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Reading One 

 

This reading provides a (critical) overview of limited liability and its implications under the 

law and economics theory.   
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II. Looking Back: Frankenstein's Contract 

A. A Definition and Brief History of Limited Liability in America 

The term “limited liability” typically describes a situation in which one placing capital at the 

disposal of an enterprise risks loss of that capital, but no more.  In the context of the laws of 

business associations, the concept of limited liability distinguishes the posture of the 

corporate shareholder from that of the general partner or sole proprietor.  Discussions of this 

distinction frequently reflect a perception that unlimited liability is the natural consequence 

of carrying on a business, and limited liability is a special benefit conferred in exchange for 

the expense and constraints of the corporate format. 

Like the corporate stockholder, the enterprise creditor-that is, one who puts capital at the 

disposal of a business without receiving an equity position - historically has enjoyed an 

assumed limit on exposure to loss in excess of the initial investment.  Indeed, most would 

consider the possibility that a creditor might be liable for a borrower enterprise's activity 

quite startling, and more than a little troublesome.  Thus, limited liability is the popularly 

viewed natural state for creditors, regardless of the type of business entity that receives the 

credit.   

… 

The foregoing conclusion and its subsumed assumptions as to the desirability of industrial 

growth were wholeheartedly-almost gleefully-embraced at the beginning of the twentieth 

century. Distinguished men said, in public places and presumably with straight faces, “in my 

judgment the limited liability corporation is the greatest single discovery of modern times.... 

Even steam and electricity are far less important than the limited liability corporation, and 

they would be reduced to comparative impotence without it.” It was left to later, and more 

cynical, commentators to remind us what some of the early legislators feared: in modern 



terms, a “moral hazard” arises whenever one group may capture the benefits of an enterprise 

without being wholly responsible for its risks. 

B. A Little (Still Historical) Reinterpretation 

The previous Section commenced with a claim that unlimited liability is the popularly 

perceived natural state for equity owners.  By contrast, limited liability is seen as natural for 

creditors.  The treatment of corporate shareholders diverges from the natural state, 

presumably for some reason. 

Arguably the line dividing corporate shareholders from other equity investors is just as 

natural as the one separating creditors from equity investors and may exist for many of the 

same reasons. In this light, the rule of limited shareholder liability could be described as 

primarily a statement of legal economy: with this class of defendants, plaintiffs typically need 

not waste their own, and the courts', time. Only when special factors are present should the 

plaintiff seek, and will the judiciary be willing, to pierce the corporate veil. 

As some evidence of the “naturalness” thesis, courts had recognized limited shareholder 

liability well before it was statutorily articulated.  Even if this development were no more 

than a response to the corporation's juridical stature, it is a logical response and therefore 

significant.  Perhaps more importantly, institutional constraints on shareholders' formal 

ability to control corporate activity also support the logic of limiting shareholder liability. 

Thus, the basic concept of limited liability for those with limited control seems to respond to 

some of the same basic equity notions that are reflected in, say, substantive tort law.  There, 

the liability-preceding requirements of culpability and causation indicate a profound social 

queasiness about imposing legal responsibility on individuals who may in any sense be 

thought “innocent” with respect to a particular occurrence.  The historical difficulties courts 

have experienced in dealing with joint, concurrent, and supervening causation illustrate this 

discomfort.  In terms of nineteenth-century tort law, then, the idea that numerous 

shareholders contributing capital each could be regarded as “causing” some later corporate 

act, actually conceived and executed by other human actors, is quite farfetched. 

Given the law as we know it, only the rules of agency even arguably could provide the bridge 

to shareholder liability. These rules stipulate, however, that vicarious liability arises only 

when the agent is subject to control by, and acts for the intended benefit of, the principal.  To 

the extent that corporate law restricts the matters to which shareholders may speak, the first 

of these requirements is problematic. To the extent that the corporate format contemplates 

group ownership, both requirements present difficulties that are simultaneously theoretical 

and real.  As a result, even without formal limitations, it is unlikely that courts would impose 

pass-through liability on the owners of publicly held corporations. 

In the case of closely held corporations, shareholders do possess the actual ability to control. 

Together with the relatively modern development of close corporation statutes that permit 

such control to be exercised quite directly, this may be evidence that a “naturalness” thesis is 

incomplete. Corporate texts commonly observe, however, that limited liability is not of 

particular consequence for the very closely held corporation, given the likelihood that 

voluntary creditors will ask for personal guarantees and that shareholders, acting as corporate 

agents, will already be liable for their own torts. In addition, “piercing the corporate veil” to 

impose corporate liability is most likely in the close corporation context. As a practical 



matter, then, those with significant actual control frequently will endure liability that is 

substantially coterminous. 

The important point to be made, however, is that limited liability for corporate shareholders 

is no particular sore thumb on the hand of American law. Criticisms of limited liability thus 

extend to other features of the law that reflect the same themes, and vice versa. A related 

point is that the hazards presented by limited shareholder liability are not dramatically 

different from those presented by limited creditor liability, or from those imposed by the 

practical reality that the individuals who back sole proprietorships or partnerships may be 

unable to make good on the debts incurred by their business enterprises. Nonetheless, 

naturalness, in terms of nonaberration, does not necessarily translate into moral correctness or 

permanent desirability. … 

C. Economic Perspectives: The Convincing, the Credible, and the Strained 

Since the 1970s, economic analysis has held the academic playing field in the area of 

corporate law.  This school has, of course, had its critics, and some free spirits have managed 

to stay out of its vortex entirely.  Nonetheless, the economists' vocabulary of “risk-bearing,” 

“risk-shifting,” and “nexus of contracts” has dominated the literature. 

As an initial matter, it should be noted that the general approach of the law-and-economics 

movement is itself a type of naturalness thesis.  The movement frequently attempts to 

demonstrate that long-lived legal constructs can be explained primarily as tending toward 

economic efficiency.  To the extent that the starting premise of a tendency toward efficiency 

is correct, one should observe inescapable commonality throughout the law. 

In the view of most law-and-economics scholars, a result is “efficient” if those benefited gain 

more than those detrimented lose.  Benefit is assessed in terms of “willingness to pay,” 

basically by postulating a model of pre-act bargaining.  The efficiency analysis is unaffected, 

however, by whether or not actual compensation moves from the benefited to the 

detrimented; it is societal, not individual, wealth maximization that is sought.  Although this 

school acknowledges that society may wish to forsake efficiency in favor of wealth 

distribution concerns, it regards these concerns as outside the parameters of its own inquiry.  

The excesses of the strict economic approach toward this dichotomy have been sternly 

criticized, as has the narrow economic definition of benefit. 

In the context of limited liability for corporate shareholders, prevailing economic theory has 

produced a number of interesting arguments.  Even staunch critics would find some of these 

arguments intuitively convincing, if not desirable, in terms of underlying value judgments.  

Another category of economic arguments about limited shareholder liability includes those 

that are credible, but subject to logical debate.  In addition, there exists a third class of 

economic argument on the subject that one frankly doubts the proponents themselves could 

believe.  Examples of all three categories are set out below. 

1. With an Air of Conviction 

For purposes of this subsection, three lines of argument will suffice to exemplify the most 

intuitively convincing category of economic analysis.  The first concerns the effect of limited 

liability on development of an active trading market. Economic commentators have noted 

that, as a matter of common sense, investors made fully liable for the debts of the enterprises 



in which they invest could not sensibly choose to invest in more than a few entities.100 

Moreover, because variance in personal wealth would result in variance in the risk associated 

with a particular investment, investors with different amounts of wealth would tend to place 

different values on the same shares (with the ironic result that “high-risk” shares would be 

worth more to those with less wealth).  This variance in share valuation would reduce the 

ease and availability of market transactions.  Accordingly, limiting shareholder liability is 

one way to facilitate the development and continuation of active securities markets. 

Also intuitively attractive is the economists' observation that shareholders with limited 

liability will be less intent on monitoring the performance of corporate managers than 

otherwise would be the case.  In the economic mind, however, this argument interacts with 

the last: at the same time that limited liability reduces a shareholder's motivation to act as 

management's overseer, it permits development of an active securities market that facilitates a 

different kind of superintendence. 

This marketplace supervision is said to take the spectral form of a constant threat of 

management-ousting takeovers launched by potential acquirers that identify a shortfall 

between present market price and the price that would prevail under superior management. 

Law-and-economics scholars regard monitoring by potential acquirers as more effective and 

less duplicative than that forthcoming from “ordinary” investors, and thus, from a societal 

standpoint, as wealth maximizing.  The argument complements itself once more with the 

recognition that because those who could hope to acquire control of an entity typically will be 

wealthier than “ordinary” investors, limited liability assures that potential acquirers attach a 

theoretically sufficient control premium to their share valuation to pose a credible threat to 

present management. 

A third argument is similar to the second in that it is logically, if not morally, compelling so 

long as kept modest. This argument maintains that a limitation on investors' liability permits 

management to undertake higher-risk ventures than otherwise would be the case. At a simple 

level, this means that to the extent shareholders pay attention to what management is doing, 

they may acquiesce in strategies entailing a high risk of loss of their initial investment in 

exchange for a relatively low probability of a return that is sufficiently huge.  Were 

shareholders' entire personal fortunes at risk, this calculation would change, and management 

would have to behave more conservatively. 

As part of the high-tech economic model, however, the basic argument supposes that once 

shareholders possess the limited liability that permits diversification, they logically will 

choose to diversify their nonsystemic investment risk.  This diversification will encourage 

management to engage in high-risk strategies, which, when coming croppers, will be offset 

by the successful high-risk strategy decisions made by managers in other industries. 

Economists regard this result as socially beneficial in that high-risk strategies may produce 

significant technological and other innovations. 

2. Risk-Shifting and the Nexus of Contract: Finding What You Seek 

Less intuitively accessible is a body of economic analysis based primarily on the economists' 

own version of the “naturalness” thesis and its underlying assumptions. As indicated above, 

economists presuppose that resilient legal constructs more or less uniformly reflect 

movement toward efficiency and that efficiency more or less is a matter of real or 

hypothetical pre-act negotiation.  It is then a short step to the argument that the legal 



construct of limited liability for shareholders duplicates, at a lower transaction cost, the 

contract that shareholders would enter if permitted or required to bargain with third parties 

beforehand.  It is mildly surprising that this and related arguments could be promoted as 

anything other than restatement of basic premises. 

As the restatement goes, the risk of a particular investment is always reflected in its price.  

Since the presence or absence of limited shareholder liability affects the risk of a given 

investment, it will also affect market price. Accordingly, although the choice of liability rule 

may not seriously affect the likelihood of profitable investment outcomes as far as equity 

investors themselves are concerned, it will either shrink or expand “the pool of funds 

available for investment in projects that would subject investors to risk.”  In other words, 

risky investments will attract less capital investment under a rule of unlimited liability. So 

far, so good: this reasoning is not vastly different from the intuitively appealing argument 

acknowledged in Part II.C.1. 

Limited liability, then, expands the pool of funds available for risky investments. This 

presumably means that more risks will be taken. Limiting shareholders' liability, however, 

does not make risks evaporate; it simply makes sure they do not fall on shareholders. Thus, 

one of the economists' main points seems to be that those voluntarily doing business with a 

corporation are willing to accept this residual risk. We know this because, under the current 

law, they do accept it whenever they do not affirmatively seek shareholder guarantees or the 

posting of some other security. 

As rational economic actors, voluntary corporate creditors are then assumed to extract a price 

concession-higher interest rates for lenders, lower product prices for consumers-in exchange 

for the increased risk imposed on them by limited liability for shareholders.  Naturally, the 

price that shareholders are willing to pay for limited liability must at least equal the minimum 

that creditors would be willing to accept. Thus, the monetary value to shareholders of what 

they are receiving must at least equal the cost to creditors of what they are surrendering. An 

excess of value over cost, and thus social wealth maximization, can arise if creditors are 

better than shareholders at minimizing, bearing, or at least tolerating risk, and thus willing to 

accept less than the maximum that shareholders would be willing to pay for the transfer.119 

Economists give a number of reasons why allocating risks to creditors does, in fact, 

maximize social wealth.  One of these is the argument that because order preferences in the 

event of liquidation mean that equity investors will lose their investment before creditors, it is 

more important to equity investors to monitor managers.  Thus, limited liability should 

reduce equity investors' attempts to monitor by more than creditors' efforts are expected to 

increase.  This does not, of course, translate into more or better monitoring; it suggests 

instead that there will be less monitoring, but that the saved cost is a social benefit.  A more 

reassuring argument is that institutional creditors, who presumably comprise a smaller group 

than diversified investors, will be more able monitors and less subject to the costs and 

disincentives of coordinating monitoring activity. 

Some scholars extrapolate from these and related arguments in an attempt to explain judicial 

willingness to pierce the corporate veil in exceptional cases.  For instance, the factor of 

undercapitalization, often mentioned by courts on their way to piercing a veil, assumes 

economic significance as a type of unusual capitalization that should be revealed to creditors 

to spare the waste of a full credit investigation in the case of small transactions.   Similarly, 

economists explain the traditional veil-piercing inquiry into whether a corporation 



perpetrated any fraud or misrepresentation in the course of obtaining credit in terms of a 

distorted portrayal of risk.  Obviously if such distortions were protected, creditors would have 

to guard against them with wasteful increases in investigation or a demand for additional 

price concessions from the corporate debtor. Finally, the veil-piercing importance of a 

corporation's status as closely, rather than publicly, held is explained by the lack of an active 

securities market to perform the monitoring function that limited liability both permits and 

demands. 

3. How People Who Ride in Taxis Get What They Deserve 

Most forms of legal commentary attempt to explain why a particular legal result either has 

occurred or should be reached in the future.  When such an exercise demands reconciliation 

of the real world with a particular Grand Theory, a funny thing happens to the real world. 

Little pieces of it start, quite innocently, to disappear. Variances from the Grand Theory are 

dismissed as aberrational or insignificant-in traditional legal analysis, “but see” usually does 

the trick. 

The law-and-economics movement may not be any more guilty of this “real world 

simplification phenomenon” than any other school. Nonetheless, the simplifying assumptions 

made by legal economists are textual-in fact, definitional-rather than by way of footnote, and 

cannot help but attract controversy.  In the context of limited liability, it is some of these 

definitional assumptions that ring most hollow. 

Recall, once again, the economists' conclusion that a rule of limited liability for shareholders 

simply duplicates, at a lower cost, the agreement that shareholders would reach with 

voluntary creditors. The larger the group of voluntary creditors, then, the greater the 

explanatory power of the model. In this light, involuntary creditors-those troublesome 

individuals who allow themselves to be squashed on the public thoroughfare, asphyxiated in 

their beds by chemical spills, or whatever-could constitute a real flaw on the face of Grand 

Theory. 

… 

In terms of economic theory, then, consumers who are injured by an insolvent corporation's 

defective products hypothetically have bargained in advance for price concessions to reflect 

the possibility that both injury and insolvency would occur.  Taxi cab passengers, injured by 

a driver's negligence, supposedly made a similar bargain.  Employees of corporations, 

cannily contemplating the possibility of corporate bankruptcy prior to payment of wages in 

arrears, hypothetically demanded higher wages than they would have required had they gone 

to work for partnerships. 

To some extent, this approach is reminiscent of one of the more spectacularly non-Disney 

versions of the Cinderella story-the one in which the stepsister cuts off her own big toe and 

stands in pain proclaiming the glass slipper's perfect fit.  Once the toe is gone, however, this 

technique does leave a relatively small blemish on prevailing theory. There are at least three 

ways to deal with the remaining flaw. 

One method is simply to admit, typically as something of an aside in an article largely 

emphasizing the importance of limited liability, that the blemish of the involuntary creditor 

exists and may merit creation of some exceptions to the general rule.  Another is to minimize 



the importance of this flaw by assuming that most corporations will carry liability insurance, 

evidently at the instance of corporate managers who are insuring their own jobs against 

corporate insolvency.  The third method is to argue that because the social benefits of limited 

liability for shareholders are so substantial, parties in their “original position”-that is, not 

knowing if they ever will be involuntary creditors-might very well favor a rule of limited 

liability.  Because the gamble of those who ultimately do become involuntary creditors was a 

willing one, any blemish on the theory completely disappears. 

4. Summary 

If economists both began and ended their analysis with the “intuitively appealing,” or “class 

one,” arguments described above, their case in support of limited liability would be a good 

one. Even then, the analysis would be incomplete; the class one argument merely states the 

gross social benefits of limited liability and includes neither a refutation nor a weighing of its 

costs. 

Of course, economic analysis does not begin or end with class one arguments; actually, these 

arguments do not really require economic theory at all. The place where economic theory 

becomes critical is “class two.”  Although the “hyperrational bargaining” model may strain 

credulity, it provides interesting insights into the ways that sophisticated lenders to 

corporations might conduct themselves. One of the more troubling aspects of this type of 

economic analysis, however, is that it clearly is intended to be normative.  That is, the 

proponents of these arguments suggest that this is how creditors should, rather than do or 

might, behave. 

It is, however, in the “class three” or “real world simplification” category that the most 

significant harm may occur.  The simplifying assumptions and reductionist techniques of 

class three analysis prevent the other levels from attaining more breadth and depth. More 

important, this form of argument conveys a consummately uncaring, if not callously 

indifferent, message about rights and responsibilities in America today. Indeed, the class 

three arguments relating to limited liability are quite typical of other assumptions for which 

the economics movement has been taken to task or completely condemned. 

___________________________________________________________________________ 

Reading Two 

 

This reading is frequently cited in other articles and discusses limited liability and creditors.    

 

LIMITED LIABILITY AND THE CORPORATION 

Frank H. Easterbrook and Daniel R. Fischel 

52 U. Chi. L. Rev. 89 (1985) 
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… 

 

III. LIMITED LIABILITY AND THE EXTERNALIZATION OF RISK 



Because limited liability increases the probability that there will be insufficient assets to pay 

creditors' claims, shareholders of a firm reap all of the benefits of risky activities but do not 

bear all of the costs. These are borne in part by creditors. Critics of limited liability have 

focused on this moral hazard—the incentive created by limited liability to transfer the cost of 

risky activities to creditors—as a justification for substantial modification of the doctrine. 

Externalization of risk imposes social costs and thus is undesirable. The implications of this 

point, however, are unclear, both because modifying limited liability has its costs and 

because moral hazard would exist without limited liability. The social loss from reducing 

investment in certain types of projects—a consequence of seriously modifying limited 

liability—might far exceed the gains from reducing moral hazard. Too, even the abolition of 

limited liability would not eliminate the moral-hazard problem. The incentive to engage in 

overly risky activities is a general phenomenon that exists whenever a person or firm has 

insufficient assets to cover its expected liabilities. Although the problem of moral hazard may 

be more severe under limited liability, it will exist under any rule. As we have stressed, the 

magnitude of these gains and losses is an empirical matter on which the dominance of limited 

liability—when it is simple to pass greater risks to equity investors by contract—speaks 

eloquently. 

At all events, the magnitude of the externality under limited liability has been exaggerated. 

As Richard Posner has demonstrated, there is no externality with respect to voluntary 

creditors. In addition, firms have incentives to insure for amounts greater than their existing 

capital. The insurance company becomes a contract creditor, reducing the externality. We 

discuss these points below. 

A. Limited Liability and Voluntary Creditors 

Employees, consumers, trade creditors, and lenders are voluntary creditors. The 

compensation they demand will be a function of the risk they face. One risk is the possibility 

of nonpayment because of limited liability. Another is the prospect, common to all debtor-

creditor relations, that after the terms of the transaction are set the debtor will take increased 

risk, to the detriment of the lender. 

So long as these risks are known, the firm pays for the freedom to engage in risky activities. 

Any creditor can get the risk-free rate by investing in T-bills or some low-risk substitute. The 

firm must offer a better risk-return combination to attract investment. If it cannot make 

credible promises to refrain from taking excessive risks, it must pay higher interest rates (or, 

when the creditors are employees and trade creditors, higher prices for the work or goods 

delivered on credit). There is no “externality.”' Voluntary creditors receive compensation in 

advance for the risk that the firm will be unable to meet its obligations. 

Equity investors and managers have incentives to make arrangements that reduce risk and 

thus reduce the premium they must pay to debt claimants. Bond indentures, which commonly 

contain detailed provisions limiting the ability of the firm to engage in conduct to the 

detriment of creditors, are one method of reducing this premium.  If the compensation that 

must be paid to third parties for engaging in a particular activity exceeds the benefits to the 

firm, the activity will not be undertaken under a rule of either limited or unlimited liability.  

This is a simple application of the Coase Theorem. The optimal amount of risk is not zero, 

though. Managers will take steps to reduce risk only so long as the gains from risk reduction 

exceed the costs. 



The incentive to take optimal precautions against increases in risk does not depend on all 

voluntary creditors having perfect information. In certain cases, the actions of informed 

actors will result in the appropriate risk premium being charged. For example, risks created 

by a firm's activities may be understood by an indenture trustee or a union even if not by 

individual bondholders or workers. If the risk premium is correctly set, it is irrelevant 

whether each voluntary creditor is informed. Each is protected by the market price.  And so 

long as the firm must pay the correct risk premium, it has no incentive to engage in 

excessively risky conduct. 

Sometimes, though, no voluntary creditor will have sufficient information or incentive to 

assess risk correctly or monitor the actions of the debtor. This might lead voluntary creditors 

to charge a risk premium that is prohibitively high, because they will equate their inability to 

monitor with a belief that firms will take much too much risk. It is in precisely these 

situations, however, that firms have incentives to insure. By contracting with a superior 

monitor (a more efficient insurer), the firm reduces the risk premium it must pay. The insurer, 

in turn, may use its superior monitoring ability to induce the firm to internalize the costs of its 

risky activities. 

Our point is not that limited liability will never result in a socially excessive amount of risk 

taking in situations involving voluntary creditors. Rather, we argue that it is unlikely that any 

rule will lead to systematically excessive risk taking; indeed, it is unlikely that the legal rule 

will matter much. 

Limited liability's greatest effect is on the probability that any given creditor will be fully 

paid ex post. Even if firms pay for engaging in risky activities, and thus take the correct 

precautions, creditors of failed businesses are less likely to receive full compensation under a 

rule of limited liability. This is not an “argument”' against limited liability, however, unless 

distributional concerns dominate. There is little role for distributional arguments when all of 

the parties are in privity, for they can strike their own bargains and are apt to contract around 

any unwelcome rule purportedly designed for their benefit. They can readjust the risk. More 

to the point, they can simply choose to hold, under any rule, a different proportion of debt 

and equity, which rearranges the risk. Tax and welfare policies are likely to be better ways to 

redistribute wealth than the modification of terms of private contracts. Moreover, the 

existence of first-party insurance makes distributional concerns much less serious than they 

might at first appear. The ability of potential victims to protect themselves against loss 

through insurance is a strong reason for disregarding distributional concerns in choosing 

among liability rules. 

B. Involuntary Creditors and Corporations' Incentives to Insure 

When corporations must pay for the right to engage in risky activities, they will tend to 

undertake projects only where social benefits equal social costs at the margin. Where high 

transactions costs prohibit those affected by risky activities from charging an appropriate risk 

premium, however, the probability that firms with limited liability will undertake projects 

with an inefficiently high level of risk increases. Firms capture the benefits from such 

activities while bearing only some of the costs; other costs are shifted to involuntary 

creditors. This is a real cost of limited liability, but its magnitude is reduced by corporations' 

incentives to insure. 

The common explanation for insurance is risk aversion. A riskaverse person may be willing 



to pay a known insurance premium to eliminate the possibility of a large, uncertain loss, even 

though the premium exceeds the expected value of the loss. By pooling unrelated risks, the 

insurer can diversify. A completely diversified insurer is risk neutral. Insurance enables those 

who are risk averse to pay risk-neutral parties to bear risk. 

Corporate purchase of insurance seems inconsistent with this explanation. Investors can 

diversify, and this is a cheap way to reduce risk. Limited liability facilitates this 

diversification. Thus investors should not be willing to pay insurers to reduce risk. Why buy 

something you already have for free? 

But not all who enter into contracts with a firm have the same ability to minimize risk by 

diversification. Human capital, for example, is notoriously difficult to diversify. Managers 

who have firm-specific investments of human capital cannot diversify the risk of business 

failure. To the contrary, investors want managers' fortunes tied to the fate of the firms under 

their control, and so they induce managers to bear extra costs if these firms fail, and they 

offer disproportionate rewards for success.  The possibility of bankruptcy also represents a 

real cost to those with firm-specific investments of human capital, and firms must 

compensate those who bear this risk. The purchase of insurance in amounts greater than the 

amount of the firm's capital is one method of reducing the amount that the firm must pay.  A 

firm with insurance against tort claims is less likely to become bankrupt, and thus less likely 

to impose costs on managers and other employees.  Insurance thus induces people to make 

firm-specific investments of human capital. 

Whether the purchase of insurance in amounts greater than the size of the firm's capital will 

reduce the incentive to engage in overly risky activities is a complex question.  Before 

purchasing insurance, the firm's investors have the full amount of their investment at risk. 

After the purchase, the investors have much less at risk—in the limit, nothing at risk. The 

insurance company now bears the risk of business failure caused by tortious conduct. Thus 

the purchase of insurance might be thought to reduce the managers' incentives to take care, 

incentives already too low because of the existence of limited liability. The purchase of 

insurance has the effect, however, of creating a contract creditor where none may have 

existed before. The insured corporation must pay (through higher premiums) for engaging in 

risky activities. Because the firm will now bear the costs of engaging in risky projects, it will 

tend to equate social benefits and costs when making investment decisions. 

Our argument is not that firms' incentive to purchase insurance eliminates the possibility that 

firms will engage in excessively risky activities. There may well be situations where firms 

will decide not to insure even if insurance is available. If potential losses are extremely large, 

the premium paid to risk-averse managers with firm-specific investments of human capital to 

compensate them for bearing the risk of bankruptcy might be less than the premium that 

would have to be paid to the insurance company. In other words, the limited liability of the 

manager (particularly in a world where discharge in bankruptcy is available) coupled with the 

limited liability of the firm may cause firms faced with large expected liabilities to 

involuntary creditors to pay managers a premium and simultaneously decrease their 

capitalization. Moreover, there is no guarantee that insurance will be offered if risks are 

highly correlated. Even when offered, the insurance will exclude very large losses. On the 

other hand, our discussion of firms' incentives to insure suggests that firms will insure in 

some situations where people and partnerships would not. A corporation with a fleet of trucks 

might insure for an amount in excess of its capital, for example, while an individual owner 

with few assets might insure for a small amount or not insure at all. 



… 

___________________________________________________________________________ 

Room to Argue, page 339: Impounding the Value of Law 

Reading One  

This reading provides a good overview and critique of the theory that incorporating in 

Delaware adds value to shares. 

THE DELAWARE DELUSION 

93 N.C. L. Rev. 1049 (2015) 

Robert Anderson IV and Jeffrey Manns 
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Introduction 

The choice of where to incorporate a company should be one of the most significant 

decisions a company's managers and its lawyers make. This decision determines the 

corporate governance framework to which the company is subject. But the scandal of 

corporate governance is that this choice appears to be a default decision because of 

Delaware's dominance of the incorporation market. Corporate lawyers routinely embrace the 

widespread, yet unproven assumption that Delaware's corporate governance framework is 

better than that of other states and steer their clients towards Delaware. 

This core, unresolved question is the basis for Delaware's appeal, which has sparked two 

leading schools of thought. “Race to the top” advocates believe Delaware has won a 

competition among the states in producing a statutory framework and specialized court 

system that enhances shareholder value. In contrast, “race to the bottom” advocates argue that 

Delaware law is best at adding managerial value and entrenching managers at the expense of 

shareholders. This Article puts Delaware's appeal to the test. We apply an innovative 

empirical approach comparing the value added from merger incorporation decisions that 

allows us to examine and debunk the assumptions underpinning both of these viewpoints on 

Delaware's allure. We show that Delaware law does not add to or subtract significant value 

from publicly traded companies. 

This empirical finding suggests that Delaware's appeal is driven by lawyers' default decision 

making based on Delaware's past preeminence and reflects lawyers' failure to assess the value 

added by Delaware compared to other states. Whatever Delaware's past advantages may have 

been, faith and path dependence, rather than actual value added, supports its current 

hegemony. This conclusion raises the question of how to incentivize managers and lawyers to 

scrutinize the value added by Delaware's corporate governance framework compared to that 

of other states in order to create competition and accountability. The logic is that if corporate 

managers and lawyers have incentives to assess the merits of their incorporation choice, then 

Delaware and other states will be incentivized to compete to assess and enhance the quality 

of their corporate governance law. 

… 



I. Assessing Delaware's Dominance of Corporate Law 

… 

B. The Prior Literature on Delaware's Appeal 

The conventional wisdom among corporate scholars is that Delaware's appeal to business 

lawyers and corporate managers stems from a century-long sorting process in which 

Delaware edged out all other states by competing with other states over corporate law.23 This 

competition is made possible by the fact that corporate law in the United States is a state law 

matter. Corporations can choose to incorporate in any of the fifty states regardless of where 

their *1061 headquarters or principal place of operations is located.24 Therefore, if one state 

provides a more attractive corporate law regime than another, companies would presumably 

choose the more favorable regime in the first place or reincorporate there later. According to 

the standard story, Delaware has won the “race” because it has provided more attractive 

corporate law than its competitors. 

[The authors here discusses the two different theories, “race to the top” and “race to the 

bottom.”  Both theories attempt to explain why and how incorporating in Delaware adds 

values to corporations, assuming Delaware is the best state to incorporate a business.]  

Therefore, the debate largely boils down to whether Delaware actually has better corporate 

law than other states, where “better” is assessed by value in capital markets. A number of 

empirical studies have attempted to assess the value of Delaware law using stock price data. 

The earliest studies took the most intuitive route, conducting event studies around 

reincorporations, transactions whose sole purpose was for a corporation to change its state of 

incorporation from one state to another.  The premise of these studies was that if financial 

markets value Delaware law relative to the law of other states, not only would this fact 

motivate reincorporations in Delaware, but financial markets also should show positive stock 

price effects upon reincorporation in Delaware.  In contrast, if financial markets value other 

states' law over that of Delaware, the financial markets should show negative stock price 

effects upon reincorporation in Delaware. 

The reincorporation studies are mixed but generally show at least nonnegative market 

reaction to the decision to reincorporate in Delaware.  Some show small positive effects from 

reincorporating in Delaware.  Other studies show effects that depend on the motivation of the 

reincorporation, with reincorporations designed to erect takeover defenses producing 

negative returns and other types of reincorporations producing positive returns.  Overall, the 

results from the reincorporation studies suggest “modest” returns at best from reincorporation 

in Delaware.  But taken together with the large number of studies that show no effect or a 

mixed effect, the studies provide mostly inconclusive results or no large effects of Delaware 

law. 

The reincorporation studies, in addition to providing weak evidence for Delaware's value, 

suffer from significant methodological drawbacks. The principal problem is that the 

reincorporation decision is itself the object of managerial choice, creating an endogeneity 

problem.  In other words, the decision to reincorporate may be interpreted by the market as 

positive news for reasons completely unrelated to any value placed on the legal regime. For 

example, corporations may reincorporate in anticipation of major transactions, such as a 

public offering, a major acquisition campaign, or defensive maneuvering as Roberta 



Romano's research showed.  Thus, the market might react to the potential signaling effects 

rather than the news that the legal regime will change, confounding the analysis of the value 

of Delaware law. Additionally, the small number of reincorporations is evidence against 

Delaware adding value. The fact that most non-Delaware corporations do not reincorporate 

into Delaware and yet continue to compete effectively suggests that Delaware's value is 

marginal at best in adding value to managers or shareholders. 

The recognition of problems with the reincorporation event study approach led to an 

alternative approach using Tobin's Q. Tobin's Q is a measure of the ratio of the market value 

of a firm's assets to the replacement cost of its assets.  The higher the Tobin's Q, the greater 

value that managers have created relative to firm assets, and the lower the Tobin's Q, the 

more ineffective the management has been in creating value from firm assets.  In 2001, 

Robert Daines employed this new approach to assess the value of Delaware law.  Dairies 

found that Delaware companies had significantly larger values of Tobin's Q than companies 

incorporated in other states.  The effect was not just statistically significant but economically 

consequential as well, ranging from a 1% to 5% increase in market value, depending on the 

years chosen. 

The Daines article reinvigorated the debate over the value of Delaware law. But the fact that 

the value of Delaware law appeared to vary so much from year to year cast doubt on the 

robustness of the results themselves and raised the question as to whether any Delaware 

effect that once existed had now “disappeared.” Moreover, the Tobin's Q studies may also 

suffer from a selection bias of their own, since incorporation decisions are not random, and 

Delaware corporations may vary from other corporations in systematic ways that cause the 

Tobin's Q result. For example, if growing companies choose Delaware or if Delaware 

companies are more conservative with financial statements, their Tobin's Q could be higher, 

even though corporate law does not cause the increased value. Similarly, stronger 

management teams may tend to choose Delaware and therefore have higher performance that 

could account for results that have nothing to do with the substance of Delaware law. 

The two existing methodologies for estimating the value of Delaware law each have their 

advantages and disadvantages. The reincorporation approach avoids the danger of selection 

effects from better management teams systematically choosing to incorporate in Delaware 

because the technique compares the same company and management before and after 

reincorporation. But reincorporation studies are subject to the criticism that other possibly 

confounding events typically accompany reincorporation, and those events could cause the 

price increases. The Tobin's Q studies do not have the problem of confounding events 

accompanying the reincorporation decision because there is no reincorporation decision. But 

the Tobin's Q studies compare one group of companies to another, and those companies may 

differ in systematic ways not caused by the law of the state of incorporation. In short, both of 

the leading methodologies suffer from significant methodological weaknesses and have 

produced results that are both conflicting and indeterminate. 

… 

IV. Discussion 

Our results show that financial markets do not place a positive value on Delaware law. 

Companies constructively reincorporated into Delaware do not appear to systematically 

produce more or less value than companies constructively reincorporated out of Delaware, a 



finding that strongly suggests both the “race to the top” and “race to the bottom” views lack 

an empirical basis. Simply put, lawyers' recommendations to incorporate in Delaware do not 

appear to add value to either the corporations or the corporate managers the lawyers serve. 

We also do not find much evidence that the markets value the legal structure of the merger, 

except that tender offers appear to produce higher returns for targets and direct mergers may 

produce higher combined returns. In this Part, we discuss the implications of our results and 

anticipate some possible objections. 

A. The Interplay of Financial Markets and Legal Decisions 

A skeptic may question the wisdom of using financial markets as the criteria for evaluating 

the legal decision of where to incorporate. However, we follow a long line of studies using 

the financial market reaction to the incorporation decision as the criterion for evaluating that 

decision.  A skeptic may still wonder whether the use of financial markets as the measuring 

stick was simply driven by the availability of financial market data. For this reason we need 

to explain why we focus on how legal decisions are based on perceptions of financial 

markets. 

Part of the reason is that advocates and foes of Delaware have put the degree to which 

Delaware incorporations add or subtract value at the center of the debate for why lawyers and 

their corporate clients choose Delaware. As discussed above, the dominant methods for 

assessing the value of corporate law have centered on market valuations of that law, and 

therefore our study uses the same basic criterion. 

The more important reason for focusing on financial markets, however, is that lawyers 

themselves make an explicit causal link between Delaware incorporation and financial 

markets' reactions. For example, a recent article used surveys of lawyers to conclude that 

lawyers choose Delaware incorporation because of perceived financial market preferences.  

Among the lawyers surveyed, the most common reason given for recommending Delaware 

incorporation was investors' familiarity with Delaware law, which mattered far more than 

most of the legal considerations.  Thus, it appears that lawyers are recommending Delaware 

incorporation because they believe the financial markets demand it, when in fact our study 

shows that financial markets are indifferent to the state of incorporation. In effect, we argue 

that corporate lawyers labor under a fundamentally mistaken assumption about the 

preferences of capital markets, a potentially significant disconnect between law and finance. 

This disconnect is possible because corporate lawyers appear to operate on faulty 

assumptions about financial markets, and financial market participants are abdicating the 

incorporation decision to lawyers. In other words, the incorporation decision slips through the 

cracks because financial market participants defer to lawyers, and lawyers assume financial 

market participants would push back if their assumptions about market reactions were 

flawed. The question of the valuation of legal regime is one that both sides appear to have 

assumed the other is responsible for. No professional is making a conscious comparison 

among the fifty states for incorporation decisions, and ironically, our data suggests it would 

not matter if they had! This fact raises questions about why Delaware has enjoyed enduring 

appeal as the default for incorporation. We will analyze the most plausible explanations: 

network benefits, herding behavior, and path dependency. 

B. The Intertwining of Herding Effects and Path Dependency 



Because our empirical findings show that Delaware does not add value to public companies, 

it is important to understand what has led a majority of companies to incorporate in 

Delaware. Delaware's dominance appears best explained through herding effects that reflect 

the default decision-making of lawyers intertwined with path dependence from Delaware's 

past preeminence. Part of the problem lies in the fact that corporate managers routinely defer 

to lawyers' incorporation decisions in the context of IPOs, which suggests lawyers' logic or 

lawyers' false assumptions about the value of Delaware is at the heart of Delaware's appeal!  

Empirical evidence suggests that markets focus almost exclusively on the financial terms 

rather than the legal terms of mergers.  A related point may help to explain why the choice of 

incorporation matters so little to managers that they allow their lawyers to choose the 

jurisdiction. The financial terms are foremost in the minds of managers during mergers, and 

the incorporation decision appears so insignificant to their bottom line (and to markets) that 

this decision is simply a matter for lawyers to resolve. Lawyers are naturally inclined to 

believe that this decision matters to both their clients and markets, but this decision ultimately 

does not add or subtract value for their clients. 

Lawyers appear generally to follow a “herd mentality” in which Delaware serves as both the 

clear default (that lawyers and/or clients assume adds value) and the “safe choice,” which 

constitutes the path of least resistance and effort. Part of the herding story may reflect the 

intrinsic limits of corporate lawyers' knowledge of state corporate law. Lawyers steer clients 

towards incorporating in Delaware or (to a lesser extent) towards the state in which the 

lawyers have their bar training and experience. Lawyers make recommendations based on 

their own limited knowledge or (as it has been put more bluntly) their “ignorance” of law 

outside of Delaware and the state in which they practice.  In fairness to lawyers, this outcome 

is not surprising. Elite law school students are primarily taught Delaware law in their 

corporations classes, which fosters Delaware-centrism. This fact may tip the scales even 

more towards choosing Delaware as a default for incorporation as lawyers understandably 

steer clients towards the law they know best. It would be surprising if lawyers frequently 

stepped outside of their knowledge and comfort zone and took on the challenge of 

understanding other states' corporate governance laws when they can rely on the Delaware 

default. 

The bias from lawyers' training and backgrounds results in a landscape in which the 

overwhelming majority of incorporations are in Delaware or in the issuer's principal state of 

business (if their lawyers are based in the same state). If the issuers' and/or underwriters' 

counsel are local or regional firms, then their knowledge and experience may tilt them 

towards at least considering the state in which the company's operations are primarily based. 

The more national the firm and its clients, presumably the more likely it is that lawyers may 

steer clients towards Delaware law as the de facto national standard. This fact is 

understandable because most national lawyers' experience would entail dealing with 

Delaware corporate law and so they would be most comfortable working within that 

framework. 

The irony of the incorporation debate is that incorporation decisions may ultimately be a 

product of mutual abdication of lawyers and financial advisors. Lawyers may choose 

Delaware because they believe investors are more familiar with the law. But no one in the 

process is actually familiar with the strengths and weaknesses of Delaware law vis-a-vis the 

law of other states.  For example, a recent survey found that over ninety-five percent of 

underwriters' and issuers' counsel declared they were not comfortable incorporating in an 

issuer's home state unless the lawyers practiced law in that state.  This fact underscores the 



herding story that appears to lead to issuers primarily incorporating in Delaware or in their 

home state (if their legal counsel happens to be based in that state). But the question of 

whether Delaware actually adds or subtracts value for their client simply does not appear to 

factor into lawyers' analysis. 

Part of the problem is that lawyers may receive no benefit from conducting the due diligence 

to figure out what state corporate governance framework (if any) is most favorable to their 

client. The costs of mastering multiple state corporate frameworks may far outweigh any 

prospective gains compared to falling back on the Delaware default they are most familiar 

with. That being said, lawyers may genuinely believe they are doing what is best for their 

client in choosing Delaware. The perception that there are differences in the quality of 

Delaware law relative to other states likely exists in the present because of the high 

percentage of firms that have incorporated in Delaware. Therefore, lawyers may believe 

pushing their clients to follow the herd to Delaware is in their clients' interest. But like many 

actors in the financial world, lawyers may be taking the easy way out by embracing group-

think. To them, Delaware is an appealing incorporation destination because many companies 

incorporate in Delaware, whether or not it actually enhances value.  Lawyers can and do 

routinely pitch Delaware as the default that markets would expect an IPO candidate to be in, 

and they can therefore sustain the self-fulfilling prophecy that Delaware is the state of choice. 

The choice to incorporate in Delaware also appears to be a product of risk aversion. Most 

lawyers offer the advice about incorporation that they believe other lawyers will offer. They 

have nothing to gain by risking their reputation for any alternative to the conventional 

wisdom.  In this way, Delaware's dominance is the product of ingrained path dependence as 

lawyers recommend Delaware because past lawyers have recommended incorporation in 

Delaware. Either lawyers believe the conventional wisdom must be right, or they trust that by 

opting for the conventional wisdom, they will not be blamed for making the wrong decision. 

The fallback story in defense of Delaware is that its role as a default jurisdiction creates 

positive network effects and benefits.  Just as companies converging on Blu-ray as the 

standard for movies or MP3s as the standard for music may make it easier to sell movies and 

music, having a primary default jurisdiction for corporate law can have appeal to lawyers and 

investors. Markets may have stable expectations about what Delaware law does or does not 

bring to the table in terms of shareholder rights and management entrenchment. Lawyers may 

plausibly argue that choosing Delaware (especially at the IPO stage) makes it easier for 

investors to understand what they are getting into when they are deciding on whether to 

invest in the company. 

For example, one recent study made the case for Delaware's appeal as “lingua franca” among 

lawyers and investors and showed parties are more likely to incorporate in Delaware when 

they are based in different states.  The logic is that Delaware's preeminence means that 

lawyers and investors are broadly familiar with the features of Delaware law and that lawyers 

turn to this common ground to establish clear expectations.  Lawyers assume that market 

participants will value Delaware and that this is a way to add value to the transaction. 

However, our empirical findings suggest that these network effects are marginal at best. 

Lawyers may tell each other (and academics) this story to justify herding clients into 

Delaware ostensibly for their clients' own good. But this story appears rooted in lawyers' 

false assumptions and is not borne out by the reality of market responses. Our study shows 

that network effects do not have a substantial effect in adding or subtracting value from 

Delaware versus non-Delaware companies. This fact suggests that herding among lawyers is 



a more powerful driver of incorporation decisions than lawyers' insights about the benefits 

from choosing Delaware as a default. 

We concede that it is possible that Delaware once did offer a premium of value to 

shareholders (whether out of perceptions of adding value or the reality of maximizing 

shareholder or management returns). That conclusion is beyond the scope of our decade-long 

data set. Delaware may once have won a race to attract corporations, but it now rests on its 

laurels. Other jurisdictions have either converged with Delaware, or the distinctive aspects of 

Delaware have no impact on enhancing (or reducing) the value of corporations. Alternatively, 

markets may have once discounted companies incorporating in Delaware in recognition of 

the corporate shenanigans of entrenchment that Delaware law permitted, but the reality of the 

last decade is that this premium (or discount) no longer applies. Instead, Delaware's 

dominance appears to stem primarily from its role as a default jurisdiction that lawyers 

instinctively recommend without having any empirical evidence or substantive reason for its 

appeal. Delaware's strength is the product of the intertwining of herding and path dependence 

based on its past preeminence. 

In fairness to Delaware's proponents, we are not saying that Delaware corporate law may not 

have advantages over other states. For example, the speed with which Delaware courts 

resolve disputes is valuable. Similarly, the specialized jurists in the Court of Chancery are 

clearly preferable in a dispute over a judge who heard a divorce yesterday, is hearing a 

corporate dispute today, and will hear a murder trial tomorrow. Even if there are no benefits 

to Delaware's substantive law, it is still possible that there is a positive value to the network 

effects of Delaware law. These advantages, however important to lawyers, do not appear to 

matter to financial markets that actually price companies' securities. 

___________________________________________________________________________ 

Reading Two  

The author of this reading uses statistical methods to investigate the value of incorporating in 

Delaware and concludes that being a Delaware corporation does add share value.  We have 

omitted the technical discussions on the statistical models and sample selections but have 

only included the author’s general observations and explanations.   

DOES DELAWARE LAW IMPROVE FIRM VALUE? 
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3.4. Evidence from market actors 

 

If Delaware law improves firm value, then entrepreneurs, shareholders, and managers should 

prefer Delaware incorporation, other things being equal. I therefore examine Delaware’s 

market share among the 4,481 sample firms….  Delaware’s share of sample firms on major 

stock exchanges increases from roughly 44% in 1981 to 56% in 1996. Further, its share of 

firms by industry increases in every one-digit SIC industry, with one exception. This could 



reflect assets moving into a higher-value jurisdiction.   

If Delaware law is valuable, IPO firms should incorporate there. Pre-IPO shareholders bear 

agency costs and have incentives to select a legal regime that reduces agency costs (Jensen 

and Meckling, 1976) and reduces managerial entrenchment once ownership is dispersed 

(Grossman and Hart, 1988; Harris and Raviv, 1988). As summarized in Table 5, Delaware’s 

share of 1996 IPOs is 64%, up from 36.5% in 1981. Consistent with this, Romano (1985) 

finds that most firms that reincorporate to Delaware do so in preparation for an initial public 

offering. Venture capitalists and leveraged buyout specialists, who are sophisticated investors 

and repeat players in the capital markets, incorporate in Delaware between 70% and 80% of 

the time. 

 

… 

 

4. The value of Delaware law 

  

Why are Delaware firms worth more? Romano (1985) and Klausner (1995) argue that 

Delaware’s large store of precedent reduces transaction costs and uncertainty about legal 

liability. Delaware’s takeover law is also said to be especially mild (Black and Gilson, 1995; 

Romano, 1987) and to improve firm value by reducing managerial entrenchment. Others 

claim that Delaware’s expert judiciary protects minority shareholders. 

 

In this section, I present evidence consistent with the theory that Delaware law encourages 

takeover bids and facilitates the sale of public firms by reducing the cost of acquiring a 

Delaware firm. This theory is a specific case of the general hypothesis that Delaware law 

lowers transaction costs. 

 

4.1. The sale-of-the-firm hypothesis 

 

Takeover bids benefit target shareholders, who typically receive a 30–40% takeover premium 

(Jarrell et al., 1988). If Delaware law lowers acquisition costs and facilitates the sale of public 

firms, Delaware firms should attract more takeover bids. More frequent bids should in turn 

improve firm value by increasing the frequency of merger premia and increasing managers’ 

incentives to improve share price. 

 

Delaware law might either increase the probability that a given bid will be successful or 

reduce the cost of making a bid. Either effect would increase the expected net benefit of a bid 

for Delaware firms. Note also that if costs are lower, bids would be more frequent, regardless 

of whether a takeover is motivated by agency cost reduction, operational synergies, or bidder 

hubris. 

 

Several theories suggest that Delaware law reduces acquisition costs and encourages 

takeovers. The first reason is technical: Delaware takeover law raises fewer obstacles to 

hostile bids than in other states. Delaware’s takeover statute raises only minor barriers to 

hostile acquisitions and its passage did not reduce shareholder wealth (Jahera and Pugh, 

1991). Moreover, Delaware law prevents managers from resisting a takeover on the grounds 

that it threatens non-shareholders–something 29 other states explicitly authorize managers to 

do. Delaware default law also imposes the shortest delay on hostile bids of all states, thus 

encouraging bidders to make hostile bids (Coates, 1999). Finally, Delaware law may also 

reduce acquisition costs by providing relatively clear precedent and by occasionally 

prohibiting extreme defensive tactics. Other state courts do not limit managerial resistance in 



this fashion. Thus, the substance of Delaware corporate law is relatively pro-bidder. 

 

The second reason that Delaware law is relatively pro-takeover is based on political 

economy: firms that incorporate in Delaware do not operate there.  Delaware firms have no 

Delaware operations and no Delaware employees and therefore lack local political clout. 

When these firms become targets of hostile bids, they are unable to win entrenching 

legislation. 

The absence of local Delaware employees of public firms is especially important because 

target managers typically win entrenching legislation from state legislators by arguing that a 

takeover will reduce local employment levels. 

 

Because Delaware targets cannot claim that entrenching legislation is necessary to protect 

Delaware employees, Delaware legislators are less likely to pass entrenching laws. Similarly, 

Delaware judges do not face claims that hostile bids reduce local employment levels, and 

may thus be less likely to entrench incumbent managers. 

 

… 

 

In addition, the high concentration of potential targets in Delaware makes pro-bidder 

lobbying efforts worthwhile in Delaware. If entrenching laws reduce bidders’ profits, bidders 

may lobby for pro-takeover laws (Miller, 1998).  However, given that targets are difficult to 

identify in advance and that relatively few potential targets are located in other states, pro-

bidder lobbying efforts are less likely outside of Delaware. 

 

In short, the political economy argument for Delaware’s relatively protakeover stance is 

threefold. First, because Delaware has little local industry, it resists entrenching legislation. 

Second, firms incorporating in Delaware limit managers’ ability to win entrenchment through 

political means. Third, bidders have a greater incentive to oppose entrenching legislation in 

Delaware because so many potential targets incorporate there. Delaware’s reliance on 

incorporation fees also allows it to credibly commit to produce laws that incorporators value 

(Romano, 1985). 

 

4.2. The evidence 

 

I now test the hypothesis that Delaware law improves firm value, facilitates the sale of public 

firms, and makes takeover bids more likely.  I examine the cohort of public firms from 1995 

and identify firms that became targets of bids by July 1, 1998. I also examine bid frequency 

among recent IPOs and among firms that have been public since 1981. In unreported 

regressions, I examine cohorts of public firms from 1985 and 1990 and find similar results. 

 

Consistent with the theory that Delaware law facilitates the sale of public firms, Delaware 

firms are more likely to receive bids than other firms. In univariate comparisons summarized 

in Table 6, I find that Delaware firms are significantly more likely to receive at least one bid 

(20% vs. 14%; significant at 1%). These frequencies are similar to those observed in other 

cohorts of public firms (Berger and Ofek, 1996; Ambrose and Megginson, 1992; Pound, 

1987).  Delaware firms are also significantly more likely to be acquired. Similar results 

obtain when takeover likelihood is expressed as a percentage of all public firms, rather than 

as a percentage of firms in each state. The Delaware firms represented 11% of 1995 sample 

firms that were targets, while firms in other states represented only 6% of all sample targets. 

 



… 

 

…I find that Delaware incorporation is positively related to the likelihood of a bid and the 

effect is significant at the 1% level. … Delaware firms are more likely to receive bids, 

controlling for factors thought to affect acquisition likelihood. 

 

The joint finding that Delaware firms are both more valuable and receive more bids is 

consistent with the theory that Delaware law reduces the cost of acquiring Delaware firms, 

thereby improving firm value. Delaware firms arealso somewhat more leveraged (see Table 

1), consistent with the theory that managers use more debt when faced with a threat that the 

firm will be taken over (Berger et al., 1997; Garvey and Hanka, 1999).  … 

 

To explore the motivation for the bids that Delaware receive, I separately estimate the model 

for firms that have performed poorly relative to their industry peers. Poorly performing firms 

might be more likely to receive disciplinary bids, while firms that have performed relatively 

well might be more likely to receive other bids. … I find that Delaware firms are significantly 

more likely to be taken over in each subset .p -values significant at 5% level). I interpret this 

as evidence that Delaware law encourages bids for both disciplinary and other reasons. … 

 

4.3. Evidence from states with severe antitakeover statutes 

 

If Delaware law facilitates the sale of public firms, variation in firm value should be related 

to the variation in state antitakeover laws in that firms covered by significant antitakeover 

laws should […] receive fewer bids. … 

 

Firms incorporated in these states also receive fewer takeover bids in univariate comparisons. 

As summarized in Table 9, firms in these states are significantly less likely to receive a bid 

than firms in other states (12% of firms in these states receive bids, compared to 20% of 

firms in Delaware and 15% of firms in other states). Cochran-Armitage trend tests are 

significant at the 1% level, indicating that bid frequency decreases as state law erects barriers 

to hostile bids. When I control for other factors associated with takeover frequency, the 

evidence is more mixed but largely consistent. Incorporation in these states is always 

negatively related to bid likelihood, but the effect is insignificant (see Table 7)…. 

 

4.4. Discussion 

Delaware firms are thus more likely to receive a takeover bid and to be taken over, 

controlling for other factors associated with takeover likelihood. This is consistent with the 

theory that Delaware law improves firm value by facilitating the sale of public firms. It might 

also explain why some firms do not incorporate in Delaware, even though doing so can create 

value. Managers of public firms, who have a veto power over reincorporation, might not find 

it in their interest to propose reincorporation to a jurisdiction that makes acquisition easier.  

This hypothesis could also explain why Delaware firms have higher Tobin’s Q  but similar 

accounting results – future merger premia would be impounded in a firm’s stock price, even 

if they do not affect earnings (Romano, 1996; Baysinger and Butler, 1985). An alternative 

interpretation of these results is that Delaware firms attract more bids because they offer 

acquirors greater raw gains and not because they are more cheaply acquired. For instance, if 

Delaware law allows excess managerial slack, as suggested by Cary (1974), this would 

reduce firm value below its ‘‘true’’ value and attract bidders. However, this interpretation is 

inconsistent with the findings that Delaware firms are more valuable and not less profitable. 

 


