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THE FIRST STEP in organizing any
U.S. corporation is to decide where to incor-
porate—and with 50 states offering their
charters, any systematic search for the best
one quickly proves daunting. Lawyers and
their clients most often limit their consider-
ation to just a handful of states, and if they
do consider a state other than the one in
which they are resident, they most commonly
choose a Delaware charter.1 More recently,
however, Nevada has waged an aggressive and
successful campaign to attract corporate char-
ters. By 1999, Nevada was second only to
Delaware when ranked by the national per-
centage of out-of-state, publicly traded cor-
porations.2 For publicly traded corporations
located in California, the order of preference
for charters has been Delaware, California,
and Nevada.3

Much has been written about the preem-
inence of Delaware as an importer of corpo-

rate charters. Much less has been written
about Nevada. Practitioners seeking to assist
their corporate clients should be aware of
the key differences between California and
Nevada corporate law.

California’s relationship with the corpo-
rate form has been ambivalent at best. The
drafters of the original 1849 Constitution
imposed personal liability on stockholders by
specifying that each stockholder of a corpo-
ration “shall be individually and personally
liable for his proportion of all its debts and
liabilities.”4 The 1879 Constitution sub-
stantially expanded the provisions relating to
corporations.5 In addition to continuing to
place personal liability on stockholders for
corporate debts, the 1879 Constitution made
directors jointly and severally liable to cred-
itors and stockholders for all moneys embez-
zled or misappropriated by the officers of the
corporation during the directors’ term of

office.6 The 1879 Constitution also prohib-
ited corporations from holding any real estate
for a period longer than five years except as
necessary for carrying on their business.7

In 1930, voters approved the removal of
several of these detailed provisions from the
constitution. The following year, California
enacted its first modern general corporation
law. By that time, attitudes toward corpora-
tions had softened. More important, California
had awakened to the fact that it was com-
peting with other states for corporate charters.
In fact, the draftsmen of the 1931 California
General Corporation Law stated that their
primary object was to “put California on a
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competitive basis as to all legitimate corporate
advantages and facilities with Delaware,
Nevada and other incorporating states….”8

Nevada has been far friendlier to the cor-
porate form. Nevada’s constitution, adopted
in 1864 and still in effect, provides that “cor-
porators in corporations formed under the
laws of this State shall not be individually
liable for the debts or liabilities of such cor-
poration.”9 In the last few decades, the
Nevada Legislature has been proactive in its
efforts to enact statutory provisions that are
alluring to those in search of a corporate
charter.

Each organizer of a corporation has spe-
cific priorities and objectives for the corpo-
ration and for its internal structure and gov-
ernance. In many instances, lawyers may be
inclined to go with what they know—the
corporation law of the state in which they and
their clients happen to be located. Indeed, to
do otherwise would require a lawyer to
expend time and effort in becoming familiar
with the general corporation law of another
jurisdiction. Moreover, lawyers are likely to
believe that there is less risk of error or sur-
prises due to their greater familiarity with their
home state’s law. Lawyers may also be con-
cerned about the cost and inconvenience of
litigation in another jurisdiction.

When lawyers do look out of state, they
are likely to look for specific provisions such
as manager liability, voting rights, and anti-
takeover provisions. The extent to which
these provisions will be of interest or even
available depends upon whether the corpo-
ration is publicly traded.

Managerial Conduct

Both California and Nevada establish the
standard of care for directors by statute.10

Beyond that similarity, California and Nevada
share very little in their approaches to man-
agerial conduct. In Nevada Revised Statutes
Section 78.138(1), Nevada expresses a direc-
tor’s duty of care simply and succinctly:
“Directors shall exercise their powers in good
faith and with a view to the interests of the
corporation.” In 1999, the Nevada Leg-
islature, at the behest of the Business Law
Section of the State Bar of Nevada, amended
Section 78.138 so that “directors and officers,
in deciding upon matters of business, are
presumed to act in good faith, on an informed
basis and with a view to the interests of the
corporation.”11

On its face, Nevada’s statutory standard
is subjective—that is, it addresses only a
director’s state of mind rather than whether
the director measures up against some exter-
nal standard. The Nevada Supreme Court
has not had occasion to explicate the mean-
ing of “good faith” under Section 78.138.
Thus, it remains to be seen to what extent an

objective standard of conduct will be judicially
read into the Nevada statute.

California, on the other hand, requires
directors to act with due care in addition to
good faith:

A director shall perform the duties of
a director, including duties as a mem-
ber of any committee of the board
upon which the director may serve, in
good faith, and in a manner such direc-
tor believes to be in the best interests
of the corporation and its sharehold-
ers and with such care, including rea-
sonable inquiry, as an ordinarily pru-
dent person in a like position would
use under similar circumstances.12

By requiring good faith and imposing an
“ordinarily prudent person” standard,
California imposes both subjective and objec-
tive components to a director’s standard of
care that contrasts with Nevada’s overtly
subjective standard.

California purports to afford directors
the protection of the business judgment rule,
which immunizes disinterested directors from
liability for the decisions that are made by
them in their capacity as directors.13 Nevada,
in contrast, has its statutory good faith pre-
sumption.14 While the statute does not indi-
cate whether this presumption can be re-
butted, presumably a plaintiff would be
permitted to make a contrary evidentiary
showing.

Because of the dearth of decisions apply-
ing Nevada’s unique statutory standard and
presumption, it is not possible to conclude
with any degree of certainty that directors in
Nevada will be held to a lower standard than
directors of California and Delaware corpo-
rations. However, Nevada’s statute on its
face offers the prospect of a lower standard.

California allows for the inclusion of a
provision in a corporation’s articles of incor-
poration that eliminates or limits the liabil-
ity of directors. Until 2001, Nevada had also
permitted such an exculpatory provision to be
included in the articles. Thus, both states
had followed an opt-in approach to limiting
the liability of directors. Now, in a significant
break with California, Nevada automatically
relieves corporate directors and officers from
liability to the corporation or its stockhold-
ers for damages unless it is proven that: 1) the
act or failure to act constituted a breach of
fiduciary duty, and 2) the breach involved
intentional misconduct, fraud, or a know-
ing violation of the law.15

The Nevada law contains a number of
very specific exceptions. Thus, liability is not
excluded under Nevada Revised Statutes
Sections 35.230 (liability for judgment of
ouster), 90.660 (civil liability in connection
with sales of securities), 91.250 (commodity
law), 452.200 (unauthorized use of endow-

ment funds), 452.270 (violation of laws per-
taining to mausoleums, vaults, or crypts),
668.045 (receiving deposits of insolvent
banks), and 698A.030 (insider trading in an
insurer). In 2003, the Nevada Legislature
amended Section 78.138(7) to permit a cor-
poration to provide for greater liability in
articles of incorporation or an amendment to
the articles filed on or after October 1, 2003.
Thus, Nevada now takes an opt-out ap-
proach, while California and Delaware con-
tinue to take an opt-in approach.16

In addition to avoiding the necessity of
including an exculpatory provision in the
articles of incorporation, Nevada’s law offers
broader exculpation than does California’s.
Perhaps most significantly, Nevada’s law
exculpates directors and officers, whereas
California and Delaware permit exculpation
only of directors.

California’s General Corporation Law
does not permit liability to be eliminated or
limited for acts or omissions that:

• Involve intentional misconduct or a know-
ing and culpable violation of law.

• A director believes to be contrary to the
best interests of the corporation or its share-
holders.

• Involve the absence of good faith on the part
of the director.

• Show a reckless disregard for the direc-
tor’s duty to the corporation or its share-
holders in circumstances in which the direc-
tor was aware, or should have been aware, in
the ordinary course of performing a director’s
duties, of a risk of serious injury to the cor-
poration or its shareholders.

• Constitute an unexcused pattern of inat-
tention that amounts to abdication of the
director’s duty to the corporation or its share-
holders.17

In addition, California’s law prohibits
absolving a director from liability for:

• Any transaction in which the director
obtained an improper personal benefit.

• Contracts in which the director has a mate-
rial financial interest.

• Improper distributions to shareholders or
improper loans.18

Thus, California’s statute permitting excul-
pation of directors includes far more excep-
tions than Nevada’s statute.

Stockholder Voting Rights

Cumulative voting rights generally operate by
giving each stockholder a number of votes
equal to the number of shares multiplied by
the number of directors to be elected. The
stockholder may then distribute these votes
among the directors in any manner in which
the stockholder sees fit. The debate over the
merits of cumulative voting in the election of
directors has been longstanding. Proponents
of cumulative voting typically argue that cor-
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porate performance is enhanced when minor-
ity shareholders are able to attain some rep-
resentation on the board of directors.19

Opponents, on the other hand, argue that
cumulative voting leads to divisiveness and
special interest directors.20

California has a strong historical bias in
favor of cumulative voting in the election of
directors. In fact, California’s 1879 Constit-
ution enshrined cumulative voting as a consti-
tutional right.21 The 1931 California General
Corporation Law continued mandatory
cumulative voting.22 When the current Cali-
fornia General Corporation Law was intro-
duced, it contained a provision allowing a cor-
poration to opt out of cumulative voting,
but the bill was amended to include manda-
tory cumulative voting.23

Nevada does not mandate cumulative vot-
ing in the election of directors. Instead, it
permits a corporation to confer cumulative
voting rights by including a provision in the
certificate (articles) of incorporation.24

Because cumulative voting has been
strongly disfavored by publicly traded cor-
porations, California relaxed its cumulative
voting mandate in 1989 by enacting an excep-
tion for “listed corporations.”25 The Corp-
orations Code defines a “listed corporation”
as a corporation with outstanding shares
listed on the New York Stock Exchange, the
American Stock Exchange, or the National
Market System of the Nasdaq Stock Market
(or any successor to that entity).26 These cor-
porations may eliminate cumulative voting by
amending their articles of incorporation.27

Closely held corporations use superma-
jority voting power to balance the relative
voting powers of investors. Supermajority
voting requirements have also enjoyed pop-
ularity with publicly traded companies due
to their utility as antitakeover devices. For
example, a supermajority provision may
require the affirmative vote of at least 90 per-
cent of the outstanding shares to approve a
merger.28 Although the individual voting
rights of each share remain unchanged under
a supermajority voting provision, minority
stockholders may have significantly increased
power because a higher vote requirement
will allow them to block certain corporate
transactions.

Nevada allows supermajority voting pro-
visions to be included in either the articles of
incorporation or the bylaws.29 Further, there
is seemingly no limitation on these provi-
sions.

California law is much more restrictive.
The articles may include a provision requir-
ing a supermajority vote of any class or series
of stock for any or all corporation actions.30

There are several exceptions, however, to
this general rule. Thus, a supermajority vote
cannot be imposed regarding the removal of

directors, the election of directors, and vol-
untary dissolution.31

California imposes additional restrictions
for widely held corporations that on or after
January 1, 1989, filed or file an amendment
to their articles or a certificate of determina-
tion containing a supermajority vote provi-
sion. If a corporation has outstanding shares
held of record by 100 or more persons, the
supermajority vote requirement cannot exceed
662⁄3 percent of the outstanding shares, or

662⁄3 percent of the outstanding shares of any
class or series of those shares.32 These limi-
tations do not apply to a corporation that filed
or files an amendment of articles or certificate
of determination on or after January 1, 1994,
if, at the time of filing, the corporation has 1)
outstanding shares of more than one class or
series of stock, 2) no class of equity securities
registered under Section 12(b) or 12(g) of
the Securities Exchange Act of 1934, and 3)
outstanding shares of record held by fewer
than 300 persons.33

Antitakeover Provisions

Takeover defense is an issue that primarily
concerns widely held firms. In closely held
firms there is often little or no separation of
capital and management. Thus, there is less
likelihood for the interests of the owners and
the managers to diverge.

States can enhance or diminish the capac-
ity of corporate managers to intervene in
corporate control transactions in primarily
two ways. First, states can adopt legal schemes
that have the effect of validating or invali-
dating managerial actions. Examples of val-
idating schemes include legislative or judicial
endorsement of stockholder rights plans or

deference to managerial decisions. Second,
states can impose structural or procedural
requirements that implicate management
involvement. Control share and business
combination laws are examples of these types
of requirements. These laws operate by deny-
ing opportunities or rights to those who try
to acquire a corporation without negotiating
with the target’s board of directors.

Stockholder rights plans or “poison pills”
are takeover defenses that were first con-

ceived over a quarter century ago but still
remain popular.34 They are not creations of
statute but arrangements established by a
company’s board of directors—typically with-
out the affirmative assent of the owners. The
Delaware Chancery Court has provided an
overview of the structure and operation of a
stockholder rights plan:

Under the Plan each shareholder
receives one right for each share of
common outstanding. The right, which
has a term of ten years, entitles the
holder to buy one hundredth of a share
of a new series of participating pre-
ferred stock. The new preferred would
be nonredeemable and subordinate to
other series of the Company’s pre-
ferred stock. Its dividend right is tied
to the dividend for common at the
rate of 100 times the dividend declared
on common stock. Its liquidation pref-
erence is similarly linked to payment
received by common shareholders. The
exercise price for the preferred, $100
for 1/100 of a share, or $10,000 per
share, is conceded to be “out of the
money” in view of the current $1.75
dividend yield on Household common
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which has traded in recent months in
a range of $30 to $33. The real impact
of the rights is to be found in their
“triggering” and “flip-over” features
which have led to their being labeled
as “poison pills.”

The rights detach and may be exer-
cised only if certain triggering events,
referred to as the 20% and 30%
events, occur. Prior to the occurrence
of any of these events the rights are not
transferable apart from the common
stock to which they are affixed. Thus
if a person (a) acquires 20% of House-
hold’s common shares or (b) achieves
the right to purchase 20% or (c)
achieves the right to vote 20% or (d)
announces the formation of a group of
persons holding 20% to act together,
the rights are triggered. The 30% trig-
gering event occurs upon the
announcement of a tender offer or
exchange offer for 30% of Household’s
outstanding stock.

Once a triggering event has
occurred the rights may be exchanged
for the new preferred upon the pay-
ment of the exercise price. Moreover,
if a merger or consolidation occurs
under the terms of which Household’s
common shares are exchanged for
securities of the acquiror, the right
“flips-over” and enables the holder,
at the then exercise price of the right,
to purchase common stock of the
acquiror at a price reflecting a market
value of twice the exercise price of the
right. Thus the right holder would be
entitled to purchase $200 worth of
the acquiror’s common for $100. The
resultant dilution of the acquiror’s cap-
ital is immediate and devastating.35

The court’s description makes it clear
that shareholder rights plans are effective
because they discriminate against specific
shareholders. The discriminatory nature of
a shareholder rights plan constitutes both
its operative mechanism and its legal vul-
nerability.

Nevada has enacted several statutory pro-
visions that directly address the legal viabil-
ity of shareholder rights plans. The provisions
of Nevada Revised Statutes Section 78.195(5),
which apply to the issuance of shares of more
than one class or series, “do not restrict the
directors of a corporation from taking action
to protect the interests of the corporation
and its stockholders, including, but not lim-
ited to, adopting or signing plans, arrange-
ments or instruments that grant rights to
stockholders or that deny rights, privileges,
power or authority to a holder of a specified
number of shares or percentage of share own-
ership or voting power.”36

A nearly identical statement is also found
in Nevada Revised Statutes Section 78.350(4),
which governs the voting rights of stock-
holders. Further, Section 78.378(3) provides
that nothing in Nevada’s control share law
prohibits signing plans, arrangements, or
instruments that deny rights, privileges, power,
or authority to a holder of a specified num-
ber of shares or percentage of share owner-
ship or voting power. While these provisions
provide strong evidence of the Nevada
Legislature’s attempt to validate stockholder
rights plans, they do not necessarily fore-
close challenges to director action in adopt-
ing or implementing a plan. Further, Nevada
is far from the only state to have statutorily
endorsed shareholder rights plans.37

The status of stockholder rights plans is
far less clear under the California Corpora-
tions Code, which is devoid of any analogue
to the Nevada statutes that are applicable to
the plans. A stockholder rights plan could be
challenged on the basis of Corporations Code
Section 203, which mandates equality of
treatment: “Except as specified in the articles
or in any shareholders’ agreement, no dis-
tinction shall exist between classes or series
of shares or the holders thereof.”38 None-
theless, this has not prevented California cor-
porations from implementing stockholder
rights plans.39 Section 203 as well as the
absence of any judicial precedent upholding
stockholder rights plans cast a significant
shadow upon the enforceability of these
plans.40

In a very influential decision, the Delaware
Supreme Court in 1985 applied a heightened
scrutiny standard to board actions taken in
response to takeover threats. In Unocal
Corporation v. Mesa Petroleum Company, the
court held that a board of directors will be
afforded the benefit of the business judgment
rule if it can show that it had reasonable
grounds for believing that a threat existed and
that its response was proportional to the
threat.41 The Nevada Supreme Court has not
applied the Unocal standard to boards of
Nevada corporations. However, in 1997, a
U.S. District Court in Nevada applied the
Unocal standard to actions taken by the
directors of ITT Corporation in response to
a hostile tender offer made by Hilton Hotels
Corporation.42

Shortly after the Hilton decision, the
Nevada Legislature enacted S.B. 61, which
codified but also limited the Unocal stan-
dard.43 Nevada practitioners had been con-
cerned about the possible broad application
of Unocal to change-in-control situations
involving Nevada corporations. Under
Nevada Revised Statutes Section 78.139, the
second prong of the Unocal standard, which
requires a proportional response, will be
applied if, and only if, the action impedes the

exercise of the rights of stockholders to vote
for or remove directors.44 Thus, the propor-
tionality prong of the Unocal standard does
not apply to other antitakeover actions of the
board of directors. These actions are subject
to the general standard of care set forth in
Section 78.138(1) and have the benefit of
the business-judgment-rule presumption cod-
ified in Section 78.138(3).

In 1987, the Nevada Legislature adopted
a control share law that was patterned after
a similar law adopted the previous year by
Indiana. This action closely followed the U.S.
Supreme Court’s decision to uphold the con-
stitutionality of the Indiana statute.45

Nevada’s control share law operates by pro-
viding that an “acquiring person” and its
associates obtain voting rights in “control
shares” only to the extent conferred by a
vote of the stockholders. The statute also
provides for redemption of control shares in
certain circumstances.

Nevada also has had a business combi-
nation law on the books since 1991. This
law, like the control share law, is patterned
after Indiana’s statute. Generally, the law
operates to prohibit certain combinations
between a corporation and an interested
stockholder for a three-year period. After
this three-year moratorium, combinations
with an interested stockholder are permit-
ted if certain qualitative and quantitative
conditions are met. California is among the
minority of states that has not adopted either
a control share or business combination law.46

California’s Extraterritorial Reach

In deciding whether to advise clients to incor-
porate outside of California, practitioners
must consider the California statutes that
purport to impose various provisions of the
state’s General Corporation Law on foreign
corporations. Corporations Code Section
2115, the most far-reaching of these statutes,
has been a part of California’s General
Corporation Law since the law was enacted
more than a quarter century ago. The logic
behind Section 2115 is straightforward: If a
foreign corporation has a majority of its con-
tacts with California, then California has an
interest in applying its corporate laws to the
corporation even if that corporation has been
organized in another state.47

The tests that California has established
to implement this premise are also straight-
forward. Essentially there are two. The first
test is met when persons having addresses in
California hold more than 50 percent of the
corporation’s outstanding voting securities.
The second test focuses on where a corpora-
tion does most of its business. This test is met
when the average of the corporation’s payroll,
property, and sales factors are more than 50
percent for the latest full income year. These
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factors are reported on the corporation’s
California franchise tax return.48

If both of these tests are met, then Section
2115 specifies numerous provisions of the
General Corporation Law that will apply to
the corporation “to the exclusion of the law
of the jurisdiction in which it is incorpo-
rated.” These include provisions relating to
directors (i.e., annual election, removal, fill-
ing of vacancies, standard of care, indemni-
fication, and liability for improper distribu-
tions to shareholders); limitations on
corporate distributions; shareholders (i.e.,
liability for unlawful distributions, annual
meeting requirement, cumulative voting, lim-
itations on supermajority voting); corporate
transactions (i.e., limitations on sales of assets,
mergers and conversions, requirements for
conversions, reorganizations, and dissenters’
rights); records and reports; and rights of
inspection. In addition, Section 2115 sub-
jects a foreign corporation to the possibility
of suit by the California attorney general for
violations of specified provisions of the
General Corporation Law.

While Section 2115 is the most expansive
of California’s outreach statutes, it is not the
only provision of the General Corporation
Law that requires the application of California
law. Thus, California’s statute governing
inspection of the share register is available to
shareholders of a foreign corporation that
has its principal executive offices in California
or that customarily holds meetings of its
board of directors in California.49 California
extends to directors of the same foreign cor-
porations the absolute right to inspect cor-
porate records.50 In addition, California pro-
vides shareholders of a foreign corporation the
right to inspect accounting books and records
and corporate minutes if the corporation
maintains those records or its principal exec-
utive offices in California.51 Finally, Califor-
nia’s requirement that a corporation provide
an annual report to its shareholders is applic-
able to a foreign corporation that either main-
tains its principal executive office in or cus-
tomarily holds meetings of its board of
directors in California.52

To the extent that any of these California
outreach statutes applies, a corporation organ-
ized in Nevada may be subject to the very
California law provisions that it is seeking to
escape—including cumulative voting, for
example. Recently, the Delaware Supreme
Court refused to apply Section 2115 based on
the “internal affairs doctrine,”53 which
requires that the law of the state of incorpo-
ration govern the internal affairs of a corpo-
ration. While this decision strongly suggests
that the Delaware courts will pay little respect
to California’s outreach statutes, it is not the
last word. Indeed, at least one legal scholar
criticizes the Delaware Supreme Court’s deci-

sion and argues that it is intended not so
much to persuade but “to deter other states,
such as California and New York, from seek-
ing to regulate the affairs of Delaware entities,
or, in the alternative, to create the very con-
ditions which might convince federal actors to
prevent other states from doing so.”54

California courts are likely to be more
deferential to California law. Moreover, it
remains to be seen whether the courts will
conclude that every California corporate
statute imposed on a foreign corporation
involves the corporation’s “internal affairs.”55

In the meantime, practitioners should be
braced for races to the courthouse.

In most cases, Section 2115 will be a

source of concern for privately held corpo-
rations, for two reasons. First, a privately
held corporation located in California will
more likely satisfy the criteria for the appli-
cation of the statute. Second, Section 2115
does not apply to corporations that either
have outstanding securities listed on the
New York Stock Exchange or the American
Stock Exchange or are designated as quali-
fied for trading on the Nasdaq National
Market.56

Proponents of incorporating in Nevada
often tout the fact that Nevada has no cor-
porate income tax.57 Accordingly, some busi-
ness owners may be led to believe that they
can avoid paying California franchise tax
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simply by incorporating their California busi-
ness in Nevada. However, this is pure
codswallop. A business that has business
income from sources both within and outside
California is required to apportion its income
and pay California tax. The portion of the
corporation’s total income that has its source
in California is determined under Revenue
and Taxation Code Sections 25120 through
25141. In addition, a corporation with a
California “commercial domicile” is subject
to California tax on any income that is not
subject to apportionment.58 Thus, a corpo-
ration that does business in California cannot
escape California taxation by incorporating
in another state. The California Franchise
Tax Board is well aware of the use of Nevada
corporations to avoid California tax and has
even published a form titled “Don’t Gamble
with Your Taxes: Read the Fine Print about
Incorporating in Nevada.”59

California remains a popular chartering
state for privately held firms located in
California. However, it has proven remark-
ably ineffectual in retaining the charters of
publicly traded corporations located in the
state. While Delaware continues to attract
an overwhelming percentage of these emi-
grant corporations, Nevada has established
itself as a viable second choice. Because the
reasons for going out of state will vary from
firm to firm, there is no single right answer
to the question of where a business should
incorporate. For those firms looking for a
significantly different approach to Cali-
fornia, a Nevada corporate charter is worth
considering.                                                   ■
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