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Abstract

A high profile public debate is taking place over one of the oldest questions in
corporate law, namely, “For whom is the corporation managed?” In addition to
legal academics and lawyers, high profile business leaders and business school
professors have entered the fray and politicians have offered legislative “fixes”
for the “problem of shareholder primacy.” In this article, | take this debate to be
an interesting development in corporate governance and try to understand and
explain what is going on. | argue that, analytically and conceptually, there are
four separate questions being asked. First, what is the best theory of the legal
form we call “the corporation”? Second, how should academic finance understand
the properties of the legal form when building models or engaging in empirical
research? Third, what are good management strategies for building valuable
firms? And, finally, what are the social roles and obligations of large publicly traded
firms? | argue that populist pressures that emerged from the financial crisis,
combined with political dysfunction, have led to the confusion of these different
questions, with regrettable results
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Abstract

A high profile public debate is taking place over one of the oldest questions in corporate law, namely,
“For whom is the corporation managed?” In addition to legal academics and lawyers, high profile
business leaders and business school professors have entered the fray and politicians have offered
legislative “fixes” for the “problem of shareholder primacy.” In this article, | take this debate to be an
interesting development in corporate governance and try to understand and explain what is going on. |
argue that, analytically and conceptually, there are four separate questions being asked. First, what is
the best theory of the legal form we call “the corporation”? Second, how should academic finance
understand the properties of the legal form when building models or engaging in empirical research?
Third, what are good management strategies for building valuable firms? And, finally, what are the
social roles and obligations of large publicly traded firms? | argue that populist pressures that emerged
from the financial crisis, combined with political dysfunction, have led to the confusion of these
different questions, with regrettable results.

1. Introduction

One of the oldest corporate law issues — For Whom is the Corporation Managed? — has become one of
the hottest public policy issues. Politicians, business leaders, judges, and law and business academics
have all weighed in. A variety of proposals have been made. In this Essay, | try to make sense of this
controversy.?

! Martin Lipton Professor of Law, NYU School of Law. This essay began life as the inaugural Munich Lecture on
Securities Regulation and Corporate Law, jointly organized by the Max Planck Institute for Tax Law and Public
Finance, and the Munich Center for Capital Markets Law, Ludwig-Maximilians-Universitat, Munchen. | am grateful
for the invitation to speak and for the enormously helpful questions and comments | received. Special thanks to
my host, Prof. Dr. Dr. h.c. Wolfgang Schoen. Many of the ideas here reflect discussions with Martin Lipton and
Wendell Willkie in the seminar on corporate governance that we teach together at NYU Law School. | have also
received very helpful comments from Alex Edmans, Michael Simkovic, and Leo Strine and from workshop
participants at Columbia Law School. All errors, of course, are my own damn fault.

2 There is a rich literature on “corporate purpose” that goes back decades. Some valuable contributions include:
George A. Mocsary, Freedom of Corporate Purpose, 2016 B.Y.U.L. Rev. 1319; Lynn Stout, The Shareholder Value
Myth: How Putting Shareholders First Harms Investors, Corporations, and the Public (2012); Stephen M.
Bainbridge, In Defense of the Shareholder Wealth Maximization Norm: A Reply to Professor Green, 50 Wash. & Lee
L. Rev. 1423 (1994); Lawrence E. Mitchell, A Theoretical and Practical Framework for Enforcing Corporate
Constituency Statutes, 70 Tex. L. Rev. 579, 583 n.17 (1992) (citing articles).
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The current debate can usefully be dated to BlackRock CEO Larry Fink’s January 2018 letter to CEOs in
which he called for companies to articulate and pursue a “purpose”:

Society is demanding that companies, both public and private, serve a social purpose. To
prosper over time, every company must not only deliver financial performance, but also show
how it makes a positive contribution to society. Companies must benefit all of their
stakeholders, including shareholders, employees, customers, and the communities in which they
operate.?

In August 2019, the Business Roundtable, an organization of chief executive officers (CEOs) of America’s
leading companies, issued a “Statement on the Purpose of a Corporation.” This statement, signed by
181 CEO members, set forth a broad and inclusive conception of the corporate purpose:

While each of our individual companies serves its own corporate purpose, we share a
fundamental commitment to all of our stakeholders. We commit to:

- Delivering value to our customers. We will further the tradition of American companies
leading the way in meeting or exceeding customer expectations.

- Investing in our employees. This starts with compensating them fairly and providing
important benefits. It also includes supporting them through training and education that
help develop new skills for a rapidly changing world. We foster diversity and inclusion,
dignity and respect.

- Dealing fairly and ethically with our suppliers. We are dedicated to serving as good
partners to the other companies, large and small, that help us meet our missions.

- Supporting the communities in which we work. We respect the people in our
communities and protect the environment by embracing sustainable practices across
our businesses.

- Generating long-term value for shareholders, who provide the capital that allows
companies to invest, grow and innovate. We are committed to transparency and
effective engagement with shareholders.

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.

To understand why the Business Roundtable statement attracted so much attention, it must be
compared to the Business Roundtable’s September 1997 statement in which the BRT stated that “the
principal objective of a business enterprise is to generate economic returns to its owners” and that:

In The Business Roundtable’s view, the paramount duty of management and of boards of
directors is to the corporation’s stockholders; the interests of other stakeholders are relevant as
a derivative of the duty to stockholders. The notion that the board must somehow balance the
interests of stockholders against the interests of other stakeholders fundamentally misconstrues
the role of directors. It is, moreover, an unworkable notion because it would leave the board

3 https://www.blackrock.com/hk/en/insights/larry-fink-ceo-letter

2


https://www.blackrock.com/hk/en/insights/larry-fink-ceo-letter

with no criterion for resolving conflicts between interests of stockholders and of other
stakeholders or among different groups of stakeholders.

By contrast, the 2018 BRT statement omits any statement on the relative importance or primacy of any
of the various stakeholders. Against the backdrop of the 1997 statement, this has been read as a
departure from the principle of shareholder primacy.*

Even more recently, Klaus Schwab, founder and Executive Chairman of the World Economic Forum, the
group that holds a high profile annual meeting of international business and political leaders in Davos,
Switzerland, issued the “Davos Manifesto 2020: The Universal Purpose of a Company in the Fourth
Industrial Revolution” in which he stated that:

The purpose of a company is to engage all its stakeholders in shared and sustained value
creation. In creating such value, a company serves not only its shareholders, but all its
stakeholders —employees, customers, suppliers, local communities and society at large. The
best way to understand and harmonize the divergent interests of all stakeholders is through a
shared commitment to policies and decisions that strengthen the long-term prosperity of a
company.

These statements did not emerge in a vacuum. Over the last several years, the question of “corporate
purpose” and “shareholder primacy” have become prominent issues in the public debate. Martin
Lipton, a distinguished corporate counselor, has attacked “shareholder primacy” in a series of memos
and articles. Colin Mayer, a distinguished Oxford finance economist and the former dean of the Oxford
Said School of Business, has attacked it in two very prominent books, Prosperity (2019) and Firm
Commitment (2013). At the same time, “shareholder primacy” has been attacked as inconsistent with
an appropriate response by firms to the threat of climate change, as well as by those who believe that
employees have lost out from the wealth gains of the last twenty years.

These critiques have resulted in various policy proposals. Elizabeth Warren, the senior senator from
Massachusetts and, until recently, a 2020 Democratic candidate for president, has introduced the
“Accountable Capitalism Act,” applicable to all firms with more than $1 billion in sales. The proposed
Act would require boards to consider the interests of all stakeholders and not just the shareholders, and
require that employees elect at least 40% of the directors.

Bernie Sanders, the Independent Senator from Vermont and a 2016 and 2020 Democratic presidential
candidate, has an even more ambitious proposal for change.> Companies with at least $100 million in
annual revenue, and all publicly traded companies, will be forced to transfer at least 2% a year of their
stock every year until 20% of the stock is held by the employees in a “Democratic Employee Ownership
Fund.” The trustees of the funds will be elected by the workforce, the funds will not be permitted to sell
the shares, with dividends passing through to employees. In addition, 45% of the directors of these
companies will be elected by the firm’s workers. Finally, these companies will be forced to obtain a
Federal “stakeholder” charter that will “end the practice of putting shareholder returns above

4 See, e.g., Martin Lipton, The American Corporation in Crisis -- Let’s Rethink It, Oct. 2, 2019 (“The Business
Roundtable’s recent abandonment of shareholder primacy is a step in this direction . . . “).
5 https://berniesanders.com/issues/corporate-accountability-and-democracy/
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everything and that requires corporations to conduct business in a way that takes into account the
interests of all stakeholders.”

Marco Rubio, the senior senator from Florida and a 2016 Republican candidate for president, issued a
forty page study, “American Investment in the 21% Century: Project for Strong Labor Markets and
National Development,” in which he explicitly rejects “shareholder primacy theory”:

The argument of this section is that shareholder primacy theory presents an externality problem
to the sustainability of the private enterprise system. Productive business firms are valuable to
the U.S. to an extent far beyond their net present value to shareholders. Working properly, they
are the centers of economic output upon which functioning markets depend, steady and
constant workplaces for the American people, and the holders of tremendous institutional
knowledge. It is in capital investment that these factors of production are combined together.
The U.S. has historically had and expected a level of business investment in fixed assets that
cannot be adequately explained by shareholder primacy theory. Shareholder primary theory
provides a framework to reduce or ignore the longer-term, economy-and-society wide negative
externalities that result, by placing them outside the realm of business decisions. These
externalities in turn threaten the long-term health of the economy and even the individual
businesses in question.®

Colin Mayer has likewise called for a more “purposive” corporation, backed by explicit commitments
and legal sanctions.”

What is going on? What accounts for this recent outpouring of commentary and policy initiatives? In
this Essay, | seek to understand what this renewed attention to corporate purpose is all about. | argue
that the focus on redefining corporate purpose is a result of political dysfunction stemming from the
2008 financial crisis and a related disruption of previously settled arrangements.

In this development, there are at least two related strands. First, there is a post-2008 upsurge of
populism in the United States and elsewhere that has manifested itself in a variety of ways including a
sense of alienation, Brexit and the election of Donald Trump. Second, and clearly related, the political
polarization of our electoral politics has resulted in legislative deadlock. Many have ceased to believe in
the possibility of legislation to address societal issues such as climate change, redistribution, stagnant
wages, etc. At the same time, radical legislative solutions are being considered, even though they do
not have much chance of being enacted at present.

The combination of frustration with legislative inaction and fear of radical future regulation has brought
forth a plethora of ideas that can be implemented through private sector initiatives. These include
Lipton’s “New Paradigm,” the Davos Manifesto, and “Commonsense Corporate Governance Principles,”®
as well as new groups that are trying to forge a new consensus such as the “Investor Stewardship

& Marco Rubio, American Investment in the 215t Century at 22 (footnote omitted)(May 15, 2019), available at
https://www.rubio.senate.gov/public/ cache/files/94fcb79e-eedd-4496-a262-
7091647563e6/B68DE3EF858700E482305C9ED26AEC72.5.14.2019.-final-project-report-american-investment.pdf .
7 See, generally, The British Academy, The Future of the Corporation: Principles for Purposeful Business (Nov.
2019)(Colin Mayer is the academic lead of the Future of the Corporation Programme).
https://www.thebritishacademy.ac.uk/publications/future-of-the-corporation-principles-for-purposeful-business

8 https://www.governanceprinciples.org/
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Group”® and “Coalition for Inclusive Capitalism.”*® The various efforts to bring greater attention to
“ESG” or “Environmental Social and Governance” matters in the boardroom, including a board level
focus on climate change, diversity and human capital, are of a piece with the effort to converge on a
more sustainable system.

2. Understanding the Question or Questions

From the perspective of corporate law, this current debate marks a dramatic change from the traditional
understanding of corporate law’s role and the division of labor between corporate law and other
regulation.

In the traditional view, the corporate form and corporate law are about solving a narrow and related set
of problems. Developed in the 19" century, the corporate form has had the same key characteristics for
the last 150 years: legal personality with indefinite life; limited liability; capital committed for the life of
the enterprise; transferable shares; delegated management with a board structure; and investor
ownership.’* Much of corporate law revolves around filling in the details of this structure, and
controlling three “agency costs” that emerge from the divergence of interests between: shareholders
and managers; controlling shareholders and non-controlling shareholders; and shareholders and
creditors.

In the traditional view, other social problems have other solutions.’® Environmental regulations control
environmental externalities. Redistribution is carried out through the tax system. Labor law governs the
relationship between employees and firms. Competition law protects and preserves competitive
markets.

With other fields and regulations controlling these other problems, corporate managers face a
constrained optimization problem: maximize the value of the company subject to side constraints
imposed by regulation (and possibly social norms). With the other stakeholders protected by regulation
and/or contracts and markets, managers’ traditional focus on shareholders creates an incentive to
create valuable firms, and, in doing so, to benefit society as a whole. In this picture, the focus on
shareholders is a tool for increasing social welfare and not an end in itself.!3

Political dysfunction raises fundamental questions for the traditional view. If the legislature will not
enact reasonable environmental regulation to control carbon, and we face imminent and irreversible
environmental degradation, perhaps corporate law and governance should do more to control climate
change, either by treating it as an additional risk factor that boards should consider, or as a direct
object?'* If labor law does not provide employees with adequate bargaining power to secure a fair
share of productivity gains, and the resulting populist upsurge threatens damaging mandatory

9 https://isgframework.org/

10 https://www.inc-cap.com/

11 Kraakman, et al., The Anatomy of Corporate Law, Chapter 1 (3d edition DATE).

12 For an effective expression of this traditional view, see Henry Hansmann & Reinier Kraakman, The End of History
for Corporate Law, 110 Georgetown Law Journal 387 (2001).

13 Elsewhere, | have discussed the dangers of “equity fetishism.” Edward B. Rock, Adapting to the New
Shareholder-Centric Reality, 161 U. Pa. L. Rev. 1907, 1958 (2013).

14 See, e.g., Madison Condon, Externalities and the Common Owner, -- Wash. Law. Rev. — (forthcoming).
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regulation, perhaps corporate law and governance should do more for employees?® If the tax system
will not take even small steps towards redistribution of wealth in response to rising inequality, an
increase that threatens social cohesion and possibly even democratic government, perhaps corporate
law and governance should do more to reduce inequality? If “shareholder primacy” stands in the way of
pursuing these worthwhile goals, perhaps it should be swept aside? If non-shareholder stakeholders are
not adequately protected by regulation (or contract), and the structure unjustly favors shareholders
over all other stakeholders, then perhaps a “stakeholder” focused corporate law system is the only way
to preserve a market economy against the threat of Warren/Sanders type legislation?

Emerging out of this complex context, the contemporary debate over “corporate purpose” can usefully
be separated into at least four separate debates. First, there is a legal debate over corporate objective
and director duties. In exercising their discretion in managing or overseeing the management of the
firm, whose interests does the law expect directors to take as primary, if any, and what limitations does
this impose on directorial decision making?

Second, there is a debate within academic finance and economics: how should the “corporation” be
modeled in developing a theory of the firm, in evaluating alternative governance arrangements, and in
studying the effect of particular changes on firms? In this debate, “shareholder value”, measured as
stock price or market capitalization, is often understood to be a proxy for firm value and sometimes for
economic efficiency. While stock price is fickle — sometimes overvaluing, sometimes undervaluing firms
—itis generally an unbiased estimate of firm value, and there is no obviously better proxy.

Third, there is a debate about management strategy and how best to build valuable and sustainable
firms. What is the best strategy for solving the key management challenge, namely, organizing the
various participants in the firm (investors, employees, customers, and suppliers) to work together as a
team to produce great products and services and thereby to build a great company?

Finally, there is a political debate over the social role of large corporations, over the obligations imposed
on publicly traded (or all) corporations, and over whether current economic arrangements are politically
legitimate and sustainable.

These are four very different questions that draw on different arguments and evidence. As a logical and
conceptual matter, the four questions may well admit of different answers. There is no a priori reason
to expect that the answer to the legal question will provide a useful strategy for building great firms, yet
it may nevertheless be an entirely correct description of the law. Likewise, the overlap between good
management strategy and good politics are unlikely to be complete. Similarly, how financial economists
model the firm, and study firms empirically, will ultimately be a positive or descriptive issue — are firms,
in fact, managed for shareholders? — rather than a normative or political issue. At the same time, the
modeling choices of finance economists do not provide a guide for management strategy or a response
to the populist political critique.

15 See, e.g., Strine Jr., Leo E., Toward Fair and Sustainable Capitalism: A Comprehensive Proposal to Help American
Workers, Restore Fair Gainsharing between Employees and Shareholders, and Increase American Competitiveness
by Reorienting Our Corporate Governance System toward Sustainable Long-Term Growth and Encouraging
Investments in America’s Future (September 26, 2019). U of Penn, Inst for Law & Econ Research Paper No. 19-39.
Available at SSRN: https://ssrn.com/abstract=3462454 or http://dx.doi.org/10.2139/ssrn.3462454.
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Most confusingly, participants cannot be neatly separated into different silos: lawyers and economists
have political views and sometimes make political arguments that draw on their professional expertise.
Similarly, lawyers may have client interests that are served by particular sorts of management or
political interventions. Finally, legal and finance arguments can be persuasive in the management or
political context, whether because of law’s expressive dimension, or because of finance’s
technical/quantitative basis. While these four debates intersect in a variety of important ways and for a
variety of reasons, keeping them separate is useful at least at the beginning.

The Legal Debate: For Whom is the Corporation Managed?

What kind of legal question is the question “for whom is the corporation managed?” Is it a question
about actual corporations of different sorts? Or is it rather a question about the enterprise form created
by the statute and interpreted by the courts? | will argue that the most useful and tractable way of
understanding the question is as a quest for the best “theory” of the corporate form.

The corporate form is a remarkably durable and useful invention. It emerged in the mid 19*" century
and takes essentially the same form in every developed jurisdiction, including the combination of its
principal features:

e Legal personality with indefinite life

o Limited liability

e Transferable shares

e Delegated management with a board structure
e Investor ownership/shareholder voting

e (Capital lock-in

This enterprise form is used in a remarkable variety of contexts. It is used in economies marked by
concentrated ownership and dispersed ownership. It is used in capital intensive industries and in service
industries. Itis used for large and small publicly held corporation, for closely held corporations, for
wholly owned subsidiaries, for “special purpose vehicles” and for mutual enterprises.

Even more remarkably, it has been a successful framework for businesses for well over a century,
despite changes in almost everything else. This durability is evidence of the corporate form’s
adaptability to changed circumstances, and testament to its remarkable wealth-generative capacity.

As a result of this heterogeneity, it is hard to imagine any consensus on the question “For whom are
most corporations actually managed today and throughout history?” After all, the appropriate
management strategy must depend on the conditions in which a firm operates, as well as the use to
which the corporate form is applied. The market conditions in which a large publicly held firm operates
in 2020 are different from what they were in 1970, 1920 or 1870, and are likewise different from the
challenges facing large and small closely held firms, not to mention wholly owned subsidiaries.

By contrast, there is at least a chance of consensus around a description of the characteristics of the
corporate form that has been used, in more or less the same form, across all these times, places and



contexts. The answer, of course, will have to be relatively modest to be consistent with this history and
usage, and will have to be flexible enough to leave room for debates over appropriate management
strategy and the social responsibility of large businesses.

Viewed as a quest for a description of the corporate form, the answer is quite straightforward, if
somewhat modest and boring. The “objective” of the corporation, in the “traditional” jurisdictions, is,
as Chancellor William Chandler of the Delaware Chancery Court, put it, “to promote the value of the
corporation for the benefit of its stockholders.”*® Earlier, Chancellor William Allen put it similarly:
“Thus, broadly, directors may be said to owe a duty to shareholders as a class to manage the
corporation within the law, with due care and in a way intended to maximize the long run interests of
shareholders.”*” This is quite similar to the description in the American Law Institute’s Principles of
Corporate Governance, developed during the 1980s and completed in 1994: “a corporation . .. should
have as its objective the conduct of business activities with a view to enhancing corporate profit and
shareholder gain.”*®

By contrast, in the “constituency” jurisdictions — which comprise around 28 states in the U.S. and some
major jurisdictions elsewhere in the world such as Germany — there is no requirement to put
shareholder interests first.!® A clear example of such a jurisdiction is Pennsylvania’s statute:

§ 1715. Exercise of powers generally.

(a) General rule.--In discharging the duties of their respective positions, the board of directors,
committees of the board and individual directors of a business corporation may, in considering
the best interests of the corporation, consider to the extent they deem appropriate:

(1) The effects of any action upon any or all groups affected by such action, including
shareholders, employees, suppliers, customers and creditors of the corporation, and upon
communities in which offices or other establishments of the corporation are located.

(2) The short-term and long-term interests of the corporation, including benefits that may
accrue to the corporation from its long-term plans and the possibility that these interests may
be best served by the continued independence of the corporation.

(3) The resources, intent and conduct (past, stated and potential) of any person seeking to
acquire control of the corporation.

(4) All other pertinent factors.

(b) Consideration of interests and factors.--The board of directors, committees of the board
and individual directors shall not be required, in considering the best interests of the
corporation or the effects of any action, to regard any corporate interest or the interests of any
particular group affected by such action as a dominant or controlling interest or factor. The
consideration of interests and factors in the manner described in this subsection and in
subsection (a) shall not constitute a violation of section 1712 (relating to standard of care and
justifiable reliance).?

16 eBay Domestic Holdings, Inc. v. Newmark, 16 A.3d 1, 34 (Del Ch. 2010).

17 TW Services, Inc. Shareholders Litigation, 1989 Del. Ch. LEXIS 19 at *21.

American Law Institute, Principles of Corporate Governance, Section 2.01(a) (1994).

Charles Hansen, Other Constituency Statutes: A Search for Perspective, 46 The Business Lawyer 1355 (1991).
20 15 Pa. Cons. Stat. Section 1715 (2016).



In states such as Pennsylvania, the statute explicitly rejects “shareholder primacy” and, instead, gives
the board of directors the ability to consider all relevant interests and makes clear that, when those
interests conflict, the board need not put shareholder interests first.

In traditional jurisdictions such as Delaware, there is no statutory provision that explicitly requires
“shareholder primacy.” Despite this, there are at least three main arguments for why this “shareholder
primacy” principle is the best description of the characteristics of the corporate form in traditional
jurisdictions: the statutory structure; the case law; and the history of reform efforts in and out of
Delaware.®!

Under the Delaware General Corporation Law, absent a contrary provision in the certificate of
incorporation, shareholders, and only shareholders, vote on bylaws (109), in director elections (211,
215), on charter amendments (242), on mergers (251), in the sale of all or substantially all the assets
(271), and for dissolution (275). Similarly, in a solvent corporation, only shareholders can bring a
derivative suit on behalf of the company. Finally, by statute, shareholders are the residual beneficiaries:
“Any remaining assets shall be distributed to the stockholders of the dissolved corporation”.?? As a
matter of realpolitik, you work for whomever can fire you; because, “in the corporate republic, only
stockholders get to vote,” 2* stockholders can fire directors.

The case law reinforces this allocation of power. Whenever courts have been confronted with an
inescapable conflict between the interests of shareholders and the interests of other stakeholders, and
have not been able to dodge the question by deference to board discretion under the business
judgment rule, the courts have affirmed the primacy of shareholder interests. These boundary cases, far
from being marginal or tangential, reveal the fundamental properties of the corporate form. In this
regard, consider three different situations.

First, when a corporation is sold for cash, all of the shareholders will be cashed out, and will no longer
have any long term interests in the corporation as shareholders. At that point, the conflict between
shareholders’ interests in securing the highest price for their shares, and the interests of other
stakeholders such as employees (who may have an interest in avoiding layoffs), creditors (who may have
an interest in retaining earnings and avoiding leverage), customers (who may have an interest in high
quality products at low prices), and communities (who may have an interest in maintaining local
production) becomes inescapable. In those circumstances, Delaware courts are crystal clear that the
duty of the board is to secure the highest value reasonably available for shareholders, and may not
balance the interests of shareholders against the interests of other stakeholders. This is the clear
holding of Revion and a long line of other cases.?*

21 For a similar view, see Leo E. Strine, Jr., Our Continuing Struggle with the Idea that For-Profit Corporations Seek
Profit, 47 WAKE FOREST L. REV. 135 (2012).

22 DGCL 281.

23 Leo E. Strine, Jr., supra note 21 (Our Continuing Struggle) at 153.

24 Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173, 182 (Del. 1958)(“The Revlon board's
authorization permitting management to negotiate a merger or buyout with a third party was a recognition that
the company was for sale. The duty of the board had thus changed from the preservation of Revlon as a corporate
entity to the maximization of the company's value at a sale for the stockholders' benefit. . . . The directors' role
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Second, in the cases addressing the relationship between a wholly owned subsidiary and the parent
company -- situations in which the sole shareholder has complete and undisputed control over the
board of directors -- the cases fully embrace “shareholder primacy” in the sense of holding that the duty
of the wholly owned (and solvent) subsidiary is to serve the parent/sole shareholder. Thus, in
summarizing Delaware case law, then vice chancellor (and subsequently chancellor and chief justice) Leo
Strine stated that:

To the extent that Trenwick America was a wholly-owned solvent subsidiary of Trenwick, the
fiduciary duties owed by the Trenwick America board ran to Trenwick. Our Supreme Court has
made clear that, "in a parent and wholly-owned subsidiary context, directors of the subsidiary
are obligated only to manage the affairs of the subsidiary in the best interests of the parent and
its shareholders."*

The implications of this principle are far reaching. The director of a wholly owned subsidiary owes no
duty “to second-guess the business judgment of its parent corporation when following and supporting
the parent's strategy would not violate any legal obligation the subsidiary owes to another.”?® This is
true even if the parent company board intentionally took actions that made the subsidiary less valuable
as an entity.?’

Similarly, when a company has a complex capital structure with common stock, preferred stock and
debt, and the interests of the different classes of investors diverge, the duties of the board are to act for
the benefit of the common stockholders.”?® Once again, forced to choose between shareholders and
other participants in the enterprise, the Delaware courts make it clear that the primary beneficiary of
directors’ duties are the shareholders.

changed from defenders of the corporate bastion to auctioneers charged with getting the best price for the
stockholders at a sale of the company.”); Mills Acquisition Co. v. Macmillan, Inc., 559 A.2d 1261, 1264 (Del. 1989)
(“Our decision in Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., Del. Supr., 506 A.2d 173 (1986), requires the
most scrupulous adherence to ordinary standards of fairness in the interest of promoting the highest values
reasonably attainable for the stockholders' benefit.”); Barkan v. Amsted Industries, Inc., 567 A.2d 1279, 1286 (Del.
1989)(“ When it becomes clear that the auction will result in a change of corporate control, the board must actin a
neutral manner to encourage the highest possible price for shareholders”); Paramount Communications Inc. v.
QVC Network Inc., 637 A.2d 34, 48 (Del. 1994)(“ Since the Paramount directors had already decided to sell control,
they had an obligation to continue their search for the best value reasonably available to the stockholders.”).

%5 Trenwick American Litigation Trust v. Ernst & Young, LLP, 906 A.2d 168, 201 (Del. Ch. 2006), citing Anadarko
Petro. Corp., 545 A.2d at 1174 (citing Sinclair Qil Corp. v. Levien, 280 A.2d 717, 720 (Del. 1971)). See also The
Chemours Company v. DowDupont Inc., C.A. No. 20190351-SG (March 30, 2020); Quadrant Structured Prods. Co. v.
Vertin, 103 A.3d 155, 184 (Del. Ch. 2014) (“When a controller owns 100% of a corporation's equity and the
subsidiary is solvent, the interests of the corporation and its fiduciaries are fully aligned with those of the
controller. The fiduciary duties of the directors and officers require that the subsidiary be managed for the benefit
of the controller, and the fiduciary duties imposed on the controller self-referentially require the same thing.”)

26 1d. (Trenwick).

27 |d.

28 Katz v. Oak Industries, 508 A.2d 873 (Del. Ch. 1986); Jedwab v. MGM Grand Hotels, Inc., 509 A.2d 584 (Del. Ch.
1986); HB Korenvaes Inv., L.P. v. Marriott Corp., 1993 Del. Ch. LEXIS 90; Equity-Linked Investors L.P. v. Adams, 705
A.2d 1040 (Del. Ch. 1997); In re Trados Inc. S’holder Litig., 2009 Del. Ch. LEXIS 128; LC Capital Master Fund, Ltd. V.
James, 990 A.2d 435 (del. Ch. 2010).
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Third, the history of reform efforts further demonstrate that “shareholder primacy”, in the sense
described above, is the legal standard. There are two separate reform efforts that bear on this. When,
during the 1980s, Delaware first articulated the Revlon principle that recognized “shareholder primacy”
in the sale of a company context, there was push back. Many states passed statutes to make it clear
that the board may consider the interests of other constituencies.? Indiana and Pennsylvania went
further than most and made it clear that, in doing so, the board need not give any stakeholder’s
interests primacy.*® These statutes were necessary because Delaware’s holding in Revlon made it clear
that, unless they changed their law, “shareholder primacy” was likely to control.

More recently, the proposals to enact “public benefit corporation” provisions were justified as necessary
because the existing law was thought not to permit such a deviation from “shareholder primacy.”3!
Delaware’s provision that explicitly permits the board of directors to “manage or direct the business and
affairs of the public benefit corporation in a manner that balances the pecuniary interests of the
stockholders, the best interests of those materially affected by the corporation’s conduct, and the
specific public benefit or public benefits identified in its certificate of incorporation”*?
been necessary had directors of “regular” corporations been able to do so.

would not have

The widespread availability of the “benefit corporation,” and in particular the recent amendments to
Delaware’s “Public Benefit Corporation” provisions, make clear that the traditional understanding of the
corporate form is very much of a “default rule” from which parties may opt out. Effective July 16, 2020,
a Delaware corporation may opt into (and out of) the PBC provisions by a simple charter amendment.*3
Under DGCL 242, this requires a recommendation of the board of directors and approval of a majority of
the outstanding shares, unless the charter requires a larger majority. This means that Delaware now
permits free “opting out” of the basic principle of shareholder primacy.3

While “shareholder primacy” is the best description of the (default) legal characteristics of the corporate
form, one should not think that the answer to this fairly technical legal question will decide more than it
decides. In particular, the “shareholder primacy” framework of Delaware corporate law simply does not
answer many of the questions that partisans think it should. Does it mean that shareholders are the
“owners” of the corporation and that, therefore, they should have the right to tender into a tender offer
at a premium to the current market price? No. Does it mean that corporations must reduce wages to

2% Committee on Corporate Laws, Other Constituencies Statutes: Potential for Confusion, 45 Bus.Law. 2253 (1990).
30 pa. C.S. § 1715(b)(“ The board of directors, committees of the board and individual directors shall not be
required, in considering the best interests of the corporation or the effects of any action, to regard any corporate
interest or the interests of any particular group affected by such action as a dominant or controlling interest or
factor.”)

31 Frederick H. Alexander, Benefit Corporation Law and Governance: Pursuing Profit with Purpose, Chapter 10, 149-
152 (Berrett-Koehler 2018).

32 DGCL 365(a).

33 https://www.potteranderson.com/newsroom-news-Delaware-Makes-it-Easier-for-Corporations-to-Become-
Public-Benefit-Corporations.html

34 A key question for those who are arguing for a non-shareholder primacy view of the traditional corporation,
such as Marty Lipton and his colleagues, is whether firms could opt out of their broader conception and into
traditional “shareholder primacy.”
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the minimum in order to maximize current share price? No. Indeed, at the end of the day, this
specification of the objective of the corporation leaves nearly all the burning questions unanswered.

Importantly, Delaware, in addition to being a “shareholder primacy” state when it comes to the
objective of the corporation, is deeply “board-centric” with regard to the management of the firm.3®

The business and affairs of the corporation, the statute instructs, “are managed by or under the
direction of the board of directors.”3® Moreover, through the “business judgment rule,” courts give great
discretion to the decisions of the board of directors so long as directors are disinterested and act in good
faith.

This means that, outside of the “conflict” scenarios discussed above, a disinterested board acting in
good faith may use its business judgment in determining the critical management decisions of the firm.
Should the board seek to promote the value of the firm over the short term or the long term? Does it
make sense to treat the firm’s employees well in order to develop a high quality and loyal workforce?
Should the firm invest additional resources in research and development or has the R & D program
proved to be a failure? Should the firm move production abroad or retain it in the U.S.? Should the firm
switch its energy sources away from fossil fuels and towards renewable sources? Or the opposite? All of
these are questions for the board of directors and, outside the “end-game” or conflict situations
discussed above, there is nothing in the Delaware conception of “shareholder primacy” that mandates
that directors choose short term share price maximization over long term value creation or that
mandates paying employees the minimum salary necessary or charging customers the highest price that
the market will bear. On the contrary, in each of these cases, disinterested directors seeking in good
faith to promote the value of the corporation have the discretion to the make the decisions that they
believe are best for the corporation and its stakeholders. All, of course, subject to being replaced by
shareholders acting through the governance structure of the firm.

While constituency jurisdictions “reject” the Revlon doctrine in the sale of control context, the
divergence between traditional and constituency jurisdictions does not extend far beyond that. First,
the flexibility and discretion given to the board of directors outside of “conflict” scenarios means that
the boards in traditional jurisdictions may take into account the interests of stakeholders in a large
range of areas. Second, outside of the sale of company context, courts in those jurisdictions follow
traditional approaches.?” Some even interpret the constituency provisions as consistent with a
traditional shareholder primacy approach.®® Third, constituency jurisdictions do not change the
traditional allocation of power to the shareholders in the election of directors and elsewhere, with the
result that boards must still be very solicitous of shareholder interests.

The fact that shareholders and shareholders alone elect directors sets limits to management discretion
in both Delaware and in constituency jurisdictions. The practical reality of this depends on the identity
and characteristics of the shareholders. When share ownership was widely dispersed and

35 See, e.g., Stephen M. Bainbridge, Director Primacy in Corporate Takeovers: Preliminary Reflections, 55 Stan. L.
Rev. 791 (2002).

36 DGCL 141(a).

37 George Mocsary, Freedom of Corporate Purpose, 2016 B.Y.U. L. REV. 1319, 1359-1362 (2016).

38 d.
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unconcentrated — as it was from the early 1930s through the middle of the 1980s -- shareholders’
capacity to hold management to account was limited, allowing boards substantial discretion. With the
concentration of shareholding in the hands of institutional investors -- a phenomenon driven by the
enactment of ERISA in 1974, and gaining pace through the 1980s and 1990s — shareholders have
become increasingly active until today the largest institutional investors have become the presumptive
deciders in the most important controversies.®® Moreover, because asset management is a highly
competitive business with money chasing returns, the “shareholders” — or, more correctly, those
managing the shares — will likewise focus on financial returns.

There are, of course, lawyers and legal scholars who challenge this reading of Delaware corporate law.
One prominent voice was the late Lynn Stout who, in a series of articles and a book, claimed that not
only was “shareholder primacy” a bad strategy for firms that leads to poor returns for shareholders, but
also argued that it is not a correct description of the legal characteristics of the corporate form.

In “debunking the shareholder value myth” as a matter of law, Prof. Stout made three principal
arguments.®® First, she pointed out that shareholders own their shares and do not own the corporation;
on the contrary, she claims, corporations own themselves, just like other (legal) persons. Although the
guestion whether shareholders are best thought of as the owners of the corporation plays some role in
the public debate, it is largely beside the point when considering the “objective” of the corporation that
is derived from its origins in the law of Agency and Trusts. Although it would be incorrect to say that the
beneficiaries of a trust are the owners of the trust -- they are not and the usefulness of the trust as a
legal form depends on that -- the law is still crystal clear that trustees are charged with managing the
trust for the benefit of the beneficiaries. Whether the bundle of rights that shareholders have in the
corporation can be concisely termed “ownership” is a separate questions from whether the best
description of the corporate form is that it is managed for their benefit.

Second, Prof. Stout argued that, as a matter of law, it is incorrect to characterize directors and
executives as the shareholders’ “agents”. While this is correct as a matter of law — directors and
executives are the agents of the corporation —it too is rather beside the point. Trustees are agents of
the trust and not of the beneficiaries, but they still have a duty to manage the trust for their benefit.*!
More generally, the extent to which directors and officers can bind the corporation or owe fiduciary
duties to the corporation (the two key questions answered by the legal relationship of agency) is
unrelated to the objective of the exercise of discretion.

Third, Prof. Stout argued that the “business judgment rule ensures that, contrary to popular belief, the
managers of public companies have no enforceable legal duty to maximize shareholder value.” Thisis a
complex and somewhat misleading claim. While it is true that, outside of the sale of company context in
which the interests of shareholders and other stakeholders inescapably diverge, there is no general legal
duty to maximize shareholder value, there is a general legal duty to pursue or promote shareholder
value. Itis thus incorrect to claim, as Professor Stout does, that managers of public companies, “can

39 Marcel Kahan and Edward Rock, Let Shareholders Be Shareholders, -- BU. L. Rev. — (forthcoming October 2020).
40 Here | rely on her summary of her arguments in Lynn Stout, The Shareholder Value Myth, European Financial
Review, April-May 2013, available at SSRN: https://ssrn.com/abstract=2277141 .

4 See, e.g., Restatement (Third) of Trusts, Sections 70, 85.
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also choose to pursue any other objective that is not unlawful, including taking care of employees and
suppliers, pleasing customers, benefiting the community and the broader society, and preserving and
protecting the corporate entity itself.” As the eBay case makes clear, that is not generally the case.

Martin Lipton’s “corporation-centric” view of corporate “purpose” is largely consistent with what | am
presenting here as the “traditional” view. In a series of memos and articles, culminating in the “New
Paradigm” issued in cooperation with the World Economic Forum, Mr. Lipton and his colleagues at
Wachtell Lipton have been promoting a “long term corporate value” view of both corporate purpose
and fiduciary duties with the goal of reorienting the relationship between companies and their
shareholders to support long term investment. As he summarized this position recently:

The fiduciary duty of the board is to promote the value of the corporation. In fulfilling that duty,
directors must exercise their business judgment in considering and reconciling the interests of
various stakeholders-including shareholders, employees, customers, suppliers, the environment
and communities-and the attendant risks and opportunities for the corporation. The board's
ability to consider other stakeholder interests is not only uncontroversial, it is a matter of basic
common sense and a fundamental component of both risk management and strategic
planning.*?

At the same time, Mr. Lipton fully recognizes the implications of the governance structure with its
allocation of power to shareholders:

And yet even if, as a doctrinal matter, shareholder primacy does not define the contours of the
board's fiduciary duties so as to preclude consideration of other stakeholders, the practical
reality is that the board's ability to embrace ESG principles and sustainable investment
strategies depends on the support of long-term investors and asset managers. Shareholders are
the only corporate stakeholders who have the right to elect directors, and in contrast to courts,
they do not decline to second-guess the business judgment of boards. Furthermore, a number
of changes over the last several decades-including the remarkable consolidation of economic
and voting power among a relatively small number of asset managers, as well as legal and "best
practice" reforms-have strengthened the ability of shareholders to influence corporate decision-
making.*®

Mr. Lipton thus acknowledges, whether as a matter of “law” or “realpolitik”, the core proposition of the
traditional notion of “shareholder primacy”: that boards promote the value of the corporation for the
benefit of the shareholders. This is why Mr. Lipton’s primary focus in the New Paradigm is to convince
the largest asset managers to focus on long term value creation rather than short term stock price
maximization.

Thus, Mr. Lipton points out,

42 Martin Lipton, Forum Response: The American Corporation is in Crisis — Let’s Rethink it (Oct. 2, 2019).
3 d.
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Nor does any rule of law mandate director obeisance to the ideology of share-price
maximization. No statute anywhere enshrines or even endorses the objective of share-price
maximization. Nor does case law require directors to manage the ongoing business and affairs
of the corporation with the paramount goal of maximizing share price. Directors may be
obligated to seek the highest price in the context of a corporate auction, and the market’s
perception of a corporation’s future prospects, as reflected in the stock price, is no doubt a
relevant factor in deciding how to manage the company to maximize its potential. But not even
the most aggressive reading of precedent identifies share-price maximization as the polestar of
director decision-making.

Insightful commentators accurately emphasize that shareholders alone enjoy the corporate
franchise, and with it the power to select directors. But that voting structure does not compel
the conclusion that directors who are elected by shareholders must or should manage the
corporation only in shareholder interests. Nor does it mean that directors, once impaneled as
corporate stewards, cannot manage with the interests of society and people in view. To be sure,
the vote makes directors accountable to shareholders, but it does not define or delimit the
scope of directors’ duties—which remain, first and foremost and in every U.S. jurisdiction, the
preservation and promotion of long-term corporate health and value. **

This, | would submit, is actually a fairly clear statement of the traditional view, with just a slight

difference in emphasis. As discussed above, although | view the directors’ duties in the context of a
corporate auction to be a revealing example in which courts have to confront the core question of “for
whom is the corporation managed” and not the exceptional case, we agree that Revlon is clear. We also
agree that, in the day to day management of the firm, the board is not under any obligation to maximize
share price. Moreover, we agree that shareholders’ power to elect directors means that directors will

be accountable to shareholders. Finally, we agree that “directors, once impaneled as corporate

stewards, [can] manage with the interests of society and people in view” when they believe that doing

so is rationally related to shareholder value, as it generally will be.

If we disagree in our legal analysis, it is over whether directors can pursue the interests of society and
people when they believe that doing so does not benefit shareholders over any time frame or even
injures the interests of shareholders. In the sale of company context, we agree that they may notin a
“traditional” jurisdiction like Delaware, but may in a “constituency” jurisdiction like Pennsylvania. In
other contexts, we agree that shareholders will generally resist such efforts, whether or not they are
legally permissible. As | will discuss in more detail below, the focus of Mr. Lipton’s efforts is not so much
the description of the characteristics of the enterprise form, but on the more consequential issues of the

management, and social role, of large corporations.

There is a final point that has general agreement. While the best description of the legal characteristics
of the corporate form in traditional jurisdictions may be “shareholder primacy,” this legal notion of
“shareholder primacy” must not be confused with “short term share-price maximization” during the day

to day management of the company.* It is simply incorrect to claim that Delaware law requires

4 https://corpgov.law.harvard.edu/2019/10/25/stakeholder-governance-issues-and-answers/
45 As the Delaware Supreme Court explained in Paramount v. Time, 571 A.2d 1140, 1150 (Del. 1989):
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directors to maximize the short term stock price when they believe that long term projects will be more
valuable. On the contrary, a disinterested board that makes the good faith decision to invest heavily in
research and development at the cost of short term stock price will be fully protected under the
business judgment rule, even when the investments turn out badly. As Chancellor Allen put it, “Thus,
Delaware law does recognize that directors, when acting deliberately, in an informed way, and in the
good faith pursuit of corporate interests, may follow a course designed to achieve long-term value even
at the cost of immediate value maximization.”*®

Moreover, in managing the business, the board of directors may consider the interests of other
stakeholders, so long as there is some “rational relation” to shareholder value. Here, the canonical
statement is, again, the Delaware Supreme Court’s opinion in Revlon, “Although such considerations [of
non-stockholder corporate constituencies and interests] may be permissible, there are fundamental
limitations upon that prerogative. A board may have regard for various constituencies in discharging its
responsibilities, provided there are rationally related benefits accruing to the stockholders.”*’

Revlon thus provides both the general rule and its limit precisely because the situation is so special:
shareholders of a company being sold for cash have no long term interests. But the implication of
Revlon is not that directors must always maximize short term stock price even when they believe that an
alternative strategy is more valuable. Indeed, Revion does not even stand for the proposition that,
when a company is being sold, directors must conduct an auction. Rather, as is now clear, Revlon stands
for the proposition that, when a company is being sold, the board must seek the “best price reasonably
available,” even though there is “no single blueprint that a board must follow to fulfill its duties.”*® Any
director who believes that Revlon requires him or her generally to maximize short-term share value is
simply mistaken about his or her legal duties.

From a normative perspective, this discussion crystallizes Lipton’s difference with the Revlon principle.
While agreeing that the ultimate goal of corporate law is shareholder value — and thus, a version of what
| am calling “shareholder primacy” — Lipton objects to Revlon’s holding that, in the sale of company
context, the board should be required to seek the highest value reasonably available. On the contrary,
he believes that directing the board (and encouraging shareholders) to focus on long term sustainable
growth —in and out of the sale of company context -- is a more reliable path towards increasing
shareholder value that is also more sustainable politically, as | discuss below. This is a disagreement
about the means for achieving shareholder value and not a disagreement with the goal.

The Finance Debate

Delaware law imposes on a board of directors the duty to manage the business and affairs of the
corporation. 8 Del.C. § 141(a). This broad mandate includes a conferred authority to set a corporate
course of action, including time frame, designed to enhance corporate profitability. Thus, the question of
"long-term" versus "short-term" values is largely irrelevant because directors, generally, are obliged to
chart a course for a corporation which is in its best interests without regard to a fixed investment horizon.
46 paramount Communications, Inc., v. Time, Inc., 1989 Del. Ch. LEXIS 77 at *58, aff’d 571 A.2d 1140 (Del. 1989).
47 Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173, 183 (Del. 1986).
48 Barkan 567 A.2d 1279, 1286 (Del. 1989).
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Whatever the answer to the legal debate, there is a separate question whether the Business Roundtable
intervention, Larry Fink’s letter or the rising chorus of public statements supporting a broader
“stakeholder” conception should change the way that Finance scholars think about the corporation.

Theoretical and empirical finance scholarship, and the standard finance textbooks, all conceptualize the
corporation as run for the benefit of the shareholders. When finance scholarship relies on stock price as
a proxy for firm value, it implicitly accepts a version of “shareholder primacy.” Were the corporation not
run for the ultimate benefit of shareholders, then an increase or decrease in stock price might be
unrelated to firm value and might simply represent a shift of value from shareholders to other
stakeholders. While this undoubtedly happens from time to time, the modeling and measurement
conventions of Finance represent a maintained assumption that, at least most of the time, managers
manage for the benefit of the shareholders.

Commonly used empirical analyses likewise incorporate an assumption of shareholder primacy. In the
widely used “cumulative abnormal return event study” approach, when researchers measure the
valuation effects of a corporate event such as a merger or corporate announcement, they do so by
examining the effect of the announcement on the stock price, and the returns that are measured are the
returns to shareholders.*® Unless firms were run for the benefit of shareholders, the stock price would
not be a reasonable proxy for firm value.

Similarly, “Simple g,” one standard implementation of “Tobin’s Q,” a widely used measure of firm value,
is defined as the ratio of the market value of a firm’s securities divided by the book value of its assets,
with market prices used for a firm’s equity securities but book value used for its debt securities. Simple
q thus effectively incorporates the assumption that firms are managed for the benefit of shareholders.*°

The standard MBA finance textbooks reflect this theoretical and empirical consensus. For example,
Brealey, Myers and Allen assume that, on the whole, managers manage the firm in the interests of
shareholders and do so by investing in the highest net present value projects.®! Indeed, the standard
assumption that firms maximize profits contains within it an assumption that firms are largely run for
the benefits of shareholders, as the residual beneficiaries.>?

Should the current public discussion about “corporate purpose,” and the efforts to expand how
investors, boards and the general public think about “corporate purpose” change how finance scholars
model the corporation or how informative they find stock prices? Probably not or at least not yet.

In essence, for finance scholars, the question is how firms are actually managed, rather than the
normative or aspirational goals that are now being articulated. Although it is possible that the debate

4 See, e.g., S.P. Kothari and Jerold B. Warner, Econometrics of Event Studies, in Handbook of Corporate Finance:
Empirical Corporate Finance (Elsevier/North-Holland, B. Espen Eckbo, editor).

50 For a comprehensive discussion of the history of Tobin’s Q, and different measures, see Bartlett, Robert P. and
Partnoy, Frank, The Misuse of Tobin's Q (February 4, 2018). UC Berkeley Public Law Research Paper. Available at
SSRN: https://ssrn.com/abstract=3118020 or http://dx.doi.org/10.2139/ssrn.3118020 and at 16-23.

51 Richard A. Brealey, Stewart C. Myers and Franklin Allen, Principles of Corporate Finance (9t ed. 2008) at Chapter
2 (“Present Values, the Objectives of the Firm, and Corporate Governance), pp. 13-34.

52 See, e.g., Robert S. Pindyck & Daniel L. Rubinfeld, Microeconomics (4" Ed. 1998) at Section 8.1 (pp. 252-53).
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over corporate purpose will ultimately change how firms are managed, for now, two features of the
current environment would counsel financial economists against changing their approach. First, because
only shareholders elect directors, contests for control or influence of the board of directors, including
proxy contests for control and short-slate proxy contests, are fought on a shareholder value basis.

Second, with the re-concentration of shareholding in the hands of institutional investors over the last
twenty years, shareholders are more powerful than ever. Given shareholders’ legal rights under the
corporation statutes, the current concentration of shareholding, and the highly competitive market for
asset management, so long as shareholders continue to expect firms to promote firm value for their
benefit, that is likely to provide the best working model for how firms are, in fact, managed.

The fact that finance teaching and scholarship incorporates a descriptive assumption that firms are
managed for the financial benefit of shareholders does not answer the normative question of how firms
should be managed. Asin law, there are prominent voices calling for a rethinking of that approach. Ina
widely read article, Oliver Hart and Luigi Zingales argue that even within a shareholder primacy
framework, firms should maximize shareholder welfare rather than market value, at least when
externalities are not perfectly separable from production decisions.>® As they putitin a persuasive
example, “if a consumer is willing to spend $100 to reduce pollution by $120, why would that consumer
not want a company he or she holds shares in to do this too?”>*

The Hart & Zingales argument is from within the “shareholder primacy” framework and, as my
discussion above makes clear, is consistent with the legal description of the corporation’s objective. A
board, well advised and convinced that reducing pollution is in the collective economic interest of the
shareholders, would likely be protected by the business judgment rule in opting for the shareholder
welfare increasing decision.

Whether, overall, it would make sense as a matter of corporate governance to embrace the
“shareholder welfare” objective in place of a “firm value” objective is a complicated real world question
that their interesting model does not resolve. One set of questions relates to implementation. How
would a board of directors determine what strategies would maximize shareholder welfare? Itis
already a difficult task to determine what strategy will maximize market value. What should the board
do when shareholders are heterogeneous with respect to their individual social welfare functions (some
benefit from clean air more than others) or individual preferences (including the intensity of those
preferences)? Using their example, suppose that only some of the shareholders are willing to spend
$100 to reduce pollution by $120? How might the board determine what maximizes the social welfare
of a diverse set of shareholders?

A second set of questions relates to goals. Traditionally, corporate law expects directors to focus on
enhancing the value of the firm which, while solvent, is for the benefit of shareholders. Actions taken

53 QOliver Hart & Luigi Zingales, Companies Should Maximize Shareholder Welfare Not Market Value, 2 J. Law,
Finance and Accounting 247 (2017).
54 1d. at 248.
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directly to enhance shareholder welfare, when doing so may in fact not enhance the value of the firm, is
a more complicated issue because firm value and shareholder welfare can diverge.>

The advantage of the “firm value” objective is not at the level of theory but rather in implementation.
The “folk” version of the Fisher Separation Theorem expresses the intuition that, given the
heterogeneity of actual shareholders, the “maximize firm value” strategy is the only strategy that stands
a chance of attracting a consensus.>®

Similarly, the choice between regulation and corporate governance as a strategy for controlling
externalities is extremely complicated. First, the comparison is complicated by the range of regulatory
alternatives that include both direct regulation (limiting the carbon that a firm can emit) and indirect
regulation (charging firms for the “social cost” of carbon). Second, the comparative feasibility of
shareholders inducing firms through the corporate governance channel to take externalities into
account versus voters inducing the legislature to regulate externalities is unclear: it is not obvious why, if
shareholders care enough to vote for internalizing the cost of pollution in corporate decisions they will
not be sufficiently influential to convince legislatures to regulate pollution through other means.

In discussing the role of asset managers, Hart & Zingales note the emergence of open-end mutual funds
aimed at attracting investors with pro-social preferences such as reducing CO2 emissions. One way to
understand BlackRock’s high profile embrace of “corporate purpose” and climate disclosure is that it is
part of a product market strategy to distinguish BlackRock’s offerings from those of its competitors.>’

The Management Debate

The earlier discussion of the legal debate over “shareholder primacy” shows that, while the notion that
the corporation is managed for the benefit of the shareholders is the best description of the law, it is
consistent with a variety of management practices. Whatever the nuances of the legal standard, a
particularly narrow version of “shareholder primacy” — short term share value maximization — is said to
have become the de facto ideology of business schools and board rooms at some point in the 1990s. > It
is this normative consensus that is reflected in the Business Roundtable’s 1997 statement.

55 See ALI Principles of Corporate Governance § 2.01 (1994) (“), a corporation [§ 1.12] should have as its objective
the conduct of business activities with a view to enhancing corporate profit and shareholder gain.”; Henry Hu,
Risk, Time, and Fiduciary Principles in Corporate Investment, 38 U.C.L.A. L. Rev. 277, 296-300 (1990).

56 The Fisher Separation Theorem holds that, under very restrictive conditions, shareholders will unanimously
prefer management to maximize firm value, leaving it to shareholders to decide how to allocate the gains. The
conventional citation is IRVING FISHER, THE THEORY OF INTEREST (1930). The pervasive assumption in Finance
(and law) of separability is an informal application of the theorem, and is assumed to apply well beyond the strict
limits of the assumptions. For discussions of the application of the Separation Theorem to corporate law and
finance through the channel of the objective of the firm, see RICHARD D. MACMINN, THE FISHER MODEL AND
FINANCIAL MARKETS 27-36 (2005); Daniel F. Spulber, Discovering the Role of the Firm: The Separation Criterion
and Corporate Law, 6 BERKELEY BUS. L.J. 298 (2009).

57 For a fuller discussion, see Kahan and Rock, Let Shareholders be Shareholders, -- B.U. L. Rev. — (Forthcoming
2020).

8 David Ronnegard and N. Craig Smith, Shareholder Primacy, Corporate Social Responsibility, and the Role of
Business Schools. J. Bus. Ethics Nov. 2014; Gentile, Mary. C. 2004. Corporate Governance and Accountability: What
do we Know and what do we Teach Future Business Leaders? The Aspen Institute Business &

Society Program; Ghoshal, S. 2005. Bad management theories are destroying good management practices.
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The link drawn between “shareholder primacy” and “short term share value maximization” is related to
a long-standing debate over the balance of power between shareholders and managers, and the extent
to which shareholder pressure leads to better management and capital allocation or, rather, to
excessive focus on quarterly profits, share price and other “short term” measures of performance. In
the 1980s, this debate focused on hostile tender offers and their effect on firms that were targeted and
those that were not. Since around 2005, this debate has focused on the role of “activist hedge funds” in
corporate governance and whether the pressure by such funds, and the support they have received
from institutional investors, has led to excessive “short termism.”

In this debate, both sides have recruited statements of the law to their causes. In the 1980s version of
the debate, the Revlon opinion, discussed above, marked a milestone in the “shareholder power” cause,
and was presented as an authoritative statement of “shareholder value maximization.”>® Other cases
such as Unocal, Moran and Paramount v. Time, have been deployed against such claims to make clear
that, outside of the sale of the company context, boards of directors have very wide discretion to resist
immediate demands to maximize share value in favor of long term strategy.

As the debate over the right balance of power between shareholders and managers continues, some
now argue that this management ideology has led to an intense focus on short term share price
maximization at the cost of long term firm value.®® On the other hand, others argue that the discipline
of managing to a single metric leads to better capital allocation and more focused firms.®* This is an
important debate and there are reasons to think that no single strategy will be best for all firms.

On the one hand, as a strategy for running actual firms, “shareholder primacy” is an implausible
approach for motivating the various participants in the firm to work together to build a great company.
As Jack Welch, retired CEO of GE, said in an interview in 2009, “On the face of it, shareholder value is the
dumbest idea in the world . . . Shareholder value is a result, not a strategy . . . Your main constituencies
are your employees, your customers and your products."®?

Academy of Management Learning & Education, 4(1): 75-91. Smith, N.C., and Van Wassenhove, L. 2010. How
business schools lost their way, BusinessWeek, January 11(https://www.bloomberg.com/news/articles/2010-01-
11/how-business-schools-lost-their-way ); Gardiner, Beth. 2009. B-schools rethink curricula amid crisis. The Wall
Street Journal Europe, March 27: 10; Holland, Kelley. 2009. Is it Time to Retrain B-Schools? The New York Times,
March 15; West, D.M. 2011. The purpose of corporations in business and law school curricula. Governance
Studies at Brookings.

59 Steven Pearlstein, Social Capital, Corporate Purpose and the Revival of American Capitalism, Brookings Center
for Effective Public Management (January 2014).

%0 Joseph L. Bower & Lynn S. Paine, The Error at the Heart of Corporate Leadership, Harvard Business Review, May-
June 2017, 50-60; Steven Pearlstein, Social Capital, Corporate Purpose and the Revival of American Capitalism,
Brookings Center for Effective Public Management.

61 See discussion in the Aspen paper. Gentile, Mary. C. 2004. Corporate Governance and Accountability: What do
we Know and what do we Teach Future Business Leaders? The Aspen Institute Business & Society Program.

52 Francesco Guerrera, Welch denounces corporate obsessions, Financial Times, March 13, 2009. Although it is
ironic that this comes from Jack Welch, known for his focus on share value and ever increasing earnings as CEO of
GE, and on the eve of GE losing its triple A rating from Standard & Poor’s, the point is still a sound one.
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On the other hand, private equity has demonstrated that a focus on the “bottom line,” combined with
incentives that align management’s interests with those of the shareholders and close monitoring, can
generate huge value.

At the level of anecdote, this is a hard debate to resolve. For each example of shareholder pressure
leading to a sacrifice of long term value, someone will point to an example of managers who waste
money on R & D while claiming to be pursuing long term value and to another example of shareholders
bidding up companies like Amazon that invest huge amounts in building out the business while going for
years with no profits.

A more promising approach is offered by Alex Edmans’ new book, Grow the Pie.*®> Drawing on academic
finance scholarship, Edmans argues that a “grow the pie” approach to business strategy —that is,
seeking to increase long term firm value -- is a more reliable route to increasing shareholder value than
a “divide the pie” in which maximizing current share value is the goal. Like Welch, he views increased
shareholder value as an outcome, not a primary goal. He then works through various controversies
including compensation, stewardship and share repurchases, and argues that each, properly designed,
can further the long term firm value. Among hedge funds, for example, ValueAct’s long term
engagement with Adobe, in which ValueAct bought a large stake and then engaged with the company to
help it reorient its strategy to create value, is highlighted as an exemplar.®* Similarly, he focus on
“purpose” as both an essential feature of firms that are successful over the long term as well as a useful
tool for building valuable companies. While the empirical evidence that Edmans relies on is, inevitably,
controverted, and the heterogeneity of companies and investors makes any generalization challenging,
the exercise is a valuable one. Each of the issues that Edmans considers is consistent with the legal
notion of “shareholder primacy” described above, and while each is permitted within that framework,
none is required.

Ultimately, the management debate will continue to evolve against the backdrop of each of the key
features that have influenced it in the past. These start with the current state of the product and capital
markets which, in turn, are affected by trade policy. The golden age of managerialism, when boards
reigned supreme and shared the prosperity with employees, communities and other stakeholders, was
underwritten by U.S. industry’s dominant position in the post-war period. Global market power, and the
“rents” that accompany it, can be wonderful things at least for those who have them. But those rents
have disappeared with the rise of competitive global markets.

Another key factor that affects the evolution of management strategy is technology. As technology
changes, the choice between “make v. buy” and the optimal boundaries of the firm also change. As the
efficient boundaries of the firm changes, industries must adjust and do so through mergers and
acquisitions, as well as bankruptcy.

One, but only one, factor in how an industry adjusts in a changing world is the basic governance
structure created by the corporate form: the business and affairs of the corporation are managed by or
under the direction of the board of directors; and only shareholders vote for directors.

63 Alex Edmans, Grow the Pie: How Great Companies Deliver Both Purpose and Profit (Cambridge U. Press 2020).
54 Edmans at 135-139.
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If Delaware law’s “shareholder primacy” does not, in fact, require anything like “short term share value
maximization,” then why the battle over the legal description of the corporate form, as discussed above,
or the battle over whether the law mandates “shareholder primacy” in the management literature?
Why should it matter whether business school professors are correctly summarizing Delaware corporate
law in their MBA classes?

Because law matters. Revlon is arguably the single most influential Delaware decision in corporate
boardrooms in the last 50 years. While lawyers, judges and law professors would all explain that
interpreting Revlon as requiring that boards maximize short term stock price is a badly inaccurate
description, many directors apparently believe it anyway.

Put differently, law plays an important but not fully understood part in the development of the
“ideology” of managers. And, if this is true, then changing the legal understanding of the objective of
the corporation could be a channel for changing that ideology. Here, | am using the term “ideology” in
its descriptive or programmatic sense and not in its pejorative sense.®®> As Raymond Guess pointed out,
there is a “descriptive” aspect to “ideology”: “[T]he ‘ideology’ of the group will be more or less
extensive, but typically it will include such things as the beliefs the members of the group hold, the
concepts they use, the attitudes and psychological dispositions they exhibit, their motives, desires,
values, predilections, works of art, religious rituals, gestures, etc.”®® In this descriptive sense, the BRT’s
1997 statement provides strong evidence that “shareholder primacy” was and may still be part of
management ideology.

But there is another sense of ideology that is particularly relevant here: ideology in its “programmatic”
sense as a means of translating ideas into action. This is the notion of ideology developed by Lenin in his
pamphlet “What is to be Done?”®” On the Leninist view, the actual beliefs and attitudes of most of the
working class actually are not the “beliefs and attitudes appropriate to their objective situation,” and
they are unlikely to develop the appropriate beliefs and attitudes. Thus, as Raymond Guess summarizes,
“the correct proletarian world-view must be introduced into the proletariat from the outside by
members of a vanguard party (many of whom may well be of bourgeois origin).”®®

From this perspective, Lipton’s memos on corporate purpose and his “New Paradigm” can be
understood as an attempt to change the beliefs and attitudes of investors and managers (including
directors) to a set of beliefs and attitudes “appropriate to their objective situation.” Moreover, as with
Lenin’s view of the proletariat, because they may not naturally develop these beliefs and attitudes, it
falls to a vanguard party to introduce and cultivate them.®® As the influence of the Revion decision on

55 Raymond Guess, The Idea of a Critical Theory: Habermas and the Frankfurt School (CUP 1981), Chapter 1.

6 Guess at 5.

7 V.I. Lenin, What is to be Done?: Burning Questions of the Moment (Foreign Language Press, Peking 1975) at 37-
41, 48-49, 98 (at 98: “Class political consciousness can be brought to the workers only from without, that is, only
from outside of the economic struggle, from outside of the sphere of relationships between workers and
employers.” Emphasis in the original).

8 Guess at 23.

59 This casts Marty Lipton as the Vladimir Lenin of U.S. corporate governance, an odd but not entirely
inappropriate characterization.
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business school and boardroom ideology during the 1980s and 1990s demonstrates, law (understood as
both authoritative legal materials as well as products of organizations such as the American Law
Institute) can be a critically important means for transforming the beliefs and attitudes of these key
social actors.

In this project, each side will be disappointed by a narrow “technocratic” answer to the legal question.
The best legal description of the corporate form, including the statutory provisions, and the cases
interpreting them, must ultimately be agnostic on how to build great businesses, and on whether
investors should prioritize the short term or the long term. The corporate form is, after all, just one of a
menu of enterprise forms, a form that has been used for more than a century in structuring business
activity though vastly different conditions. While “shareholder primacy” as a legal concept implies that,
at some level, directors ultimately manage the corporation for the benefit of shareholders, it simply
does not address the question whether hedge fund activist pressure leads to excessive “short termism”
nor could it.

The fact that corporate law does not determine management strategy, however, is hardly surprising or
problematic. All of the arguments made against “shareholder value maximization” as a business
strategy apply however one interprets corporate law.

The Political Debate

The political version of the debate is, perhaps, the most ambiguous and interesting. Who would have
thought that corporate governance would figure into political campaigns?

To get a sense of the politics of corporate governance today, consider Elizabeth Warren’s concise
diagnosis of where she believes things have gone wrong:

American corporations used to balance the interests of all of their stakeholders, including
employees, customers, business partners, and shareholders. But in the 1980s, they decided their
only legitimate and legal purpose was “maximizing shareholder value.”

This shift is a root cause of many of America’s economic problems. In the early 1980s, America’s
biggest companies dedicated less than half of their profits to shareholders. More recently, they
have sent 93% of their earnings to shareholders. That means trillions of dollars that might have
otherwise gone to workers or long-term investments have gone to shareholders instead.

The results have been predictable. In recent decades, worker productivity has risen steadily but
real wages for the average worker have barely budged. The share of national income that goes
to workers has dropped. Big American companies have under-invested, opening the door to
foreign competitors.

And because 84% of American-held shares are owned by the richest top 10% of families -- while
more than 50% of American households own no stock at all -- corporate America’s commitment
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to “maximizing shareholder return” is a commitment to making the richest Americans even
richer at all costs.”

Lest one think that this diagnosis comes from only one side of the political spectrum, Senator Marco
Rubio takes a very similar approach:

It has been accepted as economic law since the 1970s that returning value to shareholders is the
primary function of business activity. This theory, which we will call “shareholder primacy
theory” in this section, is not a law of nature, but a system of preferences, or as William Lazonick
has called it, an ideology. n51
51 This theory, also referred to as “maximizing shareholder value,” has been well-
covered by the academic literature for its effect on capital investment. See William
Lazonick and Mary O’Sullivan, “Maximizing shareholder value: a new ideology for
corporate governance,” Economy and Society, February 2000.
https://www.tandfonline.com/doi/abs/10.1080/030851400360541.
Itis a theory based on a certain set of beliefs about what economic value is, how it is created,
and who has what claims to it. Nothing about it guarantees that capital will be deployed to the
productive ends described in the previous section as the institutional role of business enterprise.
In fact, it disrupts the ability to constructively discuss any such a function at all, by making equity
returns the sole criterion for business performance.

The argument of this section is that shareholder primacy theory presents an externality problem
to the sustainability of the private enterprise system. Productive business firms are valuable to
the U.S. to an extent far beyond their net present value to shareholders. Working properly, they
are the centers of economic output upon which functioning markets depend, steady and
constant workplaces for the American people, and the holders of tremendous institutional
knowledge. It is in capital investment that these factors of production are combined together.
The U.S. has historically had and expected a level of business investment in fixed assets that
cannot be adequately explained by shareholder primacy theory. N. 52 52 J.W. Mason, “The
Story of Q,” June 26, 2012. https://iwmason.org/slackwire/story-of-q/

Shareholder primary theory provides a framework to reduce or ignore the longer-term,
economy-and-society wide negative externalities that result, by placing them outside the realm
of business decisions. These externalities in turn threaten the long-term health of the economy
and even the individual businesses in question.”*

For Senator Warren, the solution to the “problem” of “shareholder primacy” is the Accountable
Capitalism Act which would mandate (a) a federal charter for all corporations with more than $1 billion

70 https://elizabethwarren.com/plans/accountable-capitalism. See also
https://www.cnbc.com/2019/12/16/elizabeth-warren-challenges-jamie-dimon-over-accountable-
capitalism.html? source=iosappshare%7Ccom.apple.UIKit.activity.Mail

7Y Marco Rubio, American Investment in the 21°t Century: Project for Strong Labor Markets and National
Development, at p. 22.
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per year in sales,’? (b) election of at least 40% of the directors by the employees,”® (c) affirmative duties
to take the interests of all stakeholders into account,’® and (d) a ban on sales of stock by directors and
senior executives within five years of receiving them or within three years of a company stock
buyback.” As | note above, Senator Sanders goes even farther.

As a historical matter, Senator Warren’s analysis is incorrect. It is simply not true, as she said in a recent
interview, that:

You may remember that, for more than a century, American corporations owed multiple duties.
They owed duties to their investors, but also to their employees, to their customers, to the
communities where they were located, to our country. And then, in the late '70, an economist
comes along and says, “Hey, here’s a novel idea. How about if you only owe any kind of duty to
your investors?” Which means, make it all about profitability. That means that American
corporations today, these giant corporations, they have no loyalty to America or to American
workers.”®

In fact, it has never been the case that American corporations owed general legal duties to employees,
customers and communities.

But leave that to one side. As a political intervention, the positions of Senators Warren and Rubio are
powerful. Criticizing “big business” always has an audience, especially given the unequal recovery and
distribution of gains over the last decade.

One way to understand the current public interventions by Larry Fink, the Business Roundtable and
others is through the political lens: if corporate America does not reorient itself in a way that is more
politically legitimate, mandatory legislation will not be far behind. Although enacting the Accountable
Capitalism Act may be a long-shot, other legislation may be more likely. There are proposals floating
around to prohibit stock buybacks, on the grounds that such buybacks, rather than being tax efficient
means for returning unneeded capital to shareholders are, instead, depressing wages and investment.””

Understood as a political intervention, is the Business Roundtable statement a good political
intervention? Is it likely to achieve the goals of its sponsor or, at least, not make things worse?

Here, it is worth noting that the Business Roundtable statement did not go unanswered. Within days,
Senator Warren sent a (public) letter to Jamie Dimon, CEO of JPMorgan Chase and chair of the Business
Roundtable. In her letter, Senator Warren wrote:

Accountable Capitalism Act at Section 4.

73 1d. at Section 6.

74 |d. at Section 5(c).

7> |d. at Section 7.
https://www.cnbc.com/2019/12/16/elizabeth-warren-government-listens-to-rich-guys-who-dont-want-to-pay-
taxes.html

77 See, e.g., https://rooseveltinstitute.org/wp-content/uploads/2019/02/RI_Buybacks-FAQ_022019-final.pdf.
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| write in regard to the Business Roundtable's (BRT) new Statement on the Purpose of a
Corporation issued on August 19, 2019. This new statement marked a potentially significant
change. It reversed the Business Roundtable' s troubling position, held since 1997, that
"corporations exist principally to serve shareholders," instead acknowledging that "each of
[ylour stakeholders is essential" and committing to "deliver value to all of them, for the future
success of our companies, our communities and our country." You signed the pledge to follow
these principles on behalf of JPMorgan Chase. | write for information about the tangible actions
you intend to take to implement the principles, including whether, to make good on your
commitment, you will implement the steps laid out in the Accountable Capitalism Act | plan to
reintroduce in the coming weeks. 78

This is a powerful response. Imagine, if you will, that in 2021, with a new administration in the White
House, Senator Warren returns to the BRT statement. Looking back over the two years since the BRT’s
statement, she will ask how the reality on the ground has changed? Are workers getting a larger share?
Is their voice being heard? Are firms taking into account all of their stakeholders’ interests or still giving
primacy to shareholder interests? And if, as is likely, not much will actually have changed —if, for no
other reason, than that it is and will continue to be the case that only shareholders vote for directors —
Senator Warren could reasonably say, “Hey, we tried it your way but, as we see, the ‘private ordering’
approach doesn’t work. It is time to enact my Accountable Capitalism Act or some other mandatory
legislation that will require boards to manage corporations for the benefit of all their stakeholders.”

Here, it is worth returning to Milton Friedman’s 1970 New York Times magazine article that, for many, is
the iconic statement of the evil “shareholder primacy” thesis. What people remember is that Mr.
Friedman wrote 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.””®

Less remembered is the target of Mr. Friedman’s article. Then, as now, there were loud calls for
corporations to act in a more socially responsible manner. Then, the issue was wage and price
restraints. The real target of Friedman’s attack was the extent to which public statements by business
leaders embracing notions of “social responsibility” undermined the political legitimacy of the market
system:

Whether blameworthy or not, the use of the cloak of social responsibility, and the nonsense
spoken in its name by influential and prestigious businessmen, does clearly harm the
foundations of a free society. | have been impressed time and again by the schizophrenic
character of many businessmen. They are capable of being extremely far-sighted and clear-
headed in matters that are internal to their businesses. They are incredibly short-sighted and
muddle-headed in matters that are outside their businesses but affect the possible survival of
business in general. This short-sightedness is strikingly exemplified in the calls from many
businessmen for wage and price guidelines or controls or income policies. There is nothing that

78 October 3, 2019 letter from Sen. Elizabeth Warren to Jamie Dimon (footnotes omitted).
72 Milton Friedman, The Social Responsibility of Business is to Increase its Profits, NYTimes Magazine Sept. 13,
1970.
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could do more in a brief period to destroy a market system and replace it by a centrally
controlled system than effective governmental control of prices and wages.

The short-sightedness is also exemplified in speeches by businessmen on social responsibility.
This may gain them kudos in the short run. But it helps to strengthen the already too prevalent
view that the pursuit of profits is wicked and immoral and must be curbed and controlled by
external forces. Once this view is adopted, the external forces that curb the market will not be
the social consciences, however highly developed, of the pontificating executives; it will be the
iron fist of Government bureaucrats. Here, as with price and wage controls, businessmen seem
to me to reveal a suicidal impulse.

Similarly, today, one should wonder whether the BRT’s apparent embrace of a stakeholder approach to
corporate governance will deprive it of the strongest arguments in favor of the current market system.
Having conceded that a corporation should be managed for the benefit of all its stakeholders, without
primacy owed to any, the BRT may be conceding its strongest argument against mandatory legislation.

Joining the Cause or Resisting the Temptation?

Assume that the pessimists are right. Assume that the current political dysfunction and legislative
deadlock will continue indefinitely and that our Congress will not enact needed legislation to respond to
pressing environmental and social needs. Assume further that the populist reaction that emerged post
2008 will likewise persist indefinitely. How should the law of corporate governance respond?

An important and complex response to this question is Colin Mayer’s recent book, Prosperity. Mayer, a
distinguished finance economist and former dean of Oxford’s Said School of Business, is convinced that
large scale businesses have lost their way, have forgotten their social mission and obligations, to the
detriment of us all. For my purposes, what is most interesting about Mayer’s analysis is where he
locates the problem:

That a single organizational form can perform so many different functions, from the one-man
enterprise to the corner shop to the conglomerate, from social enterprise to manufacturing to
public infrastructure, from the no-tech to the low-tech to the high-tech, is truly remarkable.
That the corporation can explain the growth of nations around the world and the failure of
others to progress is indicative of its macroeconomic significance. That the different nature of
the corporation is associated with social benefits and ills, and its changes over time with their
emergence and eradication, suggests that it is to the corporation that we should turn for both
the source of our prosperity and our impoverishment.®

Immediately, there are several things odd about this formulation. First, as an enterprise form, the
“general corporation” has competition. There are a range of alternative enterprise forms that have
been used, and are used, to organize large scale business activities. Indeed, at various times in our

80 prosperity at 34.
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history, other enterprise forms have been preferred. An non-exclusive list of those enterprise forms
include: general partnership (e.g., the Wachtell Lipton law firm); limited partnership (Blackstone went
public as an LP); trust (e.g,. the Standard Oil Trust, until it was broken up); the Limited Liability Company
(Oaktree Capital Group, LLC, is a publicly traded LLC); the Limited Liability Partnership. In addition,
within the “corporation” category, 30 states now permit “Public Benefit Corporations” that allow
business planner to commit to give weight to a defined public benefit. Twenty eight states have
adopted “constituency” statutes that modify their corporate law, to one degree or another, to limit or
eliminate “shareholder primacy,” at least to the extent of giving boards the discretion to ignore it (even
in those states, however, only shareholders elect directors, so the scope of such discretion is limited).

Each of these enterprise forms has different characteristics, and permit differing degrees of tailoring.
Some, such as the “Public Benefit Corporation,” are specifically designed to permit greater tailoring of
the objective of the corporation and to allow firms to commit to a goal other than benefiting the
shareholders.

These different enterprise forms are used in a variety of different contexts: for small, privately held
enterprises; for large privately held enterprises; for subsidiaries within groups of companies; for large
and small publicly traded enterprises; and in a variety of other contexts. They are in use today and have
been used in a variety of different political and market conditions over the last 150 years.

It is thus implausible to think that the short-sightedness or misbehavior of large scale business
enterprises is a consequence of the organizational form in which they choose to conduct their business.
To the extent that particular businesses or firms are organized as corporations (rather than as some
other enterprise form), is that the reason why they exhibit these pathologies? To the extent that the
source of the pathologies is the enterprise form, would a different enterprise form —e.g., an LLC or a
PBC or an MLP —facilitate better business practices? If so, why do more firms not organize in these
other forms? Why is there not more of a market demand for it? Is it all “path dependence”?

But here | am likely misunderstanding Mayer’s analysis. While the corporate form may not be the cause
of the pathologies, changing it, he seems to believe, may be the solution to those pathologies. If only,
Mayer seems to argue, large scale businesses (or all businesses?) were required to adopt specific and
legally enforceable “purpose” provisions, they could be reoriented away from short term focus on
shareholder returns and towards solving social problems (although the details of legal enforceability are
unclear).

Here, Mayer’s lack of legal background gives him an optimism for “legal” solutions that few corporate
lawyers would share. Originally, both the U.S. and the U.K. corporate laws required corporations to
specify narrow “purposes” and enforced those purpose clauses through the doctrine of ultra vires. It
was a colossal failure that was first avoided by drafting more and more elaborate (and capacious)

28



purpose clauses, then by the legislation adopting the current permissive approach,® and finally by the
abrogation of the ultra vires doctrine.®2

But the historical failure of a legally enforceable purpose clause does not meet the core of Mayer’s
argument. Even if corporate purpose is not the right tool, shouldn’t corporate law be part of the
solution? In the current environment, how can one object to harnessing corporate law to encourage or
require the directors of large public corporations to invest more surplus in their firms rather than paying
it out to shareholders in dividends or stock buybacks, to provide employees with a greater share of the
wealth generated, or to conduct business in a more sustainable way?

Beyond choice of tactics, there is a deeper objection to Mayer’s idea of using corporate law to provide
more guidance for the “socially responsible” governance of large public corporations. There are at least
three problems with pursuing this strategy. First, it is unlikely to work without a wholesale restructuring
of corporate law that goes well beyond reinterpreting directors’ fiduciary duties away from “shareholder
primacy” towards a stakeholder conception. So long as shareholders retain the sole voting rights,
corporations will largely be managed for the benefit of the shareholders, whatever the interpretation of
the weaker bonds of fiduciary obligation. Raw power prevails. And the sort of wholesale restructuring
required — some form of co-determination — would likely have all sorts of consequences beyond what
Mayer is seeking.

Second, as others have argued, having boards of directors make difficult tradeoffs between and among
stakeholders suffers from a fundamental problem of political “legitimacy.” What justification can
corporate directors who are accountable only to shareholders give in making “distributional” choices
unless they have a common metric of “shareholder value”? By what metric will shareholder interests be
traded off against employee interests? How much profit may a board sacrifice in order to reduce its
carbon footprint? A stakeholder conception almost necessarily will empower stakeholders to enforce
their interests, either through social pressure or through a change in the law that allows them to sue.
These issues are hard enough when a board allocates this much to employees and this much to
shareholders with a single “objective function.” Opening boards up to stakeholder demands threatens
to make directors’ jobs impossible.

Finally, tinkering with the law of “corporate purpose” threatens to disrupt the coherence of the
corporate form, a form that has been one of the great wealth generating innovations of the last 150
years. As discussed above, corporate law provides adequate flexibility for firms to adopt value
enhancing business strategies and to behave in a politically sustainable way. Legal innovation is likely to
be neither necessary nor sufficient to address the populist challenge. In any event, firms that wish to
opt out of the traditional default structure of Delaware corporate law already have numerous
alternatives.

81 Del. GCL Section 101 (“A corporation may be incorporated or organized under this chapter to conduct or
promote any lawful business or purposes, except as may otherwise be provided by the Constitution or other law of
this State.”)

82 Del GCL Section 124 (“No act of a corporation and no conveyance or transfer of real or personal property to or
by a corporation shall be invalid by reason of the fact that the corporation was without capacity or power to do
such act or to make or receive such conveyance or transfer . .. “)
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Corporate law is both private law and public law. Inits private law aspect, it provides a menu of
enterprise forms and then allows parties to arrange their affairs in a way that accomplishes their goals.
In this way, it can be useful to think of corporate law as providing a sort of standard form contract that
parties can opt into. Although the contract analogy is imperfect — corporate law contains many
mandatory terms such as a board of directors and the duty of loyalty — it usefully emphasizes the extent
to which the corporate form is a tool that parties voluntarily choose to use or modify.

The public law aspects of corporate law, in the US at least, are primarily the domain of federal securities
regulation. Investor protection, mandatory disclosure, board structure, regulation of material nonpublic
information, and many other aspects of publicly traded corporations are regulated by, or under the
supervision of, the Securities and Exchange Commission.

Finally, we should never forget that many of our problems require regulatory solutions and that we
should not fool ourselves into thinking that tinkering with “corporate objective” can begin to substitute
for regulation to control climate change, assure decent wages and working hours, and decent health
care, as well as social insurance against the various downsides from competitive global markets.®

The private lawyer’s worry, of course, is that using private law to solve social problems will destroy the
value generating potential of private law while failing to solve the social problems, leaving all of us
worse off.

83 Strine, Our Continuing Struggle, supra n. 21.; Jeffrey Gordon, Addressing Economic Insecurity: Why Social
Insurance is better than Corporate Governance Reform,
https://clsbluesky.law.columbia.edu/2019/08/21/addressing-economic-insecurity-why-social-insurance-is-better-
than-corporate-governance-reform/ .
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