THE DELAWARE

EFFECT:

How (and why) the nation’s second-smallest
state became a coveted business domicile

CSC

by Ian McConnel

Chief Risk Officer & Deputy
General Counsel, CSC®




Delaware

Delaware notched a new state record in 2018, when more than 216,000 new business entities were formed under
the First State’s corporate and alternative entities laws. The 2018 figure handily beats the previous record of 198,000
entities in 2017*. At last count, 67.2% of all Fortune 500® companies were incorporated in Delaware, and in 2018, 82%
of all initial public offerings involved companies that were formed in Delaware?. Those are impressive statistics, and
reveal a few important things. First, they suggest that the nation’s business climate continues to improve since the
financial crisis of 2008, with new entity formations as part and parcel of that recovery. Second, they speak clearly of
the continued appeal of the Diamond State as a corporate address.

On the surface, Delaware might seem like an unlikely candidate for a center of the business world. In geographical
terms, it’s the second-smallest U.S. state, and population-wise it hovers near the bottom, followed closely by North
and South Dakota®, places known more for their windswept prairies than their crowded urban centers. Yet despite
its diminutive stature, Delaware continues to be a domestic and international heavyweight, in terms of corporate
formations. Which raises the question: Why? Truth is, no single factor is responsible for Delaware’s near-dominance
as a business jurisdiction. Instead, it’s the combination of a number of elements—some accidents of history, others
the result of deliberate, sustained action on the state’s part.

“Delaware Effect,”
four reasons:

Depth of jurisprudence
Division of courts into courts of law and courts of equity
A judicial culture of professionalism and competence

The importance of the corporate franchise to Delaware’s fiscal future




First, a little background.

Throughout much of early US. history, corporations existed
strictly as entities for the public benefit. To form a corporation,
an organization had to demonstrate some kind of public purpose
(think universities, hospitals, or companies charged with improving
infrastructure such as roads, bridges, and canals). To be granted the
privilege of incorporation was to receive state sanction, a designation
that allowed companies, through shareholder investments, to amass
capital for their projects.

Then, in the late 19th century, a sea change took place. In the
fevered economic conditions of the Gilded Age, a new idea gripped
the business world: that corporations should serve as investment
vehicles for the express purpose of generating profits for their
shareholders. The corporation was an attractive legal structure
because it limited shareholders’ personal risk to just the money
they’d invested in the company. It was an age of railroad, oil, and steel
barons, and demand for new business entities was high. New Jersey
was first to answer the call, in 1875, by liberalizing its business law to
permit incorporation for “any lawful business or purpose whatever.”

New Jersey’s dominance was short-lived, though. Within the span
of a few decades, variations on its corporate laws had been adopted
by several other states. In 1899, Delaware not only adopted New
Jersey’s law in its entirety, but also began a shrewd campaign of self-
promotion by undercutting its neighbors on the fees it charged for
corporate formations. According to one account from the time?, in
1902, neighboring Pennsylvania was charging roughly $3,000 for
new entities—more than $70,000 in today’s dollars or, as your great-
grandfather might say, “a lot of money in those days.” Delaware,
by contrast, was charging a mere $150. Delaware’s “early adopter”
status led directly to our first reason for the state’s preeminence as a
business domicile.

Depth of Delaware’s
Jurisprudence

As one of the first U.S. states to adopt a General Corporation Law,
Delaware enjoyed a distinct “ground floor” advantage, legally
speaking. Every business matter that was litigated under the
Delaware statute built on a body of law that made it clear to all who
followed what the outcomes of any business-related legal actions
would likely be. Certainty is a big concern for business leaders.
They want to know the risks; they want to know the potential
outcomes. Delaware’s depth of jurisprudence—the more than
100 years of legal precedents that now exist in our body of law—
gives lawyers who advise those same business leaders a good
understanding of how a Delaware judge might rule on a particular
business issue.

As former Chief Justice William Rehnquist of the U.S. Supreme
Court once stated: Corporate lawyers across the United States have
praised the expertise of [the Delaware court], noting that since the
turn of the century, it has handed down thousands of opinions
interpreting virtually every provision of Delaware’s corporate law
statute. No other state court can make such a claim® . Abundant case
law isn’t a compelling enough reason to send businesses flocking
to Delaware, though. In fact, by simple legislative action, other
states could co-opt Delaware’s entire body of judicial precedent and
make it their own.

Division of Courts into courts
of law and courts of equity

In many U.S. states, criminal and civil cases are tried by jury in a
single court system. Whether the case in question is a violation of
state law or a violation of contracts and agreements, it’s litigated in
a court of law.

Delaware is different. Here, the court system is divided into two
distinct parts: a court of law and a court of equity. Under this
system, which originated in medieval England, criminal and
most civil statutory and contractual matters are heard in the court
of law, which has a jury system and a presiding judge. Matters
of fiduciary duty and corporate governance, on the other hand,
are heard in the court of equity, which in Delaware is called the
Court of Chancery. The Delaware Court of Chancery has no jury—
only a judge. So what makes Delaware’s divided court system
so attractive to businesses? One word: speed. In order to honor
defendants’ constitutional rights, most U.S. states hear criminal
cases before civil cases, pushing corporate matters to the back
burner. For example, in many states, if you sue someone for breach
of a business agreement, it could take as long as three years before
you even see a jury. A growing number of states do have so-called
“business” or “commercial” courts, but even these still tend to hear
other civil, and in some cases criminal, matters.

By contrast, Delaware’s Court of Chancery doesn’t hear criminal
cases, and for the most part it doesn’t hear civil penalty cases. It
exists solely to hear equitable and business matters, including
issues related to the fiduciary duties of care, loyalty, and good faith.
That means much faster outcomes for everyone involved. How
much faster? A survey of 200 cases brought before the Court of
Chancery between 2009 and 2016 found that in cases where the
court ruled on a motion for temporary restraining order, the motion
was decided a brisk seven days after filing, on average®. For cases
where the court ruled on a motion for preliminary injunction, the
motion was decided an average of 26 days after filing.

@ Delaware’s judicial

culture of professionalism
and competence

Delaware’s Court of Chancery judges typically are very experienced
and specialized corporate lawyers who have spent many years in
the practice of business law. They approach their job in a unique
way. They hold hearings on weekends. They read briefs all night
long and then hold hearings the next day. They allow for flexible
scheduling and accommodation of parties’ interests.

Delaware’s legal culture is different in other significant ways.
For one, Delaware judges aren’t elected. They’re vetted by well-
respected members of the state bar who understand the singularity
of corporate law’s place in Delaware, and are then appointed by the
governor based in large part on those attorneys’ recommendations.
The result is a very skillful, focused, and motivated judiciary. Simply
put, if you want a business matter decided quickly, reasonably, and
dispassionately, you won't find a better place than the Delaware
Court of Chancery. Our judiciary is second to none.



@ Importance of
the state’s fiscal future

Franchise taxes are the second largest contributor to
Delaware’s revenue stream after personal income tax.
Corporations buoy the Delaware economy in ancillary ways,
too. In addition, our judicial system supports a vibrant legal
community of well-compensated lawyers and paralegals
who pay personal income tax to the state, as well as the
necessary hotels, restaurants, and document preparation and
management companies needed to bolster corporate litigation.

Clearly, it’s in Delaware’s best interest to remain an attractive
business jurisdiction, and it does so by being responsive
and innovative. It's often said that the Delaware Division of
Corporations is run more like a business than a government
agency, and attentive, nimble service is part of its winning
formula for client satisfaction. The state legislature is also
very quick to adjust the Delaware General Corporation Law
when necessary’. Every year, the corporate bar, the business
community, the legislature, and the governor’s office collaborate
to carefully review and amend the law so that it remains fair and
competitive. In contrast, other states that are less dependent
on corporate franchise revenue are slower to change and adapt
their law.

A final word

When a business decides to incorporate in Delaware,
it’s investing in much more than a corporate address. It’s
investing in the Delaware “brand” and all the advantages
that come with it. It’s buying certainty. It’s buying speed. It’s
buying judicial expertise, and it’s buying professionalism.
If recent formation activity is any gauge, Delaware
remains a compelling and competitive brand. Along
with steady interest from the U.S. business community,
an increasing number of international corporations are
looking to Delaware as a home for their new entities.
All of this points to a strong future for Delaware as a business
domicile, for the very reasons mentioned above.
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— Positive

In 2018, more than 216,000 new business entities were formed in Delaware, setting a new state record. Corporate
formations have rebounded from a lull following the financial crisis of 2008, and in recent years, a growing number
of international entities have chosen Delaware as a legal domicile.
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CSC

We are the business behind business.

is a business, legal, tax, and digital brand services company that provides
knowledge-based solutions to clients worldwide.

CSC’s technological edge and client base continue to grow each day. In fact, 90% of the
Fortune 500® companies depend on CSC for their most business-critical services.
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