placed them
into a trust to the benefit of certain creditors—a reversal of fortunes,
but with identical coding techniques.* Banks came up with their
own solution; they demanded that life tenants handed over the title
deed to the property to secure their loan, which made it impossible
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to offer the land to other creditors as security; thus the “bankers’
mortgage” was born.”

But when free trade policies gained ground in the middle of the
century, and the corn laws that had protected agriculture from for-
eign competition through tariffs were repealed in 1846, it was only
a matter of time before the economic logic of a carefully crafted but
increasingly uncompetitive system would run its course, and it came
down like a house of cards: creditors refused to roll over the debt
of landowners one more time, over-indebted landowners defaulted
on their loans, the credit system ground to a halt, and agricultural
production collapsed.

The depression that gripped agriculture in the 1870s finally
brought about legal reforms that had been in the making since the
1830s, and, remarkably, had been implemented in England’s North
American colonies 150 years earlier.” Still, without concurrent po-
litical change, the project of reforming the English law of realty may
well have faulted yet again. As it happened, in 1880 landowners for
the first time lost control over the House of Parliament. A year later,
the Conveyance and the Settled Land Acts were adopted, which de-
clared the life tenant the rightful owner of the property and allowed
creditors to enforce against the entire family estate. Only the family
mansion retained a special status: its sale required family members’
consent, but if withheld, a court could sanction the sale.”

The courts, which had long sided with landowners and protected
the coding strategies their lawyers had devised to keep their family
wealth intact, now turned against them.” A famous case that was
filed a few years after the reform legislation was enacted turned the
deeply indebted heir of one of the oldest estates in England, the
Savernake Forest, against his uncles who sought to prevent him from
selling the Tottenham Mansion to Lord Iveagh, the head of the Guin-
ness brewing empire.” The case made it all the way to the House of
Lords, which approved the sale of the mansion. The reform legisla-
tion, the lords ruled, “was to prevent the decay of agriculture.” The
court therefore had an obligation to consider not only the interests
of the parties to the settlement, that is, the “spendthrift peer” and
his uncles, but also the “interests of the estate itself, including in that



CODING LAND 39

expression the well-being of the persons from whose industrial oc-
cupations its rents and profits are derived”—the peasants and other
workers whose livelihoods also depended on the productivity of the
land. Private property, in the eyes of the Lords, also served a public
purpose, giving courts the power to curtail private rights—here the
uncles’ power to veto the sale of the mansion—when their exercise
threatened to undermine it.

The legal reform of the English law of realty went hand in hand
with the decline of rural land as the most important source of private
wealth—{first in Britain, and increasingly elsewhere. It marked a dra-
matic change in the legal coding of land. Prior to the 1881 reforms,
landowners not only enjoyed priority rights but could mobilize com-
plex coding strategies to ensure that the family wealth remained in-
tact, no matter how much debt the life tenant had accumulated. The
reform legislation effectively stripped land of one of capital’s critical
attributes, namely, durability. From one day to the next, the same
land that had served as the primary source of wealth for centuries
was turned into an ordinary asset, a simple commodity that could
not only be freely bought and sold but could easily end up on the
auction block. Indeed, the reform legislation triggered a reallocation
ofland in England on a scale not seen since the enclosure movement.
More than 20 percent of land changed hands within the two decades
following the reforms.”

Coding Land in the Colonies

In Britain’s North American colonies, the equivalent of the Settled
Land and Conveyance Acts of 1881 had been introduced 150 years
earlier. The “Act for the More Easy Recovery of Debts in His Maj-
esty’s Plantations and Colonies in America” (Debt Recovery Act)
of 1732 gave creditors the right to seize all land, including family
estates, and to put it on the auction block.” The immediate effect
of the law was to break up large agricultural estates, especially in
the southern states. It also triggered the first major slave auctions
as creditors made good on foreclosing against all “assets” they had
secured for their loans.”
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The fact that England enacted these reforms in North America in
1732 but waited until 1881 to implement similar reforms back home
demonstrates the ideology, but perhaps even more the political
economy at work in the coding and uncoding of capital. English
lawmakers did not lack knowledge about alternatives to the com-
plex land conveyance regime that solicitors had pieced together for
wealthy families; they lacked the political will to implement them.”
The calculus in the colonies was different. There, the English leg-
islature had few qualms about shifting the balance of power from
owners to creditors; to state the obvious, in most cases the creditors
in question were Englishmen.

The estate-busting effect of the Debt Recovery Act in the United
States had the potential to set the stage for a more egalitarian dis-
tribution of wealth, one that was closer to the republican spirit of
North American colonies, which soon constituted themselves as
the United States of America. Yet, asset holders in the new world
soon learned the art of employing law to code their private wealth as
their forefathers had done in the old world; and they found lawyers
who would do this for a fee and legislatures with a sympathetic ear.
Indeed, in the decades affer independence, American law adopted
many features of legal coding techniques that had served English
wealthy elites so well. At times, the legal transplants even displayed
features of English law, which had already been overturned in the
home country of the common law. In the words of the legal historian,
Joshua Getzler, American law readily embraced “dynasticism, dead-
hand controls, perpetuities, judgement-proofing of assets, and [the]
creation of fanciful purpose trusts, all policies reined in or banned
in English law.”” Empirical data suggest that the United States re-
mained much more egalitarian than Europe until well into twentieth
century.” However, the seeds had long been sown for the path to
riches for those not only lucky enough to own assets, but who also
had access to lawyers who could code them as capital.

The less fortunate were still sometimes able to mobilize the po-
litical process to protect their assets from looming impoverishment
in the face of a massive economic downturn, but even here power
politics played a critical role. Many state legislatures in the United
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States enacted debt moratoria during the nineteenth century to level
a playing field of legal rights that protected creditors at the expense of
debtors, who were often at risk of losing everything through no fault
of their own given the volatility of commodities markets.” In the eyes
of some economists, these debt moratoria were efficient, because
they adapted contracts to a complex world that was (and continues
to be) beset by future events that neither party could have possibly
foreseen; by intervening and imposing temporary relief or subject-
ing the sale of assets to state scrutiny, the legislatures helped “com-
plete” these contracts, making them, in the words of economists,
“stage-contingent.””” However, most of these debt moratoria were
later struck down by the courts for violation of a provision in the Con-
stitution that prohibits states from interfering in private contracts.”

The most telling part of the story of debt moratoria in US eco-
nomic history, however, is the political economy behind the decision
to invoke them in the first place. The states that were most likely to
adopt them were the new states on the Western frontier of the coun-
try; the least likely were the “old” Southern states. There, landed
elites had amassed enough wealth to weather even severe economic
storms; in fact, they often benefited from the opportunity to buy
up land at very low cost from peasants who were no longer able to
carry the debt they owed to their creditors—who not infrequently
were the landed elites.

Faced with the same predicaments of a highly volatile agricul-
tural economy, peasants in British colonies were never given the
option of a debt moratorium. In India, for example, British coloniz-
ers introduced legal reforms that strengthened creditor rights by
allowing them to evict peasants who were unable to pay their loans
as they came due.® The immediate goal of these reforms was to
break the monopoly of usurious money lenders, lower the costs of
debt finance, and ensure that peasants could expand production and
thereby boost Britain’s tax revenue. Yet, when global cotton mar-
kets collapsed at the time of the American Civil War, these power-
ful rights triggered a chain reaction that threatened Britain’s rule.
Creditors used their rights to evict peasants on a large scale; these
landless masses in turn rose up against their rulers; they staged a
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“mutiny,” as the Royal reports called their revolt against the plight
of impoverishment.

A grand experiment to introduce property rights and encourage
debt finance without any protections for the new debtor/owners
from external shocks had come to a dramatic end. This, however, has
not prevented a repeat of this experiment in developing countries
around the globe, where titling programs continue today to privilege
monetizing the value of land over sustenance of small peasants and
other land users. If and when a debtor defaults, the creditors may
take their assets, but they will ensure that they will have greater du-
rability in their own hands by employing the right coding strategies.

Empirical studies suggest that, in former colonies, where Europe-
ans were able to settle, property rights were created that resembled
their home institutions, helping to spur economic development and
the production of private wealth. In contrast, in colonies where dis-
ease factors prevented settlements on a large scale, colonial powers
created institutions primarily for extracting wealth, leaving these
countries far behind their peers.* The authors of these studies have
interpreted these results to suggest that European settlement and
the transplantation of their property rights to the colonies spurred
economic development. They say little about how wealth was dis-
tributed between settlers and locals, although it is well established
that colonization created substantial inequalities between European
settlers with lasting effects even today.*

Decoding the Trust

The legal institution that has been used most frequently for adding
durability to landowners’ property rights is “the trust.” It is a power-
ful device that has been used, time and again, to protect the assets of
the wealthy. The trust is unique to Anglo-American law and arguably
is one of its most ingenious modules for coding capital. The civil law,
with its Roman law origins, has little patience for this legal device,
because it muddles the distinction between contract and property
law.”” But this is precisely what makes the trust such a desirable tool:
where the civil law requires a formal act for transferring property
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rights, the handover of an object, or the registration of a title, under
English law, a trust can be established by a simple deed drawn up in
the private offices of a lawyer. Without signaling a change in property
rights to the rest of the world, the trust effectively reorders property
rights to an asset, and courts have upheld this reordering.”

This is how it works: A trust allows an owner (called a settlor) to
transfer an asset into a legal shell, which is set up only for this pur-
pose. In a second step, the rights to the asset are divided between
the trustee, who holds formal title, and the beneficiary, who receives
the (future) economic interest. Once the trust deed is drawn up and
the asset transferred to the trustee, the settlor no longer owns the
asset; his personal creditors therefore cannot seize it to satisfy their
claims. The trust property is now managed by a trustee who holds
formal title to the asset; the trustee can sell it, but only for the benefit
of the beneficiary, and he must replace it with like assets.

The trustee holds formal title to the assets in the trust, but he has
no right to the profits or any other economic benefits and his creditors
therefore have no access to the assets in the trust either. And last, the
beneficiary has an expectancy in the asset, but not a fully matured
property interest. It took some time for creditors of the beneficiary
to convince courts that they should be able to enforce against this
future interest.” In short, by insulating assets from various groups
of creditors, the trust works magic in enhancing their durability. Not
surprisingly, to this day it is a favorite legal coding device among the
wealthy who wish to protect their assets from tax authorities and other
creditors. It is also a standard legal module for securitizing assets, in-
cluding mortgages, a practice that we will encounter in chapter 4.

The history of the trust reveals an intricate interplay between pri-
vate coding strategies, legislative push-back, renewed innovation,
and, eventually, vindication of private coding efforts by a court of law.
The trust had a predecessor, which was called “the use,” that made
its appearance in the late thirteenth century. Some sources explain
its origins with the prohibition of members of the Franciscan order
to own any assets. To get around this restriction, land was legally
transferred to another entity, a town or village, but “for the use” of
the Friars.” Other explanations point to efforts to sidestep mandatory



44 CHAPTER 2

primogeniture rules, to transfer interests to land at a time when land
was in principle unalienable, or simply to avoid taxes. The common
law courts at first refused to enforce the “use,” but the private practice
of conveying land in private deeds continued nonetheless.

In 1484, Richard III recognized the use by statute in an effort to
make visible the rights to land that had been created with its help.”
The statute stipulated that the beneficiaries of the use should be
treated as if they had the power to convey property; in short, they
were to be treated as full owners—400 years before the Land Con-
veyance Act of 1881 made the exact same legal move in response to
the practice of entailing land that had removed land from the reach
of the life tenants’ creditors. The increasing popularity of the use,
however, undermined the Crown’s tax revenue. By 1526, therefore,
fees were levied on those wishing to create uses, and unlicensed
uses were sanctioned. Subsequent legal enactments, in the form
of the Statute of Uses and the Statute of Enrollments, both passed
in 1535, attempted to regulate its application more generally.”” The
Statute of Uses sought to reinstate the king’s entitlements and pre-
rogatives over land, but the plan ultimately failed. Decades of private
transactions proved impossible to undo. Moreover, lawyers quickly
discovered loopholes in the statutes and filled them with a new de-
vice that bore an uncanny resemblance to the use but was different
enough to fit within the gaps of the statutes’ language; when the
courts gave their blessing, the trust took the place of the use.

The trust is a legal device that is designed to protect assets and as
such serves those who have assets, that is, the wealthy. Not surpris-
ingly, it is a critical module for coding capital. In the early nineteenth
century, when the middle class became richer, the trust became more
popular and the assets that trusts shielded became more varied. In
addition to rural land, trusts often held portfolios of urban land and
houses, but also government bonds and corporate shares.” Trust law
changed along the way, and the trust morphed from a safe-keeping
device for individual or family wealth into a vehicle for shielding
business assets. Long before the corporate form offered a standard-
ized asset-shielding device, the trust was used by business owners
in England and North America to similar ends.”* Trustees obtained
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greater powers to manage complex pools of assets; the role of trustees
was professionalized and many solicitors offered their services as
trustees. In response, new rules were fashioned for trustees, including
their ability to charge fees, and, not surprisingly, restrictions on their
liability to the beneficiaries as well. Finally, when courts sanctioned
the possibility that the beneficiary could not be only one person, but
many different investors, it became the go-to vehicle for pooling and
securitizing assets, as we will discuss in chapter 4.

Made in Law

The account of how land has been coded as capital offered here dif-
fers from conventional accounts that portray property rights as the
quintessential institution for economic prosperity.” For economists,
the major purpose of property rights is to align the interests of the
owner with the most cost-efficient use of the asset. Optimizing the
use of assets was what animated Ronald Coase’s famous example
of two neighboring farmers, one herding cows, the other trying to
grow crops, which of course the cows eat or trample over.” There
are many solutions to this problem of conflicting interests; one of
the two farmers might build a fence, move the crops elsewhere,
start herding cows, or the other might pay for damages or switch
from cattle to crops himself. If property rights have been clearly al-
located, that is, if the two parties know what their respective rights
are and what they are worth in monetary terms, they can calculate
the costs each would have to incur, enabling them to resolve their
dispute and reach an optimal solution through negotiation. Such
an efficient outcome is achievable at least in a world without trans-
action costs. However, Coase himself stressed that in the real world,
transaction costs are ubiquitous, which is why the initial allocation
of property rights by the law actually matters a great deal. Yet, as we
have seen, landowners did not just bargain with creditors to protect
their interests; they employed lawyers who coded their interests in
law and thereby helped tilt the playing field in their favor.

This then raises the question of where property rights and other
legal entitlements such as those associated with the trust come from
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in the first place. Property rights are not given; they are “acquired
rights,” as Adam Smith acknowledged. “Property and civil govern-
ment very much depend on one another. The preservation of prop-
erty and the inequality of possession first formed it, and the state of
property must always vary with the form of government.””” Estab-
lishing formal title or recognizing certain claims as formal property
rights under the law, however, is only a first step. Individual property
rights are often said to give the owner the power to use, control,
or alienate an asset as he chooses and exclude everyone else, but
frequently the exercise of these rights conflicts with equally legiti-
mate claims others might raise. There is no absolute property right
with immutable boundaries. Even Blackstone recognized as much.
Property, he said, is an “absolute right, inherent in every English-
man ( ... ), which consists in the free use, enjoyment, and disposal
of all his acquisitions, without any control or diminution, save only
by the laws of the land.”” Property rights, in other words, find their
limits in general laws; where the boundaries lie exactly is always and
necessarily contested.”

In short, property rights and similar legal entitlements evolve
in the interstices of states, power, and the law. When recognizing
or denying claims to an asset as legally protected property rights,
states often play into the hands of powerful parties. Vesting some
with legal entitlements while denying similar treatment to others,
and stripping certain protections from some assets and grafting them
onto others are actions that make or destroy wealth. And yet, if the
state’s actions were limited to establishing priority rights, most of
the wealth thus accumulated would be short-lived, subject to the ups
and downs of economic cycles and technological change. This would
arguably make for a much fairer but also a more volatile world. The
first to realize the cost of volatility are typically the asset holders
themselves. Once they have secured priority rights, they invariably
seek additional protection to ensure that their wealth will endure.
For this, they need not just priority, but durability, and both attri-
butes must be made universally enforceable. This is something that
private parties, on their own, cannot do; they need a powerful state
and its laws to accomplish this.



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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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 15, 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.* At that time, they settled in Montgomery, Alabama and opened
asmall 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 130 years (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 of local 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 of legal entities." 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,
itinsulates 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 a peculium, 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 pay off 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.” 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 of legal 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 fotal 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.>° 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 of limiting 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.% 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
of LBHI 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 $11 billion 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 it were, 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.* 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 of legal 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.

Asis 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 of last 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.” 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
tewer 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 ofits
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 its power 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 u