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To mark the 50-year anniversary of Milton Friedman’s
influential New York Times piece on the social respon-
sibility of business, we are publishing a series of articles
on the shareholder-stakeholder debate. The 28-piece series
first appeared on ProMarket.

We hope you enjoy reading this series as much as we en-
joyed putting it together.

Luigi Zingales



TABLE OF CONTENTS
-

1

4

7

11

17

22

26

31

36

38

43

47

Introduction

Friedman’s Principle, 50 Years Later
By Luigi Zingales

Modern Defense of Milton Friedman

The Enduring Wisdom of Milton Friedman
By Steven N. Kaplan
Shareholder Value and Social Responsibility Are Not At Odds
By Mary K. Bush
What Stakeholder Capitalism Can Learn From Milton Friedman
By Alex Edmans
Stakeholders
“50 Years Later, It's Time to Reassess : Raghuram Rajan on Milton Friedman
and Maximizing Shareholder Value
By Raghuram Rajan
Beyond Friedman's Doctrine: The True Purpose of the Business Corporation
By Martin Lipton
The Illusory Promise of “Stakeholderism™ Why Embracing Stakeholder
Governance Would Fail Stakeholders
By Lucian Bebchuk, Roberto Tallarita
For Whom Corporate Leaders Bargained: What the Past Can Teach Us About
the Questionable Promise of Implementing Stakeholder Capitalism Today
By Lucian Bebchuk, Kobi Kastiel, Roberto Tallarita
Diversifying Corporate Boards — the Best Way Toward a Balanced
Shareholder/Stakeholder System of Corporate Governance
By John C. Coffee, Jr.
Corporations Are Governance Mechanisms, Not Shareholder Toys
By Margaret Blair
Bringing Ethics Back to Friedman's Call to Purpose for the Next 50 Years
By J.S. Nelson
It Is Time to Move on From Friedman's View of the Corporation

By Stefano Zamagni



51

S35

59

65

69

73

78

82

83

92

98

103

When Shareholders Have Other Objectives

Shareholders Don't Always Want to Maximize Shareholder Value
By Oliver Hart

Serving Shareholders Doesn't Mean Putting Profit Above All Else
By Oliver Hart, Luigi Zingales

Market Forces Already Address ESG Issues and the Issues Raised by
Stakeholder Capitalism
By FEugene F. Fama

The Purpose of Business is to Solve Problems of Society, Not to Cause Them
By Colin Mayer, Leo E. Strine, Jaap Winter

Does a CEO Have a Duty to Lobby?
By Luigi Zingales

Missing in Today's Shareholder Value Maximization Credo: The Shareholders
By Luca Enriques

Pursuing Stakeholder Capitalism Is an Impossible Task When Stakeholders
Have Different Beliefs
By Marc Painter

Which Problems Should Companies Try to Solve?
By Sanjai Bhagat, R. Glenn Hubbard

A Challenge for Stakeholder Capitalism: Solving the Paradoxes of Voting
By John G. Matsusaka

The Real Effects of Environmental Activist Investing
By S. Lakshmi Naaraayanan, Kunal Sachdeva, Varun Sharma

Can Institutional Investors Solve Societal Issues When Governments Fail
to Do So?
By Eyub Yegen

Strength in Numbers: Using Data to Track Diversity and Inclusion
By Marianne Bertrand, Caroline Grossman, Mekala Krishnan



e
Friedman Meets Stigler

114 There Is a Direct Line from Milton Friedman to Donald Trump’s Assault on

Democracy
By Martin Wolf

117 Milton Friedman and the Need For Justice
By Anat Admati

123 Corporations Are Already Plenty Powerful. Stakeholder Capitalism Could
Make Them More So
By Karthik Ramanna

Conclusion

128 Friedman's Legacy: From Doctrine to Theorem
By Luigi Zingales






dman’s Principle,
50 years Later

By Luigi Zingales




In the mid-1980s, Milton Friedman's view that the only social responsibility of business is to increase
its profits became dominant in business and academia. Since the Great Financial Crisis, his views have
increasingly been challenged. To mark the 50-year anniversary of Friedman s influential NYT piece, we
are launching a series of articles on the shareholder-stakeholder debate.

ince the end of the 19th century, capitalism has been increasingly organized in the corporate form.
Thus, the question of how corporations should be run is essential to shaping which type of capitalism
we want.

The debate between a shareholder-centric perspective and a stakeholder-centric one dates back at least
to the early 1930s, when Adolf Berle and E. Merrick Dodd argued these two positions in the Harvard
Law Review. Yet, a crucial milestone in this debate has been set by Milton Friedman who, fifty years ago
almost to the day, wrote in the New York Times Magazine that the only social responsibility of business
is to increase its profits. Whether you love or hate his arguments, Friedman has set the terms of debate
for the last 50 years.

Since the mid-1980s to the early 2000s, Friedman's position was dominant not only in academia, but also
in the business world. In 1997, the Business Roundtable proclaimed that “the principal objective of a
business enterprise is to generate economic returns to its owners,” all but endorsing Friedman's position.

Since the Great Financial Crisis, Friedman's view has become increasingly unpopular. In the political
arena, many prominent political figures, from Elizabeth Warren to Joe Biden, are calling for a stakehold-
er-centric corporation. In academia, the British Academy stated that “A corporation must have a set of
clearly defined and aligned purposes—the goals it actively pursues and its contributions to societal goals
or public interests (emphasis added).” Even in the business world, the Business Roundtable changed its
position in 2019, proclaiming that “While each of our individual companies serves its own corporate
purpose, we share a fundamental commitment to all of our stakeholders.”

Given the increasing challenges to Friedman's position, it is only fair that we use this anniversary to as-
sess where we stand on this debate.

Before we open the debate, however, it is important that we agree on what Friedman said and what he
did not. First of all, the New York Times piece should be read with chapter 8 of his 1962 book Capital-
ism and Freedom, which Friedman refers to in his article. In the book, Friedman makes clear that only
in a competitive environment businesses have no social responsibility. “The participant in a competitive
market has no appreciable power to alter the exchange, he is hardly visible as a separate entity, hence it
is hard to argue he has any ‘social responsibility.” In contrast, “the monopolist is visible and has power.
It is easy to argue that he should discharge his power not solely to further his own interest but to further
socially desirable ends.” So it is perfectly coherent with Friedman’s view of the world to ask what is the
social responsibility of digital monopolies like Google and Facebook.

Friedman espoused the contractarian view of the corporation—i.e., that corporations are just a nexus of
contracts freely drawn by the various parties involved. According to this perspective, corporations are no
different from a collection of individuals. Hence, they should not have any social responsibility different
from that of individuals. It is important to emphasize, thus, that this does not mean “no responsibility.”
In fact, at the end of the NYT essay, Friedman makes clear that corporations have the social responsibility
to play within the rules of the game, “which is to say, engage in open and free competition without de-
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ception or fraud.” Thus, Friedman believes that companies have not just a legal, but also a social respon-
sibility to not collude, deceive, or defraud. This is a far cry from the “greed is good” version popularized
by Gordon Gekko in the Oliver Stone movie Wall Street.

Friedman would not object to the goals contained in the 2019 Business Roundtable Report, from “deliv-
ering value to our customers” to “investing in our employees, from “dealing fairly and ethically with our
suppliers” to “supporting the communities in which we work,” to the extent that these goals are function-
al to “generating long-term value for shareholders.” This is a straightforward application of the principle
of "no taxation without representation.” Any deviation from profit maximization is borne by the share-
holders, who are the residual claimants. Thus, deviating from profit maximization is a form of taxation,
which only the shareholders can impose on themselves. Otherwise, it is expropriation.

Thus, Friedman is not necessarily against the idea that individuals or businesses might pursue social ob-
jectives different than maximizing monetary returns. He is against the idea that these responsibilities or
different objectives might be imposed on shareholders by other constituencies. If we accept a contracta-
rian view of the corporation, it is very hard to disagree with this conclusion.

Luigi Zingales is the Robert C. Mc Cormack Distinguished Service Professor of En-
trepreneurship and Finance at the University of Chicago - Booth School of Business.
He is a Research Associate of the National Bureau of Economic Research, a Research
Fellow of the Center for Economic Policy Research, and a Fellow of the European
Corporate Governance Institute. His research interests span from corporate gover-
nance to financial development, from political economy to the economic effects of
culture. He has published extensively in the major economics and financial journals.
In 2003, Zingales received the Bernacer Prize for the best European young financial
economist. In 2013 he has been named founding director of the Center for Economic
Analysis of the PCAOB. In 2014 he served as President of the American Finance As-
sociation. He is co-author with Raghuram G. Rajan of “Saving Capitalism from the
Capitalists ” (2003) and author of “A Capitalism for the People: Recapturing the Lost
Genius of American Prosperity” (2012). His latest book is “Europa o no” (2014).
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The Enduring Wisdom of Milton Friedman
By Steven N. Kaplan

Shareholder value maximization has been extremely successful globally in the way that matters most
because, in many cases, maximizing shareholder value is in harmony with delivering for stakeholders.

ilton Friedman wrote his famous piece about corporate social responsibility 50 years ago. The wis-
dom of the piece has been influential, productive, and remains true today.

It is important to understand what Friedman actually said and meant: “There is one and only one social
responsibility of business—to use its resources and engage in activities designed to increase its profits so
long as it stays within the rules of the game, which is to say, engages in open and free competition, with-
out deception or fraud.” I interpret “profits” to mean long-term shareholder value, which is the value of
the company. That captures the fact that total shareholder value can increase if a company takes actions
that reduce profits in the short-term, but increase them by more in the medium and longer-term. That is
surely what Friedman meant.
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Many observers, including the organizers of the Stigler Center's Political Economy of Finance Confer-
ence, believe that his view has been extremely influential. It has been implemented in the US and globally
starting in the 1980s, encouraged by scholars like Michael Jensen (a Booth alum and my thesis advisor).
What has been the result of corporate shareholder value maximization mixed in with globalization? Let
me cite Nicholas Kristof, of the New York Times, who wrote at the end of 2019 (and pre-pandemic): “For
humanity over all, life just keeps getting better.” People living in extreme poverty fell from 42 percent of
the world’s population in 1981 to below 10 percent today. That is 2 billion people who are no longer suf-
fering extreme poverty. Absolute poverty declined substantially in the US, from 13 percent in 1980 to 3
percent today. And this is more or less what Friedman predicted. The pandemic will affect these num-
bers, but I am hopeful that the effect will be temporary.

So, I believe we should start from the premise that the goal of shareholder value maximization has been
extremely successful globally in the way that matters most.

Shareholder value maximization has been successful because in many cases maximizing shareholder
value is in harmony with delivering for stakeholders. Apple and Microsoft, for example, have delivered
huge value not only to shareholders, but also to customers, employees, and suppliers around the world.

Today, some customers and employees care more that firms are responsible on environmental and social
issues, so it can be value maximizing to respond. Friedman himself acknowledges: "It may well be in the
long-run interest of a corporation that is a major employer in a small community to devote resources to
providing amenities to that community or to improving its government. That may make it easier to at-
tract desirable employees, it may reduce the wage bill or lessen losses from pilferage and sabotage or have
other worthwhile effects.”

But, there are two major challenges with prioritizing stakeholders over shareholders. The first challenge
is that there are always trade-ofts. GM provided a great example last year when it proposed to close a
plant producing gasoline cars in Michigan and to open one producing electric cars farther south.’

How do you choose? If you close the plant, you hurt the workers you fire and you hurt the community in
Michigan. On the other hand, if you do not close the plant, you hurt the workers and community in the
south and you hurt the environment. Would it matter if the closed plant is in Michigan or China? Would
it matter if the new plant is in Texas or Mexico?

For Friedman, the choice is clear—do what maximizes shareholder value of the overall company. When
you deviate from that and consider the other stakeholders, Friedman asks: “If businessmen do have a so-
cial responsibility other than making maximum profits for stockholders, how are they to know what it
is¢”

And, how does the board evaluate the CEO? Without shareholder primacy, it is very easy for the CEO to
say, "1 did a good job.”

The CEO can say, "1 kept the old plant and employees! The employees and community are happy. [ am a
great success!”

1 Nicholas Lemann devoted an entire book to this, Transaction Man: The Rise of the Deal and the Decline of the American Dream.
2 Greg Mankiw used a version of this example in his column for the New York Times, July 24, 2020.
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Or the CEO can say, “I built the new plant. The environment is happy. The new community is happy. I
am a great success!”

You see the problem. The CEO can do almost anything and claim to be creating value.

The second major challenge with delivering for stakeholders instead of shareholders is competition and
investment. Many models, including Hart and Zingales, ignore investments and understate the effect of
competition. Companies compete against shareholder value maximizers. Value maximizing competitors
will operate and invest efficiently. When a company prioritizes other stakeholders and does not maxi-
mize shareholder value, the company is likely to invest less/operate worse. A good example of this is the
US auto companies in the 1960s and 1970s. They treated their unions and employees as partners/stake-
holders. They were devastated by Japanese competitors.

And Friedman is prescient and wise in one additional way. Last year, the Business Roundtable, com-
prised of the CEOs of many of the largest US companies, issued its ill-advised Statement of Purpose that
concluded: “Each of our stakeholders is essential. We commit to deliver value to all of them.” Friedman
brings up a vital concern about dividing loyalties in this way. “If businessmen are civil servants rather
than the employees of their stockholders, then in a democracy they will sooner or later be chosen by the
public techniques of election and appointment. And long before this occurs, their decision-making pow-
er will have been taken away from them.”

Right on cue, Senator Elizabeth Warren and other politicians responded. Warren wrote: “For informa-
tion about the tangible actions you intend to take to implement the principles ... I expect that you will
endorse and wholeheartedly support the reforms laid out in the Accountable Capitalism Act to meet the
principles you endorse.”

To conclude, Friedman was and is right. A world in which businesses maximize shareholder value has
been immensely productive and successtul over the last 50 years. Accordingly, business should continue
to maximize shareholder value as long as it stays within the rules of the game. Any other goal incentiv-
izes disorder, disinvestment, government interference, and, ultimately, decline.

Steven Neil Kaplan is the Neubauer Family Professor of Entrepreneurship and Fi-
nance at the University of Chicago Booth School of Business. He conducts research
on issues in private equity, venture capital, entrepreneurial finance, corporate gover-
nance and corporate finance. He has published papers in a number of academic and
business journals. He has testified to the U.S. Senate Finance Committee and the U.S.
House Financial Services Committee about his research. Kaplan is a research associ-
ate at the National Bureau of Economic Research and an associate editor of the Jour-
nal of Financial Economics. Kaplan teaches advanced MBA and executive courses in
entrepreneurial finance and private equity, corporate finance, corporate governance,
and wealth management. BusinessWeek named him one of the top 12 business school
teachers in the country. Professor Kaplan has been a member of the Chicago Booth
faculty since 1988 and co-founded the entrepreneurship program at Booth.




Shareholder Value and Social Responsibili-

ty Are Not At Odds
By Mary K. Bush

Being socially responsible can, and frequently does, make good business sense. There are plenty of
opportunities for companies to do well by doing good.

he core of capitalism—the freedom to engage in entrepreneurial activities, to trade goods and services,

and make profits for shareholders—in and of itself, is socially responsible. It is so because enterpris-
es and the profits they generate bring many benefits to society including jobs and training, revenues for
suppliers, R&D investment for innovation, among others. All potentially produce social and economic
returns for individuals and businesses beyond the walls of the company. That is socially responsible.

With renewed emphasis on social responsibility, some see Milton Friedman’s dedication to increasing
profits for shareholders as being at odds with social responsibility. I don't see it that way at all. I think
that friction between profits for shareholders and social responsibility arises, in many cases, when indi-
vidual freedom is, in some way, compromised. Capitalism and individual freedom are joined at the hip.

Friedman saw it that way and so do I. A weakened or severed link between the two frequently causes the
friction.

As the Reagan-appointed US representative on the IMF Board, I had a timely and unforgettable oppor-
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tunity to promote free markets, both through advice and lending facilities specifically designed to incor-
porate free market policies into the economies of African and Latin American IMF borrowers.

Witnessing many countries repeatedly in financial crisis, it became clear to me that economic growth and
prosperity were stunted by government ownership of productive assets, restrictions on capital movement
and business formation, and high business taxes. I thought that a new joint IMF/World Bank lending facil-
ity, structured to support privatizations and other free market reforms, would help engender growth and
financial stability. Hence, we created the Structural Adjustment Facility. The results included increased
business formation and economic growth along with poverty reduction and middle-class growth—all
socially and economically responsible outcomes. Becoming known as Ms. Free Market made me proud.
[t was capitalism that drove these much-desired outcomes.

Now, though, we hear the clarion call for social responsibility. The call comes from many places includ-
ing shareholders themselves. BlackRock, Vanguard, State Street, and other holders of large swaths of
corporate equity are prominent promoters of stakeholder capitalism. So are many other individual and
institutional investors.

Would they be sounding the call if they did not think that there is value-creating potential in stakeholder
capitalism? I don't think so. I believe that they are signaling to the executive teams that manage companies
that social responsibility, integrated with the business strategy and practiced smartly, has the potential to
create value. They are signaling that, if companies do not conduct business in a socially responsible way,
there is clear potential for weakened prospects for value enhancement and even for value destruction.
The managers’ duties, then, are to figure out how to merge stakeholder and shareholder interests for the
good of the enterprise.

That which is for the good of the enterprise can also be good for communities, for society, and that which
is harmful to communities and society can also be harmful to the enterprise, to its people. In situations
where a company operates in a way that harms communities, it is more than likely compromising indi-
vidual freedom of the people that comprise those communities, including its own employees.

A clear example of this is a company that dumps waste into the oceans or whose production processes
pollute the air. Who is harmed? The people who breathe that air or use the ocean for leisure or even com-
mercial fishing stand to be harmed. That may well include some of the company’s employees. Those em-
ployees and their neighbors have what I would deem to be a natural right to the clean water and air that
has been encroached upon by the company. Their freedom to breathe clean air and share in unpolluted
waters have been diminished by a company neglectful of its social responsibility.

[s the company harmed? There are two ways that are obvious. One is that the health of its own employ-
ees could be at risk. What does that imply for medical costs for the company, for the loss of productive
time for employees, for the cost of regulatory scrutiny or fines? Is there a negative impact on profits and
therefore on shareholders? Likely, yes.

The second obvious harm is to the company's reputation. Will customers and investors punish the com-
pany for its negligence in protecting the environment? If so, shareholders will suffer.

Another area of social responsibility receiving long-overdue attention is that of attracting a workforce, up
through the executive ranks, that is selected from a broad universe of available talent with an even hand.
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In other words, a diverse workforce is the issue. Other than a moral sense of fairness, what’s the business
imperative here? What is it that enables the company to be socially responsible on diversity while also
increasing profits? McKinsey, Deloitte, and others have studied the fortunes of companies that have di-
verse executive teams and/or boards and compared them to companies that rank lower on the diversity
scale.

A 2018 study by McKinsey found that top quartile companies for ethnic/cultural diversity on their ex-
ecutive teams were 33 percent more likely to have industry-leading profitability. Top quartile companies
for gender diversity on their executive teams were 21 percent more likely to outperform on profitabili-
ty. Diverse boards of directors were also correlated with better performance. McKinsey concluded that
these are statistically significant correlations. They were careful not to claim causality. However, the level
of correlation is much too significant to be ignored.

Enhanced innovation and a heightened ability to spot, and therefore, reduce risks were highlighted in
Deloitte's review of companies with significant levels of diversity.

When shareholders invest, they expect the company’s management to assemble the best talent and the
best teams of people to produce products, services, and financial results that will help assure excellent re-
turns on their investment. Common sense tells me that, to assemble such teams, companies must select
from a broad pool of talent—not a pool where some are left out because of gender or ethnicity—whether
intentionally or in an unconscious manner.

I[f management does not select from the broadest pool of talent, it may well be denying the company ac-
cess to individuals who are likely to make contributions that will enhance shareholder value. Moreover,
for groups of people excluded from the talent pool, their freedom of access to opportunities is denied.
I know this kind of denial of individual freedom personally as I grew up in Birmingham, Alabama at a
time when Blacks and women in corporate America were a rarity and graduated from Chicago Booth at
a time when the corporate world and Wall Street were just beginning to open their doors to both. The
McKinsey and Deloitte studies point to the wisdom of inclusive executive teams and to the profit and
shareholder value enhancement that frequently ensues.

McKinsey and Deloitte were able to quantify the value of diverse executive teams. But, not every socially
responsible action can be easily quantified. Take, for instance, a company that had to furlough or reduce
work hours for certain employees during the financial crisis and Great Recession and, again, during the
Covid-19 pandemic. At a company that I know well, for a significant number of employees, hours of
work were below that which required continued payment by the company for health insurance. Never-
theless, the company continued to provide health insurance for those employees. The cost for this social-
ly responsible benefit could be calculated. However, calculating the benefits to the company and to the
shareholders is another story. One would have to figure out the long-term value of the retained loyalty of
those employees, of their propensity to go the extra mile for the company and its customers because the
company showed that it valued them as employees and as human beings in tough times.

Several companies are offering training for young people in underserved communities who might not
have had access to the best education. That has a cost which will come out of current period profits. But,
as with other investments, the payoftf comes over the medium to longer term as those trainees become
productive employees. In my view, most rational investors consider the medium and long term when
assessing investments made by management. Profit increases for shareholders, to which Friedman gave
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primacy, may well not be the case in the year in which the cost of training is incurred. But the payoft
for shareholders may well be significant in the out-years. Since this is the way that most investments are
evaluated, I somehow doubt that Friedman would object.

There are plenty of opportunities for companies to do well by doing good. Some companies are great at
attending to stakeholders while making attractive returns for shareholders. Others have barely dipped
their toes in the water. Being socially responsible can, and frequently does, make good business sense.
Owners and investors will continue to push companies in this direction and capitalism will, therefore,
reveal more of its heart and soul.

The Honorable Mary K. Bush is internationally recognized for her expertise in glob-

al financial markets, banking and corporate governance. She has served three Presi-

dents as U.S. Director on the IMF Board, head of the Federal Home Loan Bank Sys-
tem and Board member of Sallie Mae. At the IMF; she led the creation of an IMF/
World Bank multi-billion-dollar facility that propelled developing nations toward
free markets for capital, trade, investment and entrepreneurship - - all of which re-
sulted in greater economic growth and prosperity. As head of the Federal Loan
Home Bank System, her leadership resulted in preserving the health of the 12 Feder-
al Home Loan Banks even as they allocated resources to the Savings and Loan bail-
out and other Congressional mandates. As head of International Finance at Fannie
Mae and at Bankers Trust, she led ground-breaking transactions with institutional
investors and Fortune 500 companies internationally. She was Chairman of a bipar-
tisan Congressional Commission on transforming U.S. foreign aid to give greater
emphasis to investment and human resource development. She was also a member of
the U.S. Treasury Committee on the Audit Profession. Ms. Bush was one of NACD s
top 100 Directors in 2012, has served on more than a dozen corporate boards and
has chaired or served on the following committees — Governance, Audit, Finance,
Pension & Investment and Risk. Current boards include Bloom Energy, Discover Fi-
nancial Services, Manlech International and T. Rowe Price Group. Former Boards
include Marriot International, United Airlines, TEXACO. She is Chairman of Cap-
ital Partners for Education, a not-for-profit that mentors low-income youth through
high school and college. Education: M.B.A. in Finance from the University of Chica-
go and B.A. in Economics, Phi Beta Kappa, Magna Cum Laude, from Fisk Universi-

ly.
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What Stakeholder Capitalism Can Learn
From Milton Friedman

By Alex Edmans

Instead of ridiculing the Friedman doctrine and proclaiming its death, advocates of stakeholder capi-
talism and responsible investing, like me, can learn a lot from it.

In 1958, Nobel Laureates Franco Modigliani and Merton Miller controversially claimed that, under
certain assumptions, the value of a firm is independent of its capital structure.

Their article was a landmark at the time. Executives were fretting about how to fine-tune their capital
structure, paying fat fees to bankers and consultants to advise them. Modigliani and Miller pointed out
that they were wasting their time—CEQOs should instead concentrate on the operational side of the busi-
ness.
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The key words, of course, are “under certain assumptions.” These assumptions, such as no taxes or bank-
ruptcy costs, clearly don't hold in the real world. Yet, even in 2020, the Modigliani-Miller theorem is a
cornerstone of MBA finance classes around the world. The theorem is valuable not because capital struc-
ture is actually irrelevant, but because it highlights the only reasons why it can be relevant. A compa-
ny should only base its capital structure on violations of the assumptions such as taxes and bankruptcy
costs—and not other arguments such as “debt is cheap and equity is expensive.” Modigliani and Miller’s
article was a landmark at the time; it remains a landmark today, and has been cited over 26,000 times.

In 1970, Nobel Laureate Milton Friedman controversially claimed that, under certain assumptions, a
CEO should focus entirely on maximizing profit and not on serving society.

His article was a landmark at the time. But, unlike Modigliani-Miller, today it’s an object of scorn and
ridicule. It's been cited over 20,000 times, yet most of these citations are to highlight how broken share-
holder capitalism is. 3,000 of those citations have come in the past year, as the stakeholder capitalism
movement has gathered momentum. To declare that you reject the Friedman doctrine has become al-
most a requirement for acceptance into polite society.

But advocates of stakeholder capitalism, like me, can learn a lot from Milton Friedman by using his ar-
ticle in a similar way to Modigliani-Miller. Friedman highlighted the assumptions under which “the so-
cial responsibility of business is to increase its profits.” [f—and only if— those assumptions are violated,
is there a case for moving away from shareholder value.

The first step to learning from it is to understand what Friedman actually said. While this may seem a
truism, Friedmans article is widely misquoted and misunderstood. Indeed, thousands of people may
have cited it without reading past the title. They think they don't need to, because the title already makes
his stance clear: companies should maximize profits by price-gouging customers, underpaying workers,
and polluting the environment.

By presenting Friedman as a narrow-minded caricature, critics of capitalism can then push their own
theory of how it should operate, and it’s not difficult to argue that theirs is superior when the alternative
has been presented as a straw man.

But Friedman never advocated that companies exploit stakeholders. He argued that it is legitimate for a
company to focus on increasing profits because the only way it can do so, at least in the long term, is if it
treats stakeholders seriously. He wrote, “It may well be in the long-run interest of a corporation that is a
major employer in a small community to devote resources to providing amenities to that community or
to improving its government. That may make it easier to attract desirable employees.”

Thus, while last year’s Business Roundtable statement was heralded as “the end of Friedmanism,” it’s fully
consistent with it. Any company maximizing shareholder value needs to “commit to delivering value to
our customers ... investing in our employees ... dealing fairly and ethically with our suppliers ... [and]
supporting the communities in which we work.”

Indeed, critics of shareholder value attack it for being short-termist, but this makes no sense because
shareholder value is an inherently long-term concept. Shareholder value is the present value of all future
cash flows that a company generates. That’s not just abstract theory—it holds in practice. Some of the
world’s most valuable companies are tech firms whose market valuations are orders of magnitude higher
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than what their short-term profits imply.

But there are at least three important assumptions in the Friedman doctrine. These assumptions don't al-
ways hold in the real world, thus yielding a case for stakeholder capitalism. Yet just like Modigliani-Mill-
er, Friedman is a useful starting point, because only if these assumptions are violated should we move
away from explicit profit maximization.

One key assumption Friedman makes is that a company has no comparative advantage in socially re-
sponsible actions. $1 spent on a social initiative creates the same value as $1 spent by anyone else. This
assumption holds for many initiatives, such as donating to charity: A company could instead pay higher
dividends to investors or wages to employees, or charge lower prices to customers, and they could donate
it to the charity of their choice. So Friedman did recognize that individuals have social responsibilities
beyond profits. He argued that the social responsibility of business is to increase profits because doing
so gives individuals—investors, employees, and customers—maximum flexibility to choose which social
responsibilities they wish to fulfill. It's not the CEOs’ prerogative to take this decision away from them
and support their own pet social cause.

This has profound implications, because many companies—and even governments—believe that stake-
holder capitalism involves corporate philanthropy. India requires large companies to spend 2 percent
of their profits on CSR initiatives; many firms around the world make similar pledges voluntarily. But
if you're a drinks company, your expertise is making drinks —not choosing which charitable causes are
most worthy.

Friedman's doctrine states that companies should only invest in social causes if they can generate more
value than anyone else, and there are many activities that satisty this “principle of comparative advan-
tage.” Coca-Cola has developed expertise in logistics to distribute its drinks all over the world, includ-
ing the onerous last mile to a rural village. So its Project Last Mile leverages this expertise to distribute
medicines throughout several African countries. It delivers medicines, rather than books, as the former
must be kept cool—and, as a drinks company, Coca-Cola has a particular comparative advantage in re-
frigerated transportation.

But others don't. Companies donating money to Black Lives Matter in the light of George Floyd’s trag-
ic death would have been wise to heed the Friedman doctrine. They should have instead invested their
money in recruiting under-represented minorities at all levels, stamping out discrimination in their pro-
motion and evaluation processes, and ensuring that their culture encourages a diversity of thinking—ac-
tions that only they can control, which means they have a comparative advantage in doing so.

A second key assumption in Friedmanss article is that governments are well-functioning. Friedman states
an important caveat to his claim: “there is one and only one social responsibility of business ... to increase
its profits so long as it stays within the rules of the game.” [emphasis added]

The government sets the rules of the game: it has “the responsibility to impose taxes and determine ex-
penditures for such ‘social’ purposes as controlling pollution or training the hard-core unemployed.”
Some voters want high minimum wages and carbon taxes; others don't. Politicians set regulations at the
level that best represents the aggregate preferences of the electorate—or else they can be voted out. In
contrast, a CEO who pursues social causes “is in effect imposing taxes, on the one hand, and deciding
how the tax proceeds shall be spent, on the other.” She may pursue her own preferences, not sharehold-
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ers or societys.

However, regulation is imperfect, and this is another reason why businesses should have a social respon-
sibility. Regulation is most effective at addressing measurable issues such as wages and carbon emissions.
However, its much harder to regulate qualitative issues such as providing employees with meaningful
work and skill development. Thus, a company could go above and beyond in the working conditions it
provides. But the Friedman principle remains useful because there are situations in which regulation is
generally effective. If a firm wishes to pay above the minimum wage, even though market forces don't
dictate this, it needs to have good arguments for why the government has set it wrongly.

The third key assumption is the most important, and is the reason why I am an advocate for stakeholder
capitalism. This assumption is often overlooked as it's only implicit in Friedman’s article.

When he argues that profit-focused companies will invest in stakeholders, Friedman is assuming that
they can calculate the impact that such investments have on profit. Calculation works for some invest-
ments: When contemplating a new factory, a CEO can forecast how many widgets it will produce and how
much it can sell them for. Subtracting the cost gives her the Net Present Value (NPV)—the investment's
impact on shareholder value. While the real world is risky, NPV is able to handle risk. The CEO can do
a “sensitivity analysis,” where she plugs in different assumptions, and see how the conclusion changes.

But the implicit assumption in Friedman is that there's no uncertainty. A risky problem can be analyzed,
if you have a rough idea of its parameters and can do a sensitivity analysis around them. With uncertain-
ty, you have no idea what the parameters are.

Consider the deliberately simple decision of whether to provide colleagues with a free gym. The cost is
easy to estimate but the benefits are not. Will the gym attract and retain workers, and what's their value to
the firm? How many lost days due to sickness will the gym prevent, and how much would they have cost
the company? How many interactions between colleagues in different departments will the gym foster?
These questions are almost impossible to answer. Theres not even a baseline around which to conduct a
sensitivity analysis. So you can't calculate the NPV of the gym, and without it, you can't justify the gym
under shareholder capitalism.

Arguing that “increasing profits” will lead a company to invest in stakeholders is only true if profits can
be forecast with some degree of accuracy. For particularly uncertain investments, they can’'t. Thus, NPV
would lead a company to forsake many investments in its employees, and also other stakeholders, ulti-
mately destroying shareholder value. The mindset of maximizing profits may actually lead to companies
failing to do so.

That’'s where stakeholder capitalism comes in. A company with explicit stakeholder objectives makes
investments for intrinsic reasons—to deliver value to such stakeholders— rather than to instrumental-
ly increase profits. This leads it to make many investments that are ultimately profitable, but could not
be justified by a financial calculation. A company might build a gym simply because it cares about em-
ployee health. By doing so, it will recruit, retain, and motivate great workers, likely increasing profits as
a by-product, even if this increase couldn't be quantified at the outset.

Importantly, this argument means that it may be in a company’s own interest to adopt social objectives.
Such objectives aren't simply worthy or flufty, but good business sense—the guide to decision making in

14



a world of uncertainty. For example, one of my own studies finds that companies that treat their workers
well outperformed their peers by 2.3-3.8 percent per year over a 28-year period, or 89-184 percent com-
pounded. However, it's highly unlikely that CEOs could forecast that stock return uplift when deciding
to invest in employee satisfaction.

Now, such social objectives can't be unfettered or a free-for-all. If a company moves away from NPV, it
needs alternative criteria to decide whether to take an investment. In a recent book, I propose three. One
is the “principle of multiplication,” that $1 invested in a stakeholder must create more than $1 to that
stakeholder. The second is the aforementioned “principle of comparative advantage,” that $1 creates more
value than someone else could by investing in that stakeholder. The third is the “principle of materiality;
that the stakeholder(s) the activity benefits must be material to the enterprise.

My proposed criteria aren’'t necessarily the last word. But any advocate of stakeholder capitalism can't
attack Friedman's rule—of appraising projects based on shareholder value—without proposing an alter-
native.

Overall, just as capital structure is not irrelevant for firm value, I believe that a company’s explicit goal
should not be to maximize profit. However, by highlighting the assumptions required for his claim to
hold, Friedman shows us that a company should only depart from intentional profit maximization where
these assumptions are violated: the company has a comparative advantage, there is regulatory failure, or
instrumental decision making is difficult. This is true in some cases, but not others such as charitable
donations.

Moreover, this framework is relevant not only for business leaders but also investors. Savers are piling
into ESG funds, but many such funds are channeling this capital to companies that support social causes
in a box-ticking manner, not questioning whether the Friedman assumptions hold. Rather than ridicul-
ing the Friedman doctrine and proclaiming its death, advocates of responsible business and responsible
investing can use it to guide us.

Alex Edmans is a Professor of Finance at London Business School and Academic Di-
rector of the Centre for Corporate Governance. He also serves as Managing Editor
of the Review of Finance and Associate Editor of the Journal of Financial Econom-
ics, and is a Fellow of the Centre for Economic Policy Research and the European
Corporate Governance Institute. Alex's research interests are in corporate finance,
responsible business, and behavioral finance. He has spoken at the World Economic
Forum in Davos, testified in the UK Parliament, and given the TED talk What to Trust
in a Post-Truth World and the TEDx talk The Social Responsibility of Business with a
combined 2 million views. Alex's book, Grow the Pie: How Great Companies Deliver
Both Purpose and Profit, headed the Financial Times Business Books of the Month for
March 2020 and was named to the FT s Summer Books of 2020.
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50 Years Later, ’

It’s Time to Reassess
By Raghuram Rajan




The biggest problem with shareholder value maximization is that it completely turns a tin ear to politics.
The alternative is to maximize the value of long-term financial and non-financial investors in the firm—
shareholders, of course, but also long-term debt holders, long-term suppliers, workers whose sweat eq-
uity is embedded in the firm, etc. It is important for the corporate board to make clear who these inves-
tors are, whose interests it will elevate above other stakeholders.

Editor s note: The following is based on a talk Raghuram Rajan gave during the Stigler Center s 2020
Political Economy of Finance conference.

Every social problem we had before the pandemic has been exacerbated by it. We have rising inequal-
ity in many places. Many frontline workers are low-income, while better-paid people like us stay at
home and work remotely.

There are many left-behind communities which have been hit hard. Many of the poorer countries in the
world—Peru, India, Bangladesh—were hit by the pandemic. And we see the effects of climate change in
the terrible pictures of red skies that we see from California.

We have paralyzed governments that can't really seem to get their act together. In this kind of environ-
ment, there's enormous pressure on corporations to do more than make a good widget, to move away
from what Milton Friedman argued.

To some extent, the Business Roundtable in 2019 anticipated these pressures and came up with a state-
ment that said, “Each of our stakeholders is essential. We commit to deliver value to all of them, for the
future success of our companies, our communities and our country.’

Who could disagree with the statement? There was an interesting piece in the Financial Times, where the
daughter of Shell's CEO asked him, “You're such a good corporation. Why don't you sell out everything
and give all your money to Greenpeace?”

According to the Business Roundtable statement, Shell's adherence to the statement would be assured if
Shell sold out its assets and gave all the realized money to Greenpeace—after all, Greenpeace is a stake-
holder. What prevents that? Is the statement anything more than completely vapid? Unless a statement
recognizes there are trade-offs and tells corporate management how to make those trade-ofls, it’s vacu-
ous. If everyone is essential or important, no one is.

The Business Roundtable statement is a nod to everyone and in that way, a nod to no one. There is a study
by Wharton Professor Tyler Wry which seems to suggest this in fact the case. I haven't been able to find
the paper, so take this with a pinch of salt, but the headline finding cited in The Atlantic is that those
who signed the Business Roundtable statement, in the first few weeks of the pandemic, were almost 20
percent more prone to announce layofts or furloughs. They were less likely to donate to relief efforts, less
likely to offer customer discounts, less likely to shift production to pandemic-related goods. In summary,
signing the statement had zero pro-stakeholder effect.

In some sense, when Milton Friedman wrote 50 years ago, it was as if he was addressing this latest state-
ment by the Business Roundtable. He said: “'The businessmen believe they are defending free enterprise
when they declaim that business is not concerned ‘merely’ with profit but also with promoting desirable
social’ ends; that business has a ‘social conscience and takes seriously its responsibilities for providing
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employment, eliminating discrimination, avoiding pollution and whatever else may be the catchwords
of the contemporary crop of reformers.” Then he says this is pure undiluted socialism, leading to his fa-
mous statement, ~There is one and only one social responsibility of business—to use its resources and
engage in activities designed to increase its profits so long as it stays within the rules of the game”—that
is, it obeys the law.

To put that statement in context, Friedman was reacting to the Johnson administration exhorting corpo-
rations to stop raising prices in an attempt to combat inflation. Johnson thought that this was a national
duty of corporations, and Friedman was doubly—or triply—incensed by this. First, the Chicago School
believes prices are important, and he felt that tampering with prices would create more distortions. Also,
given his theory of how inflation emerged, he thought price restraint by corporations would do nothing
to combat inflation, because inflation was driven by the macro policies of the Johnson administration,
which he disagreed with. In effect, corporations were being pressed to remedy the deficiencies of the
government.

That was what he was reacting to. He believed that decisions driven by politics rather than the market
were socialism, hence his statement.

Now it’s 50 years later, and it's time to reassess. I would argue that Friedman has a point. He makes sense,
but to a first approximation. We have to elaborate further to get closer to what is appropriate.

[ will go through the argument in favor of Friedman and then move to the cons immediately after.

First, on the economic front, economists would tell you that shareholders are residual claimants. They
capture the present discounted value (as some of our alums know) of long-term profits. So if you think
of everyone else who contributes to the firm as fixed claimants, maximizing long-term shareholder val-
ue maximizes the value of the corporation to society. Now, that clearly means that we don't run the firm
into the ground for the benefit of shareholders. We do all the good things that people want us to do: we
are nice to workers because workers are essential to the firm, make investments where appropriate, in-
cluding long-term investments as in pharmaceutical research. It's not about making every decision in
the short-term in favor of shareholders—that may run the firm into the ground. It's about the long term
because the share price captures the long term.

As we go through the modern era, we have to question the statement a little. Shareholders are not always
the residual claimants. Anybody who knows about the conflict between debt holders and shareholders
knows that as a firm gets closer to distress, the residual claimants are really the debt holders, rather than
shareholders. Continuing to make decisions in favor of shareholders at that time could actually reduce
the value of the firm.

But more importantly, there are others who have made long term investments in the firm. In any human
capital intensive firm, workers have made tremendous investments in the firm. And often, they become
partners in the firm—sometimes they are explicit shareholders, sometimes they are implicit sharehold-
ers since their “sweat equity” is not formally recognized. Thinking about the firm in this way, about those
who have made long-term investments, implies that it is not always appropriate to choose shareholders
over these other claimants. Sometimes, both are residual claimants, and the board will have to choose
one over the other, not always favoring the shareholder.
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Another pro of Milton Friedman’s statement is that relative to the vacuous statement by the Business
Roundtable, it may be relatively easy to monitor management when it has a well-defined goal such as
shareholder value maximization. If I'm told basically to be good to anybody, how do I prevent manage-
ment from giving away the firm to Greenpeace? Not clear. With shareholder value maximization—much
more clear. Again, one can dispute this supposed clarity, because courts have often refused to intervene
in the decisions of management. Their view is that what constitutes shareholder value maximization is
not absolutely clear, and therefore we defer to corporations and allow them to use their business judg-
ment. This argument in favor of Milton Friedman can also be overstated.

A third argument that is often emphasized is that when management focuses on maximizing shareholder
value, it creates value for shareholders, who can then decide what they want to spend on. In other words,
it's not management that decides on corporate social responsibility, giving to charity, or giving to their
favorite football team. Their job is to maximize the share value, and then the shareholders take that mon-
ey and spend it—it’s their wealth, they are the bosses of the managers, they should decide whether they
want to give it to charity or to their favorite political parties. That is, again, a powerful argument.

Recently, Oliver Hart and Luigi Zingales have argued that even that is a little problematic. Consider
Walmart’s shareholders. Walmart sells guns—or used to sell guns—and that creates crime. If guns create
crime, what Milton Friedman would say is: Let Walmart sell all the guns it can to generate profits, those
profits will go to shareholders, and they can spend that money on fighting the NRA or compensating the
victims of gun crimes. Hart and Zingales would say: Well, isn't it a shorter route, given that shareholders
have this preference, to just stop selling guns and not first sell guns and then prevent the crime that re-
sults from that, which may be much costlier and much more expensive?

Similarly, there are situations where workers have preferences that conflict with shareholder value max-
imization. A most recent example is Googles employees, who basically went against Google’s involve-
ment in Pentagon-supported programs that used artificial intelligence and video imagery to target drone
strikes. They said: This is bad, this is evil, we don't want to be part of it. And essentially, Google went in
favor of its employees, believing that they were more important than shareholders.

Finally, Milton Friedman thought that there was a political argument for shareholder value maximiza-
tion, which keeps the role of the government and the role of the corporation separate. He thought that
was important because he felt that corporate social responsibility was a backdoor way for special inter-
ests to push what they could not get through Parliament and therefore make rules for the firm which
they could not make through legislation. In some sense, this is a very important argument because it
says that sometimes, these pressures can be anti-democratic rather than pro-democratic—that because
youre frustrated in Congress or in Parliament, you might try to push that stuft through the backdoor by
directly targeting corporations.

The reality is that not every political pressure comes through Parliament. It is naive, in some sense, and
this is the con to this argument, to believe that the only way that corporations should be affected polit-
ically is by action through legislation. There will be pressure groups that will build up, especially if the
corporation is consumer facing, in order to change the way the corporation behaves. There will be pres-
sure groups even within the firm, as we just saw with Google’s employees, that change what the firm does.
So it is somewhat naive to believe these interest groups won't actually affect the firm. Corporations will
have to take that into account.
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And that leads to what I think is the deepest problem with Milton Friedman: shareholder value maximi-
zation means completely turning a tin ear to politics. It sounds sinister. It sounds pro-rich. It sounds evil,
even if it may be the right thing to do for society under many circumstances.

So what's the alternative? I would argue that it's clear what the alternative is, and firms have been doing
it for a long time. Not every firm, of course, but many. The alternative, in my view, is to maximize the
value of long-term investors in the firm. This is different from the Business Roundtable statement, in
that you can identify who these long-term stakeholders are. If you are a firm with a lot of impulse cus-
tomers, theyre not your long-term investors—they come in and buy as they wish. If, however, you have
long-term employees, they are long-term investors because their sweat equity is embedded in the firm.
Similarly, shareholders, long-term debt holders, long-term suppliers, these are long-term stakeholders. A
firm could say, when forced to choose between two stakeholders: I will choose the action that enhances
the overall value of these stakeholders. In the case of Google, it valued its employees more than it valued
that contract with the Department of Defense.

This has actual bite. You can identify your key stakeholders and state that. What is important is that once
you say that, those stakeholders feel their interests are going to be taken more into account, and therefore
will act accordingly. What this does is in the long run is maximizing shareholder value. For example, if
a firm says: I'm going to be more trusting toward my workers and work on their behalf, they respond by
choosing that firm over others. That firm attracts more talent, they demand less pay because they trust
the firm to not squeeze them in bad times, and they respond by going the extra mile for it.

The problem is that like shareholder value maximization, this idea of maximizing the value of long-term
investors is very sterile. It needs a more politically-appropriate appellation, for example, maximizing
societal value. But the details matter: Who does the corporation consider to be the important, relevant
parts of society? That difters for each corporation, and that’s really what the corporation should make ex-
plicit. Ultimately, a corporation sinks or swims on whether it makes a desirable widget, but in order to do
this sustainably, it has to weigh the interests of a broader set of stakeholders than just the shareholders.
Corporate boards should take pride in the investors they stand for. Being nice to everyone is, however,
infeasible, meaningless, and simply deflection. That is what I take away from Milton Friedman.

Raghuram Rajan is the Katherine Dusak Miller Distinguished Service Professor of Fi-
nance at Chicago Booth. He was the 23rd Governor of the Reserve Bank of India be-
tween September 2013 and September 2016. Between 2003 and 2006, Dr. Rajan was

the Chief Economist and Director of Research at the International Monetary Fund. He
is the author of The Third Pillar (Penguin Random House 2019).
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Beyond Friedman’s Doctrine:
The True Purpose of the Business Corporation

By Martin Lipton

The pandemic and the renewed focus on inequality and injustice arising in the wake of the death of
George Floyd have accelerated the conversation on what the purpose of corporations should be. The
result has been a necessary process of reflection about the role that corporations play in creating and
distributing economic prosperity and a need to articulate a new purpose for firms, one that better bal-
ances between value and values.

rom a practical standpoint, the most significant part of the 1970 Milton Friedman essay in the New

York Times was the headline: The Social Responsibility of Business Is to Increase its Profits. For a
half-century, that phrase has been used to summarize the essay, and alongside Friedman's similar views
in a 1962 treatise, also used in support of “shareholder primacy” as the bedrock of American capitalism.
“Shareholder primacy” and “Friedman doctrine” became interchangeable.

The Friedman doctrine was a precursor to, and became a doctrinal foundation for an era of short-ter-
mism, hostile takeovers, extortion by corporate raiders, junk bond financing and the erosion of protec-
tions for employees, the environment and society generally, all in support of increasing corporate profits
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and maximizing value for shareholders.

This concept of capitalism took hold in business schools and boardrooms, became ascendant in the eight-
ies and continued as Wall Street gospel until 2008, when the perils of short-termism were vividly illu-
minated by the financial crisis, and the long-term economic and societal harms of shareholder primacy
became increasingly urgent and impossible to ignore.

Since then, acceptance of and reliance on the Friedman doctrine has been widely eroded, as a growing
consensus of business leaders, economists, investors, lawyers, policymakers, and important parts of the
academic community have embraced stakeholder capitalism as the key to sustainable, broad-based, long-
term American prosperity. This is illustrated by the World Economic Forum’ request that I prepare a
new paradigm for corporate governance, which it published in 2016, its issuance of the 2020 Davos Man-
ifesto embracing stakeholder and ESG (environment, social, and governance) principles, and the 2019
abandonment of shareholder primacy and adoption of stakeholder governance by the Business Round-
table. So, too, has corporate purpose and stakeholder and ESG governance been embraced by index fund
managers BlackRock, State Street, Vanguard, and other major investors.

It should be noted that some well-known business people, economists, and lawyers reject stakeholder
governance and adhere to the Friedman doctrine. Also, in commemoration of the 50th anniversary of
the essay, four prominent senior fellows of the Hoover Institute—George P. Shultz, Michael ]. Boskin,
John E Cogan, and John B. Taylor—published an article in the Hoover Digest, the title of which aptly
summarizes their opinion: Cheated by Collectivism: Businesses do good by benefitting their sharehold-
ers, not pursuing a phantom of “social responsibility.”

In an article titled The lllusory Promise of Stakeholder Governance, Lucian Bebchuk and Roberto Tal-
larita of the Harvard Law School called the Business Roundtable embrace of stakeholder governance
naive and marshaled a litany of empirical, historical, and human greed arguments in derogation of stake-
holder governance. As might be expected, compelling arguments rejecting the Bebchuk arguments soon
appeared. Alison Taylor and Dina Medland, in an article titled The Illlusion of Reasoning, sum up the
arguments for stakeholder governance and against preserving Milton Friedman’s fifty-year-old doctrine:

“In fact, simplistic prioritisation of shareholder interests ceased to be an option some time
ago. Shareholders today are not a monolithic interest bloc, and business leaders have some
choices about which owners they seek to attract. Many shareholders today argue enthusias-
tically for longer time horizons and more substantive measurement of environmental, social
and governance issues.

More broadly, the value of intangible assets such as reputation, innovation and network ef-
fects now constitute 61 percent of the value of the S&P500. Return on investment takes longer,
and is harder to measure. Any attempt to navigate successfully through this new environment
is inherently “contestable,” too. It is the idea that a focus on shareholder value negates any
need to consider complex trade-offs that is naive and unrealistic, not the BRT statement.”

In addition to these reasons for rejecting the Friedman doctrine, the fundamental structure of the cor-
porate world has changed dramatically since the 1960s. Today, the three index fund managers control on
average in the aggregate about 20 percent of the shares of the listed corporations. Together with ten other
asset managers, they have voting control of most corporations. Also, Friedman assumed that sharehold-
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ers wanted primacy and had no concern for the other stakeholders. Clearly, that is not the situation to-
day. Stakeholder and ESG governance and sustainable long-term investment are embraced today by the
holders of a clear majority of the shares of most corporations.

Recent events—notably the pandemic, its disparate impact on various segments of society, and the focus
on inequality and injustice arising in the wake of the death of George Floyd—have accelerated the con-
versation on corporate purpose and the debate about stakeholder governance. The result has been sub-
stantial, salutary reflection about the role that corporations play in creating and distributing economic
prosperity and the nexus between value and values.

For my part, I have supported stakeholder governance for over 40 years—first, to empower boards of di-
rectors to reject opportunistic takeover bids by corporate raiders, and later to combat short-termism and
ensure that directors maintain the flexibility to invest for sustainable long-term growth and innovation.
[ continue to advise corporations and their boards that—consistent with Delaware law—they may exer-
cise their business judgment to manage for the benefit of the corporation and all of its stakeholders over
the long term. That it is the corporation, qua corporation, that commands the fiduciary duty of its board
of directors.

In looking beyond the disruption caused by the pandemic, boards and corporate leaders have an oppor-
tunity to rebuild with the clarity and conviction that come from articulating a corporate purpose. This
purpose should be anchored in a holistic understanding of the key drivers of their business, the ways in
which those drivers shape and are shaped by values, and the interdependencies of multiple stakeholders
who are essential to the long-term success of the business.

This opportunity leads me to reiterate and refine a simple formulation of corporate purpose and objec-
tive, as follows:

The purpose of a corporation is to conduct a lawful, ethical, profitable and sustainable busi-

ness in order to ensure its success and grow its value over the long term. This requires con-

sideration of all the stakeholders that are critical to its success (shareholders, employees,

customers, suppliers and communities), as determined by the corporation and its board of
directors using their business judgment and with regular engagement with shareholders, who

are essential partners in supporting the corporation’s pursuit of its purpose. Fulfilling this

purpose in such manner is fully consistent with the fiduciary duties of the board of directors

and the stewardship obligations of shareholders.

This statement of corporate purpose is broad enough to apply to every business entity, but at the same
time supplies clear guideposts for action and engagement. The basic objective of sustainable profitabil-
ity recognizes that the purpose of for-profit corporations includes creation of value for investors. The
requirement of lawful and ethical conduct ensures generally recognized standards of corporate social
compliance.

Going further, the broader mandate to take into account all corporate stakeholders, including commu-
nities, is not limited to local communities, but comprises society and the economy at large and directs
boards to exercise their business judgment within the scope of this broader responsibility. The require-
ment of regular shareholder engagement acknowledges accountability to investors, but also the shared
responsibility of shareholders for responsible long-term corporate stewardship. Essentially, this is The
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New Paradigm for corporate governance issued in 2016 by the World Economic Forum.

Fulfilling this concept of purpose will require different approaches for each corporation depending on
its industry, history, regulatory environment, governance, and other factors. I expect that board com-
mittees—focusing on stakeholders, ESG issues, and the stewardship obligations of shareholders—will be
useful or even necessary for some companies. But for all the differences among companies, there is an
important unifying commonality: corporate action, taken against the backdrop of this formulation of
corporate purpose, will be fully protected by the business judgment rule, so long as decisions are made
by non-conflicted directors acting upon careful consideration and deliberation.

Executed in this way, stakeholder governance will be a better driver of long-term value creation and
broad-based prosperity than the shareholder primacy model. Directors and managers have the respon-
sibility of exercising their business judgment in acting for the corporate entity that they represent, bal-
ancing its rights and obligations and taking into account both risks and opportunities over the long term,
in regular consultation with shareholders. Directors will not be forced to narrow their focus and act as if
any one interest trumps all others, with potentially destructive consequences, but will instead have lat-
itude to make decisions that reasonably balance the interests of all constituencies in a manner that will
promote the sustainable, long-term business success of the corporation as a whole.

Most important of all, The New Paradigm will obviate the need for legislation regulating corporations
and institutional investors and asset managers that would quickly lead to state corporatism. For a fuller
discussion of avoiding legislation and saving American capitalism, see my 2019 essay, It § Time to Adopt
the New Paradigm.

Martin Lipton, a founding partner of Wachtell, Lipton, Rosen & Katz, specializes in

advising major corporations on mergers and acquisitions and matters affecting corpo-

rate policy and strategy. Lipton is a Trustee of New York University (Chairman 1995-
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Trustee of the NYU Langone Medical Center, an emeritus member of the Council of
the American Law Institute, a member of the Board of Advisors of the Institute of Judi-

cial Administration and an Honorary Chair of The American College of Governance
Counsel. Lipton is a member of the Executive Committee of the Partnership for New
York City and served as its Co-Chair (2004-2006). Lipton has a B.S. in Economics
from the Wharton School of the University of Pennsylvania and an LL.B. from the New
York University School of Law. He is an Adjunct Professor of Law, New York Universi-
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The Illu lesm”:
Why Embracing Stakeholder Governance
Would Fail Stakeholders

By Lucian Bebchuk, Roberto 1allarita

Stakeholderism—granting corporate leaders discretion to give weight to the interest of all stakehold-
ers—should not be expected to deliver its purported benefits to stakeholders. Furthermore, it could
well impose substantial costs on shareholders, stakeholders themselves, and society at large, and
therefore should be rejected, even by those who are deeply concerned about stakeholders.

In The Illlusory Promise of Stakeholder Governance, we critically examine “stakeholderism,” the in-
creasingly influential view that corporate leaders should give weight to the interests of non-share-
holder constituencies (stakeholders).

Acceptance of stakeholderism, we demonstrate, would not benefit stakeholders as supporters of this
view claim. Corporate leaders have incentives, and should therefore be expected, not to use their dis-
cretion to benefit stakeholders beyond what would serve shareholder value. Furthermore, over the past
two decades, corporate leaders have in fact failed to use this kind of discretion to protect stakeholders.
Our analysis concludes that acceptance of stakeholderism should not be expected to make stakeholders
better off.
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Embracing stakeholderism, we find, could well impose substantial costs on shareholders, stakeholders,
and society at large. Stakeholderism would increase the insulation of corporate leaders from sharehold-
ers, reduce their accountability, and hurt economic performance. In addition, by raising illusory hopes
that corporate leaders would on their own provide substantial protection to stakeholders, stakeholder-
ism would impede or delay reforms that could bring meaningful protection to stakeholders. Stakehold-
erism would therefore be contrary to the interests of the stakeholders it purports to serve and should
be opposed by those who take stakeholder interests seriously.

Some stakeholderists have already attempted to respond to our findings and conclusions. Oxford Pro-
fessor Colin Mayer issued a response paper, the prominent law firm Wachtell, Lipton, Rosen & Katz
published a critical memorandum, and Business Roundtable President Joshua Bolten took issue with
our assessment of the Roundtable’s statement on corporate purpose in a Financial Times interview. We
plan to incorporate replies to these and other responses in our study, and we look forward to getting
additional reactions from participants in the Stigler Center conference.

Stakeholderism, which provided the basis for antitakeover legislation adopted in the 1980s and 1990s
by a majority of US states, has gained substantial support in recent years among academics, practi-
tioners, business leaders, and policymakers. The long-standing debate on corporate purpose is now at a
critical juncture, and the growing embrace of stakeholderism might well in the coming years have con-
siderable influence on companies, their stakeholders, and society.

Before discussing the problems with implementing stakeholderism, it's important to distinguish be-
tween two different versions of stakeholderism and discusses their conceptual problems. According to
the “enlightened shareholder value” version, corporate leaders—a term we use throughout to refer to
the directors and top executives who make important corporate decisions—should take into account
stakeholder interests as a means to maximize shareholder value. Such an instrumental version of stake-
holderism, we show, is not conceptually different from shareholder primacy; it is merely a semantic
change, and we show that there are no good reasons for adopting it.

According to the second version, by contrast, corporate leaders can and should regard stakeholder in-
terests as ends in themselves. This view, which we call “pluralistic,” posits that the welfare of each stake-
holder group has independent value, and consideration for stakeholders might entail providing them
with some benefits at the expense of shareholders. This version is the one that in theory—though, as
we shall show, not in practice—could lead to decisions that would benefit stakeholders beyond what
would be useful for shareholder value maximization.

Pluralistic stakeholderism and its implementation raise several conceptual problems and difficulties.
In particular, advocates of stakeholderism have commonly avoided the difficult issue of determining
which groups should be considered stakeholders, leaving this decision to the discretion of corporate
leaders, and tended to overlook the ubiquity of situations that present trade-ofts between the interests
of some stakeholders and long-term shareholder value.

They also haven't provided a method to aggregate or balance the interests of different constituencies in
the face of such trade-offs, leaving this matter, again, to the discretion of corporate leaders. Thus, the
effects of pluralistic stakeholderism would critically depend on how corporate leaders choose to exer-
cise discretion.
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Before examining the effects of stakeholderism in general, its worthwhile to consider the expected ef-
fects of the widely celebrated Business Roundtable statement. Based on a close reading of the statement
and of the accompanying materials, as well as on evidence that we collected, our study shows that the
statement is largely a rhetorical public-relations move rather than the harbinger of meaningful change.

In particular, we discuss

(1) the statement’s ambiguity regarding the critical question of whether it advocates providing stake-
holders with any benefits beyond what would be useful for shareholder value,

(2) the statement’s disregard of the ubiquity of trade-ofts between stakeholder and shareholder inter-
ests,

(3) the decision by many CEOs to join the statement without the approval by the board of directors
that is generally obtained for major corporate decisions,

(4) the failure to reflect the commitment to stakeholders in corporate governance guidelines, and

(5) the lack of attention to legal constraints that preclude many companies from approaching stake-
holder interests as an independent end.

Our analysis of each of these dimensions indicates that the Business Roundtable statement should not
be expected, and was largely not intended by its signatories, to bring about major changes in the treat-
ment of stakeholders.

Putting aside the effects of the Business Roundtable statement, we examine the potential eftfects of
stakeholderism in general and present an economic and empirical analysis of how corporate leaders
should be expected to use discretion to protect stakeholder interests. We show and empirically docu-
ment that corporate leaders (both directors and CEOs) have strong incentives to enhance shareholder
value but little incentive to treat stakeholder interests as an independent end.

Therefore, we argue, corporate leaders have significant incentives not to benefit stakeholders at the ex-
pense of shareholder value, and they should therefore not be expected to use the discretion awarded to
them to do so.

In reaching this conclusion, we relied on the findings of a companion empirical study that we have
conducted together with Kobi Kastiel, For Whom Corporate Leaders Bargain. The study examines
whether, in fact, corporate leaders have in the past used discretion accorded to them to protect stake-

holders.

During the hostile takeover era, stakeholderist arguments contributed to the adoption in many states
of constituency statutes, which authorize corporate leaders to give weight to stakeholder interests when
considering a sale of their company. Our empirical work analyzes in detail over 100 private equity ac-
quisitions of companies governed by constituency statutes that corporate leaders negotiated over the
past two decades.

Our empirical investigation finds that corporate leaders governed by constituency statutes used their
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bargaining power to obtain gains for shareholders, as well as for executives and directors. However,
corporate leaders made very little use of their power to negotiate for stakeholder protections.

Furthermore, in cases in which some protections were included, they were practically inconsequen-
tial or cosmetic. This evidence is consistent with and reinforces our conclusion that corporate leaders
who have discretion to do so should not be expected to benefit stakeholders beyond what would serve
shareholders.

The business corporation has proven itself to be a powerful and adaptive mechanism for producing
economic growth and prosperity. As a result, some of those who wish to protect stakeholders might
be attracted to stakeholderism as a way to do so by harnessing corporate power through private action
and without resort to costly regulation.

However, the past success of corporations has been based on the presence of eftfective incentives for
corporate decision makers. Therefore, with corporate leaders having incentives not to benefit stake-
holders at shareholders’ expense, delegating the guardianship of stakeholder interests to corporate
leaders would prove futile. The promise of pluralistic stakeholderism, we conclude, is illusory.

Finally, whereas stakeholderists have advocated relying on corporate leaders to protect stakeholders
without a major overhaul of existing systems of incentives, including those resulting from shareholders
exclusive voting power, we also consider the possibility of supplementing stakeholderism with reforms
aimed at substantially changing the incentives of corporate leaders.

We examine changes both to executive pay arrangements and to the rules governing the election of di-
rectors. Designing reforms that would provide leaders with adequate incentives to attach independent
weight to the interests of all stakeholders, we show, would be quite challenging as well as very costly.

It might be argued that stakeholderism, even if it does not provide significant benefits to stakeholders,
could not hurt and might even help on the margin. As our findings show, however, accepting stake-
holderism would be detrimental to shareholders, stakeholders, and society.

The acceptance of stakeholderism would insulate corporate leaders from shareholder pressures and
make them less accountable. Indeed, we argue, the support of corporate leaders and their advisors for
stakeholderism is motivated, at least in part, by a desire to obtain insulation from hedge fund activists
and institutional investors. In other words, they seek to advance managerialism by putting it in stake-
holderism clothing.

The increased insulation from shareholders, and the reduced accountability to them, would serve the
private interests of corporate leaders. It would also increase managerial slack and agency costs and un-
dermine economic performance. This would have detrimental effects for shareholders and the econo-
my at large.

The acceptance of stakeholderism, by raising illusory hopes around the positive effects for stakehold-
ers, would likely weaken pressures for stakeholder-oriented policy reforms and thereby impede or de-
lay meaningful protection for stakeholders. Thus, for those interested in addressing corporate external-
ities and protecting corporate stakeholders, embracing stakeholderism would be counterproductive.
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For Whom Corporate Leaders Bargained:
What the Past Can Teach Us About the
Questionable Promise of Implementing
Stakeholder Capitalism Today

By Lucian Bebchuk, Kobi Kastiel, Roberto Tallarita

The debate about stakeholder capitalism should seek to learn from our experience with constituency
statutes, which authorized corporate leaders to take into account stakeholder interests in considering a
sale of the company. We document how, over the past two decades, these statutes utterly failed to pro-
duce the hoped-for stakeholder benefits: Corporate leaders used their bargaining power to secure ben-
efits for shareholders, executives, and directors, but made little use of it to obtain protections for stake-

holders.

d critical question within the heated debate about stakeholder capitalism and stakeholderism 1s wheth-
er, 1f corporate leaders are granted discretion to give weight to the interest of non-shareholder con-
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stituencies (stakeholders), they can be expected to actually do so.

In our new study For Whom Corporate Leaders Bargain, we put forward novel empirical evidence that
can contribute to resolving this key question. We discussed these findings 1n the presentation of a com-
panion study by two of us, The Illusory Promise of Stakeholder Governance.

Although stakeholderism has enjoyed unprecedented levels of support in recent years, in the 1980s and
the 1990s many states already adopted “constituency statutes”—which are still 1n place today—that em-
brace an approach similar to that advocated by modern stakeholderists. Proposed as a remedy to elim-
inate or reduce the adverse effects of acquisitions on employees and other stakeholders, these statutes
accord corporate leaders the power to give weight to the interests of stakeholders when considering a
sale of their companies.

The current debate should be informed, we argue, by the lessons that can be learned from the results
produced by this large-scale experiment 1n stakeholderism.

We therefore set out to investigate empirically whether constituency statutes actually delivered protec-
tions for stakeholders as was hoped for. Although constituency statutes have long been a common top-
ic 1n corporate law textbooks, as well as the focus of many law review articles, thus far there has been
no direct study of the terms of acquisition agreements negotiated 1n the shadow of such statutes. Using
hand-collected data on a large sample of such agreements from the past two decades, we put forward
novel empirical evidence on the subject.

We document that corporate leaders selling their companies to private equity buyers obtained substan-
tial benefits for their sharcholders as well as for themselves. By contrast, corporate leaders made little
use of their power to give weight to the interests of stakeholders. Our review of the contractual terms of
these deals finds very little protection provided to stakeholders from the risks posed by private equity
control.

We conclude that constituency statutes have failed to deliver their promised benefits. These conclusions
have implications not only for the long-standing debate on constituency statutes but also for the general
debate on stakeholder capitalism. Our findings cast substantial doubt on the wisdom of relying on the
discretion of corporate leaders, as stakeholderism advocates, to address concerns about the adverse ef-
fects of corporations on their stakeholders.

The debate on stakeholderism to which we seek to contribute seems to have reached a critical juncture.
In this ongoing debate, stakeholderists and their opponents strongly disagree on how corporate leaders
are likely to use discretion to give independent weight to stakeholder interests. We believe that, to help
resolve this disagreement, it 1s worth examining the performance of constituency statutes in protecting
stakeholders.

Our empirical analysis focuses on private equity acquisitions of public companies. Because these trans-
actions move assets to the hands of managers with powerful incentives to maximize financial returns,
such transactions often pose significant risks to stakeholders that corporate leaders who care about stake-
holders may seek to address.

We analyze each of the private equity acquisitions of public companies of significant size that were 1n-
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corporated 1n a state with a constituency statute during the 20-year period of 2000 through 2019. For
each of these transactions, we hand-collected and analyzed detailed information about the process lead-
ing to the transaction and the full set of terms negotiated by the parties.

We find that the acquisitions were commonly the product of a long negotiation process that produced
substantial benefits for both shareholders and corporate leaders. Shareholders enjoyed sizable premiums
over the pre-deal stock price. In addition to the gains made on their own equity holdings, corporate lead-
ers also frequently secured additional payments in connection with the transactions, and often obtained
commitments for continued employment after the acquisition.

At the same time, however, corporate leaders made little use of their bargaining power to negotiate for
any constraints on the power of the private equity buyer to make choices that would adversely impact
stakeholders. Although concerns about layoffs and downsizing induced labor unions to support con-
stituency statutes, we document that in 95 percent of cases corporate leaders did not negotiate for any
restrictions to the freedom of the private equity buyers to fire employees, and that even 1n the handful
of cases 1n which such restrictions were found, the deal terms denied employees any power to enforce
these constraints.

Furthermore, we find that corporate leaders generally did not negotiate any constraints on buyers’ post-
deal choices that could pose risks to several other notable stakeholder groups—consumers, suppliers,
creditors, or the environment. In a very small minority of cases, we found buyer pledges to retain the lo-
cation of company headquarters or to continue some local investments or philanthropy, but our analysis
of the legal terms 1ndicates that these rare pledges were rather “soft”: unlike commitments to sharechold-
ers or corporate leaders, these pledges were vague and under-specified and, importantly, denied poten-
tial beneficiaries any enforcement rights.

To be sure, many stakeholders, such as employees, customers, suppliers, and creditors, typically have
contractual arrangements with the company. These contractual arrangements might provide them with
some protection 1n the event of an acquisition even 1f the corporate leaders negotiating the deal with the
private equity buyer do not bargain for stakeholder protections during the negotiations over the acqui-
sition. Thus, for example, employment agreements might entitle some employees to certain benefits 1f
they are fired, and supply agreements might entitle some suppliers to specified benefits in the event the
company terminates the supply relationship.

However, the premise of constituency statutes was (as the premise of modern stakeholderism currently
1s) that the contractual arrangements of some stakeholders, such as employees, customers, and suppli-
ers, do not protect them sufficiently from being adversely affected by acquisitions. Constituency stat-
utes therefore sought to enable corporate leaders to seek stakeholder protections that could address the
remaining concerns. For this reason, our analysis focuses on whether corporate leaders negotiating 1n
the shadow of constituency statutes used their power to obtain such stakeholder protections, and 1t con-
cludes that they did not.

The evidence we have put together enables reaching a clear conclusion on the performance of constitu-
ency statutes: they failed to deliver the promised and hoped-for benefits for stakeholders.

Because constituency statutes had stakeholderist justifications and goals, everyone involved 1n the on-
going stakeholderism debate should seek to learn from the experience with these statutes. In particular,
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stakeholderists must wrestle with the failure of these statutes, 1dentify the factors that caused this fail-
ure, and examine whether these factors would also undermine their current proposals.

As for why constituency statutes failed to deliver stakeholder protections, we extend our empirical evi-
dence 1n order to evaluate possible explanations. Our analysis indicates four explanations that might be
suggested for the failure of constituency statutes that are unlikely to drive our findings: uncertainty about
what the statutes authorized:; the shadow of the Delaware Revlon doctrine; the need to obtain sharehold-
er approval for the acquisition; and the influence of sharecholder-centric norms on corporate leaders.

Our analysis leads us to conclude that the most plausible explanation can be found 1n the incentives of
corporate leaders. Although the interests of corporate leaders do not perfectly align with the interest of
shareholders, they are substantially linked to them. Because of the pay arrangements of executives and
directors, and the dynamics of the labor and control markets, corporate leaders often benefit when they
enhance shareholder value.

By contrast, there 1s no significant link between the interests of corporate leaders selling their compa-
nies and the post-sale interests of stakeholders. In fact, to the extent that stakeholder protections would
constrain the buyer and thus be costly to it, the inclusion of such protections in the deal could result 1n
somewhat lower gains for the shareholders and/or the corporate leaders. Thus, corporate leaders had no
incentives to use their bargaining power—and indeed had incentives not to use their bargaining pow-
er—for the purpose of negotiating protections for stakeholders.

The conclusions of our analysis indicate that considering the incentives of corporate leaders 1s crucial
for assessing the promise of stakeholderism. As the supporters of constituency statutes, supporters of
stakeholderism have commonly assumed that corporate leaders would substantially use discretion to
protect stakeholders for this purpose. Our evidence indicates that, in the case of constituency statutes,
this assumption was unwarranted. Stakeholderists, and all those concerned about stakeholders, should be
wary of relying on such an assumption 1n assessing the promise of stakeholderism. As George Santaya-
na warned 1n The Life of Reason a century ago, “Those who cannot remember the past are condemned
to repeat 1t.”
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Diversitying Corporate Boards —
The Best Way Toward a Balanced Shareholder/
Stakeholder System of Corporate Governance

By John C. Coffee, Jr.

Boards can recognize that their shareholders have needs beyond financial wealth maximization. Making

corporate boards representative and diverse works better than co-determination or implied fiduciary
duties to everyone.

D 1 ilton Friedman never wrote more influential words than his short op-ed on the social responsibil-

ity of corporations in the New York Times Magazine in 1970. But what he said and how he is read
by some differ significantly.

Friedman emphasized that the corporation had to play by the rules of the game. Thus, he would not al-
low—as some of his disciples have argued—a corporation to knowingly violate the law if it saw benefits
from the crime that exceeded the maximum penalties authorized by law. What is wrong with recogniz-
ing that crime can pay? Here, the key assertion is that corporations receive limited liability from the state
in return for accepting some obligations (including law compliance).
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Does this mean that the state can impose duties on corporations toward stakeholders? Yes, beyond doubt,
if the state acts lawfully and with requisite clarity. But beyond state-imposed duties, can a corporate board
recognize duties that will restrict shareholder wealth maximization? Here, we enter a gray zone, but I
would say that boards can recognize that their shareholders have needs beyond financial wealth max-
imization. If the board maximized profits, but polluted the earth or aggressively advanced irreparable
climate change, they have not served their shareholders well. Almost certainly, even their shareholders
would want such externalities curbed.

Does this mean that boards owe a fiduciary duty to stakeholders? This is a legal contradiction in terms:
by definition, a fiduciary owes a duty of undivided loyalty to his beneficiaries, and one cannot owe such
a duty to natural adversaries. What, then, is the answer? Some European countries believe in co-deter-
mination, under which employees and possibly other groups elect directors along with shareholders. But
this has proven rigid. The better answer may be broadly representative and diverse boards that are sen-
sitive to the corporations impact on others and the political repercussions that will be risked.

The traditional justification for shareholder wealth maximization as the goal of corporate law is that
shareholders, as the residual risk bearers, make more efficient decisions. Perhaps, but this is circular if the
efficient decision is the one that maximizes shareholder wealth. Assume a case where the decision would
make $1 million for shareholders, but impose costs of $100 million on laid oft employees. Socially, this
is a disaster, but this is a decision that a broadly representative board would not make. Making the board
representative and diverse works better than co-determination or implied fiduciary duties to everyone.

John C. Coffee Jr. is the Adolf A. Berle Professor of Law and director of the Center on
Corporate Governance at Columbia Law School. He is a fellow at the American Acad-
emy of Arts and Sciences and has been repeatedly listed by the National Law Journal
as one of its “100 Most Influential Lawyers in America.” For his work in white collar
crime, Coffee was awarded the Donald Cressey Award for Lifetime Achievement by
the Association of Certified Fraud Examiners in 2011. For his work in corporate gov-
ernance, in 2018, Coffee received the Allen & Overy Law Prize for “The Agency Cost
of Activism: Information Leakage, Thwarted Majorities, and the Public Morality,” a
paper exploring how the interests of activist investors can conflict with those of other
shareholders.
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Corporations Are Governance Mechanisms,
Not Shareholder Toys

By Margaret Blair

Milton Friedman's shareholder credo is simple and catchy but has shaky foundations. Corporate di-
rectors and officers are not agents of shareholders and have no legal obligation to focus solely on en-
hancing share value. Business corporations are legal devices invented centuries ago by states to govern
group ventures, to hold property used in the venture, and delegate decision making about the venture to
boards of directors. They were intended to provide benefits to communities and customers, as well as to
investors and managers.

Investors, corporate board members, and corporate managers are suddenly hearing from all sides that
corporations should have a social “purpose” that addresses societal needs and takes into account the
impact of their activities on communities, the environment, their workers, and the distribution of wealth
and income, both within the US and globally.

According to this line of thinking, corporations should be providing solutions to the world’s problems—
from containing pandemics to ending racism to reversing global warming. These new expectations come

after decades of shareholders and leaders of corporations being told that they should focus their attention
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solely on "maximizing share value,” as instructed by University of Chicago economist Milton Friedman
in 1970.

Friedman's pronouncement about maximizing shareholder value has always had shaky foundations. But
it carried the day in many policy arenas because it is simple, catchy, and has served the interests of the
wealthy and powerful.

There are at least five different types of arguments made by defenders of shareholder value maximization:
1) those supposedly based on property law; 2) those based on a claim about who is bearing what risks; 3)
those supposedly based on corporate law; 4) those based on the structure of incentives in corporations;
and finally, 5) those based on the difficulty of holding corporate executives accountable for any goal oth-
er than maximizing share value.

Each of these arguments has gaping holes in it. Even collectively, they do not add up to a compelling case
for a preference for share value maximization to the exclusion of other corporate goals.

The property law argument asserts that shareholders in corporations are the “owners” of those corpora-
tions. This is the basis of Milton Friedman’s claims about corporations. “A corporate executive is an em-
ployee of the owners of the business,” he wrote. If this were true, it might follow that corporate ofhicers
and directors are “agents” of shareholders and should do what shareholders want them to do, as hundreds
of law professors and business school professors have claimed in recent decades. But the claim is false on
both counts: Shareholders are not “owners” of corporations in any normal sense of that word, and direc-
tors of corporations are not the “agents” of shareholders. Although equity shares in a corporation are a
species of property, like any other security issued by a corporation, the corporation itself is not a piece of

property.

The corporation is a legal construct, created by an act of a state, which construes a group of individuals
acting collectively as a single entity, for the purposes of holding property and entering into contracts.

The entity created by a corporate charter is legally distinct from the shareholders, the managers, the di-
rectors, and of any other participants in the activities of the corporation. It has an indefinite life (by de-
fault, though the parties who seek the charter, or the state that grants it, can impose limits), and its assets
and obligations remain those of the corporation even as the individuals involved change. This has enor-
mous advantages for the participants in any corporation because it makes it possible for the corporation
to make long-term commitments to enterprises that require substantial resources that are highly specific
to an enterprise (e.g., railroad tracks, or factories) over an extended period of time.

Thus, the corporation can hold property, like an individual, but the corporation is not, itself, a piece of
property. Moreover, under the law, executives and officers of corporations are agents of the corporation,
but are not agents of shareholders. Corporate directors are fiduciaries for the corporation, but, again, not
agents of shareholders.

The risk-bearing argument starts by conceding that shareholders are not, technically, owners of corpo-
rations, but, nonetheless, they are said to be the bearers of the residual risk associated with corporate ac-
tivities. Other participants, or “stakeholders,” are all supposedly compensated by complete contracts, but
the shareholders are compensated by a residual contract that says they get what is left over after all the
others have been compensated. Because shareholders are the residual risk bearers, the argument goes,
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social value is maximized when the value of that residual claim is maximized.

This is clever, but still doesn't work as a defense of shareholder value maximization because it is not factu-
ally correct. When corporations are taken over and restructured, employees often find that the value they
expected from a long-term relationship with the corporation—such as their pension plan—is destroyed.
The current pandemic makes it clear that employees and communities bear substantial risks related to
the performance of corporations.

The financial crisis of 2008-2009 made it clear beyond dispute that, when corporations compete by trying
to maximize share value, they frequently do so by foisting risk oft to governments and to society at large.
Even in bankruptcy, which is the only context in which shareholders, by law, are supposed to get the re-
sidual, shareholders often participate in distributions of assets even while some creditors and claimants,
such as employee pension funds and tort claimants, do not get paid in full.

The corporate law arguments are also problematic. Despite what Milton Friedman said, there is no stat-
utory requirement anywhere, in any state, that says that corporate officers and directors must maximize
share value. Corporate laws typically say something like “the board of directors of a corporation shall
exercise all corporate powers.” The fiduciary duties of corporate directors and officers require only that
they are informed, that they exercise care in their decisions, and that they not act in their own personal
interest.

There are a handful of court cases in which a simplified reading would seem to suggest that courts require
shareholder value maximization. Upon closer examination, these cases involve one of two situations: ei-
ther a controlling interest in the corporation is going to be sold, and existing corporate shareholders are
going to be bought out, in which case courts have said directors must try to get the highest buyout price
they can; or, the issue at stake is whether a controlling shareholder in a closely held corporation can use
corporate assets, or cause the corporation to pursue strategies that divert value to the controlling share-
holder at the expense of minority shareholders.

In those limited cases, courts have required the majority shareholders to refrain from actions that siphon
value out to themselves and instead direct them to take actions that create value on a pro-rata basis for
all of the shareholders, not just for the subset of shareholders that control the entity. The instructions
that courts give in these cases sometimes use share value maximization language, but courts have not
attempted to apply a share value maximization rule broadly across all of the decisions boards and man-
agers make.

In recent years, some advocates of share value maximization have argued that the incentive structures in
corporations will push corporate actors toward the maximization of share value. This is partly a product
of several decades of business school education that has told managers they should structure compen-
sation packages to reward corporate executives if the share price goes up. These compensation packages
are choices of the existing management and boards. They could, in principle, be structured to encourage
corporate officers to reduce the firm’s carbon footprint, or improve their record of on-time delivery to
customers, or to improve training and safety protocols for employees.

In the process of negotiating share-price based compensation packages stufted with stock options, per-
verse incentives have emerged. Corporate executives often have an incentive to report bad news to the
markets a few days before the issue date of new option awards so that the exercise price of the options
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might be lower than it otherwise would be. It is also well known that corporate executives often accelerate
the recognition of revenues, or slow the charging of costs, or delay investment expenses so that the cor-
poration seems to meet reported net income targets. While it might seem like a good idea to incentivize
corporate executives to take actions that lead to better stock price performance, actions that manipulate
the short-term share price may undermine the actual long-term performance of the corporation.

Perhaps the most important argument in favor of share value maximization is that share value is a readily
observed metric, while other sources of value that corporations provide to society (or costs they impose)
can be extremely difficult to measure. It is also difficult to determine causal links between performance
in various measurable dimensions, and the social value of the corporation. So, the argument goes, we
should evaluate and incentivize corporate leaders to focus on share value because that’'s a metric we can
measure with precision! But that’s sort of like saying that we don’t really know or understand all the fac-
tors that lead to good health, so let's just measure how much a person weighs and let weight serve as a
proxy for the overall good health of the person. We should, instead, put our energy into finding better
measures of social value, rather than finding better ways to create incentives to deliver a false or incom-
plete proxy for social value.

Even if social value is hard to measure, it may be possible to encourage the creation of social value if we
focus on fair and efficient systems and processes for creating and distributing wealth. The Chicago School
of economics has emphasized property and contract rights as essential for wealth creation, for example.
But another type of institution that economists have given much less attention to are mechanisms for re-
solving disputes, which can facilitate cooperation and production by groups or teams.

Corporations are, by nature, group enterprises. Some of the earliest business corporations were invented
as tools for the self-governance of groups of traders, or skilled workers, or other business people, who
believed they could be more productive if they pooled their resources and worked together. Other early
corporations were formed to hold assets necessary for the construction and maintenance of some im-
portant piece of public infrastructure, such as a canal or a bridge or a cathedral. The king, or parliament,
or, in the new United States, state legislatures, would grant charters that prescribed a governance struc-
ture for these organizations, such as a board of governors or board of directors, so that disputes among
the participants could mostly be settled internally and kept out of the courts. It wasn't until the mid-20th
century that the law even allowed single persons, acting alone, to form business corporations (and cor-
porations could not form other corporations).

Seen this way, corporate executives and directors should understand that a big part of their role is to keep
the participants in the corporate enterprise working together in a productive way. This involves assuring
adequate rewards to investors such as shareholders and creditors, but also recognizing that other partic-
ipants, including employees (from key creative people to rank and file workers), suppliers, customers,
and communities, also have assets at risk in the enterprise, and all need to prosper and be treated fairly
over time.

The law understands this broader function of executives and directors, which helps explain why the law
requires corporations to be governed by boards of directors with all corporate powers, rather than by in-
dividual founders or CEOs. That is also why the law says that the fiduciary duties of directors and ofhicers
run to the corporation, and not directly to any individuals who are involved in the corporation, includ-
ing any individual shareholder.
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It is complicated, uncertain, and sometimes hazardous to ones health to try to govern an institution that
involves a lot of competing interests, especially one in which a number of difterent parties have made
investments and commitments in the enterprise, and all want to be sure their interests are taken into ac-
count. This is why kings and parliaments and legislatures have tried to keep as much as possible of the
decision-making about the internal operation of corporations out of the courts. It is also why the law
delegates governance to boards of directors and does not designate in advance, and from outside of the
enterprise, which interests should prevail in any given situation.

What does all this mean for the debate about corporate “purpose”? Corporations are legal devices, not
pieces of property. Their original function was to provide for the governance of joint enterprises, devel-
opments, and projects that require the participation of a variety of different types of investors and other
participants, and are expected to provide benefits for many different customers, clients, and communi-
ties. All hope to gain some advantage from interacting with the corporation. In this way, there can be no
single corporate purpose. Likewise, no one metric can measure the full costs and benefits provided by
the activities of the corporation. The law deals with this by delegating decision-making to boards of di-
rectors and places no obligation on them to focus only on rewarding shareholders.

Margaret Blair is an economist who focuses on corporate law and finance. She is a
Professor of Law (Emerita) and the Milton R. Underwood Chair in Free Enterprise
(Emerita) at Vanderbilt University. Her current research focuses on five areas: team
production and the role of corporate boards of directors, the legal concept of “per-
sonhood,” the historical treatment of corporations by the Supreme Court, the role of
private-sector governance arrangements in contract enforcement, and the problem of
excessive leverage in financial markets.
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Bringing Ethics Back to Friedman’s Call to
Purpose for the Next 50 Years
By J.S. Nelson

Fifty years ago, Friedman compellingly presented his argument for shareholder primacy. But as cur-
rently implemented, shareholder primacy threatens the unifying purposes that drove people to form cor-
porations to begin with. It s time for a re-examination of what binds us together to do great things.

We can bring ethics back to Professor Friedman's call to corporate purpose by returning to the more
inclusive purposes that historically bound us together to form corporations. Corporations have the
capacity to tap humanity’s greatest potential to accomplish projects spanning, in scope and time, beyond
what any individual could provide to the world. Think of the earliest forms of group associations that
combined our efforts, from the Roman origin of our word for corporation, corpora (founded “around a
common tie such as a common profession or trade, a common worship, or the widespread common de-

sire to receive a decent burial”), through the intergenerational building of cathedrals erected to the glory
of powers beyond ourselves.

Historically, corporations have been collaborative eftforts to call people to a higher, communal purpose

in their work, to take care of each other, and to accomplish what none of us could do alone. The late Cor-
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nell Law professor Lynn Stout described corporations as “time machines,” which allow one generation to
reach beyond itself to convey benefits to the next. Corporate leaders similarly talk about a purpose larg-
er than themselves, and the management literature is full of ways to harness the “best” from employees,
asking for their personal commitments and investments in the company’s mission. Corporations addi-
tionally create a “culture” around those expectations to help them become self-reinforcing in the work-
place.

To what purposes will modern employees and other stakeholders—communities, governments, and those
who invest in the corporation in all ways—commit themselves? When corporations ask so much of their
investors writ large, corporate purpose must have both an inspirational and unifying function.

Professor Friedman’s Legacy of Shareholder Primacy

In his 1970 New York Times essay, Milton Friedman asserted that the purpose of the corporation was to
make profits. It has been understood that he meant profits primarily for shareholders, but that interpre-
tation is less clear from his text. What he wrote was that “there is one and only one social responsibility
of business—to use its resources and engage in activities designed to increase its profits so long as it stays

within the rules of the game, which is to say, engages in open and free competition without deception or
fraud.”

Professors Oliver Hart and Luigi Zingales have described Friedman's 1970 essay “as providing the intel-
lectual foundation for the ‘shareholder value’ revolution,” in the form of prioritizing profits to sharehold-
ers above other contributors to the corporation. As Zingales explains, “[s]ince the mid-1980s to the early
2000s, Friedman's position was dominant not only in academia, but also in the business world.” The Chi-
cago School provided the theoretical framework for these changes, during which economists, lawyers,
and others attempted to model human behavior in terms of rational actors seeking to maximize their
own utility. An argument for shareholder primacy over all other types of investors (i.e., over the corpo-
ration’s other stakeholders) was that shareholders were uniquely situated to represent other stakeholders’
interests and maximize them as well.

What the Data Show About the Impact of Shareholder Primacy

But these two rationales in favor of shareholder primacy are, of course, also mutually contradictory. If
shareholders are rational actors, according to the Chicago School, then they are going to maximize their
own utility, not that of other stakeholders. Perhaps shareholders should understand their own utility in
terms of the rest of the corporation—and its other investors/stakeholders—doing well. The data show,
however, that they do not.

For example, evidence compiled by Harvard's Anna Stansbury and Professor Lawrence Summers demon-
strates that, since the rise of shareholder primacy, shareholders have received corporate profits at the
expense of workers. In fact, since the rise of shareholder primacy, Stansbury and Summers write, the
“decline in worker power is big enough to explain the entire decline in the labor share of income in the
United States over the past four decades.” Industries with the largest increases in corporate profitabil-
ity—and payments to shareholders—were the ones with the largest decline in both worker power and
workers’ share of corporate profits. The authors argue that these decreases in workers’ power and share
of corporate profits have also driven one of the significant puzzles of the economy since the 1980s: low
unemployment without inflation.
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Additional descriptions map other paths of power transfer to shareholders at the expense of fellow stake-
holders. An increase in monopolistic, or similar monopsonistic, concentration over the same time peri-
od has increased both shareholders’ profits and corporate control over workers. The US Supreme Court’s
Citizens United decision, and other related cases, increased corporations, and their shareholders, po-
litical power over government policy through lifting limits on political contributions. Growing wealth
inequality across society primarily benefits the top 1 percent of households who own more than half of
US stocks, magnifying their power to extract profits from corporations, as well as their gains from tax
policies that better insulate the transfer of that wealth.

Where Do These Results Leave Corporate Purpose?

Corporate purpose, as a motivation and unifying reason for investment from all of a corporation’s stake-
holders, thus sufters. As Oxford professor Colin Mayer has written, “shareholder value is an outcome,
not an objective. It should not drive corporate policy but be treated as a product of it.”

The traditional Chicago School’s vision of human nature as always rational has been challenged by be-
havioral economics’ rediscovery of human beings as more complicated creatures, motivated by things
beyond money. Similarly, we remember again now that corporate purpose has to work for more of the
corporation—and the rest of its investors/stakeholders—for them to stay a part of the corporate bargain.
If a corporation is a team production, the team needs to understand why it is showing up and playing. If
a corporation wants the best from its players, it needs to invest in them and inspire them to unite around
its vision. Effective leaders need to explain how the corporation’s victory is its players’ victory, too.

Fifty years ago, Friedman compellingly presented his argument for shareholder primacy. But its mani-
festation over time threatens to leave behind our teams. As currently implemented, shareholder primacy
threatens the unifying vision that allowed us once to build the cathedrals of their day, and to believe in
such missions. We are losing our workers’ engagement, and replacing it with an economy driven by fear.
Tying health care coverage to employment during a pandemic further disadvantages businesses that do
try to help employees, and it reveals the starkness of accumulated power difterentials harming our work-
ers. As Mr. Marc Benioft, chief executive of Salestorce, summarizes: “[L]ook where the obsession with
maximizing profits for shareholders has brought us: terrible economic, racial and health inequalities; [as
well as] the catastrophe of climate change.”

In theory, the 2019 Business Roundtable Statement demoting shareholder primacy, and describing cor-
porate purpose as “a fundamental commitment to all of our stakeholders,” is a good start to rethink the
direction in which we are headed. Recent work by Professor Lucian Bebchuk and Mr. Roberto Tallarita
asks why, however, if corporations were serious about these changes, they did not bring them more of-
ten to their governing boards. Professor Tyler Wry’s work further suggests that Covid-19 is testing the
resolve of the companies that signed the Statement. Since the economic impacts of Covid-19 began, its
signatories have paid out 20 percent more capital to shareholders than similar companies, and signato-
ry companies have been almost 20 percent more likely to announce layofts or worker furloughs. Given
management incentive systems in place, the Statement's aspirations do not seem to be penetrating into
the behavior of signatory corporations.

As another essay by Bebchuk, Tallarita, and Mr. Kobi Kastiel examining the efficacy of stakeholder con-
stituency statutes in this ProMarket series concludes, there should be “substantial doubt [about]... re-
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lying on the discretion of corporate leaders, as stakeholderism advocates, to address concerns about the
adverse effects of corporations on their stakeholders.”

A Call for Reforming Corporate Purpose and Incentives to Achieve the Most from Our Organi-
zations

It is in moments of crisis that employees and other stakeholders will remember what corporations do.
These are the moments in which having a higher, unifying purpose, and ensuring that incentives through-
out the corporation are in line with that purpose, are most important. Such moments are when we decide
who we want to be. Starting now, corporations could use their teams to build their own metaphorical
cathedrals by acting in accordance with their ethical values. We should return to corporate purpose that
inspires continued investment from all of our stakeholders, and not elevate shareholders solely above
others. I acknowledge that balancing tradeofts amongst stakeholders is hard, but that is part of why we
have corporate boards. And perhaps those boards should be, as Professor John Coffee, Jr. suggests, diver-
sified to attain these goals.

[ close with Friedman's own words about businesspeople’s decision-making. As he wrote: “I have been
impressed time and again by the schizophrenic character of many businessmen. They are capable of being
extremely far-sighted and clearheaded in matters that are internal to their businesses. They are incredi-
bly short-sighted and muddle-headed in matters that are outside their businesses but affect the possible
survival of business in general.”

Friedman may have aptly identified the problem, but we have misunderstood the solution. If the goal is
to ensure “the possible survival”—indeed, the flourishing—“of business in general,” the solution is to en-
courage commitments from all those who contribute to its success. We can change our ways, and we can
do something both ethically and strategically better than the past fifty years.

J.S. Nelson teaches at Villanova Law School, with an appointment (by courtesy) in
Villanova s Business School, and serves as a Senior Fellow with the Zicklin Center for
Business Ethics Research at Univ. of Pennsylvania’s Wharton School. Her forthcom-
ing book with the late Lynn Stout and the Oxford University Press is Business Ethics:
What Everyone Needs to Know.
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It Is Time to Move on From Friedman’s
View of the Corporation

By Stefano Zamagni

The anti-CSR position defended by Friedman would be acceptable only under conditions that have nev-
er been met by any real-world economy. Furthermore, the notion of the firm as a nexus of contracts is
theoretically groundless and legally contradictory.

In his seminal book Capitalism and Freedom (1962), Milton Friedman considered corporate social
responsibility a serious threat to the survival of the capitalist system itself. “Few trends could so thor-
oughly undermine the very foundations of our free society as the acceptance by corporate officials of a
social responsibility other than to make as much money for their stockholders as possible,” he wrote.

The argument was subsequently reiterated in Friedman's famous 1970 piece in the NYT, under the sug-
gestive headline The Social Responsibility of Business is to Increase Its Profits. There, he wrote:

“The short-sightedness is also exemplified in speeches by businessmen on social responsi-
bility ... Here, as with price and wage controls, businessmen seem to me to reveal a suicidal
impulse ... There is one and only one social responsibility of business—to use its resources
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and engage in activities designed to increase its profits so long as it stays within the rules
of the game, which is to say, engages in open and free competition without deception and
fraud. Corporations do not have responsibilities. Only executives do and their responsibility
as agents of their owners is to maximize returns.”’

The argument is seemingly persuasive, but does it stand? I limit myself to focusing on two specific points.
First, the anti-CSR position defended by Friedman would be acceptable if all markets were perfectly com-
petitive (it is not sufficient to say competitive); if income distribution was equitable in the minimal sense,
whereby everyone is permitted to play the market game; and if no endogenous changes in the preferenc-
es of agents occur.

As economic textbooks inform us, under such conditions—none of which has ever been met by any re-
al-world economy—the economy will reach a competitive equilibrium, where the notion of corporate
responsibility would make no sense at all. However, in an economy of this kind, no profits are made, as
Leon Walras first demonstrated back in 1874. So, in order to substantiate his thesis on logical grounds,
Friedman has to assume conditions under which, if met, businesses would make no profits at all. A really
disturbing paradox indeed!

The second point touches on the substance of Friedman's argument. The early 1930s witnessed a great
debate over the nature and purpose of the public company—a form of enterprise born in America in the
19th century—characterized by the separation of the ownership of the company from its control. In 1932,
the Harvard Law Review published a lively debate between Adolf Berle and Merrick Dodd, where the
former strongly argued for the primacy of the shareholder, while Dodd argued against this, writing that
“The corporation was coming to be seen as an economic institution which has a social service as well as

a profit-making function” (italics added). In the end, Dodd’s position prevailed, and Berle acknowledged
his defeat.

Only in the early 1960s did we observe a return to Berle’s position. This occurred when Friedman (and
other scholars) advocated the contractarian view of the corporation, according to which the firm is a

mere nexus of contracts, a view first expressed by Ronald Coase in his pioneering 1937 essay The Nature
of the Firm.

The problem with this view of corporations is that the notion of the firm as a nexus of contracts is the-
oretically groundless and legally contradictory. It is a fact that the modern corporation is essentially a
public entity, since it has the power to impose its rules on those who operate within it and exercises real
power of influence outside of its boundaries, which means that the governance of a corporation is not
something that concerns only the shareholders. Yet the contractarian view proceeds on the premise that
the corporation is the product of a contract, i.e., of an agreement between private individuals.

If this were the case, it is obvious that the corporation would have a duty to meet the many contracting
parties expectations. But this is not true, since the modern corporation has become what it is in virtue
of the law, which is designed to safeguard the public interest. Indeed, the privileged position enjoyed by
the corporation derives from its legal personality granted by law, not the result of any contract between
the parties involved. In other words, the legal personality is not acquired by contractual means, but as a
result of a democratic process. Therefore, the claim that a corporation should maximize its profits for its
shareholders is devoid of legal meaning.
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This conclusion is reinforced by the following consideration. According to Michael Jensen’s and William
Meckling’s well-known theory of agency, taken for granted by the contractarian view, shareholders, as
the owners of the business, constitute the principal —whose aim is to make the largest profits possible—
while directors and/or executives are the agents, whose objective function is to maximize their own util-

1ty.

[s it true that the corporate manager is the agent of the shareholders? Legal doctrine and jurisprudence
have no doubts: no. Since the firm is a legal entity, it constitutes the principal in the agency relationship.
It follows that if the manager is the agent of the firm, conceived as an independent legal entity that owns
itself, they have the duty to maximize the firm’s objective function, and the latter includes the interests of
both the shareholders and the other stakeholders.

Basically, according to the contractarian view, the logical shortcomings of the corporation derive from
the acceptance of an assumption that is factually false, since the firm is not owned by the shareholder: it
owns itself. Shareholders own a share of the stocks of the corporation, based on a contract that they enter
into with the latter that entitles them to limited rights. The corporation is controlled by the board, which
is vested with all the discretionary powers necessary for such a purpose. Shareholders’ power consists of
removing or denouncing the directors (voice option) or selling their own shares (exit option).

The board, not the shareholders, is the principal and, according to the law, it is the duty of the board to
balance the interests of the various classes of stakeholders. This is why nowhere in the world is there a
law or set of rules of corporate governance imposing that the firm should maximize shareholder value.

In conclusion, it is unwisely reductionist to characterize the firm as a mere "nexus of contracts” between
different parties, attributing to it only one purpose: profit maximization as the only recognized metric of
business success. The firm can do much more—and better—than solely maximizing profits. The expand-
ing movement of ideas supporting the “profit-with-purpose corporations” project, such as the Benefit
and Social Purpose corporations that have been created in the US since 2010, is a clear testimony to that.
Perhaps the time has come to move on from the rhetoric of “"doing good by doing well” to one of “"doing

well by doing good.”

Stefano Zamagni is a Professor of Economics at the University of Bologna. He is also
an adjunct professor at Johns Hopkins SALS Europe. He has published studies on the
history of economic thought, economic epistemology, the relation between ethics and
economics, the economics of cooperation and the third sector, and civil economics, a
paradigm of [talian inspiration which places the common good at the center, overcom-
ing the libertarian individualism of mainstream economics.
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Shareholders Don’t Always Want to

Maximize Shareholder Value
By Oliver Hart

Oliver Hart, winner of the 2016 Nobel Prize for economics, reflects on how the world has changed since
Milton Friedman published his famous essay on the social responsibility of corporations.

Editor’s Note: The following is based on a talk Oliver Hart gave during the Stigler Center s 2020 Polit-
ical Economy of Finance conference.

Let me start by saying that Friedman’s article obviously has had a huge impact. I think there are some
things in it that stand up very well 50 years later, others a bit less so.

[ agree with Friedman that most companies are set up to act on behalf of shareholders—shareholders
have the votes, so I agree with him about that. I don’t agree with him that it follows that companies should
maximize profits or shareholder value. Why do I think that? Well, because shareholders may themselves
not be interested just in the bottom line.

My view is that companies should find out what shareholders want and should pursue that goal, and that
is not always value maximization. It's not even always long-run value maximization.

Let’s take an example: climate change. In an ideal world, national governments would get together and
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agree on a carbon tax, and most economists think that's the way to deal with climate change: you would
have a worldwide carbon tax. Were very, very far away from that.

Given that there are national and international political failures, what should people do? What can they
do? Well, individuals care about the environment. They don't just spend all their time trying to improve
political decisions: they do things on their own. Individuals might install solar panels, or they might buy
electric cars. If individuals are willing to do things on their own behalf because governments have failed
to do things, then why wouldn't they want the companies they own to also do things?

Just think about reducing your carbon footprint. I've given you examples of how an individual can do
that, but those examples are sort of small potatoes. It can be much more effective for companies to re-
duce their carbon footprint, rather than have individuals do it.

This is where I think Friedman didn’t get it right, because there are some social activities in which com-
panies have a comparative advantage relative to individuals, given that governments aren't getting things

fully right.

An example I think Friedman was right about was charitable contributions. This is a famous example.
[ don't think companies have a comparative advantage in giving to charity. It would be much better for
them to take the money they would have given to charity, hand it to shareholders, and let each share-
holder decide how much to give to his or her favorite charity.

But when it comes to things like the carbon footprint, companies are actually in a much better position
to help with climate change than individuals. And if you ask the individual shareholders: Would you be
willing to give up some profit, some money, some long-run shareholder value, and in return, your com-
pany will become greener? Many shareholders, the very same ones who install solar panels or buy elec-
tric cars, might well say “yes.” And in that case, if a majority feels that way, I think the company should
do the green thing.

By the way, it'’s not just shareholders who may be willing to give up money for companies to do socially
responsible things. It may also be consumers and workers.

Let me now turn to what mechanisms are available for influencing companies. If you accept, like me, that
companies shouldn’t necessarily ignore social responsibility, then how can people influence them? There
are two main mechanisms: exit or voice (to use Hirschman's terminology).

What is exit? Exit refers to things like shareholders divesting from companies, or consumers boycotting
their product, or workers refusing to work for “dirty” companies. Examples of voice are shareholders us-
ing their votes, or other ways, to engage with management and force company change.

In a recent paper with Eleonora Broccardo and Luigi Zingales, we compare exit and voice theoretically,
and we find that voice is surprisingly good relative to exit.

Let me try to explain why: Consider a company that could spend $100 to become greener, and that would
improve the environment by $120. So the value of being greener to the world is $120, and it costs the
company $100 to do it. Economists would say: Well, that's a good thing for the company to do.
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Now, imagine that shareholders were asked to vote on whether the company should do that. And let’s
suppose theyre very well-diversified, so they've invested in lots of companies and each shareholder
owns just a very little piece of this company. When theyre considering which way to vote, they'll think
to themselves: Well, ift my company becomes greener, they have to pay $100, so profits will go down by
$100, the share price will go down in total by $100. But as a very small shareholder, the capital loss I will
experience will be extremely small. It'll be my share of that $100, and that’s going to be almost nothing,
a cent or something.

On the other hand, when I think about the impact of this change, if I vote for it and if it goes through,
then it'’s going to hurt shareholders as a whole by $100, but it’s going to improve the world by $120. So if
[ put on my social hat, that's plus $20. So what will I do if I'm socially responsible? We model this in our
paper. What will the shareholder do? He or she will put 100 percent weight on their capital loss and some
weight on this plus $20. Because the capital loss is negligible, since they have a negligible shareholding
in the company, even though theyre putting 100 percent weight on that, it’s actually the other stuft that’s
going to dominate. The weight they put on that plus $20, even if it's a small weight, that’s going to beat
the one-cent capital loss that they experienced. So they're actually going to vote for installing the clean
technology, for saving the environment. Theyre going to do the socially correct thing.

This turns out to actually be our general result for the case where everyone’s very well diversified. It
wouldn’t be true if we had a large shareholder for whom the capital loss might loom much larger. So that’s
why voice actually does surprisingly well.

Now, we compare that strategy of trying to change what the company does to the indirect exit strategy.
Let’s stick with shareholders and consider their exit strategy, which would be to divest: if you're a share-
holder who would like your company to be greener, what you do is you say, "I don't like this company,
I'm going to sell my shares, I'm going to get out. Thats how I'm going to show my disapproval of what
theyre doing right now.”

That is a very indirect mechanism for achieving change, because the way it works is that you divest, and
maybe some other people like you divest, and the share price goes down, and the idea would be that the
company doesn't like a lower share price so it might respond. If it goes down enough, the company will
say, Oh, this isn't good.” And we've heard CEOs are often paid according to share prices, so they might
say, Perhaps we should carry out this investment, become green, and that's the way to get the share price
up again.

The problem with that is that even though some people might be willing to divest because they feel very
strongly about it, other people who are either purely selfish or only slightly socially responsible might
think, “Wow, these prices going down. This is a bargain. Now I can make money, large amounts of mon-
ey, by buying these discounted shares,” They'll do that and drive the price up again. So the price effect
from divestment can be really quite small.

The point I would like to get across is there’s a very different calculation in the vote, where you have this
negligible capital loss, and youre comparing that with the social impact, and the calculation of an inves-
tor who has the opportunity to buy discounted shares and make money. That person has to be very so-
cially responsible not to do that, whereas in the vote you only have to be slightly socially responsible to
vote green.
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I'd recommend reading the paper, because theres a little more to our analysis than what I'm saying, but
this the broad outline.

What does one make of these results? What does one conclude? One conclusion is that a lot of govern-
ment policy and regulation seems to be pushing in the wrong direction. If you look at the SEC policy
over the years, it has been to make voice much more difhicult. It's made it much harder for shareholders

to express their views.

If you take our analysis seriously, you would say that's really the wrong way to go. You should be trying
to make the expression of shareholder views easier. Just to mention a very recent example which many
people will be aware of, the US Labor Department is planning to make it impossible for people running
private pension funds to take ESG factors into account, regardless of what the people investing their
money with them might want. The pension fund managers apparently can’t even consult the investors
about what they would like. Instead, according to this Labor Department proposal, they must focus 100
percent on shareholder value. That just seems to me to make no sense at all.

The world has changed in the last 50 years in many, many ways. Certainly, environmental concerns have
become more serious and more salient, relative to the time when Friedman published his article. But an-
other thing that has changed, I think, is that we've understood the limitations of some of his arguments.

Oliver Hart is currently the Lewis P. and Linda L. Geyser University Professor at Har-
vard University, where he has taught since 1993. He is the 2016 co-recipient of the
Sveriges Riksbank Prize in Economic Sciences in Memory of Alfred Nobel, a Fellow
of the Econometric Society, the American Academy of Arts and Sciences, the British
Academy, and the American Finance Association, a member of the National Academy
of Sciences, a Distinguished Fellow of the American Economic Association, and has
several honorary degrees.
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Serving Shareholders Doesn’t Mean
Putting Profit Above All Else

By Oliver Hart, Luigi Zingales

The time has come for companies, economists, and society to abandon the argument that the only re-
sponsibility of business is to maximize profits.

Editor s note: This article was first published on HBR.org and in ProMarket in October 2017,

s the only responsibility of business to maximize profits, as Milton Friedman famously argued in 19707
Many scholars and business people have criticized this idea on the grounds that companies should ca-
ter to employees and the community, not just to shareholders. But the law seems to support sharehold-
er primacy: Under Delaware law, which controls the vast majority of corporate America, directors are

elected by shareholders, and, according to Leo Strine Jr., a Delaware judge, directors owe their loyalty to
those who elect them.
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In a recent paper we offer a different perspective, one that we believe is perfectly consistent with the fi-
duciary duties of corporate directors: Companies should maximize shareholder welfare, not value.

Our starting point is that shareholders care about more than just money. Many shareholders pay more
for fair-trade coftee, or buy electric cars rather than cheaper gas guzzlers, because, using the current eco-
nomic lingo, they are prosocial. They care, at least to some degree, about the health of society at large.
Why would they not want the companies they invest in to behave similarly?

This intuition is borne out by recent shareholder behavior. Until a few years ago corporate managers heard
only two complaints from institutional investors: that executive pay was excessive and that the company
had an insufficient number of independent directors. Not anymore. The new mantra, especially in Eu-
rope, is ESG: Companies should care about the environmental and social impact of their investments. In
fact, research has shown that the majority of shareholder proposals in the U.S. now concern ESG.

Friedman acknowledged that shareholders might have ethical concerns, but he implicitly assumed that
a company's profit and social objectives are separable. This is true for the example he used in his article:
corporate charity. One dollar donated by the corporation is not worth more than one dollar donated by
shareholders. Why should corporate boards decide about charitable giving when they can distribute the
profits to be donated as dividends and let the shareholders decide directly?

We agree with Friedman on this point. But we are interested in situations where profit and social conse-
quences are inextricably connected. Think about the shareholders of a company such as Walmart, who
are concerned about mass killings in the United States. Walmart's ability to restrict the sale of high-ca-
pacity magazines or assault rifles in its stores would be more effective than if it took the extra profits from
those sales, returned them to shareholders, and let shareholders donate to gun control advocacy.

Therefore, if investors have some objectives other than money, there is no reason why a company’s board
should ignore them and pursue only profit maximization. The fiduciary duty a board has to a company’s
shareholders is to maximize their welfare, not just the value of their pocketbook. This raises an import-
ant question: How can a board do that?

Can Boards Incorporate Shareholder Welfare?

It may seem an impossible task: Should a board stop before every decision and poll its shareholders? The
answer is no. In all representative democracies most decisions are delegated to representatives, who are
elected on the basis of their stated preferences about important social issues. Shareholders elect directors
to pursue their interests, which can include nonmonetary considerations.

Occasionally, on very important matters the citizens are polled directly, through a referendum. We pro-
pose the same for companies. On decisions with major social consequences, referenda should be used to
elicit shareholders’ preferences.

If shareholders care only about money, the system will produce the same result that we observe today.

But if many shareholders do have social objectives, as both data and intuition suggest, the system will
allow them to achieve these objectives and increase their utility.
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One concern is that adding social dimensions will overwhelm investors. How many elections and refer-
enda should an investor follow every year? Can they keep up with a company’s social impact as well as
its financial performance? But this problem could be solved through the formation of mutual fund com-
panies specializing in voting on certain issues.

Following up on our earlier example, imagine a “curb assault weapon” index fund. It would be identical
in every respect to other mutual funds, buying and selling the same basket of stocks, with the exception
that it would vote against any sale of assault weapons and ammunition to ordinary citizens. (Such a fund
might also stipulate that the fund would sell the stock if other shareholders voted to allow gun sales, but
this is not strictly necessary for the index fund idea to put positive social pressure on companies.) Is-
sue-oriented index funds would eliminate cognitive overload for investors and would not be more ex-
pensive than a standard index fund, which has to pay a proxy adviser to direct it in how to vote. Prosocial
investors would rush to buy such a product, ensuring its success in the marketplace.

In fact, the idea is so simple that one might wonder why we do not already see such products. We think
that the answer can be found in existing proxy access rules, which make it dithcult for moral issues to be
put up for a shareholder vote. If these rules were eased, we would expect this kind of ethical fund to arise.

Does It Matter?

To a casual observer, the difference between shareholder welfare and shareholder value might seem small.
Yet it is on the basis of the shareholder value principle that corporate boards and courts of law reject the
ability of shareholders to influence corporate policy on social issues that shareholders care about.

Friedman’s rule has had a big impact on the way companies are managed. The figure below shows the
percentage of Dow Jones Index companies that mention value maximization as an objective in different
decades. It has dramatically increased in the last three decades.

The Rise of Shareholder Primacy 'The impact extends to asset management companies. Pension
Percentage of Dow Jones Index companies funds, foundation endowments, and university endowments have
DARETHDE NN YRS Maximissn been run on the basis of Friedman's separation principle: Maximize
as an objective in their annual report: .

the wealth of investors, and let shareholders use the proceeds to
achieve their goals. Thus it is not unusual to have peace-promot-
ing foundations investing in arms-producing companies, environ-
mental foundations investing in repeated polluters, or law school
endowments investing in companies that regularly pay bribes. At
60 most, there is some mild attempt to divest from these “tainted”

companies, but changing their behavior has taken a back seat to
40 financial gain.

100%

There is no doubt that foundations and university endowments
have social objectives other than maximizing return. Why should
they leave those objectives out of the boardrooms? Moving from

e
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YEAk 7 shareholder value maximization to shareholder welfare maximi-
- o zation may be a small step for theory, but it could trigger a leap
SOURCE COMPANIES SHOULD MAXIMIZE
SHAREHOLDER WELFARE NOT MARKET VALUE,” : :
SUARERRICOER WELEARE NOT ARSI VALUE forward in the way our corporations are run.
EUROPEAN CORPORATE GOVERNANCE
INSTITUTE WORKING PAPER, 2017 C HBR.ORG
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Some may object that our proposal is antidemocratic. Social goals, the argument goes, should be left to
the political system, where every vote is treated equally. If we allow shareholders to vote on social issues
involving their companies, the vote of wealthy people will count more.

We are sympathetic to this concern, but in our view it is misplaced. The same could be said of sustainable
consumerism, where the purchases of richer people “count” more in dollar terms. Moreover, our propos-
al would make corporations more democratic, not less, by elevating the social concerns of the millions of
present and future pensioners. Finally, by restricting shareholder concerns to pure profit, were not sim-
ply leaving values to the realm of politics; in practice, were often declining to consider those values at all.

In recent decades, companies have grown to rival governments in size: 69 of the largest 100 entities in the
world by revenues are corporations. Entire industries are dominated by a handful of players, sometimes
by a single one. In this world, many of the corporate choices, like the one to sell high-capacity guns, have
social consequences that are not limited to economics. Yet the legitimate owners of companies are pre-
vented from intervening to choose the social consequences they prefer. Until now these restrictions had
found a justification in Friedman’s argument. Our work highlights how this justification is based on an
implicit assumption, but is unlikely to hold in practice. The time has come for companies, economists,

and society to abandon it.
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Market Forces Already Address
ESG Issues and the Issues Raised
by Stakeholder Capitalism

By rugene F. I'ama

When do market forces push firms toward stakeholder goals, rather than just shareholder goals? When
do market forces push firms toward ESG goals? When are political solutions to such issues warranted?
Eugene I Fama, winner of the 2013 Nobel Prize for economics, offers thoughts and references to relat-
ed work.

Stakeholders versus Shareholders
here is currently much discussion of stakeholder capitalism, the proposition that firms should be run
in the interests of all their stakeholders, including workers, and various types of securityholders, and

not just shareholders.

My theme' is that contract structures—the contracts negotiated among a firm's stakeholders—address
stakeholder interests. Contract structures are an important ingredient in the survival of firms. In a com-

1 Thanks to Oliver Hart And Luigi Zingales for helpful comments.
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petitive environment, firms have incentives to negotiate contracts that allow them to deliver the prod-
ucts demanded by customers at the lowest cost. This survival competition benefits consumers, and with
freely negotiated contracts, it benefits stakeholders.

[ focus on internal stakeholders. A firm’s suppliers might be included among its stakeholders, but suppli-
er interests are covered by suppliers. A firm’s customers might be included among its stakeholders, but
in a competitive environment, satisfying customers is a first-order survival consideration for firms. If the
firm is a monopsonist or a monopolist, however, these conclusions might change.

Stakeholder capitalism is not a new concept. It can be viewed as an application of the Coase Theorem.
In a world where contracts are costlessly written and enforced, the optimal decision rule for a firm is to
maximize the combined wealth of its internal stakeholders. Contracts can then be used to split the wealth
among stakeholders.

Note that I take the goal to be max wealth for internal stakeholders rather than max welfare. In my view,
the divergent tastes of stakeholders for different dimensions of welfare mean that a more general max
welfare rule is subject to contract costs that typically make it an inefhicient decision rule. This is a central
issue I will discuss in detail.

When contracts are not costlessly written and enforced, contract costs can explain how max shareholder
wealth can displace max stakeholder wealth as a firm’s optimal decision rule. In a competitive environ-
ment, the survival of firms requires that they cover their costs, including contract costs. If all stakeholders
have rights to influence the firm’s decisions, they are unlikely to agree about which decisions maximize
combined wealth, and they are unlikely to agree about how combined wealth is split among stakehold-
ers. In short, contract costs are likely to be high.

Building on Jensen and Meckling (1976) and Fama and Jensen (1983a, 1983b), Fama (1990) argues that
the common solution to this contract cost problem is a contract structure in which almost all stakehold-
ers negotiate fixed payofts (basically, forms of debt), and shareholders bear the residual risk of net cash-
flows —revenues minus costs. ('This is why shareholders are called residual risk bearers.) In exchange for
fixed payoft contracts for other stakeholders, shareholders get most of the rights with respect to decisions
that affect net cashflows. Given the contrast costs of more complicated multidimensional decision rules
(like max shareholder welfare), the optimal decision rule is max shareholder wealth.

Fixed payoft contracts for other stakeholders do not mean the promised payofis are riskless. Fixed pay-
offs of all types are negotiated to reflect their risks much in the way debt securities (bonds) are priced to
reflect the risks of their fixed promised payofs.

Fixed payoft contracts have details that vary from one group of stakeholders to another. To a large ex-
tent, the details center on controlling the risks of fixed payofts, how payoft risks will be monitored, and
what happens if promised payofts are not met. Since contracts are not costlessly written and enforced,
this doesn't rule out opportunistic behavior by shareholders. But the possibility of opportunist behavior
is a dimension of default risk that should be reflected in the size of fixed promised payofts. Thus, contract
costs permitting, shareholders have incentives to write contracts that limit their opportunistic behavior.

Another discipline comes from contract renegotiation. Fixed payofl contracts are often subject to peri-
odic (for example, annual) negotiation. The prospect of renegotiation limits opportunistic behavior since
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it is likely to be penalized by higher fixed payofls in future contracts. Fama (1980) calls this “ex post set-
tling up.”

The bottom line is that with freedom to contract, the contract structures we observe are bottom-up com-
petitive solutions to the problem of maximizing stakeholder welfare in a world where contracts are not
costlessly written and enforced. For most firms, the winning contract structure involves fixed promised
payofts for most stakeholders, with residual risk largely borne by shareholders, who as a result have most

of the decision rights. There are, however, difterences in the details for different types of organizations
(discussed in Fama and Jensen 1983a, 1983b).

The competition among contract structures to deliver the products demanded by customers at the lowest
cost is ongoing. My preference is to let competition produce adaptations, rather than impose top-down
changes with catchy names like stakeholder capitalism that are likely rife with unintended consequences.

ESG (Environmental, Social, and Governance)

The G (governance) in ESG is easy to address. A firm’s governance structure is part of its contract struc-
ture. In a competitive environment, the firm has incentives to choose a governance structure that contrib-
utes to allowing it to deliver products demanded by customers at the lowest cost. This issue is discussed
in Fama and Jensen (1983a, 1983b). Constraints on governance choices (for example, laws that specify
the racial or gender mix of boards of directors) are likely to introduce inefliciencies that, if forced on all
producers, are in the end paid for by consumers.

E&S (environmental and social) issues are more complicated. If environmental and social goals enter
consumer utility functions, they provide incentives for firms to provide products that lean toward these
goals. For example, if many consumers prefer the more expensive meat of free-range chickens and cows
to the meat of their caged brethren, firms will provide free-range meat without Government incentives.
Consumers vote via their purchase decisions, and the economy produces the right amount of free-range
meat. In this way, markets provide solutions to some E&S problems.

Asset markets can help accommodate E&S issues. Most asset pricing models assume investors are only
concerned with the wealth generated by their investments. Fama and French (2007) present a model in
which investors also have tastes for assets as consumption goods. The tastes might include E&S actions
by the firms in which they invest. In 2007, E&S considerations, labelled socially responsible investing,
started to show up in the asset management industry. There is now a wide range of E&S investment prod-
ucts.

On the asset pricing side, what are the costs and benefits to firms in choosing products and production
techniques oriented toward E&S goals? If some investors value the E&S actions of firms, then given net
cashflows, a switch from indifference to E&S virtue is rewarded via higher share prices, which imply low-
er expected returns and costs of capital. Lower costs of capital help firms in the competition for survival.
But adopting E&S goals is also likely to raise production costs, which leans against the benefit of lower
costs of capital. Note also that lower costs of capital for E&S accredited firms mean that for E&S inves-
tors, virtue is its own reward since investors get lower expected returns from the shares of virtuous firms.

Accommodating E&S issues is a step toward a more general decision rule, which is max shareholder
welfare, not just max shareholder wealth. Unlike wealth, welfare has multiple dimensions, and tastes for
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different dimensions are likely to vary across shareholders. Even if all a firm’s investors agree that more
is better than less (or vice versa) on different dimensions, they are unlikely to agree on tradeofis.

For example, an E&S virtuous firm may commit to transfer half of annual profits that would otherwise
accrue to shareholders to outside groups that fight for E&S issues. For some investors with tastes for E&S
actions, 50 percent may be too much, and for others it is too little. There is also likely to be disagreement
on how the 50 percent is split among different E and different S actions.

How to resolve this problem? Hart and Zingales (2017) argue that since shareholders have the decision
rights, a shareholder vote is a possibility. But choosing the specifics of a question may itself be a difhcult
problem. Moreover, a vote implies winners and losers, and the possibility of unexpected actions that may
violate the E&S tastes of some investors is likely to make investors less willing to bear the costs of E&S
commitments by firms.

This discussion takes us back to the initial discussion of how contract costs affect the contract structures
of firms. The conclusion there is that the costs of writing and enforcing contracts among stakeholders
with divergent tastes and interests typically lead to a contract structure in which most stakeholders have
fixed promised payofts, and residual risk is largely borne by shareholders, who as a result get most deci-
sion rights. Pulling the curtains aside, the ESG movement argues that the resulting decision rule should
be max shareholder welfare, not max shareholder wealth. But that puts us in the quagmire of satistying
the divergent tastes and interests of different shareholders—a multiple dimension problem that implies
high contracting costs. The max shareholder wealth rule is a single dimension alternative with low con-
tract costs relative to max shareholder welfare.

ESG and Externalities

One impetus for the ESG movement is the judgment that the actions of firms produce externalities that
are ignored by the max shareholder wealth rule.

For example, suppose there are two ways to produce a product. The cheap way produces pollution that
costs the firm nothing. The expensive way controls pollution but at some cost to the firm. If consumers
are indifferent to pollution, dirty producers drive out clean producers (Shleifer 2004). But if some con-
sumers value less pollution, or can be convinced by E&S arguments to value less pollution, they can vote
for less by paying more for the version of the product produced cleanly at higher cost. The end result is
the mix of clean and dirty products that consumers vote for with their purchases. It seems that a market
solution to this ESG problem works—but not necessarily and probably only partially.

Thus, suppose all consumers care about pollution, and dirty producers ofter the same products as clean
producers but at lower prices. Despite their distaste for pollution, some consumers are likely to choose
the products of dirty producers because they perceive that their individual choices have little eftect on
the amount of pollution. In other words, there is a coordination problem: everybody would pay more for
the products of clean producers if they could be convinced that other consumers would not cheat.

A potential solution is to use the democratic process to control dirty production via regulation. But the
Government-imposed solution is not likely to be optimal since there are surely tradeofts of costs for ben-
efits that change with the amount of pollution, and the tradeofts change with the evolution of production
technology. In the end, imperfect though it may be, E&S activism to shape the tastes of consumers and
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investors may be a more eftective route than regulation.

The coordination problem discussed above is a type of externality. In general, externalities pose problems
that are not amenable to complete solutions from individual firms. For example, putting aside coordi-
nation problems (consumer cheating), suppose all consumers value and are willing to pay for less pol-
lution, but all consumers don't buy all products. (For example, most men don't buy lipstick.) In making
their pollution decisions, firms weigh benefits to them versus costs to them of producing with less pol-
lution. But this likely means they ignore the benefits of less pollution to consumers who don’t buy their
products.

It is difhicult to find activities free of externalities. For example, candy bars and sugared drinks are po-
tentially toxic for consumers with a tendency towards diabetes. One might argue that personal freedom
demands that such consumers eat and drink what they please since they bear the costs and benefits. But
they don't bear all the costs if their health care is in part paid for by other people through higher premi-
ums for health insurance or socialized healthcare. Smoking and hard drugs are similar examples.

When pressured, the political process might address such externalities, but the solution is likely to be
clumsy. Activism that induces consumers and investors to value E&S friendly products may be a better
(though imperfect) alternative. On the plus side, activism that affects the behavior of consumers and in-
vestors is a market-oriented approach that may adjust more flexibly to unpredicted negative outcomes
than political solutions.

ESG activism is likely to accomplish more by working through consumer tastes than by working through
investor tastes. Each consumer can react to each ESG action with respect to a specific product according
to her/his tastes. But an investor is committed to the set of ESG actions of a firm during the period a se-
curity is held. Given the divergent tastes of investors, commitment to the somewhat unpredictable ESG
actions of firms looks like a black box with uncertain welfare payofts. This is likely even when investors
are committed to ESG goals, but to different degrees and with different tradeofts among the multiple di-
mensions of E, S, and G. The result is likely to be limited participation in ESG investment, even by in-
vestors committed to ESG action. For most investors, the single dimension max shareholder value rule
is likely to be more attractive.

Conclusions

My general argument is that market forces address the issues raised by the stakeholder capitalism and
ESG movements. Market solutions are not perfect, especially in the presence of externalities, but no solu-
tions are perfect when contracts are not costlessly written and enforced.
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The Purpose of Business is to Solve

Problems of Society, Not to Cause Them
By Colin Mayer, Leo E. Strine, Jr. , Jaap Winter

Claims that a stakeholder-focused system of corporate governance cannot succeed in the US are perverse
because they take as given that corporations in the US ought to operate in the antediluvian framework

Friedman preferred rather than within the enlightened one associated with the New Deal and high-per-
forming economies in Germany and Scandinavia.

Fifty years ago, Milton Friedman said that the social responsibility of business is to increase its prof-
its.'"He was wrong, and the consequences of the mistaken thesis have been mounting environmental
and social problems around the world. Remedying this mistake requires that environmental and social

policies be combined with changes to corporate law that place corporate purpose beyond profit at its
heart.

According to Friedman's doctrine, directors of a company have a duty to do what is in the interests of
their masters, their shareholders: to make as much profit as possible. Those who supported Friedman’s
stockholder focused view of the corporate world now claim that a different approach—one that embrac-

1 Milton Friedman (1970), “A Friedman Doctrine: The Social Responsibility of Business is to Increase its Profits”, New York Times, 13 September.
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es the notion that corporations that exist only by right of society have a corresponding duty to treat all
their stakeholders with respect and be responsible citizens—cannot work.

This claim is perverse because it takes as given that corporations in the US ought to operate in the an-
tediluvian framework Friedman preferred rather than within the enlightened one associated with the
New Deal and that still exists in high-performing economies in Germany and Scandinavia. It fails to ac-
knowledge businesses own complicity in the erosion of that framework, as the very corporations that
embraced their pre-reform vision of the role of businesses led the way in undermining the values of the
New Deal that had previously acted to create greater economic security, equality, and fairness.

Unfortunately, some of our academic friends and colleagues are resisting a sensible rebalancing of the
American corporate governance system to take into account the profound change in power dynamics that
has resulted from the influence of Friedman and his anti-New Deal acolytes. That influence has marked-
ly increased the power of the stock market and institutional investors over corporations and diminished
the protections for other stakeholders.

This has left American corporate managers with far less room to balance all interests, to treat workers
fairly and accord them with their prior share of productivity and profit gains. It has encouraged busi-
nesses to take shortcuts resulting in serious harm to consumers, the environment, and society generally.
Not only that, it has left American corporations, even after a decade of recovery and massive tax cuts,
running on fumes, with imprudent balance sheets, risky supply chains, and an inability to weather the
pandemic with resilience.

In the face of this, respected thinkers like Professor Lucian Bebchuk argue that a more stakeholder-fo-
cused system of corporate governance cannot succeed in the US.> We respectfully disagree. For start-
ers, Bebchuk et al. ignore the fact that the US, together with the United Kingdom, is actually an outlier
among the most productive, advanced, democratic market nations in terms of its stockholder-focused
corporate governance. The stakeholder-focused system he says cannot function efficiently and effectively
is actually in place in Germany, Scandinavia, and throughout much of the OECD.

Professor Bebchuk is, of course, right that it is difhicult for corporations in the US now to operate in this
effective and more enlightened way.’ But that is in large measure because for too long we have followed
Friedman’s lead in making public corporations playthings of the stock market, and not imposing require-
ments on institutional investors to represent the real interests of their human investors in sustainable
growth, the fair treatment of workers, and the elimination of externalities that cost all investors in not
only slower economic growth, but also higher taxes and serious harm to human health and welfare.

We note that, although the singular pursuit of shareholder value may not have become as extreme in the
EU as in the US, nonetheless in many EU member states, a marked shift towards the shareholder-domi-
nated-governance model has occurred, even in states that formally would endorse a stakeholder approach.
In a recent study for the EU Commission on directors” duties and sustainable corporate governance, EY
concludes that over the period 1992-2018 there was a growing trend for publicly listed companies to fo-
cus on short-term benefits of shareholders rather than on the long-term interests of companies, and that
this had had a negative effect on long-term sustainable investment and company workers’ pay.*

2 “The Illusory Promise of Stakeholder Governance” by Lucian Bebchuk and Roberto Tallarita, SSRN, April 2020, forthcoming Cornell Law Review,
December 2020.

3 Lucian Bebchuk, Kobi Kastiel and Roberto Tallarita (2020), “For Whom Corporate Leaders Bargain”, Working Paper, August 19.

4  European Commission (2020), Study on Directors’ Duties and Sustainable Corporate Governance, July.
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Shareholder pay-outs have quadrupled from less than one percent of revenues in 1992 to almost four
percent in 2018, with a significant number of companies paying out more than 75 percent of net profits.
As an example, with its publicly proclaimed stakeholder model, the Netherlands is among the top three
dividend pay-out countries in the EU. In line with this, investors rejected a proposal in the Netherlands
this year to introduce an explicit duty of the board to ensure the corporation acts as a responsible corpo-
rate citizen on the presumption that investors would do the job of ensuring responsible behavior by cor-
porations. Again, societal responsibility of corporations is acceptable only so long as it is in the interests
of shareholders.

Commitments to a stakeholder approach in member states have primarily been in the form of work-
ers councils and systems of co-determination that were designed in the 1960s and 70s. Their ability to
protect workers has not been modified, in particular, to counteract the greater pressures exerted on EU
corporations by activist hedge funds and institutional investors focused on short-term profits. Further-
more, co-determination and worker consultation systems in the EU were not designed to address wider
concerns about social and natural capital that have risen to the fore recently. The European Commission
is currently considering what regulatory measures should be taken to promote a more sustainable cor-
porate governance framework in Europe.

What is required is a commitment to stakeholder governance that is matched with a supporting power
structure. That is what is lacking. Outside corporate law, that means restoring the spirit of the New Deal
and applying it to a 21st Century world by revitalizing the right to join a union and increasing worker
voice at all companies, updating minimum wage and worker safety laws, taking aggressive action to ad-
dress climate change, reinvigorating antitrust enforcement and consumer protection, and requiring large
corporations and institutional investors to disclose information about whether they are treating their
stakeholders and society with respect.

Within corporate law itself, the time has come for change to restore needed balance and focus corpora-
tions on the socially responsible, sustainable wealth creation. Right now, corporate law leaves it up to
directors and managers subject to potent stockholder power to give weight to their other stakeholders.
Corporations may have acommitment to purposes beyond profit and may treat stakeholders with respect,
but only if their powerful investors allow them to do so. Absent an effective mechanism for encouraging
adherence to the BRT statement and the system is stacked against those who attempt to do so. When the
chips are down, not many corporations turn to their purposes to support their stakeholders, because as
a practical matter of power dynamics, they cannot.

That is exactly the problem—the BRT signatories could propose purposes that support their stakeholders
as well as their shareholders, but they do not have to, or do so only in so far as they promote the success
of the corporation for the benefit of their shareholders. In other words, the interests of stakeholders are
at best derivative of those of shareholders.

What is needed is a uniform federal mandate requiring large corporations, say with revenue over $1
billion, to become PBCs under state law, such as under the leading version in Delaware, harnessing the
magic of federal and state cooperation in corporate governance that has made the American markets so
successful. External regulation detailing what corporations can and cannot do alone will never be able
to fill the responsibility void that has been created by making corporations only responsible for finan-
cial success in the interest of their shareholders, especially when supported by incentive structures that
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encourage executives to dismantle legal guardrails on corporate opportunism. Corporate law needs to
ensure that corporations and boards of directors rise to the challenge of developing profitable businesses
that contribute to solving society’s pressing challenges.

Colin Mayer is the Peter Moores Professor of Management Studies at the Said Busi-
ness School at the University of Oxford. He is a Fellow of the British Academy, the
Centre for Economic Policy Research and the European Corporate Governance In-
stitute, a Professorial Fellow of Wadham College, Oxford and an Honorary Fellow of
Oriel College, Oxford and St Anne s College, Oxford. He was appointed Commander
of the Order of the British Empire (CBE) in the 2017 New Year Honours. He leads the
British Academy enquiry into “the Future of the Corporation”.

Leo E. Strine, Jr., Michael L. Wachter Distinguished Fellow in Law and Policy at the
University of Pennsylvania Carey Law School; Ira M. Millstein Distinguished Senior
Fellow at the Ira M. Millstein Center for Global Markets and Corporate Ownership
at Columbia Law School; former Chief Justice and Chancellor of Delaware; Of Coun-
sel, Corporate Department at Wachtell, Lipton, Rosen & Katz. Mr. Strine speaks and
writes frequently on corporate and public law, particularly the impact of business on
society, and has been published in the Cornell Law Review, Duke Law Journal, Har-
vard Law Review, and Stanford Law Review, among many others.

Jaap Winter, Partner Phyleon Leadership and Governance, and Professor of Corpo-
rate Law, Governance and Behavior Vrije Universiteit Amsterdam, Former Chairman

of the EU High Level Group of Company Law Experts and former partner of De Brauw
Blackstone Westbroek.

68



\
@ }'
. &

Does a CEO Have a Duty to Lobby?

By Luigi Zingales

We need not only more disclosure, but also more work in alerting people in general (and students in
particular) about the distortive effects of lobbying and the extent to which it takes place.

Editor s note: This article was first published in April 2016.

CCTo petition the Government for a redress of grievances” is a right inscribed in the First Amendment of

the US Constitution. This right equally belongs to individuals, organizations, and corporations. Thus,
a CEO has the right to use corporate resources to petition the government for a redress of any grievance
her company might have. But does this right translate into an obligation? Does a CEO have a duty to lob-
by? Does this obligation follow from the shareholder value maximization principle, as Larry Fink seems
to suggest in the Davos debate reported here?

If we limit ourselves to describing what businesses do (what we call positive economics), then the answer
is obvious. Most CEOs lobby heavily. Not only do they do it, their main investors tell them to do so, as
confirmed here by Larry Fink, CEO of Blackrock and one of the largest institutional investors in the world.
They lobby not just to redress grievances, but to shape the rules of the game to their own advantage. Al-
phabet (Google) is not a regulated company (at least in the classical sense of the word), but it is one of the
companies spending the most on lobbying. Why? Not only to defend the right to use the massive data it
collects, but also to proactively shape the business environment in its favor. Whether one supports “net
neutrality” or opposes it, they have to agree that net neutrality greatly favors Google, which fears being

charged directly for the massive internet use it generates, while it penalizes telecom companies, which
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cannot price-discriminate to recover the fixed costs of the network they build. Not surprisingly, Google
lobbies very heavily in favor of net neutrality, while telecom companies lobby against it.

When economic giants fight among themselves, not only does the right to lobby fulfill a constitutional
right, it is also eflicient. This is what Nobel Prize winner (and late University of Chicago professor) Gary
Becker thought: competition among lobbies leads to efficient outcomes'. Yet, for this result to be true
two conditions need to be fulfilled. First, the difterent interests (or view points) should have equal abili-
ty to organize and finance their lobbying effort. As Mancur Olson (a Maryland economist who died too
young to win the Nobel Prize) wrote, dispersed interests face a bigger hurdle in getting organized?. Thus,
citizens interested in clean water have a harder time lobbying Congress than chemical companies who
pollute it (see the DuPont case described). Second, lobbying is efficient if it is entirely dedicated to pro-
viding information to the legislator. While some lobbying certainly performs this role, not all of it does,
as shown in this paper. If lobbying is (mostly?) about influencing rather than about informing, then it is
a tantamount to an arms race, which leads to inefhicient outcomes with too much lobbying’.

Thus, under realistic conditions lobbying tends to be excessive from a social point of view: not only does
it waste resources, but also might lead to the wrong decisions—favoring the strongest player, not neces-
sarily the one with the most valid claim. If this is the case, then there cannot be an economic duty to lob-
by, at least not one based on sound economic principles, since this prescription would lead to outcomes
that are inefhicient.

This conclusion seems to contradict the traditional theory of the firm. If the goal of a CEO should be
to maximize long-term shareholder value and lobbying does produce this outcome (see, for example,
evidence that lobbying firms have higher returns), why shouldn't CEOs do so? Yet, in the famous piece
where he advocates that firms should have a single-focused goal of maximizing shareholder value, Mil-
ton Friedman was very careful in stating the assumption that “the basic rules of the game” were off limits
to firms. Thus, implicitly even Milton Friedman recognized that—when lobbying is present and effec-
tive—his prescription does not necessarily hold.

Then, the question is not whether firms have a duty to lobby but whether from an economic point of view
the cost of putting restrictions on firms’ lobbying activity (if this were constitutionally allowed) is supe-
rior to the potential benefits of these restrictions, with the understanding that-left to themselves—firms
will lobby aggressively and probably lobby too much. Some people (including my colleague and friend
Steve Kaplan) think that lobbying activity is a minor and inconsequential part of firms’ activity. Thus, it
is not worth changing our prescription for it. This belief is certainly supported by the absolute value of
the amount spent in lobbying. Alphabet, a company with a $515 billion in stock market capitalization,
spends only $17 million a year in lobbying. Why should this be such a big deal?

Yet, this conclusion relies heavily on a very narrow definition of lobbying. In reality, the amount of re-
sources most firms spend in influencing public policy is much larger. It includes a big chunk of the ad-
vertising many firms do—otherwise, why would many firms with no consumer products, like ADM, en-
gage in massive advertising? It also includes a lot of philanthropy, like many oil companies do to acquire
brownie points with local communities in case of an oil spill. It includes also campaign donations and
all the time and resources companies dedicate to help political candidates. During the last presidential

1 Becker, Gary. 1983. “A Theory of Competition Among Pressure Groups for Political Influence.” Quarterly Journal of Finance 98(3): 371-400
2 Olson, Mancur. 1965. The Logic of Collective Action: Public Goods and the Theory of Groups. Cambridge: Harvard University Press
3 Tullock, Gordon. 1972. “The Purchase of Politicians.” Western Economic Journal 10: 354-3535.
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election, Google CEO Eric Schmidt offered technological help to the Obama campaign. Is it just a coin-
cidence that the FTC commission appointed by his administration decided not to proceed with an anti-
trust case against Google, in spite of the favorable opinion of the FTC'’s research department?

If the definition of lobbying is broadened and the consequences are potentially so ominous, it is neither
minor nor inconsequential. And if this were the case, it would be hard to argue that consumers can oft-
set Google's lobbying. The call for papers that the Stigler Center (in conjunction with HBS) has launched
tries to answer precisely these questions and to stimulate a debate on what should be done.

In the meantime, my modest proposals (which I advanced in my 2012 book A Capitalism for the People
are as follows. Even if the Constitution allowed for laws to restrict corporate lobbying (and, in the Unit-
ed States after Citizens United, it does not), it would be a practically impossible task to achieve. Thus,
one potential remedy is to introduce a progressive tax on lobbying expenditures. The proceeds of this tax
could then be used to strengthen the advocacy of public interest groups, which are poorly coordinated
and poorly financed, to level the playing field. This money could then be allocated to various groups us-
ing a voucher system, along the lines of Larry Lessig’s proposal for campaign financing reform.

The second remedy is a combination of naming and shaming. Most people feel it is socially legitimate
for a company to lobby to redress an injustice, like a higher tax rate that penalizes one company vis-a-vis
the rest. At the same time, I suspect many people would feel uncomfortable with a company lobbying to
protect an unjustified tax loophole that benefits it greatly (certainly I do). Thus, exposing excessive lob-
bying can play a role in mitigating it.

For this to take place, however, we need not only more disclosure, but also more work in alerting people
in general (and students in particular) about the distortive effects of lobbying and the extent to which it
takes place. Academia (and in particular business schools) should play a key role in this direction. This
is one of the key missions of the Stigler Center.

With a clear social norm on what constitutes acceptable lobbying, the legal principles of corporate gover-
nance do not need to be changed. As I already discussed here, the American Law Institute’s principles of
corporate governance states that a CEO "may take into account ethical considerations that are reasonably
regarded as appropriate to the responsible conduct of business” (emphasis added). Thus, there is no way
a shareholder can sue a manager for breach of her fiduciary duty if the CEO does not undertake socially
inefficient lobby.

Yet, who decides what is reasonable and responsible? Once again, Academia plays a big role here. Hence
the importance of the conference we are organizing on this theme.
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Missing in Today’s Shareholder Value
Maximization Credo: The Shareholders

By Luca Enrigques

loday s corporate world is very different from the one Milton Friedman wrote in. In a world where the
question of whether managers should only aspire to maximize shareholder value is subject to fierce de-
bate, the same question must be asked with regard to asset managers. The answer has some irony to it.

Fiﬁy years after the publication of Milton Friedman’s essay The Social Responsibility of Business Is
to Increase Its Profits, the debate on whether directors and managers should only aim to maximize

profits (or value) for shareholders rages on.
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In a corporate world where institutional shareholders have taken center stage, this old question must
similarly be asked with regard to asset managers. Where passive portfolio value maximizers dominate
the scene, socially responsible corporate behavior may become more common based on premises that
are, on their face, fully consistent with Friedman’s framework.

Like other participants to this debate, before moving on I will summarize Friedman's New York Times
essay.

What Friedman’s Essay Says

As Alex Edmans has noted,

“Friedman s article is widely misquoted and misunderstood. Indeed, thousands of people
may have cited it without reading past the title. They think they dont need to, because the
title already makes his stance clear: companies should maximize profits by price-gouging
customers, underpaying workers, and polluting the environment.”

That is not, of course, what Friedman wrote. According to Friedman:

1. Talking about the “social responsibility of business” makes no sense because the responsibility
lies with people. Public corporations are legal persons and may have their responsibilities, but they act
through their directors and managers. Therefore, attention must be focused on the responsibilities of
such players.

2. Managers are employees of corporations, which in turn are owned by their shareholders. There-
fore, managers must act in accordance with the wishes of the shareholders. Unless the shareholders
themselves explicitly determine an altruistic purpose, this means “conduct[ing] the business in accor-
dance with [shareholders’| desires, which generally will be to make as much money as possible while
conforming to their basic rules of the society, both those embodied in law and those embodied in eth-
ical custom.”

3. If managers also had a social responsibility, they would find themselves in the position of having
to act against the interests of shareholders, for example by hiring the “hardcore” unemployed to com-
bat poverty instead of hiring the most capable workers. By doing so, they would spend shareholders’
money to pursue a general interest. In other words, they would impose a tax on shareholders and also
decide how to use its proceeds. Yet, it is countered, if there are serious and urgent economic and en-
vironmental problems, then it is necessary that managers face them without waiting for politicians
action, which is always late and imperfect. According to Friedman, it is undemocratic for private in-
dividuals using other people’s money (and, importantly, exploiting the monopolistic rents of the large
corporations they lead) to impose on the community their political preferences on how to solve urgent
economic and environmental problems, which should instead be addressed through the democratic
process.

4. The market is based on the unanimity rule; in “an ideal free market,” there is no exchange with-
out the consent of those who participate in it. Politics, on the other hand, operates according to the
conformity principle, whereby a majority binds the dissenting minority. The intervention of politics
is necessary because the market is imperfect. But the social responsibility doctrine would extend the
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mechanisms of politics to the market sphere, since a private subject (enjoying some monopoly power)
would impose its political will on others.

5. Often, the idea of corporate social responsibility (CSR) is just a public relations exercise to justify
managerial choices already consistent with the interests of shareholders. Looking after the well-being
of employees, devoting resources to the firm’s local communities, and so on may well be (and, as a
rule, will be) in the long-term interest of corporations. Indeed, cloaking these actions under the label
of CSR, as it was fashionable to do in 1970 (and is again today), can in itself contribute to increasing

profits.
Missing from Friedman’s Picture: The Shareholders

Friedman’s essay assigned a totally passive role to what he calls the corporation’s “owners” or “the em-
ployers”—that is, the shareholders. They are merely the beneficiaries of directors’ duty to increase prof-
its, but they have no role to play in pursuing that very goal other than (as he notes in passing) when they
elect the board.

That’s understandable. When Friedman wrote his piece, the shareholders of US companies were mostly
individuals and rarely voted at annual meetings other than to rubber-stamp managers’ proposals. Today,
a large majority of listed firms’ shares are held by institutional investors—that is, managers of other peo-
ples funds. Institutions have become key players at US (as well as non-US) listed corporations (e.g., this
OECD study with data from across the world), because they regularly vote portfolio shares at sharehold-
er meetings. And their pro-management vote is nowadays anything but certain.

This creates one additional layer of employee/employer relationships, to use Friedman's terminology (to-
day, we would say principal/agent relationships): the one between the institutions holding shares or (as
Friedman saw it) their own managers, and the individuals (usually workers and pensioners) whose funds
the managers invest. (To be sure, it is often more complicated than that because some institutions, such
as pension funds, often delegate their assets management to other institutions; but this is not relevant for
the purposes of my analysis).

Friedman’s essay raises the question: is there any room for asset managers to assume social responsibility
duties in deciding how to invest and how to vote? In Friedman’s logic, the answer should be “no,” and it’s
easy to imagine that he would chastise those fund managers who portray themselves (not always veri-
tably) as socially responsible investors. Like corporate managers, fund managers manage other people’s
money and should not grant themselves the license to make political choices, which will inevitably please
some of their beneficiaries and not others. Their only goal should be giving their clients the highest re-
turns on the funds invested.

Of course, much like a corporation can be set up with an altruistic (or mixed) purpose, so can asset
management products expressly be marketed as socially responsible or ethically-investing. Intuitively,
investors in such funds expect them to invest and vote in accordance with the socially responsible com-
mitments undertaken. But absent a CSR connotation—namely, if the mutual fund has been marketed
as a tool for generating financial returns—fund managers have to assume that the fund’s investors have
a financial objective in mind and do not expect their own political preferences to be promoted by their
fund manager, especially if that comes to the detriment of their return. Whether implicitly or explicitly,
that’s the bargain with each of the fund shares buyers.
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However, things are not always so straightforward. Passive institutional investors replicating indexes
and, therefore, holding the entire market rather than picking stocks now hold more than 40 percent of
the US stock market. As Madison Condon and Jack Coffee have noticed—here and here, respectively—
for investors of that kind, portfolio value maximization may well mean pushing for ESG (Environment,
Social and Governance) policies at the individual company level that, while not necessarily profitable
for that company, will increase portfolio returns by making other companies more profitable. Think, for
instance, of systemically important financial institutions adopting more conservative risk management
policies that significantly reduce the chances of a potentially devastating financial crisis.

Hence, the overlap between socially responsible and profit-maximizing behavior, which Friedman him-
self acknowledged to be present at the individual company level and criticized only as being politically
dangerous, is now even more pervasive at the institutional shareholder level.

In theory, all portfolio value maximizers decisions on ESG matters should be based on an assessment of
the effects that the adoption of a given policy by an individual portfolio company would have, both on its
value and on the value of the totality of other portfolio companies. Because ESG policies require wide-
spread adoption to be effective, different scenarios will have to be elaborated and factored in to estimate
those effects. Multiple other variables will have to be considered and a number of questionable assump-
tions made.

Passive investors, like any organization, are unlikely to have the human and financial resources to fully
engage with this kind of assessment, let alone reach solid conclusions. And it would be naive to assume
that political preferences do not affect the simplified analysis they inevitably resort to in determining
their ESG preferences.

Owing to shareholder pressure and/or managers’ desire to retain their jobs, the ESG preferences of port-
folio value-maximizing institutions may well trickle down to the individual portfolio company level. Un-
der what conditions that is the case will depend on a number of factors, including whether the company
is protected from competition, undiversified shareholders’ stakes in the company, how politically divi-
sive the socially responsible action is, and so on. Yet in some cases, and in respect of some of the socially
and politically sensitive issues, managers will yield to those preferences. Given Friedman's premise that
“increasing profits” must be the only corporate goal because the shareholders are the owners/employers,
there is some irony to that.

[rony aside, today’s corporate world is very different from the one Milton Friedman wrote in. Yet, his es-
say still provides a useful framework for understanding the implications of managing companies for one
purpose or another. And perhaps also for answering the reframed question of whether corporate manag-
ers should cater to the preferences of their portfolio-value-maximizing indexing investors when making
decisions on behalf of their corporations.

The author wishes to thank Alessandro Romano and Thom Wetzer for the helpful comments to a previ-
ous draft.
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Pursuing Stakeholder Capitalism Is an
Impossible Task When Stakeholders

Have Different Beliefs
By Marc Painter

Can companies really attempt to benefit all stakeholders, when stakeholders rarely agree on the best
course of action? A new study examines Walmart'’s 2019 decision to enact some gun control measures
in its stores and finds that the customer response to Walmart s statement differed sharply along partisan

lines.

he job description of a CEO was turned on its head last year when the Business Roundtable prom-
ised “to lead their companies for the benefit of all stakeholders—customers, employees, suppliers,
communities and shareholders.”

The new view complicates the CEO's already difhicult job- to maximize profits for shareholders. Though
endorsed by some (including Joe Biden), others have commented that the statement is “at best mislead-

ing marketing, at worst a dangerous power grab.”

If we take the Business Roundtable at their word, will they even be able to achieve their new purpose?
My research shows that the goal of “stakeholder capitalism” is an impossible task when stakeholders hold
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different values.

[ focus on the customer response to Walmart's decision on September 3, 2019 to discontinue sales of
certain gun ammunition, ban open carry in stores, and encourage congress to enact stronger gun con-
trol policies. These decisions were made directly after a mass shooting that killed 23 people occurred at
a Walmart in El Paso, Texas. Walmart's statement also follows a long history of public scrutiny over the
firm’s policies toward guns.

Gun control is one of the most divisive social issues in America today. Survey evidence from Pew Re-
search Center shows that Republicans are nearly four times as likely—relative to Democrats—to believe
that protecting gun rights is more important than gun control. Walmart's customers are ideologically di-
verse, making it difficult to follow the Business Roundtable’s goal of delivering value to all stakeholders
when wading into a topic as polarizing as gun control.

To study how customers respond to Walmart's stance on guns, I use smartphone geolocation data from
SafeGraph, which allows me to compare how foot traffic to Walmart varies relative to competitors around
the release of the retail juggernaut’s statement on guns. The granular nature of the data allows me to see
customer reactions that would be undetectable in aggregate sales data. I join the geolocation data with
county vote records in the 2016 presidential election to see whether the customer response is difterent in
Democratic versus Republican areas.

[ find that store visits to Walmart decreased by 3.3 percent relative to competitors after Walmart's gun
control statement, suggesting that customers overall were not thrilled about the store’s new policy. I also
find that the customer response to Walmart’s statement diftered sharply along partisan lines. Walmart
stores located in highly Democratic counties saw an increase in foot trafhic of 3 percent, while those in
highly Republican counties had a decline of over 8 percent.

[ find mixed evidence regarding whether the change in consumer behavior is temporary or permanent.
Figure 1 shows the aggregate response to Walmart's statement over time by comparing the change in
foot trafhic at Walmart to the foot traffic at their local competitors’ stores. Customers overall had a sharp
negative reaction to the gun control statement, but aggregate foot traffic was back to normal after three
months.
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Figure 1: Aggregate Customer Response to Walmart’s Gun Control Stance
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However, stores in highly Republican counties saw a persistent decline in foot traffic, as shown in Figure
2. The month after Walmart's statement, the change in foot traffic to Walmart stores in highly Republican
areas was 18 percent lower relative to competitors. Foot traffic stayed lower as far as five months later,
when foot traffic was 8 percent lower. These results suggest that political statements made by firms can
permanently alter the shopping habits of consumers with strongly opposed views.
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Figure 2: Change in Foot Traffic to Walmart in Highly Republican Counties

What can we learn from Walmart’s attempt at stakeholder capitalism? If Walmart CEO (and Chairman
of the Business Roundtable) Doug McMillon's goal was to take a stance on gun control while maintain-
ing the same level of foot-traffic to stores, it appears this goal was eventually achieved, as most customers
reverted to the normal shopping habits a few months after the statement. However, if McMillon's g<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>