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| nt roducti on

That states conpete for incorporations by publicly traded
conpani es has | ong been a paradigmin corporate | aw schol ar shi p.
The prem se of state conpetition is the basis of a debate over
whet her such conpetition results in a "race to the top" or a
"race to the bottonf which started | ast century and conti nues up
to today.?3

Signifying the long history and acclaim of the assertion
t hat states conpete for incorporations, regulatory conpetition
theorists regularly derive |lessons from draw parallels to, or
di stinguish between conpetition for i ncorporations and
conpetition in other areas. Thus, for exanple, the proposa
that the federal securities laws should be repealed and
responsibility for securities regulation devolved on the states
is explicitly based on the view that state conpetition for

i ncorporationis effective and beneficial.*Sinmlarly, the debate

3 See Wlliam W Cook , A Treatise on Stock and Stockhol ders 1604-05 (3d
ed. 1894) (noting that federalism in corporate law in the United States was
driving some states to liberalize their corporate statutes); Russell Carpenter
Larcom The Del aware Corporation v-vi (1937) ("Two points of view may be held
concerning the effects of this kind of |law making in the conpeting states. On
the one hand it may be mmintained that, in the effort to procure revenue, |aw
making is reduced to a conpetitive basis and that this is undesirable, or at
| east of questionable social value. ... The other point of viewvisualizes this
conpetition, induced perhaps by selfish notives, as | eading to progress"); Cary;
W nter, Romano, Bebchuk Harvard, Bebchuk now, Romano now, E+F)

4 See Roberta Romano, Enpowering | nvestors: A Market Approach to Securities
Regul ation, 107 Yale L.J. 2359 (1998) (analogizing purported state conpetition
for incorporations to proposed system of state conpetition in securities
regul ati on); Roberta Romano, The Need for Conpetitionin International Securities
Regul ation, 2 Theoretical Ing. L. 387 (2001) (defending her proposal to permt
state conpetition for securities regulation by arguing that states effectively
conpete for incorporations); see also Stephen J. Choi and Andrew T. Guzman,

1



over how financial institutions should be regul ated has been
said to parallel exactly the debate over state conpetition for
incorporations.® By contrast, the proposal that states shoul d
have greater authority over the design of environnental
protection is prem sed on the argunent that conpetition in this
area differs fromconpetition for incorporations.® Oher fields
drawing on the notion that u. S. states conmpete for
i ncorporations include bankruptcy law,’ tax policy,® limted

liability conpany law, ® blue sky law ®© secured transactions

Nati onal Laws, International Money: Regulation in a dobal Capital Mrket, 65
Fordham L. Rev. 1855 (1997).

5 See Howel I E. Jackson, Centralization, Conpetition, and Privatization in
Fi nanci al Regul ation, 2 Theoretical Ing. L. 649 (2001) (regulation of financia
institutions); see also Henry N Butler & Jonathan R Macey, The Mth of
Conpetition in the Dual Banking System 73 Cornell L. Rev. 677 (1988); Mark David
Wal | ace, Life in the BoardroomAfter FI RREA: A Revisionist Approach to Corporate
Governance in Insured Depositary Institutions, 46 U Man L. Rev 473 (1992)
(regul ati on of savings and | oans).

6 See Richard L. Revesz, Rehabilitating Interstate Conpetition: Rethinking
the "Race to the Bottoni rationale for Federal Environmental Regulation, 67
N.Y.U L. Rev. 1210 (1992); see also Daniel C. Esty, Revitalizing Environnmenta
Federalism 95 Mch. L. Rev. 570 (1996); Peter P. Swire, The Race to Laxity and
the Race to Undesirability: Explaining Failures in Conpetition Anong
Jurisdictions in Environnmental Law, 14 Yale J. on Regul ati on 67 (1996); Jonat han
H Adler, Wetlands, Watefow, and the Menace of M. WIson: Comerce Cl ause
Jurisprudence and the Linmts of Federal Wetland Regulation, 29 Envt’l. L. 1
(anal yzi ng wetl ands regul ations).

7 See, e.g., Wlls M Engledow, Cleaning Up the Pigsty: Approaching a
Consensus on Exenption Laws, 74 Am Bankr. L.J. 275, 296-97 (2000) (analyzing
st at e bankruptcy exenption |l aws); David A. Skeel, Jr., Lockups and Del awar e Venue
in Corporate Law and Bankruptcy, 68 U Cin. L. Rev. 1243 (2000) (analyzing
bankruptcy venue).

8 See Peter D. Enrich, Saving the States from Thensel ves: Conmerce Cl ause
Constraints on State Tax Incentives for Business, 110 Harv. L. Rev. 377 (1996)
(exam ning inplications of state conpetition theory on state tax incentives for
busi ness | ocati ons).

9 Carol A. CGoforth, The Rise of the Limted Liability Conpany: Evi dence of

a Race Between the States, But Headi ng Where?, 45 Syracuse L. Rev. 1193 (1995)
(analyzing LLCstatutes); Larry Ribstein, Statutory Forns for Cl osel y-Held Firnmns:
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| aw, 1 corporate law in the European Union, ' conputer |aw, %3
wel fare policy,!* choice of law, 15 trust |aw, '® and | egal ethics. '’
In short, the state conpetition paradigm has profoundly
i nfluenced the schol arship of corporate and several other areas
of | aw.

The thesis of this article is that the notion that states
conpete for incorporations is largely a nyth. Oher than

Del aware, no state is engaged in significant and sustained

Theories and Evidence fromLLCs, 73 Wash U. L.Q 369 (1995) (analyzing LLCs).

10 Mark |I. Steinberg, The Enmergence of State Securities Laws: Partly Sunny
Skies for Investors, 62 U Cin. L. Rev. 395 (1993) (analyzing blue sky |aws).

1 Edward J. Janger, Predicting When the Uniform Law Process WII Fail
Article 9, Capture, and the Race to the Bottom 83 lowa L. Rev. 569 (1998)
(secured transactions | aw).

12 See, e.g., David Charny, Conpetition anong Jurisdictions in Formulating
Corporate Law Rul es: An American Perspective on the "Race to the Bottom' in the
Eur opean Communities, 32 Harv. Int’| L.J. 423 (1991) (using “state conpeititon”
paradogm to anal yze whether corporate law in the E. U should be harnonized);
Karsten Engsig Sorenson & Mette Neville, Corporate Mgration in the European
Union, 6 Colum J. Eur L. 181, 186-87 (2000) (noting that European choice | aw of
rules for corporations are justified as preventing an U.S. style race to the
bottom; Ronald J. G Ison, G obalizing Corporate Governance: Convergence of Form
or Function, 49 Am J. Conp. L. 329, 350-56 (discussing possible inplications of
U.S. style regulatory conpetition on structure of corporate lawin the E U.).

13 Brian D. McDonald, The Uniform Conputer Information Transactions Act,
16 Berkeley Tech. L.J. 461 (2001) (analyzing conputer information transaction
I aw) .

4 See, e.g., Sherryl D. Cashin, Accounting for the Tyranny of State
Majorities, 99 Colum L. Rev. 552 (1999) (analyzing welfare policy).

5 See, e.g., Larry E. Ribstein, Delaware, Lawyers, and Contractual Choice
of Law, 19 Del. J. Corp. L. 999 (1994).

16 Stewart E. Sterk, Asset Protection Trusts: Trust Law s Race to the
Bottonf?, 85 Cornell L. Rev. 1035 (analyzing asset protection trusts).

7 H Ceoffrey Multon, Jr., Federalismand Choice of Lawin the Regul ation
of Legal Ethics, 82 Mnn. L. Rev. 73 (1997) (analyzing |legal ethics).
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efforts to attract incorporations by public conpanies.'® Modern
state conpetition schol ars'® have m sconceived the incentives of
states to attract incorporations and mnmisinterpreted their
actions.

Part | analyzes the incentives to conpete. W show that,

common assertions to the contrary notw thstanding, no state

18 W& focus on conpetition for public corporations for two reasons. First,
the prior literature, including many of the argunments made and much of the
evi dence adduced, relates to public corporations. [Cite Wnter, Romano
(reincorporation, inportant provisions) Bebchuk/ Cohen, Daines JFE, check other
Bebchuk]. Second, the market for incorporations by public firnms is segregated
fromthe market for close corporations. |In terms of substantive |aw, public
corporations seek rules appropriate for conpanies with a large nunmber of
di spersed shareholders. Closely held firnms, many of which have a single
sharehol der, are nore concerned with adm nistrative ease and veil -piercingrules.
Even with respect to cl ose corporations with nore than one sharehol der, for which
fiduciary duty |law matters nore, different rules are likely to be optimal than
for public corporations because the nature of the fiduciary duty problens differ
[ Rock/ Wachter] and because various protective devices (such as nobst provisions
of the securities |aws, stock exchange rul es, and i ndependent board nenbers) are
not avail able to close corporations. Intermof adjudication, public corporations
care about the quality of courts, whereas close corporations care |ess about
court quality (since sharehol der di sputes are i nfrequent) [Kahan/ Kamar] and nore
about their geographic proximty. The market structure, where half of public
firms are Del aware corporations but nost private firms incorporate in their hone
state or seek an alternative organizational form (such as an LLC), even though
Del aware assesses ninimal franchise taxes on nonpublic corporations, is
consistent with such segnmentation. Also cite to lan Ayres, Judging Cl ose
Corporations in the Age of Statutes, 70 Wash. U. L.Q 365, 377-78 (1992).

19 There is historical evidence that states may have conpeted for
i ncorporations at about 1890. See, e.g., Seligman, Harold W Stoke, Econonic
I nfl uences upon the Corporation Laws of New Jersey, 38 J. Pol. Econ. 551, 575-76
(1930) (docunenting charternongering anong states at the turn of the century),
WlliamE. Kirk, 111, A Case Study in Legislative Opportunism How Del awar e
Used the Federal -State Systemto Attain Corporate Pre-Em nence, 10 J. Corp. L
233 (1984); Christopher Grandy, New Jersey Corporate Charternongering, 1875-1929,
49 J. Econ. Hist. 677, 688 fig.4 (1989); Larkom? W have not investigated this
evidence and our article does not address this tine period. Mar ket s and
conpetitive dynamcs obviously change over time, and the market for
i ncorporations is no exception. Even if states conpeted for incorporations 100
years ago, nost no |longer do so and have not done so for some tine. W note
parenthetically, however, that many of the changes that took place in American
corporate law and are attributed to state conpetition [free incorporations,
unlimted life/size, others] occurred in other industrialized countries, that
| ack the federal structure giving rise to the possibility of state conpetition
at about the sanme tine. Thus, even for that wearlier time period, the
signi ficance of state conpetition may have been exagger at ed.

4



other than Delaware would earn substantial franchise tax
revenues by attracting incorporations. The standard story --
that states conpete to gain franchise tax revenues -- is just
wong. W also exam ne whether states would benefit from
attracting |egal business associated with incorporations. W
show that the benefits fromattracting such busi ness are rather
nodest .

Part Il considers whether states engage in actions that may
reflect an effort to attract incorporations. W consider three
types of actions: the design of statutory |aw (including the
adoption of the Model Business Corporation Act, the adoption of
anti-takeover |laws, and other statutory revisions); the design
of judge-made | aw; and the design of the court system W find
no significant actions with respect to the design of judge-nmade
law and the design of the court system Wth respect to
statutory |law, we conclude that the activities by states do not
evidence a significant effort to attract incorporations.

We are still working on Parts IlIl and IV, and have not
included them in this draft. Part 11l will exam ne why the
profits that Del aware reaps fromincorporations have not induced
ot her states to conpete. Part IV will discuss the inplications

of our anal ysis.



|. Do States Have Incentives to Conpete?

The nost inportant element of the theory of state
conpetition is that states have strong incentives to attract
incorporations. In the context of state of conpetition for
i ncorporations, this incentive is said to derive fromfranchise
tax revenues that <corporations pay to their state of
i ncorporation. Reflecting the conventional w sdom M chael
Kl ausner explains: “when a corporation incorporates in a
particular state, the state gains franchise fees. States,
t herefore, have nonetary i ncentives to produce ... corporate | aw
with which to attract firms.”2° Ot her state conpetition schol ars

agree. 2!

20 M chael Kl ausner, Corporate Law and Networks of Contracts, 81 Va. L.
Rev. 757, 841-42 (1995).

2l See, e.g., WlliamL. Cary, Federalismand Corporate Law. Reflections
Upon Del aware, 83 Yale L.J. 663, 664 (1974) (“Wile corporation statutes had been
restrictive, theleadingindustrialized states began renoving the limts upon the
si ze and powers of business units. The states ... eager for the revenues derived
fromthe traffic in charters, joined in advertising their wares.”); Ralph K
W nter, State Law, Sharehol der Protection, and the Theory of the Corporation, 6
J. Legal Stud. 251, 255 (1977) (“An inportant mechani sm generating change in
Ameri can corporate | aw has thus been the conpetition anong states for charters.
Both Delaware ... and its conpetitors candidly admt that the purpose of
corporate code revisions has been the attraction of charters to their state in
order to produce significant tax revenues”); Roberta Romano, Enpowering
I nvestors: A Market Approach to Securities Regul ation, 107 Yale L.J. 2359, 2388
(1998) (“In the corporate | aw setting, the benefit is financial: States collect
franchi se tax revenues fromlocally incorporated firns”); Roberta Romano, The
Genius of Anmerican Corporate Law 15-16 (“In both the Cary and the Wnter
positions, the goal of maxim zing [frnahcise tax] revenues functions as the
invisible hand ... [T]he revenue-maxinm zi ng expl anation of state chartering --
to whi ch both sides of the debate subscribe -- is intuitively conpelling to those
famliar with the field ...”) Lucian Arye Bebchuk, Federalism and the
Corporation: The Desirable Linmits on State Conpetition in Corporate Law, 105
Harv. L. Rev. 1437, 1451 (1992) (“States clearly derive benefits fromin-state
i ncorporations. Incorporations bring with themfranchise tax and fee revenues
as well| as patronage for in-state law firms, corporation service conpani es, and
ot her business. Thus, states have an interest in increasing in-state
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In Section 1, we argue that the conventional w sdomthat
states stand to earn significant franchise tax revenues from
attracting incorporations is incorrect. Wth the exception of
Del aware’s, franchise taxes are sinply not structured to

generate such revenues.

i ncorporations”); Bernard S. Black, |Is Corporate Law Trivial?: A Political and
Economi c Analysis, 84 Nw. U L. Rev. 542 (1990) (“states learned that witing
flexible rules can increase franchise tax revenues”); Douglas J. Cumm ng &
Jeffrey G Maclntosh, The Role of Interjurisdictional Conpetition in Shaping
Canadi an Corporate Law, 20 Intl. Rev. L. & Econ. 141 (2000); Larry E. Ribstein,
Del aware, Lawyers, and Contractual Choice of Law, 19 Del. J. Corp. L. 999, 1007
(1994) (*“The standard expl anation of the state conpetition for corporate lawis
based on the states’ incentives to earn franchise and related fees from
i ncorporating firms.”); John C. Coffee, Jr., The Future as Hi story: The Prospects
for d obal Convergence in Corporate Governance and Its Inplications, 93 Nw U
L. Rev. 641, 650 (1999); WIlliam W Bratton & Joseph A MCahery, The New
Econom cs of Jurisdictional Conpetition: Devolutionary Federalismin a Second-
Best World, 86 Geo. L.J. 201, 266 (1997) (“The states have conpeted for
chartering businesses for a century, offering attractive codes and ancillary
services in exchange for franchise tax revenues”); David A Skeel, Jr.,
Ret hi nki ng the Line Between Corporate Law and Corporate Bankruptcy, 72 Tex. L
Rev. 471, 517 & n. 196; Jonathan R Macey, Corporate Law and Cor por ate Gover nance:
A Contractual Perspective, 18 J. Corp. L. 185, 195; Frank H. Easterbrook & Danie
R. Fischel, The Econom c Structure of Corporate Law 212 (1991) (“Managers may
incorporate in any state, no matter where the firm s assets, enployees, and
investors are |located. States thus nust conpete with each other to attract
i ncorporations. Jurisdictions successful in this conpetition obtain revenues
from franchi se fees and taxes and create demand for the services of the |oca
bar”). Most of these comentators do not provide support for the assertion that
states earn franchise tax revenues by attracting incorporations. Rather, they
cite to other commentators or, occasionally, to anecdotal evidence from the
begi nning of the twentieth century [cites]; but see Jonathan R Macey & Ceoffrey
P. MIller, Toward an Interest-Goup Theory of Del aware Corporate Law, 65 Tex. L.
Rev. 469 (1987) (arguing that states design their corporate laws primarily to
increase the legal business of its corporate bar, and only secondarily to
i ncrease their franchise tax revenues); WIlliamJ. Carney, The Political Econony
of Conpetition for Corporate Charters, 26 J. Legal Stud. 303, 306-07
(1997)(“States conpete with each other for chartering business not only because
it produces franchise tax revenues for the chartering state but also because
interest groups within the state are benefited by this activity”); Melvin Aron
Ei senberg, The Structure of Corporation Law, 89 Colum L. Rev. 1461, 1511 (1989)
(remarking that | egi sl atures, as public bodies, my be gui ded by noral concerns);
Mark J. Loewenstein, Del aware as Denon: Twenty-Five Years After Professor Cary’s
Polemc, 71 U. Colo. L. Rev. 497, 506-07 (2000) (noting that, in thirty-three
states, franchise tax revenues account for |ess than half percent of total taxes
collected); WIlliam J. Carney, The Production of Corporate Law, 71 S. Cal. L
Rev. 715, 718 (1998) (noting that revenues from chartering do not present a
significant incone source for large states and that interest groups explain
devel opnent of corporate law in nost states).
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I n Section 2, we exam ne a secondary benefit sonetines cited
to explain why states conpete for incorporations: to attract
| egal business for the | ocal bar.? W argue that the benefits to
the state and to |local lawers from such additional business
provi de, at best, weak incentives for states to conpete for
i ncor porations.

In Section 3, we address four potential objections to, and
extensions of, our analysis: the claimthat states are engaged
in “defensive” conpetition; the argunent that the present
franchise tax structure represents a formof “bait and sw tch”
strategy; the extent to which states would earn franchise tax
revenues if several states restructured their tax and engaged in
active conpetition; and the evidence that states that adopt
corporate |law innovations sooner earn higher franchise tax

revenues.

1. Franchise Taxes and |Incentives to Conpete

Franchi se taxes do not provide neaningful incentives for
states to conpete for incorporations. As presently structured,
states other than Del aware woul d not gain significant franchise
tax revenues even if they succeeded in attracting a substanti al

fraction of publicly traded corporations.

22 See Roberta Romano, Law as a Product: Sone Pieces of the |Incorporation
Puzzle, 1 J.L. Econ. & Org. 225, 240-41 (1985); Kl ausner, supra note _ , at 771,
Bebchuk, supra note __, at _ ; Easterbrook & Fischel, supra note _ , at __
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(i) Annual Franchise Taxes

Consider first annual franchise taxes, which provide the
bul k of states’ franchise tax revenues. Fourty-five states
charge conpani es that are incorporated in the state either a tax
based on the amount of business conducted in the state, or a
smal | flat fee (less than $150 a year), or both. The forner does
not generate marginal revenues, since conpanies incorporated
el sewhere but doi ng business in state have to pay the sane tax. %
The latter can generate only trivial revenues even if a state
attracted a | arge portion of the 10,000 to 12,000 conpanies with
publicly traded shares. ?

The remaining states enploy a different tax structure that
can theoretically result in higher taxes for donestically
incorporated firms than for foreign firms. Wth the exception of
Del awar e, however, none of these states would gain substanti al
ampunts from attracting incorporations. To illustrate this, we

show in Table 1 the marginal annual franchise taxes for a

hypot hetical conmpany with 100 mllion authorized shares (par
value 1 cent), 60 mllion issued shares, $600 mIlion in assets,
and $200 mllion in net worth.? Only one state -- Ceorgia --

23 The apportioned tax can generate snmall marginal revenues to the extent
that a minimal tax is inposed even on firms that conduct no business in-state.
Table 1 takes account of such nininmum fees.

24 See Marcel Kahan & Ehud Kamar, Price Discrimnation in the Market for
Corporate Law, 86 Cornell L. Rev. 1205, __ (2001).

25 Colum 2 of Table 1 provides the nmarginal tax revenues for such a firm

if it conducts no business in states. Columm 3 provides the maxi num mar gi nal tax
revenues for any firm Columm 4 provides the revenues a state would earn froma
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woul d earn margi nal revenues in excess of $1000 (see colum 2)
and even CGeorgia would earn such revenues only from conpanies
that do little business in Georgia (conmpare colum 2 to columm
4). |If Ceorgia attracted 2000 public conpanies, including all
conpani es headquartered there (a respectable 20% market share,
and 15 tinmes nore than its present share), its additional
revenues would amount to $9 mllion per year.?S Though
nontrivial in absolute terns, this anount woul d constitute only
0.06% of the state's total revenues. For a nore typical state,

such as Maryl and, marginal revenues woul d be $200, 000 a year.

forei gn company that has 20% of the business in state. The marginal tax revenues if
such a firmincorporated in state would the the excess of colum 2 over colum 4.

26 About 200 conpani es are headquartered in Georgia, see Bebchuk & Cohen

supra note __, and Georgi a woul d derive no nmargi nal revenues fromthese conpani es
if they incorporate in-state.
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Tabl e 1:

Mar gi nal

Annual

I ncor poration Fees

State Corp. w. 100m sh. (60m outst), Maxi mum For ei gn Corp.
$600m assets, $200m NW Mar gi nal Fee
Al abama $ 30 $ 100 $ 10"
Al aska $ 50 $ 50 $ 100
Ari zona $ 45 $ 45 $ 45
Ar kansas 0 0 0
California $ 20 $ 20 $ 20
Col or ado $ 12.50 $ 12.50 $ 50
Connecti cut $ 75 $ 75 $ 300
Del awar e $150000 $150000 $ 50
D. C. $ 100 $ 100 $ 100
Fl ori da $ 150 $ 150 $ 150
Geor gi a $ 5000 $ 5000 $ 50007
Hawai i $ 25 $ 25 $ 125
| daho 0 0 0
I1linois $ 25 $ 25 $ 25
I ndi ana $ 15 $ 15 $ 15
| owa $ 30 $ 30 $ 30
Kansas 0 0 0
Kent ucky 0 0 0
Loui si ana $ 25 $ 25 $ 25
Mai ne $ 60 $ 60 $ 60
Mar yl and $ 100 $ 100 $ 100
Massachusetts $ 85 $ 85 $ 85
M chi gan $ 15 $ 15 $ 15
M nnesot a 0 0 $ 20
M ssi ssi ppi $ 25 $ 25 $ 25
M ssour i $ 40 $ 40 $ 40
Mont ana $ 10 $ 10 $ 10
Nebr aska $ 455 $ 11995 $15000"
Nevada $ 85 $ 85 $ 85
New Hanpshire $ 100 $ 100 $ 100
New Jer sey $ 40 $ 40 $ 40
New Mexi co $ 62.50 $ 62.50 $ 62.50
New Yor k $ 4.50 $ 4.50 $ 4.50
North Carolina | $ 10 $ 10 $ 10
Nort h Dakot a $ 25 $ 25 $ 25
Chi o $ 5 $ 5 0
Ckl ahoma $ 10 $ 10 $ 10
O egon $ 30 $ 30 $ 220
Pennsyl vani a $ 300 $ 300 $ 300
Rhode | sl and $ 250 none $ 250
South Carolina [$ 25 $ 25 $ 25
Sout h Dakot a $ 10 $ 10 $ 10
Tennessee $ 20 $ 20 $ 20
Texas 0 0 0
Ut ah $ 10 $ 10 $ 10
Ver nont $ 15 $ 15 $ 100
Virginia $ 850 $ 850 $ 850
Washi ngt on $ 50 $ 50 $ 50
West Virginia $ 340 $ 2500 $ 2500
W sconsin $ 25 $ 25 $ 50
Wom ng 0 0 0
Source: provide, except Massachusetts, Illinois Secretary of State web-site

*

Assumi ng that 20% of business is allocated to state

11




(ii) Initial Incorporation Taxes

Anot her, albeit less significant, source of franchise tax
revenues are one-tinme initial incorporation fees.? Just Ilike
annual franchise taxes, initial incorporation fees do not
provide a significant inpetus to attract incorporations. Most
states either charge a low flat fee (between $50 and $300) or a
| ow or capped fee based on the number of authorized share or
their aggregate par value. In these states, even public
conpanies with a | arge nunber of authorized shares pay little in
initial taxes. As Table 2 denonstrates, for a conpany with 100
mllion shares with a par value of 1 cent, one-tine fees exceed
$10,000 in only six states: Connecticut ($200,850); Kentucky
(%200, 449) ; Massachusetts ($100, 000); M chigan ($140,000); Chio
($100,000); and Rhode Island (%$200,420). |If those states
succeeded in attracting a 20-percent market share when firns go
public, they would earn (assum ng the average public firm has
100 mllion authorized shares)? between $8 mllion and $16
mllion a year between 1986 and 2000. And a nore typical state
such as Maryl and woul d have earned a trivial $4800 a year.

Whi | e one-ti me fees woul d gener at e nodest fi nanci al benefits

for a handful of states if they attracted a substantial share of

27 Simlar fees are payable when existing conpanies increase their
aut hori zed capital stock.

28 Most conpani es have fewer authorized shares when they go public. For
exanmple, in a sanmple of 27 conpanies incorporated in Nevada between 1996 and
2000, the average number of authorized shares was 66 nmillion. Conpani es, however,
have to pay additional fees when they increase their authorized capital stock

12



i ncorporations, they are ill-designed to do so. Since conpanies
derive benefits frombeing incorporated in a state over tine, a
nore rational pricing regi ne woul d i npose charges over tine. In
fact, Del aware enpl oys just such a reginme. Enploying a front-
| oaded franchise tax regine is particularly dubious for a state
that is trying to challenge a dom nant player |ike Delaware in
the i ncorporation market. Such a state would presumably want to
attract incorporations with low initial charges or even offer
rebates to newly incorporated public conpanies, rather than hit
them with a large bill on day one and stop charging them

additi onal tax thereafter.

13



Table 2: Initial Incorporation Fees
State Corp. with 100m Maxi num For ei gn Fee Type/
sh., .1¢ par value |Initial Fee | Corp. Tax Base

Al abama $ 75 $ 75 $180+ FI at

Al aska $ 150 $ 150 $150 Fl at

Ari zona $ 60 $ 60 $175 Fl at

Ar kansas $ 50 $ 50 $ 50+ Fl at
California $ 100 $ 100 $100 Fl at

Col or ado $ 50 $ 50 $175 FI at

Connecti cut $200850 none $225 Nu. Shares

Del awar e $ 75 none $150 Agg. Par Val ue
D. C. $ 120 none $150 Agg. Par Val ue
Fl ori da $ 138. 75 $ 138. 75 $138. 75 Fl at

Georgi a $ 60 $ 60 $170 Fl at

Hawai i $ 100 $ 100 $150+ Fl at

| daho $ 100 $ 100 $100 Fl at

I1linois $ 75 $ 75 $ 75 Fl at

I ndi ana $ 90 $ 90 $ 90 Fl at

| owa $ 50 $ 50 $100 Fl at

Kansas $ 75 $ 75 $ 95 Fl at

Kent ucky $200449 none $ 83+ Nu. Shares
Loui si ana $ 70 $ 70 $100 Fl at

Mai ne $ 120 none $180 Agg. Par Val ue
Mar yl and $ 60 none $ 62 Agg. Par Val ue
Massachusetts $100000 none $300+ Nu. Shares

M chi gan $140000 $200000 $ 60 Nu. Shares

M nnesot a $ 135 $ 135 $200 Fl at

M ssi ssi ppi $ 50 $ 50 $525 Fl at

M ssour i $ 83 none $155 Agg. Par Val ue
Mont ana $ 1020 $ 1020 $120 Agg. Par Val ue
Nebr aska $ 300 none $130+ Agg. Par Val ue
Nevada $ 310 $ 25085 $310 Agg. Par Val ue
New Hanpshire $ 85 $ 85 $ 85 Fl at

New Jer sey $ 125 $ 125 $100 Fl at

New Mexi co $ 1020 $ 1020 $1025 Nu. Shares

New Yor k $ 175 none $235+ Agg. Par Val ue
North Carolina $ 135 $ 135 $260 Fl at

North Dakota $ 140 none $135 Agg. Par Val ue
Ohi o $100000 $100000 $50500 Nu. Shares

Ckl ahoma $ 100 none $300+ Agg. Par Val ue
O egon $ 50 $ 50 $440 Fl at

Pennsyl vani a $ 100 $ 100 $180 Fl at

Rhode | sl and $200420 none $40132 Nu. Shares
Sout h Carolina $ 110 $ 110 $110 Fl at

Sout h Dakot a $ 110 $ 16000 $110 Agg. Par Val ue
Tennessee $ 100 $ 100 $600 Fl at

Texas $ 300 $ 300 $750 Fl at

Ut ah $ 50 $ 50 $ 50 Fl at

Ver nont $ 75 $ 75 $100 Fl at

Virginia $ 2525 $ 2525 $2580 Nu. Shares
Washi ngt on $ 175 $ 175 $175 Fl at

West Virginia $ 50 $ 50 $100 Fl at

W sconsi n $ 10000 $ 10000 $100+ Nu. Shares
Woni ng $ 100 $ 100 $100 Fl at
Source: provide except for California, Secretary of State web-site, and Rhode

| sl and Code, tit.

) 7, Sections 8-1.1-121(1)
" Assumi ng that 20% of capital

] and 7-1.1-123
is allocated to state



(iii) Illustration: Nevada's Franchi se Tax Revenues

To show that franchise tax revenues do not provide
incentives to attract incorporations, we estinmated the revenues
of the state of Nevada. Nevada, sonetimes referred to as
“Del aware of the West” and by many accounts Del aware’s | eading
conpetitor, is one of few states that attracts nore than a
handful of corporations that are not headquartered in the
state.?®

About 250 public conpanies are incorporated in Nevada, of
whi ch about 200 are headquartered outside Nevada. 3 According to
SDC data, 26 conpanies went public as Nevada corporations
bet ween 1996 and 2000, 3! of which 18 were headquartered outside
Nevada. How nmuch do these conpani es contribute to Nevada's till?

Nevada char ges conpani es an annual “report fee” of $85 plus
an additional annual “license fee” depending on the nunber of
Nevada enployees. Both fees are also payable by foreign
conpani es doi ng busi ness i n Nevada. The nmargi nal annual revenues
to Nevada fromthe report fee are thus about $17,000 (assum ng
t hat only conpani es headquartered in Nevada do busi ness there).

Since being incorporated in Nevada has no effect on the nunber

29 The only other states that attract incorporations by conpanies
headquartered outside the state are Del aware and Maryl and. Maryl and, however,
nostly attracts REITs and cl osed-end investnment funds. See infra TAN.

30 See Subramani an (217 conpany of which 175 non-headquartered); Bebchuk
(243 conpani es of which 195 non-headquartered).

31 One conpany listed by SDC as incorporated in Nevada, Netivation.com
actually reincorporated to Del aware shortly before its | PO
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of Nevada enpl oyees, Nevada earns no margi nal revenues fromthe
l'icense fee.

In addition, Nevada earns one-tinme fees based on the
aggregate authorized par value of conpanies capital stock when
firms i ncorporate or increase their capital stock. W cal cul ated
the fee payable by the 26 conpani es which went public as Nevada
corporations between 1996 and 2000. These fees amounted to
$60, 075, of which $14,075 were paid by eight conpanies
headquartered in Nevada and would have been payable by these
conpani es whet her or not they were incorporated in Nevada. I n
ot her words, nmarginal one-tinme fees from conpani es goi ng public
as Nevada corporations were $9, 200 per year. Annual and one-
time fees taken together thus anmount to $26, 200 per year.3 |t
is hard to see how fees in that order of magnitude coul d provide

incentives for Nevada to conpete actively for incorporations.

2. Legal Business and Incentives to Conpete
The second, though |ess commonly cited, reason why states
conpete for incorporations is that incorporations increase the

amount of | egal business of in-state lawfirnms.3 A conpany that

32 This figure slightly understates Nevada's income as Nevada may have
earned additional fees from existing public conpanies as they increase their
aut hori zed capital stock and sone additional filing fees for filing articles of
amendment, dissolution, and the like.

33 See supra note __. Another, less well-known, benefit fromincorporations
is that unclainmed interest, dividend, and principal paynments held by financia
i nternmedi aries as record owners can escheat to the state of incorporation of the
internmediary. See State of Del aware v. State of New York, 507 U.S. 490 (1993)
(hol di ng that uncl ai ned funds escheat to the state of the |ast known address of
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is incorporated in, say, Mnnesota, is presunably nore likely to
hire a Mnnesota law firm suited to render advice on M nnesota
corporate law, than a simlar conpany incorporated el sewhere.
Mor eover, a M nnesota corporation nay be nore likely to be sued
in Mnnesota in its corporate and other disputes, and is
therefore nore likely to hire a Mnnesota law firmto represent
it.

In this Section, we first show that Del aware | awyers i ndeed
recei ve substantial revenues as a result of Del aware’s status as
i ncorporation haven. Revenues, however, do not equal profits,
and Delaware is situated differently from other states. The
benefits that other states and their |awyers could expect to
receive froman increase in |legal business are of nmuch | ower
magni tude and provide at nost only weak incentives to conpete

for incorporations. 3

(i) Delaware’s Legal Business
Del aware residents derive financial gains from providing

pr of essi onal services to public corporations incorporated in

t he beneficiary and, if such address can cannot be determ ned, to the state of
i ncorporation of the intermedi ary hol ding the funds). In 1995, Del aware received
$220 million in one-tine funds fromuncl ai ned assets that had accunul ated over
several years and an expected annual revenue stream of $35 million. Martha M
Canan, Delaware Governor Lists His Priorities for Allocating Mney From
Settlenment, The Bond Buyer, Jan. 20, 1995, at 3. In this regard, a state
obvi ously benefits only if certain financial intermediaries incorporate init,
not corporations generally.

%4 See also Ribstein, supra note __ (expressing doubt whether states will

engage in effective conpetitionif conpetitionis driven solely by | egal services
i ndustry).
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Del aware. The bul k of these gains go to corporate |awers and
corporate litigators.® A sinple calculation using 1990 United
St ates Census data suggests that legal practice in Delaware is
i ndeed lucrative: even before adjusting to differences in |iving
costs, the average income of Delaware |awers is higher than
that of |lawers in any other state, or even any city, in the
country. 3

In this Section, we derive a nore precise estimte of the
addi ti onal |egal business for Del aware using 1990 census data,
the nost recent data available. According to 1990 census
figures, 1855 Delaware |awers had an total income of $199

mllion (or $107,350 per lawer). To derive the anount of

35 See Tel ephone Interview with Norman M Mnhait, Menber of the Council
of the Corporation Law Section, Delaware Bar Association, July 12, 2001
[ hereinafter Monhait Interview]; Telephone Interview with Donald A Bussard,
Chair of the Council of the Section of Corporation Law, Del aware Bar Associ ati on,
July 17, 2001 [hereinafter Bussard Interview] . Corporate service conpani es and
regi stered agents also gain from incorporations. The Delaware Division of
Corporations currently refers incorporators to 114 regi stered agents who provi de
regi stration and adm ni strative services to Del aware corporations. See Del aware
Di vision of Corporation, Regi stered Agent s,
http://ww. state. de. us/corp/agents/agt2. htm (last visited July 18, 2001). Wile
it is hard to estimate their gain fromincorporations, one can infer that it is
smal |l conpared to the lawers’ fromthe fact that they are not consulted during
the process of corporate |legislation. See Bussard Interview

In addition to corporate disputes, many patent disputes and bankruptcy
petitions are brought in Del aware. See Monhait Interview The benefits Del aware
| awyers derive from such cases, however, are only tangentially related to
Del aware's status as donicil e of choice for public corporations. Jurisdiction and
venue rules in patent cases are |liberal, |eading arecent comentator to concl ude
that "national corporations may be sued in virtually any U S. district court.”
Ki nberly A. Moore, 83 J. Pat. & Trademark OFf. Soc'y 558, 565 (2001). Simlarly,
bankruptcy petitions may be brought in any district where the debtor or any co-
filing subsidiary is either incorporated, head-quartered, or otherw se subject
to personal jurisdiction. Since public corporations tend to have a | arge nunber
of subsidiaries and conpani es are subject to personal jurisdiction where they
transact business, public corporations can file bankruptcy petitionsinvirtually
any U S. district court.

36 See
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addi tional income as result of Delaware’s special position in

t he i ncorporation market, 3 we esti nate separately the per-I|awer
incone and the nunber of Delaware |awers if Delaware were a
“normal” state. To estimate per-|lawyer inconme, we regress per-
| awwer incone in each state on state per-capita incone, two
denogr aphi c vari abl es, and a dummy vari abl e t hat takes the val ue
of 1 for Delaware and O for each other state. The results of the
regression are reported in Table 1. All independent vari abl es
are statistically significant and the regression has a

relatively high R-square of 0.75.

Tabl e 2: Average Inconme of Attorneys by State

The dependent variable is the average attorney income by state as reported in the 1990
census. | ndependent variable are the follow ng: Per Capita Income is the per-capita incone
by state as reported in the 1990 census; City is the 1990 population of the |argest
metropolitan area in each state, rounded down to the nearest nmillion as reported in Table
No. 34 of the Statistical Abstract of the United States (in thousands); Urbanization is the
| og of the percentage of each state’s population living in urban areas in 1990; and Del aware
dunmmy takes the value of 1 for Delaware and O for other states. “State” includes the 50
states and the District of Colunbia.

Vari abl e Coef fi ci ent t-stat
Per Capita | ncone” 0. 662 1.87
City™ 0. 885 3.09
Ur bani zati on™"* 14016 4.59
Del awar e Dummy™** 34859 5.53

Rz = 0.749; N = 51
*significant at 10% *** significant at 1%

[ Add physicians’ inconme to the regression for conparison:
Del awar e physi ci ans do not earn hi gher inconme than physicians in

other states. Sanme for other high-inconme professionals.] The

37 [note al so DE special position as banking center]
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coefficient estimate for the Delaware dummy indicates that
Del aware | awers earn, per |lawer, $34,859 nore than what is
predi cted by Del aware’s per capital income and its denographic
characteristics and is highly significant. This is consistent
with the hypothesis that Delaware attracts additional | egal
busi ness by being a prinme state of incorporation and suggests
t hat, but for Del aware’ s speci al status, per-lawer income would
be $72,491 (or 7 percent | ess than the average per-capita i ncone
of lawers in the U S.).

To estimate the nunmber of |awyers that would practice in
Del aware if Delaware were not a prine corporate domicile, we
enploy two nethodologies.®*® First, we assunme that all of
Del aware's corporate |lawers and half of its litigators would
not practice in Delaware but for the state's status as domcile
of choice for ~corporations.3® Second, we assune that any
addi ti onal Del aware | awyers serving public corporations practice
in multi-lawer law firms and that, but for Del aware’s speci al

status, it wuld have an average sane ratio of solo

38 Deriving a plausible estimate is somewhat conplicated by the fact that
Del aware has fewer |awers per capita than the United States as a whole and
regressions simlar to the one used for | awer incone indicate that Del aware has
fewer | awers than would be predicted, though the coefficient for the Del aware
dunmry is insignificant.

%9 To estimate the nunber of corporate lawers and litigators, we obtained
section nmenbership data for 2000 fromthe Del aware State Bar Association (1990
data were not available). W elimnated section nembers who worked for the
governnment, were academ cs, or had an office address outside Del aware and nade
adj ust ment for persons who were nenbers of nore than of the corporate | aw and t he
litigation section. To account for changes in the nunber of |awers and for
| awyers who are not menbers of the state bar, we divided the result by the tota
nunber of 2000 bar associ ati on menbers with Del aware addresses and nultiplied it
by the nunber of Del aware | awers in 1990.

20



practitioners

These met hodol ogies yield a

to

| awyers practicing

range of

in multi-lawer

240 to 431 additional

Del aware | awyers. 4! Taken together with the estimte of
addi ti onal per-lawer inconme, this results in additional

| awyer income for Delaware of $82 to 96 mllion (see Table 3
bel ow). Several Delaware |awers we talked to considered the
| ower range of these figures plausible.

Table 3: Additional Incone for Del aware Lawyers
Met ho- Add’ | “Nor mal “Nor mal Add’ | Add’ | I ncome per
dol ogy Lawyers Lawyers” I ncone” I ncone Add’ | Lawyer
Bar Com 240 1615 $117 m $82 m $342, 000
Sol o Pr. 431 1424 $103 m $96 m $223, 000

Addi ng to such | awyer

for other office expenses yields total

income an estimated $100, 000 per

| awyer revenue of $106 to

firms. 40

| awyer

$139 million. % For conparison, the 1990 gross revenue of the New

40 For this calculation, we average data from 1988 and 1991 contained in

41 The higher estimate is al npost
Del aware, without the additional |awers, would have the highest
private practitioner ratio of any state in the country. Note also that this
estimate is likely to overstate the nunber of additional Del aware | awers due to
its status as incorporation haven since it would lead to the inclusion of
Del awar e patent and bankruptcy | awyers. See supra note __ . Even based on the
former estimate, Delaware would have the 46th highest ratio of population to
private practitioners wthout the additional |l awers attributable to
i ncorporations. See Barbara A Curran & Clara N Carson, The U. S. Legal
profession in 1988 (1991).

certainly too high as it inplies that

popul ation to

42 This estimate is derived from Robert |. Weil, Overhead Up! |Inconmes Up
The 1990 Survey of Law Firm Economics, in The Lawyer’s Al manac 1990 217-19
(Prentice Hall) (listing expense categories which aggregate to about $95, 000 per | awyer).
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York firm Davis Polk & Wardell (397 |awers) was $250 mlli on,
of the Houston firm Baker & Botts (375 |lawers) was $136.5
mllion, and of the Cleveland firm Squire, Sanders & Denpsey
(390 lawyers) was $125 nmillion. Al of Delaware’'s additional
| egal business, it appears, ampunt to one of the | arger non-New

York law firm

(ii) The Benefits of Additional Legal Business

Ot her states may be able to generate revenues proportionate
to Delaware’s to the extent that they attract incorporations.
Si nce Del aware has a nmarket share of roughly 50 percent, | awers
in other states would gain somewhat less than $2 mllion in
income, and sonewhat nore than $2 mllion in revenues, for each
percentage increase in the market share of public corporations.
In this Subsection, we will argue that the benefits to states
from such an increase are not substantial.

For one, another state that started to conpete with Del aware
coul d not reasonably expect to attain a 50 percent market share.
| f another state attracted, say, a 20 percent nmarket share in
1990, it would have earned at nost a proportionate $50 million
in additional |awer revenue, of which $36 million is additional
| awyer incone.

Mor eover, |awer revenue, or even |lawer incone, does not
represent economc profit. Sonme of this revenue would not even

remain in state as it is used to pay out-of-state suppliers of
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goods and services (such as nal practice insurance) or to pay
federal inconme taxes. But, nobst inportantly, even the revenue
that stays in-state largely represents conpensation for the
opportunity costs of the goods and services provided by its
residents. |Indeed, absent barriers to entry, providers of such
goods and services would nmake no | ong-term econom c profits.

To be sure, states would still derive some benefits from
attracting legal business. First, the state derive sone
addi tional tax revenues fromdirect and indirect taxes on such
busi ness. Depending on the state, state and | ocal taxes anmount
to 9 to 15 percent of personal inconme* and taxes paid by high-
i ncome professionals such as corporate |awers my well exceed
the cost of providing services to such persons.

Second, state residents may derive sonme short-termrents
from additional |egal business, especially if such business
enpl oys resources that are presently underused.* Even in the
short-term however, such rents are likely to anount to only a
smal | fraction of the additional revenue generated (maybe in the
order of 5 percent to 20 percent).

In sum the benefits to states and |local |awers of

43 State taxes average about 7% of personal incone and |ocal taxes about
4% See [just the facts website].

44 Simlarly, Delaware corporate |lawers, who have invested their human
capital in acquiring expertise on Delaware’s corporate | aw and the operation of
its court, could suffer substantial |osses if, say, corporate |law were
federalized. See Carny, supra note __ at 721 (noting that |lawers with capita
invested in local |awmay coll ect quasi rents that could be dissipatedif clients
rei ncorporate el sewhere).
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generating | egal business through incorporations are relatively
low (though for nost states higher than the benefits from
i ncreased franchise taxes). Wile such benefits may provide an
i npetus for sonme |ocal |awers -- who stand a good chance to be
hired should nore conpanies indeed decide to incorporate in
their state -- their size, both in absolute ternms and in
relation to the size of the state econony, does not appear

sufficient to induce states to make major efforts to conpete.

3. Potential Objections and Extensions

This Section addresses potenti al objections to and
extensi ons of our analysis. First, we analyze the inplications
of the claim that states engage in a nore limted form of
“defensive conpetition,” rather than in whol esal e conpetition.
Second, we explore the possibility that states are pursui ng sone
formof “bait and switch” strategy, of attracting incorporations
by charging a low franchise taxes with the aim of increasing
franchi se taxes once sufficient conpanies have incorporated in
the state. Third, we ask whether vigorous conpetition for
i ncor poration would ensue if states restructured their franchise
taxes to generate revenues from attracting corporations.
Fourth, we exam ne evidence that states that take less tine to
adopt corporate |law innovations earn higher franchise tax

revenues.
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(i) Defensive Conpetition

Sone schol ars have suggested that, even if states may not
engage in whol esale conpetition for incorporations, they do
engage in a nore limted forns of conpetition. Roberta Romano,
for exanple, has argued that states engage in “defensive
conpetition” designed to keep local firmincorporated in state.
Simlarly, Lucian Bebchuk and Al ma Cohen have argued that states
adopt antitakeover laws to attract |ocally headquartered public
cor porations.

But however limted the incentives for states to engage in
whol esal e conpetition, the incentives to engage in defensive
conpetition are even smaller. The npost a state can achieve by
def ensi ve conpetition is -- by definition -- to retain locally
headquartered conpanies. Mst states, however, derive no
mar gi nal franchi se tax revenues what soever from incorporations
by firms doing business in-state.* Of those that do, the
| argest is Massachusetts, which could at best hope for an 6%
mar ket share and annual revenues of $2.5 nmillion. Revenues of
that amount are unlikely to have a significant influence on
Massachusetts' public policy. Fiscal gains fromincreased | egal
busi ness are likewise small, in relation to state size.

If at all, states are notivated to engage in defensive
conpetition by the gains to local |awers. Wether such gains

wi Il induce a state to conpete for incorporations will depend on

45 See Tables 1 and 2.
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the political influence of |Iocal |awers and the degree to which
| awyer interests coincides with increasing incorporations.
These issues are further explored in Part II. But since even
gains to local |lawers are at best nodest, states are unlikely
to take measures to attract incorporations that involve materi al

fiscal outlays or generate political opposition.

(ii) Bait and Switch

Anot her possibility -- raised by our di scussi on of franchi se
tax structure -- is that states are pursuing a “bait and sw tch”
strategy: they presently charge only small taxes in order to
attract corporations, but are planning to raise their taxes once
t hey have attracted a significant market share or have proven
their worth and reliability as incorporation havens.

To be sure, nothing prevents states from changi ng the way
in which they assess franchise taxes. However, if states are
pursuing a “bait and switch” strategy, they are both secretive
and exceedingly patient. In our considerable research on the
mar ket for incorporations, we have found no suggestion from any
source that a state planned to raise franchise taxes after

attracting incorporations.“ Moreover, after supposedly nany

46 | f states pursued such a strategy, we would have expected to find sonme
evidence for it since those who want to induce their state to conpete have an
incentive to highlight the benefits a state stands to gain from attracting
i ncorporations and since -- as Delaware’s practice shows -- there is nothing
illicit about chargi ng substantial franchise fees as long as the state supplies
a product to match. G ven the turnover anong politicians, it is also hard to see
how a secret strategy to raise franchi se taxes coul d be pursued over many years.
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decades of state conpetition, no state has raised its franchise
taxes to produce neaningful revenues from incorporations by
public conpanies. In short, while any state nay, in the future,
revanp its franchise tax structure and decide to seriously
conpete for incorporations, the notion that sone state
politicians presently pursue a long-term secret plan to attract
incorporations and then raise franchise taxes does not seem

pl ausi bl e.

(iii) The Prospect of Vigorous Conpetition

Even as a hypothetical strategy, active conpetition by
states other than Delaware to attract incorporations seens
guestionable. Qur reasoning is sinple. Even t hough Del aware
presently derives subst anti al profits form attracting
i ncorporations -- about $300 mllion in 1997 -- other states
woul d earn nuch smaller profits if several of them actively
conpeted for incorporations.

For one, Del aware has a market share of about 50 percent.
| f several states actively conpeted, none could expect to have
an equi val ent market share. A nore plausible outcone of, say,
active conpetition by four to five states would result in
smal | er market shares of 10 to 15 percent. At a 15 percent
mar ket share, a state’s revenues in 1997 (if it charged fees
equi valent to Delaware’s) would be $94 mllion.

More i mportantly, Delaware is presently able to charge high
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i ncorporation fees because Del aware enjoys substantial narket
power (due, anmong other things, to the absence of active
conpetition by other states). But if several states actively
conpeted for incorporations, none would enjoy nmarket power
equi val ent to Del aware’s present market power. | ncor poration
fees woul d thus drop fromthe present nonopolistic | evel charged
by Del aware to a level closer to the states’ marginal cost of
chartering an additional firm These costs, however, are mnuch
| ower than $150, 000 a year, and states would earn profit margins
far bel ow Del aware’ s present margi n of several thousand percent.
|f, as a result of conpetition, charges had dropped to a quarter
of the present charges, 1997 revenues for a state with a 15

percent market shares woul d have been $24 mllion.

(iv) The Correl ati on Between “Responsi veness” and Revenues

In her influential study of the incorporation market,
Roberta Romano has shown that there is a statistically
significant correlation between a state’s franchi se tax revenues
(as a percentage of the state’s total tax collections) and the
speed at which the state |egislature enacted certain corporate
| aw i nnovations. 4 Romano interprets this relation as evidence
of a functioning market for incorporations driven by franchise
t axes: states that are nmore “responsive” attract nor e

i ncorporations and hence earn nmore franchise taxes, and the

47 See Romano, supra note __, at
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desire to earn franchi se taxes i nduces states to be responsive.

Qur anal ysis indicates that Romano’ s data do not warrant her
conclusions. Wth few exceptions, attracting i ncorporations does
not increase a state’'s franchise tax revenues.*® As a case in

poi nt, consi der Nevada. As discussed above, Nevada’s additi onal
franchi se tax revenues fromincorporations are trivial.

For states other than Del aware, significant franchise tax
revenues can emanate from conpani es that conducting business in
the state, regardless of where they are incorporated. Once a
corporation is doing business in a state, it pays the sane
franchi se taxes whether it is incorporated in this state or in
anot her state.?* Thus, the percentage of franchise tax revenues
of any of those states’ total tax revenues does not indicate the
i nportance of incorporations to that state. Rather, differenti al
franchi se tax revenues are a function of the type of tax a state
assesses -- a (low) flat annual tax or a (higher) tax on the
amount of business conducted in-state -- and, in the latter
group, of the rate charged and the tax base. Thus, any

explanation of the correlation between tax revenues and

48 The nost inportant exception is Del aware which, as discussed, earns
franchi se taxes fromincorporations. W take no issue with Romano’s analysis to
the extent that it indicates that Delaware is notivated by a desire to earn
franchi se taxes. Romano’s correlation, however, holds even if one excludes
Del aware and Romano clains that the desire for franchise tax revenues induces
states other than Del aware to be responsive.

49 Since Romano argues that states are engaged i n defensive conpetition for
| ocal |y headquartered firm they presumably are not trying to earn franchi se tax
revenues fromfirms doi ng no business in the state. Mreover, as discussed, even
such revenues woul d be snall.
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responsi veness would have to be based on a relation between
responsi veness and the type and anount of tax charged, rather
than on any relation between responsiveness and a state’'s

success in attracting incorporations.®

4. Summary

For states ot her than Del aware, franchi se tax do not provide
significant incentives to conpete for incorporations. Mbst
states woul d derive only trivial revenues even if they attracted
a 20% mar ket share. For a handful of states, revenues would be
hi gher, but still nodest ($10 mllion to $20 mllion a year).
No state other than Delaware presently gains significant
revenues from public conpanies or, for that matter, would gain

significant revenues even if all public conpani es headquartered

50 We wi sh to offer two suggestions of what may account for the correl ation
found by Romano. First, it may be that states where corporations are relatively
i nportant to the | ocal econony tend to have a nore active |ocal corporate bar
Such states would earn greater franchise tax revenues. Such states may al so be
nore likely to inpose a franchi se tax on the amount of corporate business, rather
than a flat tax, further increasing their franchise tax revenues. A nore active
| ocal corporate bar, inturn, may i nduce such states to keep their corporate code
up to date, either to benefit corporations that are locally incorporated in any
case or on the odd chance that this will attract new corporations which wll
becone clients of | ocal corporate | awers. See infra TAN (di scussing reasons why
states update their corporate |laws). These two correlations, in turn, would
result in a correlation between franchise tax revenues and responsiveness
wi t hout, however, inplying that states are responsive in order to increase their
franchi se tax revenues.

Second, antitakeover |aws may drive the correlation. As we discuss bel ow,
infra TAN, these |laws protect corporations doing substantial business in the
state. As such, these |laws may have been passed by states business the well-
docunented notivation for these laws in all states in which public corporations
conduct a relatively | arge ampbunt of business (e.g. states with | arge industri al
rather than rural states), and franchise tax revenues emanating fromthis instate
busi ness woul d be relatively high. Once antitakeover |laws are omitted fromthe
regression, one is left with only three statutory provisions, and unknown
statistical significance.
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in the state incorporated in the state. By conpari son, Del aware
earns over $300 mllion dollars in franchise taxes from public
conpani es. There is no evidence that any state plans to revise
the structure to its franchise taxes to result in significant
revenues fromincorporations by public firms. While franchise
taxes are clearly an inportant reason why Delaware wants to
attract incorporations, ‘they are unlikely to matter to
| egislators in other states.

For nost states, any benefits fromattracting i ncorporations
are related to increasing the amunt of |egal business. Even
t hese benefits are nodest. Local law firmrevenues increase by
about $2 million (1990 dollars) for each percentage in market
share of public conpanies. Increased revenues benefits the state
directly (to the extent it profits by taxing such revenue) as
well as lawers and |aw firm enpl oyees. The anmpunt of profits
to lawers and law firm enpl oyees, however, is nuch |ower than
t he anount of revenues in the short term and probably close to
zero in the long term

That the total anmount of benefits to a state fromattracti ng
i ncorporations suggests that states other than Delaware w ||
engage in no or only in Jlowcost neasures to attract
i ncorporations. That a state's benefits derive nostly from
i ncreasing | egal business suggests that any neasures wll be
primarily directed to increasing the incone to |ocal |awyers,

rather than to attracting incorporations per se. Rat her t han
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i nducing vigorous conpetition for i ncor porations, this
incentives structure suggests that states wll nostly adopt
nmeasures that are cost next to nothing to the state, have only
the incidental effect of attracting incorporations, and make

their lawers a little richer.

32



1. What Do States Do To Conpete?

In this Part, we analyze to what extent take actions that
are designed to attract incorporations. Race-to-the-bottom
scholars claimthat states attract incorporations by cateringto
the parochial interest of nanagers, who decide where to
i ncorporate.® Race-to-the-top scholars, by contrast, argue that
mar ket forces wll induce nanagers to select as state of
i ncorporation that state the | aw of which maxi m zes t he val ue of
the firm?5% Both canps agree, however, that states actively
devise their corporate legal regine to attract incorporations
(hence the race netaphor).

Let us clarify at the outset that not every state action
that makes it nore attractive for corporations is evidence of
state conpetition for incorporations. As we discuss in greater
detail below, states have incentives to take steps that nake
them attractive to corporations and that are unrelated to any
benefit fromattracting incorporations.

The remai nder of this Part is organized as follows. 1In the
first three sections, we examne three aspects of the |ega
structure governi ng corporations to see whet her states conpete:
the statutory |aw affecting corporations; the structure of the
court systen and the judge-made | aw affecting corporations. 1In

each section, we consider both whether states have taken steps

51 See, e.g., Cary, supra note __, at 669-84.
52 See, e.g., Wnter, supra note __, at 264-266.
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t hat make them attractive as donmiciles and whether these steps
shoul d be interpreted as efforts to attract incorporations. In
the fourth section, we address potential objections to and
ext ensi ons of our analysis: the argunent that the diffusion of
corporate law innovations is evidence of conpetition; the
argunment that state antitakeover |laws are designed to attract
i ncorporations; the argunment that Nevada and Maryl and actively
conpete for incorporations; the argunment that states actively
pronmote thenmsel ves as incorporation havens; and fact that state
conpetition theory cannot explain why state actions are
exclusively directed to statutory revi sions and why no state has
copi ed Del aware’ s statute; and the argunent that the nmere fact
that states update their corporation |aws constitutes evidence

that states conpete.

A. State Conpetition in Designing Statutory Law

(i) The Model Business Corporation Act

Many changes in corporate |aw statutes are due to states
adopting proposed nodifications of the Model Busi ness
Corporation Act (“MBCA"). The MBCA is a set of proposed state
corporate | aw provisions devised (and periodically revised) by
the Commttee on Corporate Law of the Section of Corporation,
Banki ng and Business Law of the Anerican Bar Association and
intended to serve as a nodel code for whol esale or pieceneal

adoption by the various states. As of 1999, 24 states largely
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foll owed the MBCA. %3

The significance of the MBCA is hard to reconcile with the
notion that states actively conpete for incorporations.® The
drafters of the code -- a commttee of a national bar
associ ati on, nost of whose nmenbers do not even hail from MBCA
states® -- can hardly be notivated by a desire to increase
incorporations in any particular state. Rather, they are likely
to participate in the drafting process because it enhances their
reputation or because the enjoy the opportunity to have a
broader i npact on the worl d.> That states entrust the design of
their principal product to a national organization [whose stated
aimis to produce a harnoni zed corporate | aw - check] seens nore
consistent with an effort to econom ze on drafting costs or with

t he presence of network effects than with vi gorous conpetition. >

53 See Mbdel Business Corporation Act Annotated xxvii (3d ed. 1998/9 supp.)

54 But see Rommno, Theoretical Ing. L. at n.314; Lawence A. Cunni ngham
The New Corporate Law-The 1999 Mdel Business Corporation Act, 71 Corp. (Aspen
L. and Bus.) 1, 5 (2000) (suggesting that adoptions of MBCA are evidence of
conpetition).

5 O 23 nenbers on January 1, 1999, only 7 came from states that had
adopted or or substantially all of the MBCA. O 12 past or present chairs of the
Committee, only 2 cane fromsuch states. Conpare Mddel Business Corporation Act
Annot at ed, supra note __, at xlI (list of menbers) and xxvi (list of chairs) with
id at xxvii (list of MBCA states).

5% To the extent that states are notivated to attract incorporations and
are nore likely to adopt the MBCAif it serves this function, the drafters of the
MBCA may obtain greater reputation and have a greater inpact if they draft the
MBCA accordi ngly. This, however, woul d only generate weak i ncentives for the MBCA
drafters.

57 See also Carney, at 741 (noting that copying MBCA reduces cost of
devising law). Indeed, MBCA states tend to be relatively small. It has been
suggested to us that the MBCA may reflect an effort of states other than Del aware
to conpete wi th Del aware and econoni ze on the cost of such conpetition. Even if
that is the case, state conpetition would be rather linited, both in scope (since

35



To further exam ne whether adoptions of MBCA provisions
indicate the presence of state conpetition, we investigated the
di ffusion pattern of four MBCA provisions identified as “nmajor”
by WIliam Carney: the authorization of a share exchange, the
substitution of insolvency tests for the |l egal capital rule, the
substitution of plurality wvoting for majority wvoting 1in
sharehol der actions, and the making of dissenters’ rights
excl usi ve. % Using Romano’ s net hodol ogy, we ranked states based
on the speed in which they adopted these. W then conputed the
Spear man ranking correl ation between the resulting ranking and
the responsiveness ranking that Romano reports.® The two
rankings were negatively related, with no statistical
si gni ficance. ©°

The | ack of significant positive relation in the ranking of
states adopting the innovations identified by Romano and those
identified by Carney is troubling from the state conpetition
perspective. |f both Romano and Carney identified inportant

provisions, the lack of positive relation in ranking suggests

states other than Delaware do not conpete with each other) and in degree of
effort (getting the ABAto do all your work is about as little effort as one can
spend). Mor eover, this hypothesis is hard to square with the fact that nopst
drafters of the MBCA cone from non-MBCA states and that Delaware |awyers
participate in the drafting of the MBCA. See supra note __

58 See Carney, supra note __, at 746.

59 See Appendi x A. We used the ranki ngs provi ded by Romano, supra note __,
at 247.

60 The Spearman correlation coefficient is -0.13472, and the significance
level is 37.21%
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t he adoption of inmportant provisions is random or, at | east,
that states do not engage i n sustai ned conpetition. Conversely,
if the provisions identified by Carney as major are not, in
fact, inportant, one may questi on whether adoption of the MBCA
matters much and, accordingly, should not infer that states

adopting the code do so to attract incorporations.

(ii) Antitakeover Statutes

The single nost inportant field for statutory i nnovation in
corporate law, and the one attracting the npbst attention by
comment at ors, has been state antitakeover statutes. Modern (i.e.
second generation and beyond) state antitakeover statutes cone
in five major categories, with countless variants and sone
additional mnor categories. Wth respect to anti-takeover
statutes, states have clearly been active, both in ternms of
devi sing new provisions and in terns of adopting them

This activity, however, does not show that states are
passi ng antitakeover stat utes i n order to attract
i ncor porations. Rat her, comrentators that have exam ned the
notives for the adopting of nodern antitakeover statutes have
concl uded that the principal notive for their adoption had been
to protect local firnms against hostile bids. Roberta Romano,
W Illiam Carney and Henry Butler, for exanple, each identify a
| arge nunber of nodern antitakeover statutes that were passed

either to protect a local firm against an inpending bid
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(takeover-specific statutes) or otherwise at the behest of a
si ngl e conpany (corporation specific statutes).® Robert Daines
relates the vivid history of Massachusetts statute designed to
protect _ against a takeover bid by .52 Even | aws not
driven by a specific conmpany or a specific bid are generally
intended to protect |ocal conpanies fromtakeovers. 83

That antitakeover statute are notivated by a desire to
protect | ocal conpanies, rather than to attract incorporations,
is also consistent with the way these statutes have evol ved.

The precursor to nodern statutes were so-called first-generation

statutes, which were adopted by 37 states, nostly in the 1970s.

61 See Roberta Romano, The Political Econony of State Takeover Law, __ Va.
L. Rev. __; Roberta Romano, The Future of Hostile Takeovers: Legislation and
Public Opinion, 57 U Cin. L. Rev. 457, at n.11 (1988) (listing 12 statutes
passed at the behest of a single conpany); Henry Butler, Corporate-Specific Anti -
Takeover Statutes and the market for Corporate Charters, 1988 Ws. L. Rev. 365
(mentioning at | east 12 states that have passed t akeover specific | aws and ot hers
t han have passed corporation specific laws); Carney, Table 3 (detail).

62 Robert Dai nes, Staggered Boards.

63 For exanple, Maryland' s strict antitakeover law, which is being cited
as a reason to incorporate in the state (see Janes J. Hanks, Jr., MA Law., Cct.
1999 at 12 (article by partner in Baltinore firmciting takeover |aw as reason
to incorporate in Maryl and); Janmes J. Hanks, Jr., Maryland Legislation O fers New
Benefits for Corporations, REITs, and I nvestnment Conpani es, |nsights, My 2000,
at 8 (sane); Robert B. Robbins & Dava R Casoni, Maryland's “Just Say No” Law,
I nsi ghts, Septenber 1999, at 27 (article by two Washi ngton, DC, |awers citing
t akeover law as a reason to incorporate in Maryland)), was enacted to protect
| ocal conpanies. See Peter Behr, The Wshi ngton Post, Feb. 25, 1999, at E1l
(quoting state politicians and busi ness executives tothat effect); Anti-Takeover
Measure Draws Broad Support, The Baltinore Sun, Feb. 17, 1999, at 1C (sane); Bid
to Fight Takeovers Criticized, The Baltinore Sun, Jan. 17, 1999, at 1D (sane);
Tel ephone Interview with Janes J. Hanks, Partner, Ballard Spahr, Mar. 22, 2002
(stating that the principal reason for antitakeover |law was to protect, and
princi pal support cane fromparties interested in protecting “existing Maryl and
corporations from bad effects of hostile takeovers,” and not to attract
i ncor porations)

64 Roberta Romano, The Future of Hostile Takeovers: Legislation and Public
Qpinion, 57 U Cin. L. Rev. 457, 458.
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Unli ke nmodern statutes, first-generation statutes applied to
| ocally headquartered corporations conducting substanti al
business in the state regardless of where they were
i ncorporated.® This design, however, would be perverse if the
state ainmed is to attract incorporations. Fromthe perspective
of attracting incorporations, the benefit of the statute should
be withheld from |l ocally headquartered firnms incorporated in a
different state -- the prime group of firns the state would seek
to attract. Protecting |local firnms regardl ess of where they are
i ncorporated, however, makes perfect sense if the aim of the
statute is to protect |ocal managenent. 66

To be sure, later generations statutes apply only to
donestically incorporated corporations.® But the reason for this
change is not that proponents of first-generation statutes

suddenly realized that these statutes are ill-designed to

65 See, e.g., Ill. Rev. Stat., ch. 121 1/2, para. 137.54. A (1979) (Illinois
statute); see generally Donald Langevoort, State Tender-Offer Legislation:
Interests, Effects, and Political Conpetency, 62 Cornell L. Rev. 213, 219 (1977)
(concluding that these statutes apply to any “target conpany [that is] in sone
way a ‘local enterprise’”). By contrast, these statutes did not apply to firnms
incorporated in the state unl ess they were either al so headquartered in the state
and conducted substantial business init. [Illlinois stat.]

66 Recall, in this regard, that nmost public corporations i ncorporate either
in Delaware or in their headquarter state and that Romano postul ates that states
conpete to retain existing (locally headquartered) corporations. See supra ___
From that perspective, a state aimng to attract incorporations would want to
deny the benefit of the statute to a locally headquartered conpany that is
i ncorporated in Del aware.

671t was that limtation that won states constitutional approval. See CTS
Corp. v. Dynamics Corp. of Anerica, 481 U S. 69, 82-84 (1987). Indeed, prior to
CTS, nodern statutes did not invariably apply to donmestically incorporated firnms.

See Manning G I bert Warren, |11, Devel opments in State Takeover Regul ation: MTE
and Its Aftermath, 40 Bus. Law. 671 (1985) (noting that Ohio and W sconsin
statutes required nexus to state beyond incorporation).
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attract incorporations. Rather, it was that the United States
Suprene Court held they violated the dormant commerce cl ause by
applying to firns i ncorporated in a different state.® Nbreover,
adopti ons of nodern takeover statutes are highly correlated with
adoptions of first-generation statutes.® This constitutes
further evidence that the notivation underlying nodern statutes
is the same as the one underlying first-generation statutes: to

protect local firms, rather than to attract incorporations.

(iii) Other Statutory Revisions

State corporate statutes are not confined to copies of the
MBCA and to antitakeover |aws. Many states, including the
| argest ones, have not substantially adopted the MBCA and even
MBCA states sonetines deviate from the MBCA. 7°© States do not
generally explain why specific |laws were passed, and so an
extensive historical analysis of each state's revisions of its
corporation |aw woul d be beyond the scope of this article. The
political econonmy and incentive structure underlying corporate

| aw revi si ons, however, suggests that attracting incorporations

68 Edgar v. Mte Corp. 457 U S. 624, 645 (1982) (rejecting argunent that
Il1linois antitakeover statute constitutes legitinmate regulation of interna
affairs by noting that statute applies to conpanies not incorporated in
[11inois).

69 The 14 states that did not adopt a first-generation statute had, as of
[ Subramani an’ s table], adopted 1.71 of nodern statutes. The 37 states that did
adopt first-generation statutes adopted 3.05 nodern statutes. Calcul ate Spear man
correl ation index.

0 See, e.g., Carney, at 748-749 (listing inportant Georgia departures from
t he MBCA)
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is neither their principal objective nor their predom nant
ef fect.

The main driving force behind corporate |aw revisions are
corporate |l awers.’* Most corporate law reforns neither require
fiscal outlays nor generate political opposition.” The main
constraint on the passage of such reforns is that state

| egislators want to devote linmted time to passing corporate

| aws. Thus, the corporate bar and advisory commttees can
expect that, if placed on the |legislative agenda, proposed
revisions of the corporation code will be enacted.”

But the interest of lawers in corporate law reform is
mul ti-faceted and, in many ways, not significantly related to
attracting incorporations. To the extent that |aws are nmeant to
benefit particular clients or close corporations generally, they
are neither intended nor likely to be particularly effective in
attracting incorporations.”™ Simlarly, to the extent that bar
conmmttee nenbers try to enhance their general reputation, serve
their vision of the public good, or enjoy the exerci se of power,

they are only tangentially concerned about attracting

1 See Carney, at 737-49 (noting that |lawers initiate nost corporate |aw
changes) .

72 Exceptions: NY enployee protection, court reforns discussed bel ow,
I1linois refusal to pass a 102(b)(7)-like statute. Also, antitakeover |aws.

s Even Del aware, the state nost interested in attracting incorporations,
basically delegates the design of its corporate statute to the |local bar
comittee. See ..

74 See Carney, at 748 (noting that many of Georgia's departures fromthe
MBCA are neant to fix a problemthat a specific client has encountered).
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i ncor porations.

Even to the extent that | awers are interested in generating
busi ness frompublic conpanies, their interest cannot be equat ed
with the goal of attracting incorporations. To be sure,
donestically incorporated firns are nore |likely than Del aware
corporations to hire local |awers. But, in other respects,
generating business can conflict with attracting i ncorporations.

For starters, | ocal | awyers benefit from increased
incorporations only if the increase i s unexpected and occurs at
a rate faster than the rate at which new |awyers can easily
enter the relevant market. Thus, for exanple, present | ocal
| awyers do not benefit much from laws that attract
i ncorporations slowy or nostly in the long term 7"

Second, as others have noted, |awers have an interest in
laws that increase the need for |egal advise and generate
litigation -- even if such |aws reduce incorporations.’

Third, local |awers have an interest in |laws that reduce
conpetition by out-of-state law firns. Thus, |ocal |awers may

benefit little from say, copying Delaware |aw or the law of a

5 Local |l awyers al so have m xed feelings about having the quality of the
| aw advertised. While such advertisenent may attract i ncorporations, it may al so
i nduce conpeting | awers to set up shop in-state.

76 See Macey & Mller, supra note _ , at 504-05; Carney, at 721.
Conpetitive pressure constrain, but do not elimnate, this preference.
Corporations are inmmbile in the short-term (due to reincorporation costs and
| ack of information about the quality of the |aw) and many cl ose corporations
tend to be i mobile evenin the long-term Thus, | awers can generate short-term
profits by devising the law in a manner that increases the need for their
services. Moreover, as explained, |awers predom nantly benefit (and are hurt
by) the short-termeffect of new | aws.
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| arge nei ghboring state -- even if such copying would attract
i ncor porations.’’

Fourt h, menmbers of the bar or advisory conmttee that drafts
the proposed revisions are nore interested in generating
busi ness for thenselves than in benefitting local |awers
generally. As aresult, they may, for exanple, favor provisions
that are excessively idiosyncratic, arcane or conplex -- in
order to enhance their reputation or increase the human capital
derived from commttee menbership -- with little attention to
the effect of these provisions on incorporations.

Finally, even to the extent that |awers benefit from
attracting incorporations, their incentive to have the state
conpete for incorporations are highly attenuated. As expl ained,
t he potential benefits to lawers fromattracting i ncorporations
are nmodest to start wth. Mreover, local I|awers face
collective action problens. They wll not want to expend
significant resources to attract incorporations and instead try
to free-ride on the efforts of others.” Local |awers wll

therefore be reluctant to nmke significant investnents in

7 See also Carney, at 723 (noting interest of local |awers to exclude
potential conpetition fromlawers specializing on Delaware | aw).

8 See al so Carney, at 747 (finding that collective action problens retard
creation and adoption of innovations). Bar associations help overcone this
coll ective action problemonly to some extent. \While bar associations organi ze
committees to propose legal reform the nmenbers of the conmittee are not
conpensated for the time spend on comittee busi ness. Mreover, bar associ ations
do not typically fund | obbying efforts.
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devi sing attractive corporate law reforns’ no in assuring that
their reforms are passed should they require fiscal outlays or

run into political opposition.

B. State Conpetition with Respect to Judge- Made Law

A second, inportant elenment of a state’'s corporate |egal
structure is the state’ s judge-made | aw af fecting corporations.
We will deal only briefly with the extent to which states have
taken steps that could plausibly be regarded as making them
attractive as incorporation states. To our know edge, no
comment at or has claimed that states try to conpete with Del aware
in their design of judge-nmade | aw. 8

| ndeed, we would regard such a claim as inplausible.
Attracting incorporations has not beconme an inportant part of
state policy for any state but Del aware. Thus, nost judges would
be surprised to learn that their states wants them to render
corporate | aw decisions that attract incorporations. Moreover
even if judges believed their states wanted themto render such

deci si ons, they woul d have only weak i ncentives to do so. Since,

79 See Carney, at 749 (noting that many provisions of Georgia corporate | aw
are designed as "l owcost solutions to problens as they arise,” rather than as
"ideal " ones).

8 Even with respect to Del aware, comentators have claimed that a desire
by judges <consciously participate in the state’'s efforts to attract
i ncorporations. See Cary, supra note __, at 670-84 (argui ng that judges aid their
states in attracting incorporations); Romano, Genius at 40 (“[T]his appoi nt nent
process [for chancery court judges] helps to ensure that nenbers of the chancery
court will be sensitive tothe state’s policy of responsiveness in corporate | aw,
since judges who ignore the political consensus in the state wll not be
reappoi nted”).
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out si de Del aware, corporate | aw deci sions represent only a tiny
fraction of a judge’'s case load,® it is unlikely that their
out come woul d have much of an inpact of whether the judge is
renom nated or reel ected.?® Nor, for that matter, would it al ways
be evident for a judge, who ordinarily |acks prior background
and judicial experience in corporate |aw disputes, how a case
shoul d be decided to attract incorporations.?

We note in conclusion that issues such as the fiduciary

duties of directors and controlling shareholders in self-dealing

81 This is true for judges in states that have not established any
speci al i zed business courts as well as, for the reasons discussed below, for
judges in states that have established specialized business courts. It is also
true for courts of appeals, the primary generators of case law, in all states
ot her than Del awar e.

82 Mor eover, outside Del aware, many corporate cases are decided by federa
courts. See Keith Paul Bishop, Battle for Control of |ITT Corporation Spotlights
Nevada (and Del aware) Corporate Law. Did Nevada Law Get Stockhol ders A Better
Deal ?, 12 Insights, Jan. 1988, at 15, 18 (stating that npst reported Nevada
deci si ons i nvol vi ng t akeovers have been rendered by the federal courts). Federa
judges have even less incentives than help a state attract incorporations than
state judges. See id. (noting that rulings by federal courts “may frustrate the
Nevada Legislature's intent to create alternatives to Delaware |aw’').

8 To be sure, a judge trying to attract incorporations could just follow
Del aware case law in resolving a dispute. Due to their experience, Del aware
judges are likely to have a greater capacity than judges in other states to
det ermi ne what corporate rules attract incorporations. In fact, judges in other
states often foll ow Del aware precedents. For two reasons, however, we believe
t hat the tendency of judges in other states to foll ow Del aware precedent does not
i ndicate that they participate in state conpetition. For one, as one of us has
argued, the rules that help to attract incorporations to Del aware, a state with
an expert corporate judiciary, may not be well suited to help a state that Iacks
such a judiciary attract incorporations. See Kamar, supra note __, at _
Carney, supra note __, at 727. Second, judges may follow Del aware precedent
because of the presence of rel evant case | aw and of the recogni zed experience of
Del aware courts in resolving disputes, without regard to any effort to attract
i ncorporations. |Indeed, Delaware corporate cases are widely cited by federa
district and circuit courts in deciding corporate di sputes. See Alva, supra note
__, at __, note 92 (stating that four inportant Del aware cases were cited by
federal circuit courtsin6 circuits, by federal district courts in 12 states and
by state courts in 12 states). Yet no one clainms that federal courts are somehow
part of a scheme to help the states where they sit attract incorporations.
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transactions, the scope of <corporate opportunities, the
obligations of a board in dealing with control chall enges, the
prerequisites for a derivative suit, the board’s disclosure
obligations when it seeks a sharehol der vote, and the scope of
i nperm ssible corporate waste are largely enshrined in judge-
made, rather than statutory, |aw 8 Many observers consider
fiduciary duty |law to be one of the nost inportant elenments of
state corporate | aw.® Any state conpetition over the content of
corporate law rules that did not include these inportant areas
woul d be highly inconplete at best.® But the absence of state
conpetition in the dinmension of judge-made |aw presents even
greater chal l enge for scholars who posit that states conpete for
i ncorporations. If judge-made law is inportant and states are
actively conpeting, why do they | eave the design of an inportant

aspect of their product to judges who | ack proper incentives??

84 The Model Business Corporation Act devotes a nere three mediumlength
sections to directors’ standard of conduct.

8 Cite to Intervieww th Bussard + literature on case | aw as the backbone
of Del aware | aw

86 Also note that, because courts in other states do not hear many
corporate cases, Del aware case | aw cannot di ffuse quickly to their case law. Cf.
Bradl ey C. Canon & Lawrence Baum Patterns of Adoption of Tort Law I nnovations:
An Application of Diffusion Theory to Judicial Doctrines, 75 Am Pol. Sci. Rev.
975 (1981) (finding that the diffusion of judicial doctrines anobng states is a
very different process fromthe diffusion of |egislation because courts depend
on litigants’ demands). According to Romano, rapid diffusion of innovations is
an el ement of conpetition.

87 St ates have alternatives. They coul d enact a detail ed statute that woul d

reduce judicial discretion. Alternatively, they could try to align incentives of
judges with the goal of the state to increase incorporations.
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C. State Conpetition in Designing the Structure of the Court
System

One principal attraction of incorporating in Delaware is the
high quality of Del aware’s Chancery Court.8 The chancery court
conmbi nes several attractive features. First, it has limted
jurisdiction and its caseload consists nmainly of corporate
cases.® Moreover, it hears all cases without juries.® Thus
corporate disputes are decided by judges who have devel oped
expertise in corporate |law. Second, chancery court judges are
sel ected based on nerit through a nom nating comm ssion rather
t han being el ected or appointed directly by a political body.
Once appointed, they receives the financial support from the
state--for law clerks, support staff, office space, courtroom
facilities, and the like--that is necessary to di spose of cases
expeditiously. Thus, highly conpetent |awyers can be attracted

and appointed to the chancery court, and they can maintain the

8 There is a wde consensus on this point shared by acadenics
practitioners, and nenbers of the judiciary. See, e.g., Kl ausner, supra note __,
at 845; Kahan & Kamar, supra note _ , at __ ; Romano, supra note __, at 277,
Li pman, infra note __ (concedi ng that Pennsyl vani a judges | ack the experience of
the Delaware chancery court judges in corporate mtters and cannot as
expeditiously resolve disputes); Sara-Ellen Amster, Ohers Try to Intate
Del awar e, Gannett News Service, July 7, 1998 (stating that Del aware’s chancery
court “is widely cited as a mmjor reason nore than 270,000 businesses nmake
Del aware their corporate hone”); WIIliam H Rehnquist, The Prom nence of the
Del aware Court of Chancery in the State-Federal Joint Venture of Providing
Justice, 48 Bus. Law. 351, 354-55 (1992).

8 CITE. Simlarly, its jurisdiction extends to all corporate cases.
% CI TE.
91 See The Lawyer’'s Al manac 1992 [get newer issue]. Del aware is one of

just 15 states where trial court judges are initially appointed in this fashion
and, of this group, one of six states where they do not face retention el ections.
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hi gh quality of the court. Third, the opinions of the court are
published in the state and the regional reporter, and are
avai l abl e on el ectronic | egal databases. They thus create a body
of case | aw that provides guidance to practitioners.

One would expect that any state trying to attract
i ncor porations would establish a court with features simlar to
Del aware’ s chancery court.® |In this Section, we will argue that
no state has made a serious effort to establish such a court.

To start with, the vast majority of states have no
speci alized courts dealing with corporate disputes. The court
structure in these states is clearly not designed to conpete
with Del aware’s.

A nunber of states have established sone formof specialized
judicial tribunals. These states include New York, Illinois,

North Carolina, Massachusetts, Nevada, and Pennsyl vani a.® Even

92 See Tougher Sharehol der Suit Standards in Pennsylvania are Qutlined

1997 Andrews Del. Corp. Lit. Rep. 20510 (noting agreenment by faculty in sem nar
at the Pennsylvania Bar Institute that a court that specializes in corporate
governance issues as the Delaware chancery court does is necessary for
Pennsyl vaniato attract i ncorporations). Mreover, unlike high-quality statutory
corporate law, a high quality corporate court cannot sinply be copi ed by anot her
state (see infra TAN); and unlikely over the content of its case |l aw, a state has
direct control over the structure of its judicial system(see supra TAN). Thus,
establishnment of a high quality court may be an especially effective way for
states to conpete for incorporations.

% Virginia has a State Corporation Conmission with jurisdiction over
chal l enges to corporate charters (but not over derivative | awsuits). Anmerican Bar
Assn., The Status of Business Courts in the United States, available at
wysiwyg:// 24/ http://www. abal awyer source. org/ busl aw/ buscts/ctsurvey. ht m
[ herei nafter ABA, The Status of Business Courts]. NewJersey is sonetines, al beit
wrongly, cited as having an existing business court. The New Jersey State Bar
Associ ation had recommended to the state suprene court to establish a specia
busi ness court for conplex comercial matters. The supreme court rejected that
recommendati on and, instead, added a fourth track to its differentiated case
management system In that track, conplex comercial cases are grouped with
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t hese courts, however, are not effectively designed to attract
i ncor porations.

The first of these “special business courts” was New York’s
commercial division established in 1992 as a pilot and made
permanent in 1995.% The Comercial Division differs from
Del aware’s Chancery Court in several fundanmental respects.
First, judges in New York are el ected, ®® and hear all cases with
a jury.% Second, jurisdiction is very broad and corporate
di sputes are likely to constitute only a small portion of any

judge’ s caseload.® Finally, the fact that Conmercial Divisions

envi ronnent al coverage cases, nmass torts, actions under the federal Y2K act, and
ot hers. Tel ephone Intervieww th Barry D. Epstein, former president of New Jersey
State Bar Assn., May 24, 2001. The New Jersey Superior Court also maintains a
chancery division that has been descri bed as havi ng “devel oped speci al expertise
and abilities with regard to conpl ex corporate | aw matters.” See ABA, The Status
of Business Courts, supra. The case load of the chancery division, however,
consists nostly of non-corporate cases and corporate cases involving a damage
claimare transferred to the law division for trial. Telephone Interview with
Peter D. Hutcheon, Norris MlLaughlin & Mrcus, PA, My 16, 2001. In 1996
W sconsin adm nistratively established a pilot “business court” in MIwaukee
County by designating two judges to hear commerci al di sputes. ABA, The Status of
Busi ness Courts. The court was di shanded several years ago. Tel ephone Interview
with Beth Perrigo, Deputy District Court Admnistrator, MIwaukee County, Mar
31, 2001.

[Add fn to Maryland; see also Eric G Olinsky, Maryland Creates First
Busi ness and Technol ogy Court Program Corp. L. Wekly, Feb. 21, 2001, at 64]

% See NY ACCA General Counsels’ Committee Supports Conmercial Division of
New York Supreme Court, The Metropolitan Corp. Counsel, Feb. 1996, at 20.

% |I'n New York, supreme court judges are elected. However, anong those
el ected, judges are assigned to the commercial division. This creates the
possibility of assigning judges with business |aw expertise to the commrercia
di vi si on.

% Under New York law, plaintiffs have a right to jury trial in corporate
di sputes that involve a potential damage remedy, even if the dispute involves an
equi t abl e procedure such as a derivative suit. Fedoryszyn v. Wiss, 310 N. Y. S. 2d
55 (N.Y. Sup. C. 1970); Lewis v. S.L. & E., Inc., 831 F.2d 37 (2d Cir. 1987).
In Del aware, such disputes are heard by the chancery court wi thout a jury.

97 The division’s jurisdiction includes cases involving the Ilaw of
contracts, corporations and insurance, the Uniform Commercial Code, and other
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were only established in sonme counties® and that no equi val ent
“commerci al division” was established in the appellate division
of the suprene court (New York’s intermedi ate appellate court)
make it harder to develop a coherent body of corporate |aw
pr ecedents.

VWiile being hard to nmesh with an effort to attract
i ncorporations, these design features are consistent with the
purported goal behind the establishment of the comercial
division: to reduce the long delays in the resolution of
comrerci al disputes in New York’s overburdened trial courts.?9
These del ays reduced the attractiveness of New York state courts
as a forumand, as a result, as a center of commercial activity
giving rise to disputes that would likely be litigated in New
York courts. 1 Fromthis perspective, it is sensible that the
jurisdiction of the commercial division enconpasses a wi de array
of commercial disputes and that it was instituted only in sone

counties (where delay was a problem. It also explains why a

comer ci al matters. Commer ci al Division Celebrates First Anni versary,
Met ropol i tan Cor porate Counsel, Dec. 1996, at 46.

% Commercial divisions were initially created in New York county
(Manhattan) and Monroe county (Rochester). Frederick Gabriel, NewYork’s Comercia
Court is Wiere Business Speeds Al ong: New Systemis Mdel for Gher States, Crain’s N. Y.
Bus., Apr. 7, 1997, at 11. Later, divisions were added for Buffal o, Long Isl and,
and Westchester. Steven Andersen, Massachusetts Tackles Litigation Backlog Wth
a New Busi ness Court, Corp. Legal Tinmes, Apr. 2001, at 74

99 See Pilot Succeeds, Task Force Studies N. Y. State Commercial Court
Pl ans, Commerci al Lending Litigation News, May 5, 1995; Annenarie Franczyk, State
Court SystemFloats Plan for Unit for Comrercial Suits; New York State; Business
First of Buffalo, June 19, 1995, at 2.

100 | d.
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court-annexed alternative dispute resolution nmechanism was a
significant conponent of the establishment of the commerci al

di vi sion. %1 Moreover, since dissatisfaction with the delay in
resol ving di sputes, rather than with the final resolution, was
the principal concern, there was no need to tinker with the
right to a jury trial or to take steps to increase the
cohesi veness of New York’'s case | aw.

As Table 4 shows, the business courts in the other states
| argely resenble New York’s comrercial division, rather than
Del aware’ s chancery court. AlIl of these courts are divisions of
the regular trial court and do not affect the right to jury
trial. All have relatively broad jurisdiction and, wth the
exception of the North Carolina court, have several judges
assigned to them As a result, judges on these courts dea
nostly with contract and commercial disputes, rather than
corporate | aw di sputes, which are | ess comon, at |east outside
Del aware. OQutside of New York and Massachusetts, where sone
state trial courts opinions are published, the opinions by the
speci al business courts are neither published nor avail able on
Lexis or Westlaw, greatly undermning the courts’ ability to
provide guidance to practitioners. And outside of North
Carolina, only disputes filed in certain counties can even in

t heory be adjudicated by the court.

101 Conmmer ci al Divi si on Cel ebrates First Anni versary, Metropolitan Corporate
Counsel , Dec. 1996, at 46.
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Tabl e 4:

Busi ness Courts

Del . NY I, Mass. Penn. NC Nev.
Est abl i shed 1792 1992 (pilot) 1993 2000 2000 1995 2000
1995 (perm)
Separ ate Court Yes No No No No No No
Created Constit. Admi n Admi n Admi n Admi n Admi n Admi n
Jury Trial for No Yes Yes Yes Yes Yes Yes
Corpo-rate
Cases
Judges El ected No Yes Yes No Yes ? Yes
Opi ni ons Yes Yes No Yes No No No
Publ i shed
St at e- Wde Yes No No No No Yes No
Si ze 5 Judges Lar ge _ _ _ 1 Judge 3 Judges
Subj ect Matter “Equi ty” contracts, br oad busi ness, cor por at e, conpl ex cor por at e,
Jurisdiction (mostly conmerci al , commerci al , conmerci al busi ness trademark,
corporate) cor por a- conpl ex trade sec- cases securities,
tions, other contract rets, busi- assi gned deceptive
cases ness torts, practices,
I P, other ot her

Source: [various]
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As in the case of New York, the purpose of these courts
appears to have been to streanline the disposition of comerci al
cases. 92 The courts in North Carolina and Nevada are a parti al
exception. In these states, there are indications that

attracting i ncorporati ons may have been a partial notive. % But

102 See Steven R Stahler, Illinois Lobbies Firnms to |Incorporate Here
Crain’s Chicago Bus., Oct. 9, 1995, at 9 (article on efforts to attract
i ncorporations, which nentions | ow franchise taxes and revisions to corporation
law, but fails to nmention the business court); WlliamC. Smth, Ml. Panel Urges
Biz Court, Nat’l L.J., Nov. 27. 2000, at Bl (noting praise by a Chicago | awer
for reduction in delay in disposing of conmercial cases); Steven Andersen,
Massachusetts Tackl es Litigation Backlog with a New Busi ness Court, Corp. |egal
Times, Apr. 2001, at 74 (citing logjamof litigation and delays as reasons why
busi ness court was created); Thomas F. Holt, Jr., Tine is Right for a Business
Court, Boston d obe, Mar. 14, 2000, at D4 (arguing that court woul d reduce speed
in which cases are dealt with); Focus on Business Courts, Metropolitan Corp.
Counsel , Apr. 2000, at 40 (intervieww th Paul Dacier, a | eading proponent of the
busi ness court, who cited delay with which Massachusetts courts disposed of
intellectual property cases as a reason to create a business court); Sacha
Pfeiffer, To End Delay, Court Devotes Al Its Tinme to Business Cases, Boston
G obe, Cct. 19, 2000, at Al (noting that delay, which caused litigants to enpl oy
arbitrators, inspired creation of Massachusetts’ business court). The story in
Pennsyl vani a i s sonewhat nmore conpl ex. Proponents of a business court initially
nodel ed the court after Del aware’s chancery court and i ntended the court to help
attract incorporations in Pennsylvania. See infra TAN. When bills to create such
a court failed to pass, they settled for the adm nistrative creation of a
“commerci al case managenent program” nodel ed after the conmercial division of
New York’s supreme court. Partnering with Qutside Counsel for a Philadel phia
Busi ness Court, Metropolitan Corp. Counsel, Mar. 2000, at 1. Even that nodest
proposal was only adopted when the programcoul d be staffed wi thout the addition
of new judges. 1d.; see also Tel ephone Interviewwith WlliamH C ark, head of
Pennsyl vani a chancery court coalition (June 1999) (stating that the proposal to
create specialized commercial court, unlike an earlier failed effort to establish
a “chancery court,” is not part of an effort to attract incorporations).

103 Jawrence F. Dickie & John L.W Garrou, North Carolina Judge to Hear
Conpl ex Busi ness Di sputes, Corp. Legal Tines, June 1996, at 32 (noting concern
of North Carolina corporations over |ack of specialized court); Jack Scis
Greensboro Lawyer Gets New Busi ness Judgeshi p, News & Record (G eensboro, N.C.),
at B5 (noting that court is intended to speed up trials of significant business
cases and quoting | egi sl ative study conm ssion as noting that “Lack of a business
court ... puts North Carolina at a di sadvant age when cor porati ons are consi dering
states in which to incorporate to do business”). Electronic maiil fromSteven B
M Il er, Managi ng Editor, Nevada Policy Research Institute (Mar. 20, 2002) (noting
t hat business courts are related to goal to attract incorporations, but are nore
rel evant to Nevada’'s attenpt to i nduce conpanies to | ocate operations and upscal e
professionals into Nevada). Despite these intentions, pronmpters of Nevada
i ncorporations do not seemto place great significance on the court. Nevada's
Secretary of State does not nmention the court inits official explanation for why

53



the courts in both states suffer from severe design flaws --
broad subject matter, the retention of juries and the non-
availability of opinions being the npbst inportant ones.? [|n
addition, North Carolina s court suffers from a shortage of
funding for chanbers and | egal and clerical support, % | eading
a local newspaper to headline “North Carolina Business Court

Pl eads Poverty. " 106

conpani es shoul d i ncorporate i n Nevada See web site. In other respects, as well,
the court is not publicized. There are hardly any press reports referring to the
establ i shnment of the court; even incorporation services specializing on Nevada
fail to nention the court as reason to incorporate in Nevada. cites.

104 |'n North Carolina, only decisions by the state court of appeals and the
state supreme court are published. Doug Canpbell, Home Court, News & Record
(Greensboro, N.C.); My 3, 1998, at ELI. Even an opinion that is clearly of
general interest to corporate practitioners, such as First Union Corp. V.
Suntrust Banks, Inc., Civil Action 01-CVS-10075, Tennille, J. (N C. Super. Ct.
Div. July 20, 2001) (involving a hostile takeover battle anmong North carolina
banks), is not slated for publication in any state or regional reporter. It
shoul d be noted that this litigation is the product the first major corporate
case toland in the North Carolina business court docket. See Carrick Ml I enkanp,
SunTrust Has Little Time Left To Divide Wachovia, First Union, Wall St. J., July
23, 2001, at B4 (describing the case). Mor eover, the court’s opinions |ack
precedential value. <cite report.

105 State Business Courts Here To Stay; Concept Gets Entrenched Despite
Set backs, Commercial Lending Litig. News, Sep. 5, 1997 (noting that judge has
been “out spoken concerning the | ack of funds for chanbers, and | egal and cl eri cal
support”). Add info fromweb site.

106 | eah Beth Ward, North Carolina Business Court Pleads Poverty, The
Charlotte Cbserver, Mar. 24, 1998 (quoting North Carolina s secretary of state
as saying that “[t]he state just hasn’t put a whole |lot of resources into [the
busi ness court]” and reporting statenments by officials that the current judge has
no law clerk and no way for his opinions to be published in the | egal community
so that a guiding body of case | aw nmight be built); see al so Doug Canpbell, News
& Record (Greensboro, N.C.); My 3, 1998, at E1 (reporting that the court | acks
alawclerk for research, an adm ni strator, and up-to-date technol ogy). The five
Del awar e chancery court judges, by comparison, have a total of seven clerks.
Interview with Wlliam T. Allen, My 16, 2001, in New York, NY. The North
Carolina |l egislature eventually approved the royal sum of $118,000 to hire a
judicial assistant, buy office equi pnent, and hel p establish an electronic filing
system Doug Canpbell, Business Court WIIl Not Cone to City, News & Record
(Greensboro, N.C.), Cct. 28, 1998, at B7. But it took a private foundation to
donate the funds for a lease to relocate the court fromHi gh Point to Greensboro.
Doug Canpbell, Foundation Pays Lease for Business Court, News & Record
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The problemw th Nevada’ s recent busi ness court i s even nore
acute. As for Delaware (and unlike any other state), a |arge
percent age of the public conpanies incorporated in Nevada are
not headquartered in the state. But Nevada | aw, unli ke Del aware
| aw, does not require directors of donestic corporations to
consent to being sued in its state for breaches of their
fiduciary duties. It is this statute, rather than the inherent
ties between a director and the conpany’s state of
i ncorporation, that makes it constitutional for state courts to
exerci se personal jurisdictionover director defendants. % Since
Nevada | acks such a statute, there is substantial doubt whet her
Nevada courts have personal jurisdiction over directors of

conpani es that are incorporated in Nevada but not headquartered

(Greensboro, N.C.); Mar. 1, 1999, at B6. The follow ng year, the state deci ded
to pick up the tap. Eric Dyer, Local Projects Included in Budget, News & Record
(Greensboro, N.C.), July 2, 1999 (reporting that state budget includes $52, 000
to cover rent for business court).

107 Conpare Del. Code Ann. tit. 10, sec. 3114 (Delaware consent statute)
with Nev. Rev. Stat. Ann., sec. 14.065 (Nevada |ong-arm statute not requiring
directors of Nevada corporations to consent to jurisdiction).

108 See Shaffer v. Heitner, 433 U S. 187 (1977) (holding that directors of
Del awar e corporation | acked sufficient contacts with Delaware to grant Del aware
courts personal jurisdiction over directors under Delaware’s quasi in rem
statute). Signifying the inportance that Del aware places on its court having
jurisdiction over directors of Del aware corporations, Del aware passed a specific
statute deenmi ng such directors to having consented to such jurisdiction within
13 days after Shaffer. John J. Cound et al., Civil Procedure: Cases and Materials
165 (8th ed. 2001). (Simlar statutes have been adopted by Al aska, Illinois,
Kansas, Maine, Mchigan, Montana, North Carolina, North Dakota, Oregon
Pennsyl vani a, Sout h Dakota, and Wsconsin.) See Casad & Ri chman, supra note, __,
Appendi x E. This nakes the absence of a specific statute by Nevada all the nore
remar kabl e.

55



in the state.!® The ability of a quality court to attract
i ncor porations, however, wanes if that court |acks jurisdiction
over defendants in nmany sharehol der disputes, where directors
are sued for breaches of their fiduciary duties to the
cor porati on.

A further indication that these courts do not reflect a

109 Nevada’s statute grants its courts jurisdiction “on any basis not
i nconsistent with the constitution of this state or the constitution of the
United States.” Nev. Rev. Stat. Ann., sec. 14.065. Despite its broad formul ati on
this statute may reach less far than statutes presum ng directors’ consent to
jurisdiction or specifically conferring jurisdiction over directors of donestic
corporations. See Shaffer v. Heitner, 433 U.S. at 216 (explaining that directors
of Delaware corporation “have sinply had nothing to do with the State of
Del aware. Moreover, appellants had no reason to expect to be haled before a
Del aware court. Del aware, unlike some states, has not enacted a statute that
treats acceptance of a directorships consent tojurisdictioninthe State.”); see
al so Hanson v. Denckla, 357 U S. 235 (1958) (noting significance of specific
statutes conferring personal jurisdiction on a state); Kul ko v. Superior Court,
436 U.S. 84, 88 (1978) (noting that lack of special jurisdictional statute
signifies lack of particulized interest by state in obtaining persona
jurisdiction over father of child residing in state and weakens argunent that
state has personal jurisdiction over father in child support dispute); Arnstrong
v. Ponerance, 423 A 2d 174 (Del. 1980) (upholding Delaware consent statute
because it provided explicit notice to directors that they could be haled into
Del aware courts and because requiring themto i npliedly consent to Del aware’s in
personamjurisdiction was not unreasonable); Swenson v. Thi baut, 250 S.E.2d 279
(N.C. App. 1978) (upholding North Carolina statute and di stinguishing Shaffer
anong other, as not dealing with a statute clearly designed to protect the
state’s interest in serving as a forumand give notice to directors); Stearn v.
Mall oy, 89 F.R. D. 421 (E.D. Wsc. 1981) (upholding Wsconsin statute because,
under statute, director of domestic corporation consents to jurisdiction). W
are not aware of any cases uphol di ng the exercise of jurisdiction over a director
of a donestic corporation where the state | acked a specific statute authorizing
such jurisdiction and the director did not have other contacts with the forum
state. Cf. Pittsburgh Terminal v. Md-Alleghany, 831 F.2d 522 (4th Cir. 1987)
(holding that director of Wst Virginia corporation headquartered in West
Vi rgi nia and approvi ng transaction by tel ephone call to West Virginia are subj ect
to personal jurisdiction in Wst Virginia under statute conferring jurisdiction
over any person who transacts business in state). |In the best known case arising
under Nevada corporate law, Hilton Hotels Corp. v. ITT Corp., 978 F. Supp. 1342
(D. Nev. 1997), Hilton sought to enjoin ITT, a Nevada corporation, from
i mpl enenting its reorgani zati on plan. Since only the corporation itself, and not
its directors, were nanmed as defendants, Nevada courts clearly had jurisdiction
In nost sharehol der disputes, however, plaintiffs seek damages from corporate
officers and directors instead of or in addition to an inunction against the
corporation itself.
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serious and sustained effort to attract incorporation is the

manner and timng of their establishment. All business courts

were established admnistratively and wthout |egislative
approval. Although | egislative proposals to establish separate
courts have been advanced in several states -- including
Massachusetts, 11 New Jersey!'! and Pennsyl vani a2 -- none have

ever been adopted. This suggests a lack of political support
for business courts, especially for a nore far-reaching reform
i nvol ving changes in the right to jury trial and in the way
j udges are appointed, which would require | egislative approval.

Finally, all specialized business courts, other than
Del aware’ s Chancery Court, were created after 1992, when New
York established the comrercial divisioninits suprenme court on
a trial basis. That no specialized business courts had been
established until 1992, decades after states purportedly started
to conpete for incorporations, poses a quandary for state
conpetition scholars. Wy would states, eager to conpete with
Del aware, permt Delaware to build up conpetitive advantages
from case | aw, accumul ated judicial expertise, and reputation?

From our perspective, however, this is not surprising: it was

110 sacha Pfeiffer, To End Delay, Court Devotes All Its Time to Business
Cases, Boston d obe, Cct. 19, 2000, at Al (nentioning bill filed by Senator David
Magnani in 1998).

111 M chael Booth, Lawraker Proposes Statew de Business Courts, N.J.L.J.,
June 8, 1998, at 6 (nentioning bill sponsored by David Russo).

112 See infra TAN.
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New York's success in streamining comercial |litigation,?13
rat her than Del aware’ s success in attracting i ncorporation, that

stinmul ated the creati on of business courts.

D. Potential Objections and Extensions

In this Section, we address a nunber of potential objections
to and extensions of our analysis: we analyze the claimthat the
di ffusion pattern of corporate | awinnovati ons presents evi dence
of conpetition; we address the claimthat state anti-takeover
| aws are designed to attract incorporations; we consider the
extent to which Nevada and Mryland actively conpete for
i ncorporations; we discuss the argunent that states actively
pronmote themsel ves as incorporation havens; we exam ne whet her
the purported “strategy” adopted by states signifies an intent
to attract incorporations; and we assess whether the fact that

states revise their corporations |aws signifies such an intent.

1. Diffusion of Corporate Law |Innovations
In an article that has beconme a classic, Roberta Romano

exam nes four statutory innovations in corporate |aw and finds

113 Commer ci al Divi si on Cel ebrates First Anni versary, Metropolitan Corporate
Counsel , Dec. 1996, at 46 (noting praise of the commercial division by the chair
of the business | aw section of the American Bar Association and the chairman of
the board of the directors of the American Corporate Counsel Association);
Frederick Gabriel, New York’s Commercial Court is Were Business Speeds Al ong:
New System Is Model for Other States, Crain’s N Y. Bus., Apr. 7, 1997, at 11
(citing a study showi ng that commercial division had shortened the tine to
resol ution of contract cases by 29%and noting that several states have plans to
establish a simlar systen).
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that they quickly diffuse anong states, form ng an ogive (S-
shaped) curve of cumul ative adoptions as a function of time.?1
The pattern of diffusion of statutory innovations, Romano
argues, closely resenbles the typical pattern in conpetitive
mar ket s.

We agree with Romano that conpetitive forces can give rise
to an S-shaped diffusion pattern. We do not agree, however
that such a pattern is an indication of conpetition.® Mny
statutory innovations in areas where states clearly do not
conpete di ffuse anong states al ong S-shaped curves. These areas
include welfare, health, education, conservation, planning,
adm ni strative organi zati on, hi ghways, civil rights, corrections

and police, |labor, taxes, and professional regulation.!® Even

114 The four statutory innovations in her study are the explicit el aboration
of a standard for director and officer indemification, the exenption from
stockhol der vote on nergers involving a specified percentages of the
corporation’s stock, the elinm nation of appraisal rights in corporations whose
shares trade on a nati onal exchange, and antitakeover statutes. See Romano, Law
as a Product, at 233-40.

115 Romano, Theoretical Inquiries, at _

116 See Jack L. Wal ker, The Diffusion of Innovations Anong the Anerican
States, 63 Am Pol. Sci. Rev. 880 (1969); Virginia Gray, Innovation in the
States: A Diffusion Study, 67 Am Pol. Sci. Rev. 1174 (1973). For nore recent
studies see, for exanple, Henry R dick & Scott P. Hays, Innovation and
Rei nvention in State Policymaki ng: Theory and the Evol ution of Living WII Laws,
53 J. Pol. 835 (1991); Henry Gick, Innovation in State Judicial Adm nistration:
Ef fects on Court Managenent and Organization, 9 Am Pol. Q 49 (1981); Lee
Sigel man et al., Social Service Innovationin the Anerican States, 62 Social Sci.
Q 593 (1981) (human services); James L. Ragens, State Policy Responses to the
Energy |ssue, 61 Social Sci. Q 44 (1980) (energy); George W Downs, Jr.,
Bur eaucracy, |nnovation, and Public Policy (1976) (juvenile correction); Fred W
Gupp, Jr. & Alan R Richards, Variations in the Elite Perceptions of American States
As Referents for Public Policy Making, 69 Am Pol. Sci. Rev. 850 (1975) (__ ).

59



abortion laws exhibit a simlar pattern of diffusion.” More
generally, alnost every type of information, be it a statute, a
custom a runor, or anything else, diffuses. What drives the
diffusion in all of these areas and explains its typical S shape
is information transfer.!® In the end, an ogive (S-shaped)
diffusion curve is nothing but the integration of a normal
(bel | -shaped) curve of new adoptions over tine.*® Anormal curve,
of course, is called norml because it arises commonly, rather
t han being a special hallmark of conpetition. It is therefore
not warranted to draw an inference of conpetition from an S-
shaped di ffusion of certain corporate statutory innovations.

| ndeed, a closer | ook a Romano’s data shows that corporate
i nnovati ons spread for reasons unrelated to state conpetition
for incorporations. One of Romano’s provisions -- and the one
whose di ffusi on nost closely resenbl es an S-shaped curve!?® -- are
first-generation antitakeover statutes pioneered by Virginiain

1968. O the four provisions analyzed by Ronmano, first-

117 See Chri stopher Z. Mooney & Mei-Hsien Lee, Legislating Morality in the

American States: The Case of Pre-Roe Abortion Regulation Reform 39 Am J. Pol.
Sci. 599 (1995).

118 Fverett M Rogers, Diffusion of Innovations __ (4th ed. 1995).

119 Mat hematically, a S-shaped curve show ng the nunber of total adoptions
as a function of time is the integral of a normal-shaped curve showi ng t he nunber
of new adoptions as a function of tine. |In the case of state corporate |aws,
di ffusion of statutory innovations may sinply reflect a weak interest of states
to provide services to chartered firms and the | ow cost of copying others.

120 Four out of five faculty colleagues we polled concurred in this
assessnment. VWile we do not nean to quibble with Romano, our visual inspection
suggests that the adoption pattern of the other three innovations --
i ndemmi fi cation, merger vote exenption, and appraisal rights exenption -- could
easily be described to follow a differing pattern
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generation antitakeover statutes were adopted nost rapidly, by
37 states in the 13 years until they were held unconstitutional
by the United States Suprene Court. 12!

However, as expl ai ned above, these statutes are not desi gned
to attract corporations and, as Romano herself has noted in her
other witings, they are not intended to do so. That these
statutes diffuse in an S-shaped nmanner shows that S-shaped
di ffusion of statutory innovations is consistent with

| egi slative notives other than conpetition for incorporations.

2. The Effect of Antitakeover Statutes on I|Incorporations

In two recent papers, Guhan Subramani an and Luci an Bebchuk
and Alma Cohen argue that antitakeover statutes help states to
attract incorporations and that this effect is consistent with
state conpetition resulting in a “race to the bottom "1??

We do not dispute that firnms base their incorporation
decisions in part on the substantive |aws of the incorporation
state. Nor do we dispute that states differ in the quality of
their law and that <certain Ilaws <can result in nore
i ncorporations. What we di sagree with is that state are actively
seeking to adopt laws in order to attract incorporations. G ven
the strong direct evidence that states adopt antitakeover |aws

to protect local firms against takeovers and that the benefits

121 See Edgar v. M TE Corp., 457 U.S. 624 (1982)
122 ] TES.
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fromattracting i ncorporations are | ow, evidence that such | aws
have a positive effect on incorporations does not warrant the
conclusion that the laws were passed in order to attract

i ncor porations.

3. Nevada

Nevada is the poster child for those believing that states
conpete for incorporations. Described as “Delaware of the
West, ”122 Nevada is the state nost likely to be nentioned as
Del aware’ s conpetitor.

| ndeed, Nevada is the only state other than Del aware that
openly endeavors to attract incorporations.!* Nevada also
frequently revises its corporate statute.!? But, in stark
contrast to Del aware, Nevada's marketing efforts are principally

directed at, and its revenues are derived from a sub-segnent of

123 Keith Paul Bishop, The Delaware of the West: Does Nevada Offer Better
Treatnment for Directors?, 7 No. 3 Insights 20 (Mar. 1993); Jill E. Fisch, the
Peculiar Role of the Del aware Courts in the Conpetition for Corporate Charters,
68 U Cin. L. Rev. 1061, 1967 (2000); Richard C. Reuben, Step Ri ght Up for Sone
Nevada Snake G|, Cal. Law., July 1992, at 17 (referring to Nevada's efforts to
beconme the “Del aware of the West" ); Roberta Romano, The Need for Conpetition in
International Securities Regulation, 2 Theoretical Ing. L. 387 (201).

124 See, e.g., Lou Dobbs, Nevada Pushes to |ncorporate Mre Businesses,
Moneyl i ne (Dec. 20, 1993) (noting that Nevada is trying to lure nore businesses
to incorporate there); Keith Paul Bishop, Nevada Adopts Significant Changes to
its Corporation Law, Insights, Oct. 2001, at 24 (stating that Nevada has been a
fierce conpetitor in the market for corporate charters for at |east the |ast
decade); John G Edwards, Conmittee Ains to Lure Firms, Las Vegas Revi ew Journal,
Nov. 28, 1999 (noting that |egislative subconmittee is studying was to attract
i ncorporations); Nevada Seeks Conpanies to I ncorporate in State, Bl oonmberg News,
Mar 5, 1997.

125 C TE
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cl osely hel d corporations.® Thus, pronoters of Nevada brag t hat
Nevada is "the nost difficult state in the country in which to
pi erce the corporate veil."?” They al so note that Nevada is "the
only state in the country that does not exchange information
with the IRS, "% "the only state that allows its corporations to
use bearer stock certificates ... to ensure privacy, "' and
ot herwi se protects shareholders' privacy.®® |n addition, the

| ack of a state corporate incone tax®3! attracts corporations that

126 The web site mai ntai ned by Del aware's Division of Corporations lists as
reason for incorporating in Delaware its advanced and flexible corporation
statute; the quality of Delaware courts; the efforts by the legislature to keep
Del aware | aw current; and the service quality of the office of the Secretary of
State. See http://ww. state. de.us/corp/q&a. htm(3/11/02). Al of these features
are inmportant for public corporations. By contrast, the web-site by Nevada's
Secretary of State highlights, inadditionto | owtaxes and fees, that Nevada has
"No I.R S. Information Sharing Agreement” and "M ni mal Reporting and Di scl osure
Requi renent s" and t hat " St ockhol ders Are Not Public Record. "
http://sos.state. nv.us/comm rec/whyinc. htm (3/11/02).

27 Wb site of Nevada Corporation Services, https://ww. nevada-
i ncor porations. com whynevada2. htm (3/11/02); see also web-site of nvinc.com
http: //ww. nvi nc. cont pi ercecorp. htm (2/25/02) (veil-piercing law is "nunber 1"
reason to incorporate in Nevada); web site of WylncorporatelnNevada.com
http://ww. whyi ncor por at ei nnevada. com 4advant ages. phd (3/11/02) (listing "hard
to pierce corporate veil" together with tax savings, asset protection, and
privacy, as advantages of incorporating in Nevada). |Incorporation services, of
course, do not speak for the state and may be prone to exaggerate the virtues of
a state. No simlar claims, however, are made for incorporation services
specializing in Delaware. See, e.g., web site of Delaware Intercornp,
http: // www. del awar ei nt ercor p. com why. ht m (3/11/02) (listing quality of |aw and
courts, availability of legal advice, service quality of Division of
Corporations, and ability to connect directly to divi si ons database as advant ages
of Del aware); web site of Del aware Registry Ltd., http://ww.del reg. com adv. ht nm
(3/11/02) (listing 10 advantages of incorporating in Del aware).

128 Web site of Nevada Corporation Services, supra note _ ; see also web
site of Nevadal ncorporate.com http://ww. nevadai ncorporate.com (3/11/02).

129 See web site of Wyl ncorporatel nNevada. com supra note _

130 See i d.; web site of Nevada Corporation Services, supra note __ (listing
privacy first as reason to incorporate in Nevada); web site of
Nevadal ncor porate.com (noting m ni mal reporting and di scl osure requirenments).

131 See, e.g., web site of Nevada's Secretary of State.
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hold only intangi ble assets and have no operations, which may
t hus be able to avoid any state's income tax by incorporating in
a no-tax state.?!32 |In sum several features ained at closed
corporations!®® account for Nevada's success in attracting
i ncor porations'® and generate for Nevada nodest franchise tax
revenues of about [$20 million] a year.

But with regard to public corporations, Nevada has done
little, has derived m nuscule benefits, and has had little
success. Nevada | acks a devel oped corporate case |law, 3% a fact
not helped by its failure to publish trial court opinions;®its
main draw for public corporations is its conmprehensive

corporation statute, 3 but Nevada's |egislature does not even

132 Since all states assess inconme taxes on conpani es doi ng business in the
state, regardl ess of where they are incorporated, the lack of an incone tax is,
for nost conpani es, no reason to i ncorporate in Nevada. However, compani es that
conduct no operations in any state and own no tangi ble property could evade al
state inconme taxes by incorporating in Nevada (and conducting some m ninal
busi ness there, e.g., opening a bank account) on the incone derived fromtheir
i ntangi bl e assets. (Conpani es would obtain sinilar benefits by incorporating in
Del aware. explain) |In fact, some public corporations specifically form Nevada
subsidiaries to hold intangible assets in order to avail thenselves of this
advant age -- but thenselves stay in Del aware. support

133 Public corporations with a large number of shareholders are rarely
concerned that their corporate veil may be pierced and have to disclose a host
of information under the federal securities |aws, thus naking state corporate | aw
di scl osure obligations irrel evant.

134 NUMBERS/ Cl TES.

135 W& conducted a Westl aw key search in the state court database for Nevada
searching for Corporations key nunbers 310, 314, 315, 316. As of Feb 25, 2002,
there were 8 Nevada cases with these key nunbers, conpared to 197 for Del aware,
53 for Mchigan, 27 for Florida, 14 for South Carolina, and 6 for New Hanpshire.

136 According to practitioners, presents a serious inpedinent to conpeting
wi th Del aware’ s extensive case |l aw. See Roberts & Pivnick, supra note __, at 47.

137 See, e.g., Proxy Statenent by Condor Capital Inc. Mar. 28, 2000) at 7
(noting conprehensive and flexible |aw as the main reason to reincorporate from
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neet for a full year within each biennial cycle -- a feature
hardly designed to keep its |law up-to-date; its business court
is of recent vintage, enploys juries to resolve factual
di sputes, may | ack personal jurisdiction over nost officers and
directors of Nevada's public corporations, and has at its main
goal to induce conpanies to |locate their operations in Nevada. 38
Nevada’s additional franchise tax revenues from public
corporations are trivial, about $30,000 a year. The additional
revenues from | egal business, if proportionate to Del aware's,
woul d be a nodest $6 million (1990), only a fraction of which
represent profits; but actual revenues are probably | ower since
Nevada courts |ack personal jurisdiction over nost individual
def endants in sharehol der disputes, reducing the incentive to
bring such suits in Nevada. Finally, Nevada's market share in
the market for public corporations is tiny -- and shrinking.
During 1986-1990, about 3 percent of [PO conpanies not
incorporating in their headquarter state i ncorporated in Nevada;
during 1996- 2000, that percentage dropped to 1.2 percent. I n
2000, Nevada attracted 2 IPOfirns (one headquartered init); in
2001, none. Del aware attracted 325. That Nevada is considered a
success in the market for public incorporations illustrates not

the vigor of conpetition, but shows how tepid that market is.

Col orado into Nevada).
138 See supra TAN.
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4. Maryl and

A nore recent entry into the | eague of states conpeting for
i ncorporations is Maryland. ¥ Mryland indeed attracts a fair
nunmber of conpani es headquartered el sewhere. But nost of these
are regul ated invest nent conpanies.  Maryland s attraction to
i nvestnent funds i s based on the fact that Maryl and | aw cont ai ns
a nunber of statutory provisions targeted to such funds,
i ncludi ng provisions designed to assure that the corporation
satisfies federal tax requirenments, a waiver of the requirenment
to hold annual neetings of sharehol ders, and the grant of power
to the board of an investnent conpany to increase the nunber of
aut hori zed shares wi thout sharehol der approval . 1|n addition,
as nost other states, Maryland assesses only mniml franchise
t axes on corporations.

The extent to which Maryland s status is the product of an

active effort by the state to attract nutual fund i ncorporations

139 See Bebchuk & Cohen; Subramani an

140 Bet ween 1986 and 2001, 249 conpani es incorporated i n Maryl and when t hey
went public, of which 215 were head-quartered el sewhere. OF these, 6 conpanies
wer e headquartered in Maryland and 187 headquartered el sewhere were investnment
conpani es (nostly cl osed-end funds and real estate investnent trusts). See SDC
printout. Maryland is also a popular domicile for open-end nutual funds, which
are not included in the SDC dat abase. See Bordewi ck Interview Excluding investnent
conmpani es, Maryland attracted only 56 compani es over 15 years, out of a total of
over 8,000 | PO compani es and over 100 conpani es headquartered in Maryl and.

141 See Section 2-501 (annual neeting); 2-105(c) (authorized shares). That
Maryl and’ s attraction is confined to investnent funds, and extends to open-end
funds, is inconsistent with the claimthat conpanies incorporate in Mryl and
principally to take advantage of its tough antitakeover |aws. See Bebchuk &
Cohen; Subramani an. Antitakeover |aws offer no special attraction to REITs and
cl osed-end funds, and no attraction at all to open-end nutual funds.
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is unclear.* Mre inportantly, however, the market for
i nvest ment conpanies, however, is rather separate from the
mar ket for regul ar public corporations. For one, nost investnent
conpani es are not even organi zed as corporations. Rather they
usually take the form of a trust,' typically organized in
Massachusetts or, nore recently, in Delaware, and pay no
organi zational fees whatsoever to their host states. Second,
the internal affairs of investnent conpanies are largely
regul ated by the federal Investnent Conpany Act of 1940. The
choice in organizational formfor such conpani es does not hinge
on the affirmative substative attraction of state |law or the
quality of state courts, but on mnimzing state taxes and on
avoiding a second |awer of state |law regulation on top of

federal regul ation. 4 The features of the incorporation “product”

42 Mutual funds originally incorporated in Mryland because Maryl and
corporate law, unlike the corporate |aw of other states, did not restrict the
ability of corporations to redeemtheir common stock. This lack was historically
part of Maryland | aw, rather than an affirnmative attenpt by the state to attract
mut ual funds. Hanks Interview As nutual funds flocked i nto Maryl and, they becane
an inportant constituency for the state legislature and exerted political
i nfluence. In addition, several |arge nutual fund sponsors -- T. Rower Price,
Legg Mason and Alex Brown are |ocated in Maryl and. Tel ephone Interview with Henry
Hopki ns, General Counsel, T. Rowe Price (Mar. 22, 2002). The nonetary benefits that
Maryl and and its residents derive from investnment conpanies are relatively | ow
Maryl and derives no significant franchi se tax revenues fromsuch conmpani es. See
supra TAN. Maryl and | awyers derive some nodest benefits fromproviding corporate
advice to such conpani es, though not fromlitigation. Hanks Interview (noting
that nutual funds generate sone business for Maryland |awers, who help in
form ng such conpanies and provide corporate |aw advice, but hardly any
litigation); Bordew ck Interview (investnment conpanies tend not to be involved
in corporate disputes).

143 Langbein, supra note __, at 171.
144 Cite to Vanguard prospectus, Bordew ck interview, and article. The only

exceptions are substantive provisions for REITs enabling enforceability of share
transfer restrictions.
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sought by i nvestnment conpanies -- mniml regul ation and m ni ma
taxes -- thus differs entirely from those sought by regular
public conpanies -- devel oped substantive |aw and good courts.
Thus, even if Maryland does conpete for investnent conpanies,
this conpetition would be nmeaningless for regular public
corporations. Indeed, to regul ar public conpanies, Maryl and does

not appear to hold special attraction.

5. Pronotional Activities

Anot her argunent suggested in support of the claimthat
states conpete to attract incorporations is that states’
corporate |l aws are pronoted as a reason to i ncorporate in-state.
As Romano has recently argued: “After revising their codes, the
states then publicize their legislative reform efforts as a
reason to retain an in-state domcile rather than incorporate in
Del aware. If the states were indifferent to the retention of
| ocal incorporations, then they would have no reason to engage
in such activity.”

I n our research, we have i ndeed encount ered several articles
touting the horn for one or another state’'s corporation |aw

These articles were invariably witten by | ocal | awers. ¥ None

145 see Hanks, supra note __ (article by Maryland |awer); Byron F. Egan
& Curtis W Huff, Choice of State of Incorporation -- Texas Versus Del aware: |Is
it Now Tinme to Rethink Traditional Notions?, 54 SMJ L. Rev. 249 (2001) (article
by Texas | awyers); Charles W Murdock, Why Il nois? A Conparison of Illinois and
Del aware Corporate Jurisprudence, 19 S. IIl. U L.J. 1 (1994) (article by
draftsman of Illinois’ 1983 Busi ness Corporation Act and author of a two-vol une
treatise on Illinois |aw); Frederick D. Lipman, Alternatives to Incorporatingin
Del aware, N.Y.L.J., Nov. 6 1997, at 5 (article by a Phil adel phia | awer pronoting
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of the articles were witten by state officials, and no other
maj or pronotional activities financed by states other than
Del aware have cone to our attention. [As to DE, docunent the
del egation that visited in Israel a couple of years ago to do
PR] These articles may well reflect conpetition by |awers for
clients. Lawers can attract clients through such articles by
advertising their expertise, obtaining referrals, and |isting
them on their resunmes -- regardless of whether they generate
addi ti onal i ncor porations. To the extent t hat | ocal ly
i ncor porated conpanies are nore likely to hire a local |awyer
t han Del aware conpanies, |awyers may also attenpt to increase
| ocal I ncorporations (though the benefits of increased
i ncorporations accrue to all local |awers, not just to the
author. This only suggests that |ocal |awers my exaggerate
the virtues of |ocal |aw It is not evidence that states are

conpeting for incorporations.

6. Conpetitive Strategy

G ving credence to believers in state conpetition would
inply that states other than Del aware conpete principally by
fashioning their corporate statutes to attract incorporations.

However, from a strategic perspective, this alleged node of

Pennsyl vania |aw). The same is true for the article cited by Ronmano in support
of her claim See Janes |. Lotstein & Christopher Calio, Wiy Choose Connecticut ?
Advant ages of the Connecticut Busi ness Corporation Act over the Del aware Gener al
Corporation Law, 10 Conn. Law. 10 (2000) (article by Connecticut |awers).
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conpetition raises questions. States are unlikely to gain a
conpetitive advantage over other states by adopting statutory
provi sions since other states can easily copy these provisions.
In fact, to the extent that states expend resources in
determ ning the optinml set of provisions, they may not be able
to recoup their investnent. By contrast, conpetition by setting
up specialized courts or by generating incentives for judges to
fashion their case lawto attract incorporation cannot easily be
copi ed. In short, the mpbde in which states are alleged to
conpete -- through their corporate statutes -- is not well
desi gned to generate profits.

Moreover, no state has adopted a strategy of copying
Del aware’ s corporate statute and fashioning its case law in
accordance with Del aware’s. 1 Such as strategy woul d be sensi bl e
because Delaware, as a nmarket |eader, has the strongest
incentives to identify the provisions that attract corporations
and has a reputation in legal circles of having an up-to-date
corporate law. ¥ |In addition, such a strategy would enable a
state to hook into sone of the learning and network benefits

generated by Delaware |law. To be sure, wthout an expert

146 Despite occasional claims to the contrary, Nevada does not intate
Del aware. See David Mace Roberts & Rob Pivnick, Tale of the Corporate Tape
Del awar e, Nevada and Texas, 52 Baylor L. Rev. 45 (2000) (catal oguing differences
bet ween Del aware | aw, Nevada | aw, and Texas | aw).

1“7 I'n a conpetitive setting, Delaware may not have significant incentives
to innovate, but would still have significant incentives to figure out which
i nnovati ons adopted by other states are worth copying. Incentives for Del aware
to i nnovat e woul d be hi gher (and closer to socially optimal incentives) in aless
conpetitive setting
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judiciary, the quality of the state’s lawwould still fall short
of Delaware. This is particularly true because many substantive
legal rules in Delaware are open-ended and thus require an
expert judiciary to give it apply themeffectively. ¥ But even
with a lower-quality product, a state could succeed in
attracting incorporations by <charging a lower price than
Del awar e does; % in any case, and the conpetitive strategy states
are presently deemed to follow can hardly be viewed as
successful. In short, a strategy of <consistently copying
Del aware but charging a |lower price would entail little costs
and may well be effective in attracting incorporations.

Cl assic state conpetition theory does not has a persuasive
answer to these questions. In contrast, that states’ actions
are largely confined to revising their corporate statutes and
that no state has consistently copied Del aware can be easily
reconciled with the fact that states stand to gain little by
attracting incorporations and that the driving force behind
states’ activities are corporate |lawcomm ttee of the | ocal bar
The low fiscal gains to states from attracting i ncorporations,
the significant influence of the corporate |aw commttee over
the state’s corporation statute, and the | esser influence by the

commttee over other issues explains why states are largely

148 Kamar, supra note __

149 Romano argues that the low price states presently charge is explained
by the inferiority of the product they offer. Romano, 2 Theoretical Inqg. L. at
n. 310. As discussed above, however, the incorporation price is presently so | ow
that it generates no neani ngful revenues for states.
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confined to revising their corporate statutes.

The fact that no state has consistently copied Del aware, in
turn, can be reconciled with the objectives of local |awers.
As di scussed, |ocal |lawers may well not want to copy Del aware
-- even if copying Delaware would increase incorporations by
publ i c conpani es -- because doing so woul d expose |l ocal firns to
conpetition fromnational law firns that specialize in Del aware
| aw’®® and because | ocal bar conm ttee nmenbers are likely to gain
| ess reputation and specialized expertise by copying Del aware
t han by devising idiosyncratic rules. Mreover, to the extent
that commttee nenbers derive benefits from pronoting the
interest of existing clients or derive non-nonetary benefits
froma feeling of enmpowernment or contributing to society, they
are likely to find it constraining and less fulfilling if they

merely copied Del aware | aw.

7. Activity as Evidence of Conpetition

Roberta Romano has recently argued that the nere fact that
states periodically revise the corporate statute can be
expl ai ned only as an effort to attract incorporations. Unlike in

ot her settings, so the argument goes, states do not have to

150 See al so Carny, supra note __ at 723 (noting interest of local |awers
to exclude potential conpetition by |lawers specializing on Delaware law). In
contrast, experts on local |aw would not derive equivalent benefits from a
greater ability to conmpete for business by conpanies incorporated in Del aware.
The reason is that corporate | awer advising public conpanies already have, or
have partners who have, substantial experience in Del aware | aw.
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provi de a decent corporate law as a service to its citizens or
to donestic firnms. |If local law is deficient, Romano notes
correctly, firms can incorporate el sewhere. Therefore, Romano
concludes “the only plausible answer [to why a state updates its
law] is that it wants donestic corporations.”?!

Romano’ s argunment, however, overlooks other reasons why
states nay want to revise their corporate | aws. For one, states
may be induced to revise their law by the local bar. As
expl ai ned above, local Ilawers have interests that only
partially coincide, and sonetines conflict with, attracting
i ncorporations. Secondly, despite the ability of firm to
i ncorporate el sewhere, states may revise their laws to benefit
donestic firns and their managers. Every state has a | arge stock
of existing corporations, virtually all of which are closely
hel d and conduct the bul k of their business in-state.? For these
firms, reincorporating is costly. Moreover, closely held firns
may wel |l prefer to incorporate in the state where they conduct
t heir busi ness because obtaining | egal advise onin-state lawis

cheaper and because incorporating in a different state would

151 Romano, TI, at nn.322-325. Romano al so argues that the fact that
Del awar e updates its code indicates that Delaware is threatened by conpetition
fromother states. 1d. Even npnopolists, however, have incentives to inprove

their product to the extent that they can charge a higher premumfor it.

152 For exanpl e, M chigan has about 250,000 active corporations, but |ess
than 100 public corporations. See Bebchuk & Cohen (providing the nunber of
public M chigan corporations); http://ww.cis.state. m.us/bcs/corp/corpstat.htm
(providing the nunber of all Mchigan corporations). The fact that only about
21,500 foreign corporations are actively engaged i n busi ness i n M chi gan suggests
that nmost corporations operate in their state of incorporation).
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expose themto |l awsuits in a distant | ocation. ! That nost cl osed
corporations firnms incorporate in the state where they conduct
busi ness'*--even t hough ot her states woul d assess to t hemmni ni nmal
franchi se taxes--shows that these costs are material. Simlarly,
managers of public firns may be able to benefit from state | aw
changes in ways in which they could not by reincorporating.
Rei ncor poration requires sharehol der approval, and sharehol ders
may not vote to nove into a manager-friendly jurisdiction.
Enacting |laws that benefit voters or contributors, however, is
not tantanount to conpeting for incorporations. Lawrakers coul d
act simlarly if corporations did not have the option of
rei ncorporating.

Mor eover, since revisingthe corporate code requires m ni ma
fiscal outlays and rarely generates political opposition, such
revi sions say nothing about the intensity of state conpetition.
In sum that states engage in a variety of |ow cost neasures is
consi stent with many notivations, includi ng sone weak i ncentives
to attract incorporations. In contrast, that states have not
taken any nore costly neasures -- despite the fact that Del aware
earns profits of several hundred mllion dollars on m ninal

outl ays--is inconsistent with the presence of strong incentives

153 By incorporating in a state, a firmbecones a citizen of that state and
woul d be subject to jurisdictioninthe state's courts in all disputes, not just
corporate disputes. cite

154 For exanple, M chigan [conplete].
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to conpete posited by classic state conpetition theorists.

155 We simlarly do not believe that inferences about the intensity of
conpetition can be drawn from the frequency at which individual states revise
their corporate statutes. For one, not all revisions inprove the | aw. Del aware,
for exanpl e, never adopted the four statutory i nnovations that Carney identifies
as significant. See Appendi x A Yet there is no doubt that Delaware pays
considerable attention to its corporate statute. Just like any other state
Del aware may wel | be slowto adopt a certain statutory i nnovati on, or never adopt
it at all, because its | egislature and bar remai n unpersuaded of its desirability
or inportance. Bussard Interview, supra note __ (explaining that Delaware
consi dered but did not adopt a share exchange as an alternative to a triangul ar
merger -- a provision that appears in Carney’ s |list of substantive Mddel Business
Corporation Act innovations -- because it there were too few uses for such a
provision to justify an amendnment). States that do adopt revisions, inturn, my
be driven by |awers who endorse frequent |egal change as evidence of their
i nfluence or to generate nore business.
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Appendi x A: Speed of Adopting Statutory Innovations by State

State Ranki ng from Carney Data Ranki ng by Romano

Al abama 43 31
Al aska 39 29
Ari zona 34 33
Ar kansas 4 45
California 27 38
Col or ado 21 28
Connecti cut 1 16
Del awar e 44 1
Fl ori da 13

Georgi a 9 22
Hawai i 13

| daho 22 36
Il'linois 29 37
I ndi ana 9 11
| owa 13 17
Kansas 44 13
Kent ucky 9 30
Loui si ana 41 4
Mai ne 44 18
Mar yl and 27 42 or 15
Massachusetts 44 21
M chi gan 30 10
M nnesot a 25 20
M ssi ssi ppi 4 43
M ssouri 41 42 or 15
Mont ana 24 32
Nebr aska 25 34
Nevada 33 7
New Hanpshire 8 41
New Jer sey 39 3
New Mexi co 13 35
New Yor k 12 12
Nort h Carolina 13 24
Nor t h Dakot a 31 48
Ohi o 44 14
Okl ahoma 44 25
Or egon 4 26
Pennsyl vani a 34 2
Rhode | sl and 37

Sout h Carolina 7 27
Sout h Dakot a 38 44
Tennessee 3 5
Texas 23 40
Ut ah 32

Ver nont 34 19
Vi rginia 2 8
WAashi ngt on 13 39
West Virginia 44 47
W sconsin 13 23
Wom ng 13 46
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