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PART FOUR 

 

 

Chapter Thirteen 

 

 

SUPPLEMENTAL MATERIALS 

 
 

Room to Argue, page 400: The preeminence of Delaware 

 

 This box links to Readings One and Two in the online Supplement. Reading One (the 

Easterbrook article) also appeared as a supplement to Chapter One and provides good 

background on the law and economics view of the race to the bottom/top.  Reading Two (the 

Romano article) specifically addresses the reasons for Delaware’s victory. 

 

Reading One 

 The reading that follows is by one of the luminaries of the law and economics movement. It was 

written shortly before what might be regarded as the peak of federal involvement in the internal affairs of 

business organizations. The piece reflects the author’s (not very positive) view on that state of affairs, and 

also discusses the reasons for Delaware’s preeminence in the law of business organizations. 

 

THE RACE FOR THE BOTTOM IN CORPORATE GOVERNANCE 

95 Va. L. Rev. 685 

Frank H. Easterbrook 

Copyright © 2009, Virginia Law Review Association; Frank H. Easterbrook 

 

  I chose the subject and title of this talk in homage to Ralph Winter’s paper, published about 30 

years ago, entitled State Law, Shareholder Protection, and the Theory of the Corporation.1 It is the most 

important contribution to the economic analysis of corporate law since Ronald Coase’s The Nature of the 

Firm in 1937.2 Only the roughly contemporaneous paper by Jensen and Meckling about agency costs and 

the theory of the firm is a serious rival.3 To understand why I’m today worried about a race to the bottom, 

I take you back to the 1970s, when Ralph Winter was a professor at Yale. (He did not become a federal 

judge until 1982.) 

  

                                                 
1 6 J. Legal Stud. 251 (1977). 
2 R.H. Coase, The Nature of the Firm, 4 Economica (n.s.) 386 (1937), reprinted in R.H. Coase, The Firm, the Market, and the 

Law 33 (1988). 
3 Michael C. Jensen & William H. Meckling, Theory of the Firm: Managerial Behavior, Agency Costs and Ownership Structure, 

3 J. Fin. Econ. 305 (1976). 
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 The dominant academic view was that Delaware had waged and won a “race for the bottom” in 

corporate law by offering ever-more-favorable terms to managers, who then moved their corporations to 

that lax jurisdiction. William Cary, who was Chairman of the SEC from 1961 to 1964, wrote the most 

famous denunciation,4 but Stanley Kaplan, from whom I took corporate law at Chicago, held the same view. 

When the faculty of the University of Chicago teaches that markets are bad, as Kaplan did, and that only 

federal regulation can save the day, you can be confident that there was an academic consensus. 

  

 Naturally managers would want the most discretion, the better to steal from investors, the argument 

goes. Naturally states compete to offer that discretion, the better to increase their franchise fees. Berle and 

Means told us that managers are concentrated and strong, while investors are scattered and weak. The 

separation of ownership and control, which allows firms to accumulate vast sums from thousands of people, 

left the investors powerless. Each is too small to have influence either directly or through elections; indeed 

none of the scattered investors would study the firm with care, because each knows that his shares have too 

few votes to influence the outcome. All are rationally ignorant and rationally passive. Thus managers can 

do what they want--and what they want is to appropriate investors’ wealth to the extent the law allows. 

  

 So the professors and political reformers clamored for stringent federal regulation. Instead of letting 

managers decide how firms were run and governed, government should establish minimum standards for 

investors’ protection. If states are unwilling, then the national government must do so. This led to calls for 

national chartering, or at least national standards of governance built on the national standards of disclosure 

from the Securities Acts of 1933 and 1934. If the states were the villains of the piece, the national 

government was to be the knight in shining armor. 

  

 What Judge Winter asked is how everyone other than managers and state legislators could be so 

stupid. If managers could exploit scattered investors by locating in Delaware, everyone had to know it – 

and know it long before Cary told them. Why would investors be patsies? Major investors are savvy; over 

the long run, ignorant investors lose their stakes to smart ones, so at any given time the people who control 

the largest sums and most affect stock prices will be sophisticated. They know everything professors of law 

know about corporate management and performance. If managers divert returns from investors, 

professional money managers and other big investors will put their money elsewhere or demand 

compensation ex ante. 

  

 To get investors to pony up, managers must make credible promises. If managers set up governance 

structures that allow them to skim, then investors will pay less at the outset, until the lower investments 

raise the expected return to the competitive level. In this way entrepreneurs pay ex ante for the right to 

appropriate ex post: investors put up less and are not exploited. If entrepreneurs want to raise more capital, 

they must make promises that the investors find satisfactory. When we observe that investors funnel their 

money toward firms incorporated in states that allow discretion--where board members need not serve 

staggered terms on boards, and firms need not offer preemptive rights or cumulative voting--they are telling 

us that these devices cost more than the benefits they deliver to investors. 

  

 Corporate law came to be enabling rather than directory in the United States because that serves 

investors’ interest, not because it serves managers’ interest. States that adopt inefficient regulation propel 

capital out of their jurisdictions. Entrepreneurs and managers choose where to incorporate, and investors 

then choose whether and how much to chip in. If managers pick a jurisdiction that allows them to exploit 

investors, then investors put their funds elsewhere. 

  

 What drives this engine is ease of movement within the large United States market plus the internal-

                                                 
4 William L. Cary, Federalism and Corporate Law: Reflections Upon Delaware, 83 Yale L.J. 663 (1974). 

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0332738527&pubNum=1292&originatingDoc=I8655fb6a81f711de9b8c850332338889&refType=LR&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)
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affairs doctrine, a choice-of-law principle under which each state respects the governance structures of 

firms incorporated elsewhere.  

  

 This vital doctrine restricts states’ ability to discriminate against corporations that have their 

headquarters in other states. Firms could move their charters without moving their operations – quite unlike 

the “real seat” doctrine in Europe, which was created by France in the 19th Century to block competition 

from England! And it happened that Delaware was small enough to make a credible commitment to 

maintain an efficient law. It gathers about 25% of the state budget from corporate charter fees, a bond of 

good faith toward investors who lack votes in the legislature. Delaware enforces a strong fiduciary duty of 

loyalty but allows firms to select freely among institutions for governance. . . . 

  

 Competition among jurisdictions is insufficient by itself to drive a strong competitive engine. There 

are only fifty states, most of which use a single model law drafted by the ABA. For jurisdictional 

competition to work . . . there must be thousands of competing polities, enough to offer all the different 

combinations of rules that a complex economy requires. Firms differ in their structure and organization; 

they need lots of different models. Still, there are other sources of competition. 

  

 Financial markets, which I have mentioned, are one. Entrepreneurs must compensate investors ex 

ante for inefficient rules. As long as at least one state offers an enabling model, in which entrepreneurs may 

choose freely among governance devices, competition to raise capital will drive governance strongly toward 

efficiency. This process operates not only when firms form, or raise venture capital, or go public, or issue 

large new blocs of securities. It happens all the time. Investors insist that firms distribute money rather than 

squirrel it away for liquidating dividends. Bonds must be paid down and retired; dividends on shares are 

common. The adverse tax consequences of these distributions must have offsetting benefits. But I want you 

to keep in mind my qualifier: “As long as one state offers an enabling model.” I’ll come back to that.  

  

 Michael Jensen and I observed in separate articles in the 1980s, extending Judge Winter’s work, 

that ongoing financial distributions are valuable precisely because they keep firms in the market for money.5 

Corporations distribute and raise capital simultaneously. And whenever they raise capital, the value of their 

governance devices is assessed in competition. Firms that have poor governance raise less per dollar of 

anticipated profit – which is to say, the imputed interest rate on their equity financing is higher. 

  

 Firms that pay more for money are at a disadvantage in a second competitive market – the market 

for their products. To have money to appropriate from investors, managers first must make profits. They 

can’t do that if their rivals have a lower cost of capital. So to be in a position to appropriate, the managers 

must make credible promises not to appropriate! Competition works wonders. Adam Smith would say: “It 

is almost as if there were an invisible hand . . . .” 

  

 And there are still more markets that protect investors. Think of the market for corporate control. 

If one firm is poorly managed and investors do not receive the highest return on their money, that will 

depress the price of shares. Someone else can buy up the shares, improve the management or governance 

devices, and sell the firm again at a profit. I’ve sometimes suggested that the University of Chicago do this 

with Harvard, but the lack of traded stock impedes this device. For business corporations, however, the 

market in corporate control provides helpful incentives ex ante and a corrective ex post. 

  

 In all of this there are no third-party effects. Competition and contracts promote efficiency to the 

extent that contracting parties bear the gains and losses themselves. In corporate finance that condition is 

                                                 
5 Frank H. Easterbrook, Two Agency-Cost Explanations of Dividends, 74 Am. Econ. Rev. 650 (1984); Michael C. Jensen, 

Agency Costs of Free Cash Flow, Corporate Finance, and Takeovers, 76 Am. Econ. Rev. (Papers & Proc.) 323 (1986). 
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satisfied. Strangers to the finance and governance bargain, such as debt investors and labor, arrange their 

affairs by their own contracts. With all costs borne by the participants, free contracting in a competitive 

system just has to promote everyone’s welfare.  

  

 Professor Winter, as he then was, wrote at a moment when it was becoming possible to test 

propositions about the way financial and corporate markets work. Data about stock prices were being 

compiled at Chicago by the Center for Research in Securities Prices; computers were becoming cheaper; 

statistical software was coming to market. Soon it was possible to conduct what came to be known as “event 

studies”: look at how events in the life of corporations, or corporate law, affect securities prices. Filter out 

unrelated events, including general market movements--the Capital Asset Pricing Model provides a way to 

do this – and isolate the effect of the event you care about. With savvy investors, stock prices reflect real 

information, and even though markets are not perfectly efficient – they don’t reflect the value of all 

information – stock prices are what investors want to maximize. Even when markets are inefficient, 

investors know that higher prices are better than lower ones. 

  

 Study after study tested the Winter Hypothesis that more discretion enables managers to design 

governance devices that investors welcome. When firms reincorporate in Delaware, stock price rises. When 

firms get rid of classified boards, price rises (and when they stagger directors’ terms, prices fall). When 

states or firms impede the market in corporate control by issuing poison-pill stock, prices fall. The list goes 

on and on. There are and always will be debates about just how strong these effects are and what we make 

of the exceptions, but as Everett Dirksen would have put it, a few percent here and a few percent there in a 

multi-trillion dollar economy, sooner or later it adds up to real money. There is a race, and investors are 

winning.  

  

 Now we come to the heart of my topic today: Are we still in a race for the top, or has the direction 

been reversed? When Judge Winter wrote in 1977, the national government played little role in corporate 

governance. The Securities Exchange Act of 1934 established voting procedures for corporate elections, 

but these elections were themselves all but irrelevant given rational ignorance and the Wall Street Rule: if 

dissatisfied, an investor sells rather than votes. The Williams Act of 1968 set some rules for tender offers 

and thus diminished the force of the market for corporate control, but as the takeover boom of the 1970s 

and 1980s demonstrated, there was still plenty of force in that monitoring and correction mechanism. And 

there were the federal disclosure rules themselves, which are costly and have doubtful net benefits. Paul 

Mahoney has shown that the benefits of disclosure had been achieved by contract before Congress acted in 

1933; there was little left for legislation to add, unless Congress were to require disclosure even by firms 

that do not have publicly traded equity. But, given competition, neither did the 1933 Act do any harm. 

  

 Since Judge Winter published his article, however, the national government has done considerably 

more. The SEC has added rules to the Williams Act, and many of these – such as rules forbidding 

warehousing of stock, the secret formation of acquiring groups, and short tenders – have gone far to hamper 

the market in corporate control. Tax rules have been used to make many takeover strategies unprofitable 

and hinder many compensation devices used to align managers’ financial interests with those of investors. 

The Sarbanes-Oxley Act has specified many governance devices that all traded firms must employ. . . . 

  

 These national rules are not defaults, which investors may supersede by contract when they deem 

another device preferable. They are prescriptions, and prescriptions knock out not only jurisdictional 

competition but also several of the competitive devices in financial markets. If federal law prevents 

entrepreneurs and managers from using particular organizational devices, they are not penalized (relative 

to their rivals) for failure to offer them. If the mandatory rules turn out to be bad ones, investors can lose. 

The national government, in other words, can win a race to the bottom in a way that states cannot. Winter 

said that Cary was wrong to think that states are racing for the bottom; my addition today is that Cary had 
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things backward in thinking that the national government was superior to the states in corporate regulation. 

And we are moving toward national regulation of corporate governance. . . . 

  

 States can’t harm investors for Ralph Winter’s reasons--if they make bad laws, capital migrates 

elsewhere. Managers can’t do much harm either; if they make mistakes (whether in selecting governance 

rules or in running their firms) capital migrates elsewhere. Managers can steal, of course, but criminal law 

takes care of that without any need for special rules of corporate law. Letting the criminal law take care of 

theft and fraud, while allowing investors freedom of contract to specify governance structures, is the best 

formula for long-run wealth. Capital is highly mobile, as are governance structures, even when physical 

assets and labor are immobile. The internal-affairs doctrine coupled with the Constitution’s commerce 

clause prevents states from discriminating against firms that move their governance elsewhere. But it is 

much harder to remove capital from the United States as a whole, and this country does not recognize an 

internal-affairs doctrine in its dealings with other nations. If Congress makes a mistake, it is not 

automatically undercut by market forces. 

  

 Instead of saying that firms may incorporate in any country they choose, and that we will respect 

the corporate and securities laws of those nations, the United States insists that all firms that raise capital 

in the United States follow domestic rules, even if their operations and principal sources of capital are 

abroad! Now the SEC is discussing having the United States adopt the E.U. model of accounting; it sees 

this as an either-or choice rather than an occasion for competition in which investors can vote with their 

dollars (and their euros). Having negated the principal means by which interest groups’ rent-seeking is 

undercut, the United States has set itself up for the exploitation of investors at the national level. . .                  . 

   

 What, then, is to prevent a race for the bottom at the national level? One answer lies in the special 

nature of this race: It is not being conducted by, or for the benefit of, corporate managers. The managers 

themselves remain in a competitive system. If they choose any sub-optimal governance system, they will 

pay a price in financial markets, which will hamper them in product markets. Firms whose managers choose 

poorly will contract relative to firms whose managers choose well. That’s a comfort. . . . 

  

 Let me close where I began. Ralph Winter’s great article of 1977 brought light to a dark corner of 

the law and set the stage for scholarship for the next generation. We must carry on the worthy tradition he 

began by asking whether federal regulation creates the very problem that Professor Cary feared from the 

states. 

___________________________________________________________________ 

 Reading Two 

 This reading does an excellent job of (among other things) discussing Delaware’s preeminence 

and the reasons for it. 

 

THE GENIUS OF AMERICAN CORPORATE LAW 
AEI Press, 4-9, 37-42 

Roberta Romano  

Copyright © 1993, AEI Press; Roberta Romano 

 . . . A federal system of government produces a number of benefits for its citizens. It protects the 

individual from the immense power of government, as the states are a counterweight to the national 

government. 9 It can allocate public goods and services more efficiently, as well as increase individual 
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utility, compared with a centralized government because of its superior ability to match specific government 

policies with diverse citizen preferences regarding such policies: in a federal system, states and 

municipalities compete for citizens who choose to reside in the jurisdiction offering their preferred package 

of public goods and services. Finally, federalism spurs innovation in public policy because of the 

incremental experimentation afforded by fifty laboratories of states competing for citizens and firms. A 

policy improvement identified by one state is quickly enacted by other states.  

 But just as the benefits from federalism are axiomatic in American politics, it is also well 

recognized that a federal system can impede the administration of government and thereby diminish 

individual welfare. In particular, if the costs and benefits of a specific public policy do not fall within the 

boundaries of one jurisdiction, the optimal quantity and quality of public goods and services will not be 

produced. A state will not want to pay for benefits experienced by nonresidents, for example, and thus will 

underprovide a public good or service (such as a mosquito-spraying program that will benefit adjoining 

jurisdictions or highways that are used by interstate travelers). Similarly, states may export the cost of 

providing goods and services for their residents to nonresidents, for instance, by adopting taxes that are 

more likely to be paid by out-of-state than in-state individuals or firms-severance taxes in natural resource 

states, gaming taxes in Nevada, and in Iowa a single-factor corporate tax formula based on sales, which 

gives advantages to local firms that sell the bulk of their products out of state.   

 A more adverse consequence of federalism is the potential for interjurisdictional competition that 

is not even zero-sum but a negative-sum game. Many commentators have characterized state economic 

development policies as such a game, in which competing states offer subsidies to firms that exceed the 

revenue from the local jobs they create. Finally, by tolerating overlapping jurisdictional authority or 

requiring intergovernmental coordination, federalism raises the cost of implementing public policy, even 

when there is consensus on the policy objective.  

 The corporate law literature is a microcosm of this tension in the policy debate over federalism 

because an important theme in the literature focuses on the effect of competition among the states for tax 

revenues generated by corporate charters. Corporation codes can be viewed as products, whose producers 

are states and whose consumers are corporations. A key question is whether there is any reason to suppose 

that the code provisions produced by state competition benefit investors. The concern arises because one 

state within the federal structure, Delaware, which is a small state by any measure-population, geography, 

industrial or agricultural production-has dominated all the rest.  

 Approximately one-half of the largest industrial firms are incorporated in Delaware, and of the 

corporations listed on national exchanges, more are incorporated in Delaware than in any other state. 

Moreover, the vast majority of reincorporating firms move to Delaware. As a result, a substantial portion 

of the state's tax revenue averaging more than I5 percent from 1960 to 1990-is derived from incorporation 

fees. While the absolute dollars raised from franchise fees in large commercial states are greater than in 

Delaware, the amount is an infinitesimal proportion of their total tax revenue. These data provide a 

conservative estimate of the profitability of Delaware's chartering business; revenues are understated by 

ignoring the increased income taxes paid by state residents who service Delaware corporations, and 

expenditures are overstated by including the entire state court budget although only a fraction of cases 

involves corporation law. Delaware's dominance is a stable and persistent phenomenon: it has been the 

leading incorporation state since the 1920s. 

 The dynamic business environment in which firms operate places a premium on a state's 

responsiveness to corporations’ legislative demands, that is, on a state’s ability to adapt its corporation code 

to changing business circumstances. It also places a premium on a decentralized regime: the trial-and-error 

process of interjurisdictional competition enables a more accurate identification of optimal corporate 

arrangements when there is fluidity in business conditions. Delaware excels in both dimensions. It has 
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consistently been the most responsive state: if Delaware is not the pioneer for a corporate law innovation, 

it is among the first to imitate.  

 The extraordinary success of tiny Delaware in the corporate charter market due to its 

responsiveness to changing corporate demands is the source, then, of a recurrent corporate law debate on 

the efficacy of federalism. Who benefits from the laws produced in a federal system, and, in particular, 

from Delaware's corporation code: managers, who select the state of incorporation, or shareholders, who 

ratify that selection? Does state competition produce corporation codes that mitigate the agency problem 

or exacerbate it? If state codes favor managers over shareholders, then from the objective of corporate law 

itself, the output of state competition is undesirable. Whether the current allocation of authority between 

the state governments and the national government should be maintained under such circumstances depends 

on whether the outcome would differ under a national corporation code.  

 The best assessment of the evidence is that state chartering is for the better and that Delaware's 

code, for the most part, benefits shareholders. . . . 

 Delaware's preeminence in the corporate charter market results from its ability to resolve credibly 

the commitment problem in relational contracting. This ability depends on investing in assets, referred to 

as transaction-specific assets, whose value is highest when used in a specific relation rather than in any 

other use. Assets such as these cannot be profitably redeployed, should the original relation be discontinued. 

In the chartering context, the state must not be able to obtain a return on its investment in the particular 

asset unless it is successful in procuring incorporations, for the transaction-specific assets have no value 

besides their use in servicing the needs of domestic firms. This condition protects firms from the state's 

collecting franchise fees and then behaving opportunistically and repealing desirable provisions in its code, 

or not amending its code, as changing circumstances require.  

 The most important transaction-specific asset in the chartering relation is an intangible asset, 

Delaware's reputation for responsiveness to corporate concerns. It is derived from the substantial revenues 

that Delaware obtains from corporate franchise taxes: a state with a large proportion of its budget financed 

by the franchise tax will be responsive to firms, since it has so much to lose. This is because it is extremely 

difficult, if not impossible, for such a state to maintain its level of services by an alternative revenue source, 

should it lose incorporations to another state. Delaware's high ratio of franchise taxes to total revenues is, 

then, an intangible asset that precommits it not to renege on contracts with its corporate customers, for it 

renders the state equally vulnerable to breach. Delaware is thereby a hostage to its success in the chartering 

market.  

 A recent decision by the U. S. Supreme Court provides Delaware with the opportunity to solidify 

even further its lead in the corporate charter market. In Delaware v. New York, [507 U.S. 490 (1993)] the 

Court held that unclaimed dividends and interest, which are assets held in bank and brokerage accounts 

whose owners cannot be located, are the property of the state of incorporation of the holder of the asset. 

While only a small percentage (0.02) of corporate distributions fall in the category of unclaimed assets, the 

absolute dollar amounts are substantial: New York escheated $360 million in such funds from 1985 to 1989. 

One estimate of New York's share of those funds under the Court's statutory domicile rule is $54 million.  

Because many major securities firms are incorporated in Delaware, much of the remaining amount will go 

to it. The attorney for Delaware, for example, asserted that New York had informed Delaware that $139 

million of the funds escheated through 1988 came from brokers incorporated in Delaware. This is 

approximately 24 percent of the franchise fees Delaware received over those years, 1985-1988  

 This hostagelike dependence on franchise tax revenues is not the only mechanism by which 

Delaware can assure firms that it will not revamp its corporation code to their detriment. Delaware has 

invested in real assets that have no use outside the chartering business. These assets consist of a 



 13-8 

comprehensive body of case law, judicial expertise in corporation law, and administrative expertise in the 

rapid processing of corporate filings. In Delaware, corporate law cases are heard in the chancery court rather 

than in courts of general jurisdiction as in other states. The court's small size and continuity in membership 

facilitate the development of judicial expertise in business law and enhance the predictability of corporate 

law decisions. Judges are appointed to twelve-year terms by the governor, from a list submitted by a judicial 

advisory council, with the consent of the senate, and they often have a background in business law.  In 

contrast to life-tenure judges, this appointment process helps to ensure that members of the chancery court 

will be sensitive to the state's policy of responsiveness in corporate law, since judges who ignore the 

political consensus in the state will not be reappointed. In addition, having appointed rather than elected 

judges further facilitates the input in personnel choices of organized groups, such as the corporate bar, 

which, as discussed, want judges with expertise in business law, as they are more likely to reach decisions 

that enhance share value.  

 Delaware's legal capital is a valuable asset to firms, stressed in a survey of corporations 

reincorporating in Delaware as helpful for planning complex business transactions. Because Delaware 

could not realize the value of its investment in legal capital in any other use than its incorporation business, 

as with the dependence on franchise tax revenues this investment increases Delaware's credibility of 

behaving with sustained responsiveness to firms and also creates an asset independently valued by 

reincorporating firms. Further, legal capital is not as easily duplicated by other states as the provisions of a 

corporation code because of the start-up costs in developing expertise and the dynamic precedent-based 

nature of adjudication by courts. Even if another state were to establish a special court to hear corporate 

law cases and were to legislate precedential value for Delaware court decisions, it would take considerable 

time to develop the requisite in-state judicial expertise.  

 One might wonder whether Delaware's legal capital is as valuable an asset as I maintain: 

shareholders are not required to bring lawsuits against Delaware corporations in Delaware, as other state 

courts can apply Delaware's law. In other words, venue, and not choice-of-Iaw, could be the more 

determinative factor in litigation outcomes. It turns out, however, that most Delaware firms are in fact sued 

in Delaware. In the sample of 139 shareholder suits mentioned earlier, of the 68 suits not brought 

exclusively in federal court, 35 involved Delaware corporations. Twenty-nine of the suits against Delaware 

firms were filed in the Delaware chancery court (24 exclusively) while 26 of the 33 suits against non-

Delaware firms were filed in courts in those firms' incorporation state (14 exclusively). These data make 

plain that plaintiffs do not perceive it to be undesirable to litigate in Delaware and instead take advantage 

of its valuable asset of legal capital. . . . 

  The final institutional device by which Delaware maintains its advantage in the corporate charter 

market is a constitutional provision that requires a supermajority vote of two-thirds of both houses of the 

legislature to revise its corporation code. This provision makes it difficult for Delaware to renege on the 

direction of its code. While the provision may well slow the enactment of corporate law reforms, it increases 

the likelihood that the legal regime can be no worse than it was at the time of incorporation. This is a 

desirable feature, if corporations are risk-averse and adopt a strategy toward the choice of statutory domicile 

that minimizes the worst-case loss. At the same time, the supermajority requirement preserves the personal 

investments that Delaware's citizens have made in developing skills to service Delaware corporations. It 

buffers the corporation code by making it difficult for other interests in the state to reverse the direction of 

public policy radically: only a critical election revolutionizing state politics could do so. Delaware's 

dependence on franchise tax revenues and the supermajority vote requirement are complementary devices 

that warrant a responsive corporation code: the former is forward-looking, as the state is goaded to respond 

to maintain revenues, and the latter is backward-looking, as reversal of policy is made quite difficult. These 

institutional devices sustain the credibility of Delaware's reputation as a state committed to innovation and 

responsiveness in corporate law.  
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___________________________________________________________________ 
 

 

Time out for PR, page 403: Conflicts of Interest 

 

 The box asks whether the same attorney could represent Amanda and Bill. It also suggests 

that there might be a different way to frame the question. The alternative, of course, is whether 

it would be permissible for an attorney to represent the corporation – which still poses the 

question of who the client might be during the formation process. (Note that the reasonably 

self-interested attorney will want to clarify just who it is who is liable for paying his or her 

fee.) The relevant Model Rules (1.7 and 1.13) appear in the online Supplement; a brief supplemental reading 

(Reading Three, by Geoffrey Hazard) appears below.  

Reading Three 
 

 The excerpt below describes some of the difficulties grappled with by a lawyer “for the situation” 

(which includes representing multiple clients in forming a corporation). 

 

LAWYER FOR THE SITUATION 
30 Val. U. L. Rev. 377 (2004) 

Geoffrey C. Hazard, Jr. 

 

Copyright © 2004, Valparaiso Law Review; Geoffrey C. Hazard, Jr. 

  

 . . . The circumstances in which a lawyer has obligations to persons other than a client are far more 

extensive in transaction practice than in litigation. Partly this is because litigation, by definition, places 

other parties in a position adverse to the client and hence at an outer region of responsibility on the lawyer's 

part. In transaction practice, in contrast, the configuration of relationships covers a wide range. At one end 

of the range, the lawyer may, on the basis of informed consent, represent two or more clients whose interests 

conflict to some degree. . . . At the other end of the range, the lawyer may perform some incidental service 

for an opposing party that entails an arguable element of justifiable reliance giving rise to legal obligation.  

 

 The rules concerning conflicts of interest in transaction practice permit almost any multiple 

representation, if – and it is a strong "if" – there is adequately informed consent of all affected clients. In 

formal terms, the rule prohibiting "direct adversity" can apply to transaction matters. That is, at least in 

principle some transaction matters present "nonconsentable" conflicts. Comment [7] to the Rule, as 

amended by the ABA in 2002, states that "[d]irectly adverse conflicts can also arise in transactional 

matters." No doubt this is true.  However, no example of such a conflict is offered in the Comments. . . . 

Instead, it specifies how such a conflict might be overcome, i.e., the familiar formula of informed consent. 

This suggests that the category of absolutely "nonconsentable conflicts" in transaction practice is very 

narrow indeed. 

 

 Of course, a lawyer who proceeds with multiple representation on the basis of client consent takes 

a significant risk. The risk is that the relationship among the clients can undergo change, with resulting 

increased conflict in their positions. Also there is risk that an affected client will later become disaffected 

and assert that the consent was invalid. Typically, the claim will be that an inadequate disclosure was made 

concerning the implications of multiple representation. The risk to lawyers of client defection appears to be 

much greater these days than in the past, simply because clients are more willing to challenge lawyer probity 
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and to obtain other legal assistance to do so. Nevertheless, lawyers every day undertake multiple 

representations on the basis of client consent. . . .  

 

 A valid consent requires adequate disclosure of the existence and implications of the dual 

representation. Adequate disclosure of the implications requires attention to the reasonably possible "worst 

case" scenarios of mutual hostility. Consent by the clients reflects decisions on their part to forego extreme 

measures so that a single lawyer or law firm can carry on for the benefit of both. . . . 

 

 At this point it would be well to bring forward a second basic rule of responsibility to a client, the 

rule of confidentiality. The confidentiality rule is a basic support of the duty of loyalty, which has been 

addressed above in analysis of the advocate's role.  

 

 Fulfilling the duty of loyalty in a representation typically involves a measure of confidentiality, i.e., 

concealment of sensitive facts and strategic purposes. Hence, prima facie a lawyer keeps sensitive facts and 

strategic purposes from everyone but the client. By the same token, acting for the benefit of two or more 

people – which is what a multiple representation "situation" entails – requires a substantial measure of 

disclosure among the several intended clients. Such a disclosure is required in the predicate for consent, 

i.e., that the consent be "informed." Hence, the concept of lawyer for the situation entails a modification of 

the principle of confidentiality, as well as the principle of loyalty.  

 

 This modification of confidentiality is the predicate of the obligations imposed on a transaction 

lawyer who undertakes representation of multiple clients. On the one hand, the lawyer is required to 

maintain the confidences of each client, except as disclosure is necessary to obtain informed consent from 

the other client. On the other hand, an adequate disclosure is necessary to obtain valid consent. The 

definition of "adequate" is not simple. As formulated in the Restatement of the Law Governing Lawyers § 

202, Cornment c(i):  

 

 [T]he information should normally address contingent optional, and tactical considerations and 

 alternative courses of action that would be foreclosed ... the effect of ... the process of obtaining 

 other clients' informed consent upon confidential information ... any material reservations that a 

 disinterested lawyer might reasonably harbor ... if such a lawyer were representing only the client 

 being advised; and the consequences and effects of a future withdrawal of consent by any client.  

 

It is readily apparent that this formula affords opportunity for subsequent contentions that a disclosure was 

inadequate. . . .Unfortunately, there are many decisions imposing liability on lawyers who have proceeded 

on the basis of supposed consent where it was subsequently disputed whether consent had been sought and 

obtained, or where the disclosure on which consent was based was determined to be inadequate. . . . 

___________________________________________________________________ 
 

 

Room to Argue, page 413: Intent of the Prties 

 

 The court discusses the notion that someone who intends to enter a contract with a 

corporation signals an intention not to hold any individual personally liable.  It is at least 

arguable that many laypersons have formed no intent on this matter at all.  Reading Four (the 

Gabaldon excerpt) also appeared in the supplemental reading for Chapter One. 

 

Reading Four 
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 The excerpt below takes exception to the law and economics movement’s assumptions about 

rationality. 

  

EXPERIENCING LIMITED LIABILITY: ON INSULARITY AND INBREEDING IN CORPORATE 

LAW 

Progressive Corporate Law 111, 125-126 (Lawrence E. Mitchell and David Millon, eds.) 

Theresa A. Gabaldon 

 

Copyright 1995, by Westview Press; Theresa A. Gabaldon 
 

. . . Working with What We Have.  As it happens, there is at least one area in which women have 

ample experience that is, given some thought, relevant to the limited liability concept.  The experience in 

question is in the context of consumption (yes, I do mean shopping, and I'm not trying to be funny). For 

instance, lots of women have bought lots of containers of drain opener, which is quite a hazardous 

product, so let's start with that. 

 

The last time that I (who happen to be a woman) was experiencing a hair clog, drain opener made 

an appearance on my grocery list.  Permit me to recount my experience and, in particular, relate my 

thinking as I stood in the household cleaners aisle: “As a rational consumer, would I prefer to deal with an 

entity for the debts of which no provider of capital can be held responsible or with an entity behind which 

the capital providers clearly do stand? Clearly the latter, not just because of the enhanced prospect of 

recovery, but because that enhanced prospect suggests something about the care with which the product 

may have been prepared.  Therefore, I will scrutinize the cans very carefully to see if the manufacturer is 

a corporation or a partnership. I then will compare prices, ultimately deciding whether the added comfort 

I feel in purchasing from a non-limited liability entity justifies the higher price-effectively the price of 

insurance- that I logically will be required to pay.” 

 

No, you're right, I made that up. What I really did, depending on my mood, was (1) buy the kind 

my mother bought; (2) buy the kind that was on sale; or (3) buy the kind advertised in the most attention-

grabbing commercials (I admit this is not much of a consideration when you're talking about drain opener, 

but I'm sure you get my point). Logically, I should care about the limited liability of my providers, but 

evidently I don't – even though I, unlike some, am familiar with the concept.  Is my lack of concern 

because I think everyone with whom I deal for drain cleaner automatically will have it (limited liability, 

not drain cleaner) or because I think that the product really is not likely to injure me? I suspect that these 

both are plausible explanations, and that they give me more· than a little in common with the women who 

got breast implants and Dalkon Shields (never thinking they'd be injured), Katie Scothorn (never thinking 

she'd be hurt by her grandfather's promise), and Ora Lee Williams (never thinking she had any choice 

about the contract she signed). 

___________________________________________________________________
___________________________________________________________________ 
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TEST YOURSELF: Answers and Explanations 

 

 

TEST YOURSELF 
 

Assume applicability of the most current version of the Model Business Corporations Act. 

 

Questions 1-3 rely on the following facts: 

 

Frieda believes she has a great idea for a new business: Frieda’s Frozen Fish Pops!  Frieda 

doesn’t have any money, however; just an idea and a lot of ambition.  Fortunately for Frieda, her 

mother is a person of some means and has already told Frieda she’d be glad to invest in the 

business.  Her mother does not care what form of business Frieda chooses, so Frieda tells her mom 

she’s going to incorporate, and some days later, in exchange for a check for a substantial sum, 

Frieda gives her mom a stack of stock certificates indicating that she’s a shareholder. 

 

 Newly infused with her mother’s cash, Frieda goes about her efforts to get Frieda’s Frozen 

Fish Pops up and running, and, among many other steps she takes, she signs a lease for retail space.  

At length, however, her business goes awry and Frieda never makes enough money to pay any rent 

on the lease. 

 

 Incidentally, Frieda lied to her mother and never filed any articles of incorporation.  

 

1. Is Frieda liable on the lease she signed? 

 

 a. Yes. 

 b. Yes, unless Frieda told the lessor the corporation had not yet been formed. 

 c. Yes, unless Frieda told the lessor she was acting on behalf of a 

 corporation. 

 d. No, unless Frieda told the lessor the corporation had not yet been formed. 

  

 Both MBCA § 2.04 and the common law of agency would provide that Frieda is liable, 

without regard to what she told the lessor unless she also obtained the lessor’s agreement not to 

hold her liable.  Thus “a” is the correct choice. 

   

2. Is Frieda’s mother personally liable on the lease signed by Frieda? 

 

a. Yes, because promoters are always liable under pre-incorporation contracts. 

b. Yes, because promoters are partners by operation of law, and are jointly and 

severally liable for liabilities to third parties, even where they have been dishonest 

with one another. 

c. No, because only Frieda signed the lease. 

d. No, because Frieda’s mother lacked knowledge about the true legal status of 

Frieda’s Frozen Fish Pops. 
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  Under the theory stated in the Timberline case it is most likely Frieda’s mother would be 

held not to be a “promoter” at all, and therefore to have no liability for obligations of the business.  

Moreover, under MBCA § 2.04, liability does not exist without the requisite knowledge that the 

corporation has not been formed. 

 

3. Suppose (changing the facts stated above) that Frieda did file articles of incorporation 

subsequent to the date she entered the lease agreement, and that the articles are accepted 

by the Secretary of State before Frieda’s business went awry.  Is Frieda liable on the lease 

she signed? 
 

a. Yes, because at the time the lease was signed she knew the corporation had not 

been formed. 

 b. No, because the lessor was not harmed by the delay in filing. 

c. Yes, unless the lessor knew the corporation had not yet been formed and 

agreed not to hold Frieda liable. 

 d. Yes, and so is Frieda’s mother. 

 

 Because Frieda knew she was acting on behalf of a non-existent principal, she would be 

liable under the common law of agency, as well as under MBCA § 2.04.  If, however, the third 

party knew of the non-existence and nonetheless agreed not to hold Frieda liable the common law 

clearly would honor the agreement – and so would any court applying § 2.04. 

 

Question 4 stands alone: 
 

4.   In Model Business Corporation Act jurisdictions, a corporation comes into existence: 

 

a. When the incorporators indicate their desire to incorporate by spoken words, 

written words, or conduct. 

b. When articles of incorporation are delivered or mailed to the Secretary of State. 

c. When two or more persons agree to act as co-owners of a corporation for profit. 

d. When articles of incorporation are filed by the Secretary of State. 

 

 Section 2.03 is intended to provide a clear line with respect to when corporate existence 

commences:  It is when the articles are filed.  Although one colloquially refers to the incorporator 

as being the one who files the articles, a quick look at § 2.01(b) makes it clear that the incorporator 

causes the delivery of the articles to the Secretary of State for filing. Under § 1.25, however, the 

filing is retroactive to the date of delivery. 

  

Questions 5- 9 rely on the following facts: 
 

 Some time ago, Joe Johnson and his friend Bill Baxter started a business selling leather 

apparel, called “Johnson’s Leather.”  Joe put up the money for the business and has pretty much 

called the shots.  Bill didn’t put in any money, but agreed he would contribute his physical labor.  
In return, each week since they started Joe has given Bill $100 in cash from the company’s receipts.  

They never wrote down any agreement between them.  The business is located in a Model Business 

Corporation Act (“MBCA”) jurisdiction. 
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 Last week was a crazy one for Johnson’s Leather.  The following things happened: 

 

Monday: Joe drafted and filed articles of incorporation on behalf of the business, 

naming it “Johnson’s Leather, Inc.,” and filed them with the Secretary of 

State. The articles specified that Joe would be the corporation’s initial 

director. 

 

Tuesday: Joe signed two written agreements, signing both “By Joe Johnson, CEO, 

Johnson’s Leather, Inc.”  First he signed a contract with Bill promising a 

paycheck of $100 per week in exchange for his continued labor, for the next 

year.  Second, he signed a written agreement with his longtime supplier of 

leather handbags, Gucci, providing for a large purchase of new bags. 

 

Wednesday: A clerk from the Secretary of State’s office called to tell Joe the articles of 

incorporation had been rejected for technical reasons. 

 

Thursday: Joe filed corrected articles of incorporation and they were immediately 

accepted for filing by the office of the Secretary of State. 

 

Friday: Joe cut a check in the amount of $100, payable to Bill, drawn on the 

company’s bank account. 

 

5. Prior to the events of last week, Bill was: 

 

a. A partner in a partnership. 

b. An employee of a sole proprietorship. 

c. An employee of a partnership. 

d. A shareholder. 

 

 Note that neither answer “a” nor answer “c” are theoretically impossible, but they are much 

less likely than “b.”  It does not appear that Bill has sufficient control to qualify as an “owner” for 

purposes of the test for the existence of a partnership. 

 

6. If Bill now has an enforceable right to payment as against Joe, for the next year, it is 

because of: 

 

a. MBCA § 2.01. 

b. MBCA § 2.04. 

c. The common law of agency. 

d. b and c are correct. 

 

 This is a bit of a trick question.  Section 2.04 says that where a person acts on behalf of a 

corporation not yet formed he takes on personal liability, but only if he knows that no corporation 

is yet in existence.  Here it seems likely that Joe did not know that the corporation didn’t exist.  
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However, as we know, promoters can be liable for pre-incorporation contracts by operation of 

agency law even though § 2.04 itself otherwise would not impose liability.  Thus if Bill has an 

enforceable right against Joe, it would be on that basis.  “A” is incorrect because § 2.01 provides 

for incorporators but does not impose liability on them. 

 

7. If Bill now has an enforceable right to payment as against Johnson’s Leathers, Inc., it is 

because of: 

 

a. Informal ratification. 

b. Informal adoption. 

c. Explicit novation. 

d. None of the above. 

 

 Note that answer “a” is wrong because a corporation cannot ratify – that is, cannot bind 

itself retroactively – to a pre-incorporation contract.  Since there is no trace of an explicit novation 

in the fact patter, “c” is wrong.  “D” is wrong because “b” is correct. 

  

8. If the handbag supply agreement is unenforceable as against Joe, it is because of: 

 

a. Ratification. 

b. Adoption. 

c. Facts believed to be true by Gucci. 

d. None of the above. 

 

 If Gucci believed that Johnson’s Leathers had been incorporated at the time of contracting 

and intended that it bind only the company, Joe may have a defense of “corporation by estoppel.”  

His case would be bolstered by the manner in which he signed the contract, apparently with 

Gucci’s acquiescence.  Thus, “c” is correct.”  “A” and “b” are incorrect because the corporation 

has taken no acts with respect to the Gucci contract subsequent to incorporation and because those 

are theories under which a corporation might be liable but they do not establishes defenses for 

individual actors. 

 

9. If the handbag supply agreement is unenforceable as against Johnson’s Leathers, Inc., it is 

because of: 

 

a. MBCA §2.01. 

b. MBCA §2.04. 

c. The common law of agency. 

d. None of the above. 

 
 This is a bit of a toughie.  Pre-incorporation contracts do not bind an as-yet unformed 

corporation even if the parties so intend.  This rule is not imposed by the MBCA itself, but rather 

arises as a result of the common law of agency.  Cf. Restatement (Second) of Agency §326 and 

notes thereto. 
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