


Praise for The Shareholder Value Myth

“This book threatens to trigger an avalanche of new thinking about 
corporations. Written by one of the most respected theorists in corpo-
rate governance, it takes aim at the smug ‘profi t-only’ complacency 
found in business schools and boardrooms. Anyone who reads it will 
be forced to think—and think again.”
—Thomas Donaldson, Mark O. Winkelman Professor, The Wharton 

School, University of Pennsylvania

“The only antidote to prevailing bad theory is calm, careful, plainspoken, 
and relentless argumentation that peels away the distracting layers of 
abstract mumbo jumbo to expose the lunacy of the underlying theory 
for all to see. Lynn Stout does the world a great favor in exposing 
shareholder value theory for what it is: fl awed and damaging theory. 
Comprehensive yet brief, profound yet enjoyable, this is a must-read 
for anyone who cares about the future of democratic capitalism.” 
—Roger Martin, Dean, Rotman School of Management, University of 

Toronto, and author of Fixing the Game

“It is widely believed that corporations exist solely to maximize profi ts. 
It is also widely believed that this corporate purpose is prescribed by 
law. Lynn Stout shows that these infl uential beliefs are both wrong 
and very likely destructive.”
—Ralph Gomory, Research Professor, New York University; President 

Emeritus, Alfred P. Sloan Foundation; and former Senior Vice 
President for Science and Technology, IBM Corporation

“Professor Stout is a leader of a growing group of corporate executives, 
economists, lawyers, and thoughtful investors who have embraced 
the concept that corporations should, and indeed must, be managed 
in the interests of all their constituents. This book is a very read-
able explanation of the adverse impact that ignoring the interests of 
all constituents and short-termism have had on not just employees, 
customers, suppliers, communities, and the economy as a whole but 
the very shareholders themselves.”
—Martin Lipton, Senior Partner, Wachtell, Lipton, Rosen & Katz 



“Lynn Stout raises a critical question about American capitalism: what 
is the purpose of the public corporation? For too many years there 
has been an uncontested assertion that all that matters is creating 
shareholder wealth. This is an underlying cause of many of the ills 
facing American society, and this is therefore a critically important 
book!”
—Jay Lorsch, Louis Kirstein Professor of Human Relations, Harvard 

Business School, and author of Back to the Drawing Board (with Colin 
B. Carter) and Pawns or Potentates

“Lynn Stout presents a thoroughly researched and articulated case 
against shareholder value exclusivity. It serves the grand purpose of 
illuminating the debate in the hope of fi nding a reasoned result.”
—Ira Millstein, Director, Columbia Law School and Columbia 

Business School Program on Global, Economic, and Regulatory 
Interdependence, and Theodore Nierenberg Adjunct Professor of 
Corporate Governance, Yale School of Management

“Lynn Stout’s engaging book deals a knockout blow to the mantra of 
‘shareholder value’ that has come to dominate corporate boardrooms 
in the last two decades. While she makes her case in a readable and 
entertaining way, her message is very serious: the obsession that the 
business community has with maximizing shareholder value is mak-
ing US corporations weaker, not stronger.”
—Dr. Margaret M. Blair, Professor of Law, Milton R. Underwood Chair 

in Free Enterprise, Vanderbilt University Law School

“Lynn Stout kicks another brick off of the mantle of short-termism, 
showing again why choosing to myopically focus on short-term value 
not only can destroy longer-term performance but also is legally in-
consistent with leading corporate governance principles, incentives, 
and actions that aspire to more sustainable value creation—over the 
long term and for all stakeholders, including shareholders.”
—Dean Krehmeyer, Executive Director, Business Roundtable Institute 

for Corporate Ethics 
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Preface

Back when I was a law school student in the early 1980s, my 
professors taught me that shareholders “own” corporations 
and that the purpose of corporations is to “maximize share-
holder value.” I was just out of college at the time and not very 
familiar with the business world, so this made sense enough 
to me. When I first began lecturing and writing in business 
law myself, I incorporated the shareholder value thinking that 
I had been taught into my own teaching and scholarship.

It soon became apparent to me there was a problem with 
this approach. The more I read business law cases, the more 
obvious it became that U.S. corporate law does not, in fact, 
require corporations to maximize either share price or share-
holder wealth. My first reaction was puzzlement and frus-
tration. Shareholder value thinking was almost uniformly 
accepted by experts in law, finance, and management. Why 
then, I asked myself, wasn’t it required by the actual rules of 
corporate law?

In 1995, I spent some time as a guest scholar at the 
Brookings Institution in Washington, D.C. While there I was 
lucky enough to get to know Margaret Blair, an economist 
also interested in corporations. Blair offered a novel answer to 
my question: maybe corporate law was right and the experts 

were wrong. Maybe there were good reasons why corporate 
directors were not required to maximize shareholder value.

That conversation with Blair began my nearly two decades of 
investigation into the question of corporate purpose. My sense 
that something was wrong with shareholder value thinking 
was only heightened when Enron, a firm obsessed with rais-
ing its share price and a supposed paragon of “good corporate 
governance,” collapsed in fraud and scandal in 2000.
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Writing both alone and with Blair, I published articles on 
the question of corporate purpose and sought out the work 
of other academics willing to question the theoretical and 
empirical validity of “shareholder primacy.” Meanwhile, I was 
becoming involved in the business world myself as an advisor 
to and a director of profit and nonprofit organizations. I took 
every opportunity to ask the business executives, corporate 
lawyers, and individual and institutional investors I dealt 
with how they thought corporations really worked. The more 
I listened to their answers, the more I grew to suspect that 
“maximize shareholder value” is an incoherent and counter-
productive business objective.

Put bluntly, conventional shareholder value thinking is a 
mistake for most firms—and a big mistake at that. Shareholder 
value thinking causes corporate managers to focus myopi-
cally on short-term earnings reports at the expense of long-
term performance; discourages investment and innovation; 
harms employees, customers, and communities; and causes 
companies to indulge in reckless, sociopathic, and socially ir-
responsible behaviors. It threatens the welfare of consumers, 
employees, communities, and investors alike.

This book explains why. It is written to be of use for law and 
business experts, but it is also written to be understood by ex-
ecutives, investors, and informed laypersons—indeed anyone 
who wants to understand why corporations do what they do, 
and how we can help corporations do better. 

Although it would be near-impossible for me to thank ev-
eryone who generously gave me ideas, suggestions, or support 
as I wrote this book, I would like to acknowledge the special 
contributions and inspiration provided by Ralph Gomory and 
Gail Pesyna at the Sloan Foundation; Judy Samuelson at the 
Aspen Institute; and Steve Piersanti and the wonderful staff 
at Berrett-Koehler.  This is their book as well.

Lynn Stout
February 2012
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I N T R O D U C T I O N

“The Dumbest Idea 

in the World”

The Deepwater Horizon was an oil drilling rig, a massive float-
ing structure that cost more than a third of a billion dollars to 
build and measured the length of a football field from bottom 
to top. On the night of April 20, 2010, the Deepwater Horizon 

was working in the Gulf of Mexico, finishing an exploratory 
well named Macondo for the corporation BP. Suddenly the rig 
was rocked by a loud explosion. Within minutes the Deepwater 

Horizon was transformed into a column of fire that burned 
for nearly two days before collapsing into the depths of the 
Gulf of Mexico. Meanwhile, the Macondo well began vomit-
ing tens of thousands of barrels of oil daily from beneath the 
sea floor into the Gulf waters. By the time the well was capped 
in September 2010, the Macondo well blowout was estimated 
to have caused the largest offshore oil spill in history.1

The Deepwater Horizon disaster was tragedy on an epic 
scale, not only for the rig and the eleven people who died on 
it, but also for the corporation BP. By June of 2010, BP had 
suspended paying its regular dividends, and BP common 
stock (trading around $60 before the spill) had plunged to 
less than $30 per share. The result was a decline in BP’s total 
stock market value amounting to nearly $100 billion. BP’s 
shareholders were not the only ones to suffer. The value of BP 
bonds tanked as BP’s credit rating was cut from a prestigious 
AA to the near-junk status BBB. Other oil companies working 
in the Gulf were idled, along with BP, due to a government-
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imposed moratorium on further deepwater drilling in the 
Gulf. Business owners and workers in the Gulf fishing and 
tourism industries struggled to make a living. Finally, the Gulf 
ecosystem itself suffered enormous damage, the full extent of 
which remains unknown today.

After months of investigation, the National Commission 
on the BP Deepwater Horizon Oil Spill and Offshore Drilling 
concluded the Macondo blowout could be traced to multiple 
decisions by BP employees and contractors to ignore standard 
safety procedures in the attempt to cut costs. (At the time of 
the blowout, the Macondo project was more than a month 
behind schedule and almost $60 million over budget, with 
each day of delay costing an estimated $1 million.)2 Nor was 
this the first time BP had sacrificed safety to save time and 
money. The Commission concluded, “BP’s safety lapses have 
been chronic.”3

The Ideology of Shareholder Value

Why would a sophisticated international corporation make 
such an enormous and costly mistake? In trying to save $1 mil-
lion a day by skimping on safety procedures at the Macondo 
well, BP cost its shareholders alone a hundred thousand times 
more, nearly $100 billion. Even if following proper safety 
procedures had delayed the development of the Macondo well 
for a full year, BP would have done much better. The gamble 
was foolish, even from BP’s perspective.

This book argues that the Deepwater Horizon disaster 
is only one example of a larger problem that afflicts many 
public corporations today. That problem might be called 
shareholder value thinking. According to the doctrine of 
shareholder value, public corporations “belong” to their 
shareholders, and they exist for one purpose only, to maxi-
mize shareholders’ wealth. Shareholder wealth, in turn, is 
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typically measured by share price—meaning share price to-
day, not share price next year or next decade.

Shareholder value thinking is endemic in the business 
world today. Fifty years ago, if you had asked the directors 
or CEO of a large public company what the company’s pur-
pose was, you might have been told the corporation had many 
purposes: to provide equity investors with solid returns, but 
also to build great products, to provide decent livelihoods for 
employees, and to contribute to the community and the na-
tion. Today, you are likely to be told the company has but one 
purpose, to maximize its shareholders’ wealth. This sort of 
thinking drives directors and executives to run public firms 
like BP with a relentless focus on raising stock price. In the 
quest to “unlock shareholder value” they sell key assets, fire 
loyal employees, and ruthlessly squeeze the workforce that 
remains; cut back on product support, customer assistance, 
and research and development; delay replacing outworn, out-
moded, and unsafe equipment; shower CEOs with stock op-
tions and expensive pay packages to “incentivize” them; drain 
cash reserves to pay large dividends and repurchase company 
shares, leveraging firms until they teeter on the brink of in-
solvency; and lobby regulators and Congress to change the 
law so they can chase short-term profits speculating in credit 
default swaps and other high-risk financial derivatives. They 
do these things even though many individual directors and 
executives feel uneasy about such strategies, intuiting that a 
single-minded focus on share price may not serve the inter-
ests of society, the company, or shareholders themselves.

This book examines and challenges the doctrine of share-
holder value. It argues that shareholder value ideology is 
just that—an ideology, not a legal requirement or a practical 
necessity of modern business life. United States corporate 
law does not, and never has, required directors of public 
corporations to maximize either share price or shareholder 
wealth. To the contrary, as long as boards do not use their 
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power to enrich themselves, the law gives them a wide range 
of discretion to run public corporations with other goals in 
mind, including growing the firm, creating quality prod-
ucts, protecting employees, and serving the public interest. 
Chasing shareholder value is a managerial choice, not a le-
gal requirement.

Nevertheless, by the 1990s, the idea that corporations 
should serve only shareholder wealth as reflected in stock 
price came to dominate other theories of corporate purpose. 
Executives, journalists, and business school professors alike 
embraced the need to maximize shareholder value with 
near-religious fervor. Legal scholars argued that corporate 
managers ought to focus only on maximizing the share-
holders’ interest in the firm, an approach they somewhat 
misleadingly called “shareholder primacy.” (“Shareholder 
absolutism” or “shareholder dictatorship” would be more 
accurate.)

It should be noted that a handful of scholars and activ-
ists continued to argue for “stakeholder” visions of corporate 
purpose that gave corporate managers breathing room to 
consider the interests of employees, creditors, and custom-
ers. A small number of others advocated for “corporate social 
responsibility” to ensure that public companies indeed served 
the public interest writ large. But by the turn of the millen-
nium, such alternative views of good corporate governance 
had been reduced to the status of easily ignored minority 
reports. Business and policy elites in the United States and 
much of the rest of the world as well accepted as a truth that 
should not be questioned that corporations exist to maximize 
shareholder value.4 

Time for Some Questions

Today, questions seem called for. It should be apparent to any-
one who reads the newspapers that Corporate America’s mass 
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embrace of shareholder value thinking has not translated into 
better corporate or economic performance. The past dozen 
years have seen a daisy chain of costly corporate disasters, 
from massive frauds at Enron, HealthSouth, and Worldcom 
in the early 2000s, to the near-failure and subsequent costly 
taxpayer bailout of many of our largest financial institutions 
in 2008, to the BP oil spill in 2010. Stock market returns have 
been miserable, raising the question of how aging baby boom-
ers who trusted in stocks for their retirement will be able to 
support themselves in their golden years. The population 
of publicly held U.S. companies is shrinking rapidly as for-
merly public companies like Dunkin’ Donuts and Toys“R”Us 
“go private” to escape the pressures of shareholder-primacy 
thinking, and new enterprises decide not to sell shares to 
outside investors at all. (Between 1997 and 2008, the num-
ber of companies listed on U.S. exchanges declined from 
8,823 to only 5,401.)5 Some experts worry America’s public 
corporations are losing their innovative edge.6 The National 
Commission found that an underlying cause of the Deepwater 

Horizon disaster was the fact that the oil and gas industry has 
cut back significantly on research in recent decades, with the 
result that “knowledge and experience within the industry 
may be decreasing.”7 

Even former champions of shareholder primacy are be-
ginning to rethink the wisdom of chasing shareholder value. 
Iconic CEO Jack Welch, who ran GE with an iron fist from 
1981 until his retirement in 2001, was one of the earliest, most 
vocal, and most influential adopters of the shareholder value 
mantra. During his first five years at GE’s helm, “Neutron 
Jack” cut the number of GE employees by more than a third. 
He also eliminated most of GE’s basic research programs. But 
several years after retiring from GE with more than $700 
million in estimated personal wealth, Welch observed in a 
Financial Times interview about the 2008 financial crisis 
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that “strictly speaking, shareholder value is the dumbest idea 
in the world.”8 

It’s time to reexamine the wisdom of shareholder value think-
ing. In particular, it’s time to consider how the endless quest to 
raise share price hurts not only non-shareholder stakeholders 
and society but also—and especially—shareholders themselves. 

Revisiting the Idea of “Shareholder Value”

Although shareholder-primacy ideology still dominates busi-
ness and academic circles today, for as long as there have been 
public corporations there have been those who argue they 
should serve the public interest, not shareholders’ alone. I am 
highly sympathetic to this view. I also believe, however, that 
one does not need to embrace either a stakeholder-oriented 
model of the firm, or a form of corporate social responsibil-
ity theory, to conclude that shareholder value thinking is de-
structive. The gap between shareholder-primacy ideology as 
it is practiced today, and stakeholders’ and the public interest, 
is not only vast but much wider than it either must or should 
be. If we stop to examine the reality of who “the shareholder” 
really is—not an abstract creature obsessed with the single 
goal of raising the share price of a single firm today, but real 
human beings with the capacity to think for the future and 
to make binding commitments, with a wide range of invest-
ments and interests beyond the shares they happen to hold 
in any single firm, and with consciences that make most of 
them concerned, at least a bit, about the fates of others, future 
generations, and the planet—it soon becomes apparent that 
conventional shareholder primacy harms not only stakehold-
ers and the public, but most shareholders as well. If we really 
want corporations to serve the interests of the diverse human 
beings who ultimately own their shares either directly or 
through institutions like pension and mutual funds, we need 
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to seriously reexamine our ideas about who shareholders are 
and what they truly value.

This book shows how the project of reexamining share-
holder value thinking is already underway. While the notion 
that managers should seek to maximize share price remains 
conventional wisdom in many business circles and in the 
press, corporate theorists increasingly challenge conven-
tional wisdom. New scholarly articles questioning the effects 
of shareholder-primacy thinking and the wisdom of chasing 
shareholder value seem to appear daily. Even more important, 
influential economic and legal experts are proposing alterna-
tive theories of the legal structure and economic purpose of 
public corporations that show how a relentless focus on raising 
the share price of individual firms may be not only misguided, 
but harmful to investors.

These new theories promise to advance our understanding 
of corporate purpose far beyond the old, stale “shareholders- 
versus-stakeholders” and “shareholders-versus-society” debates. 
By revealing how a singled-minded focus on share price endan-
gers many shareholders themselves, they also demonstrate how 
the perceived gap between the interests of shareholders as a class 
and those of stakeholders and the broader society in fact may be 
far narrower than commonly understood. In the process, they 
also offer better, more sophisticated, and more useful under-
standings of the role of public corporations and of good corpo-
rate governance that can help business leaders, lawmakers, and 
investors alike ensure that public corporations reach their full 
economic potential. 

The Structure of This Book

This book offers a guide to the new thinking on shareholder val-
ue and corporate purpose. Part I, Debunking the Shareholder 

Value Myth, discusses the intellectual origins of conventional 
shareholder-primacy thinking. It shows how the ideology of 
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shareholder value maximization lacks solid grounding in cor-
porate law, corporate economics, or the empirical evidence. 
Contrary to what many believe, U.S. corporate law does not 
impose any enforceable legal duty on corporate directors or 
executives to maximize profits or share price. The philosophi-
cal case for shareholder value maximization similarly rests 
on incorrect factual claims about the economic structure of 
corporations, including the mistaken claims that sharehold-
ers “own” corporations, that they have the only residual claim 
on the firm’s profits, and that they are “principals” who hire 
and control directors to act as their “agents.” Finally, although 
researchers have searched diligently, there is a remarkable 
lack of persuasive empirical evidence to demonstrate that ei-
ther corporations, or economies, that are run according to the 
principles of shareholder value perform better over time than 
those that are not. Put simply, shareholder value ideology is 
based on wishful thinking, not reality. As a theory of corpo-
rate purpose, it is poised for intellectual collapse.

Part II, What Do Shareholders Really Value?, surveys sev-
eral promising new alternative theories of the public corpo-
ration being offered by today’s experts in law, business, and 
economics. These new theories have two interesting and im-
portant elements in common.

First, as noted earlier, most historical challenges to share-
holder primacy have focused on the fear that what is good 
for shareholders might be bad for other corporate stakehold-
ers (customers, employees, creditors) or for the larger soci-
ety. The new theories, however, focus on the possibility that 
shareholder value thinking can harm many shareholders 

themselves. Indeed, if we think of shareholders as an inter-
est group that persists over time, shareholder value thinking 
maybe contrary to shareholders’ own collective interests.

Second, the new theories raise this counterintuitive pos-
sibility by showing how “the shareholder” is an artificial and 
highly misleading construct. Most economic interests in 
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stocks are ultimately held by human beings, either directly or 
indirectly through pension funds and mutual funds. Where 
“shareholders” are homogeneous, people are diverse. Some 
plan to own their stock for short periods, and care only about 
today’s stock price. Others expect to hold their shares for 
decades, and worry about the company’s long-term future. 
Investors buying shares in new ventures want their compa-
nies to be able to make commitments that attract the loyalty 
of customers and employees. Investors who buy shares later 
may want the company to try to profit from reneging on those 
commitments. Some investors are highly diversified and 
worry how the company’s actions will affect the value of their 
other investments and interests. Others are undiversified and 
unconcerned. Finally, many people are “prosocial,” meaning 
they are willing to sacrifice at least some profits to allow the 
company to act in an ethical and socially responsible fashion. 
Others care only about their own material returns.

Once we recognize the reality that different shareholders 
have different values and interests, it becomes apparent that 
one of the most important functions that boards of public com-
panies of necessity must perform is to balance between and me-
diate among different shareholders’ competing and conflicting 
demands. Conventional shareholder value thinking wishfully 
assumes away this difficult task by assuming away any differ-
ences among the various human beings who own a company’s 
stock. In other words, in directing managers to focus only on 
share price, shareholder value thinking ignores the reality that 

different shareholders have different values. It blithely assumes 
that the question of corporate purpose must be viewed solely 
from the perspective of a hypothetical entity that cares only 
about the stock price of a single company, today. As UCLA 
law professor Iman Anabtawi has noted, this approach allows 
shareholder-primacy theorists to characterize shareholders 
“as having interests that are fundamentally in harmony with 
one another.”9 But it also reduces investors to their lowest pos-
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sible common human (or perhaps subhuman) denominator:  
impatient, opportunistic, self-destructive, and psychopathi-
cally indifferent to others’ welfare.

This book does not advance a theory of how, exactly, direc-
tors should mediate among different shareholders’ demands. 
Nor does it directly address the question of whether some 
shareholders’ interests (say, those of long-term or more- 
diversified investors) should be given greater weight in the 
balancing process than other shareholders’ interests. These 
are, of course, critically important questions. But before we 
can even start to answer them, we must begin by recogniz-
ing that conventional shareholder-primacy ideology “solves” 
the problem of inter-shareholder conflict by simply assum-
ing—without explanation or justification—that the only 
shareholder whose interests count is the shareholder who 
is short-sighted, opportunistic, undiversified, and without a 
conscience. This approach keeps public corporations from 
doing their best for either their investors or society as a whole. 

Why It Matters

It’s time to rethink the wisdom of shareholder value. The 
stakes are high: for most of the twentieth century, public 
companies drove the U.S. economy, producing innovative 
products for consumers, attractive employment opportuni-
ties for workers, tax revenues for governments, and impres-
sive investment returns for shareholders and other investors. 
Corporations were the beating heart of a thriving economic 
system that served both shareholders and America.

But in recent years the corporate sector has stumbled bad-
ly. Americans are beginning to lose faith in business. One re-
cent poll found that where in 2002, 80 percent of Americans 
strongly supported capitalism and the free-enterprise system, 
by 2010 that number had fallen to only 59 percent.10 Perhaps 
understandably, in the wake of each new scandal or disaster, 
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public anger and media attention tend to focus on the sins 
of individuals: greedy CEOs, inattentive board members, im-
moral executives. This book argues, however, that many and 
perhaps most of our corporate problems can be traced not to 
flawed individuals but to a flawed idea—the idea that corpo-
rations are managed well when they are managed to maxi-
mize share price.

To help corporations do their best for investors and the 
rest of us as well, we need to abandon the simplistic mantra 
of “maximize shareholder value,” and adopt new and better 
understandings of the legal structure and economic functions 
of public companies. It’s time to free ourselves from the myth 
of shareholder value.
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C H A P T E R  1

The Rise of

Shareholder Value

Thinking

The public corporation as we know it today was born in the 
late 1800s and did not reach its full maturity until the early 
twentieth century. Before then, most business corporations 
were “private” or “closely held” companies whose stock was 
held by a single shareholder or small group of shareholders. 
These controlling shareholders kept a tight rein on their pri-
vate companies and were intimately involved in their busi-
ness affairs.

By the early 1900s, however, a new type of business en-
tity had begun to cast a growing shadow over the economic 
landscape. The new, “public” corporation issued stock to 
thousands or even tens of thousands of investors, each of 
whom owned only a very small fraction of the company’s 
shares. These many small individual investors, in turn, 
expected to benefit from the corporation’s profit-making 
potential, but had little interest in becoming engaged in 
its activities, and even less ability to effectively do so. By 
the 1920s, American Telephone and Telegraph (AT&T), 
General Electric (GE), and the Radio Company of America 
(RCA) were household names. But their shareholders were 
uninvolved in and largely ignorant of their daily operations. 
Real control and authority over public companies was now 
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vested in boards of directors, who in turn hired executives 
to run firms on a day-to-day basis. The publicly held corpo-
ration had arrived.11

The Great Debate over Corporate Purpose: The Early Years

Of all the controversies surrounding this new economic crea-
ture, the most fundamental and enduring has proven the 
debate over its proper purpose.12 Should the publicly held 
corporation serve only the interests of its atomized and igno-
rant shareholders, and should directors and executives focus 
only on maximizing those shareholders’ wealth through divi-
dends and higher share prices? This perspective, which today 
is called “shareholder primacy” or the “shareholder-oriented 
model,” may have made sense in the early 1900s to those who 
viewed public corporations as fundamentally similar to the 
private companies from which they had evolved. After all, in 
private companies, the controlling shareholder or sharehold-
er group enjoyed near-absolute power to determine the firm’s 
future. The question of corporate purpose was easy to answer: 
the firm’s purpose was whatever the shareholders wanted it 
to be, and when in doubt, it was assumed the shareholders 
wanted as much money as possible. 

But other observers in the first half of the twentieth centu-
ry thought differently about the public corporation. To them, 
these new economic entities seemed strikingly dissimilar, in 
both structure and function, from the privately held firms 
that preceded them. The “separation of ownership from con-
trol” that allowed the creation of enormous enterprises like 
AT&T and GE worked a change that was qualitative, not just 
quantitative. Public corporations seemed to have a broader 
social purpose that went beyond making money for their 
shareholders. Properly managed, they also served the inter-
ests of stakeholders like customers and employees, and even 
the society as a whole.
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Thus began the Great Debate over the purpose of the pub-
lic corporation (as it has been dubbed by three influential 
judges specializing in corporate law).13 The Great Debate was 
joined in full as early as 1932, when the Harvard Law Review 
published a high-profile dispute between two leading experts 
in corporate law, Adolph Berle of Columbia and Harvard law 
professor Merrick Dodd. Berle was the coauthor of a famous 
study of public corporations entitled The Modern Corporation 

and Private Property.14 He took the side of shareholder pri-
macy, arguing that “all powers granted to a corporation or 
to the management of the corporation . . . [are] at all times 
exercisable only for the ratable benefit of the shareholders.”15 
Professor Dodd disagreed. He thought that the proper pur-
pose of a public company went beyond making money for 
shareholders and included providing secure jobs for employ-
ees, quality products for consumers, and contributions to the 
broader society. “The business corporation,” Dodd argued, is 
“an economic institution which has a social service as well as 
a profit-making function.”16

To many people today, Dodd’s “managerialist” view of the 
public corporation as a legal entity created by the state for 
public benefit and run by professional managers seeking to 
serve not only shareholders but also “stakeholders” and the 
public interest, may seem at best quaintly naïve, and at worst 
a blatant invitation for directors and executives to use cor-
porations to line their own pockets. Yet in the first half of 
twentieth century, it was the managerialist side of the Great 
Debate that gained the upper hand. By 1954, Berle himself 
had abandoned the notion that public corporations should be 
run according to the principles of shareholder value. “Twenty 
years ago,” Berle wrote, “the writer had a controversy with 
the late Professor Merrick E. Dodd, of Harvard Law School, 
the writer holding that corporate powers were powers held 
in trust for shareholders, while Professor Dodd argued that 
these powers were held in trust for the entire community. 
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The argument has been settled (at least for the time being) 
squarely in favor of Professor Dodd’s contention.”17 

The Rise of Shareholder Primacy

But only a few decades after Berle’s surrender to managerial-
ism, shareholder-primacy thinking began to resurface in the 
halls of academia. The process began in the 1970s with the 
rise of the so-called Chicago School of free-market econo-
mists. Prominent members of the School began to argue that 
economic analysis could reveal the proper goal of corporate 
governance quite clearly, and that goal was to make share-
holders as wealthy as possible. One of the earliest and most 
influential examples of this type of argument was an essay 
Nobel-prize winning economist Milton Friedman published 
in 1970 in the New York Times Sunday magazine, in which 
Friedman argued that because shareholders “own” the corpo-
ration, the only “social responsibility of business is to increase 
its profits.”18 

Six years later, economist Michael Jensen and business 
school dean William Meckling published an even more in-
fluential paper in which they described the shareholders in 
corporations as “principals” who hire corporate directors 
and executives to act as the shareholders’ “agents.”19 This de-
scription—which the next two chapters will show completely 
mischaracterizes the actual legal and economic relationships 
among shareholders, directors, and executives in public com-
panies—implied that managers should seek to serve only 
shareholders’ interests, not those of customers, employees, 
or the community. Moreover, true to the economists’ creed, 
Jensen and Meckling assumed that shareholders’ interests 
were purely financial. This meant that corporate managers’ 
only legitimate job was to maximize the wealth of the share-
holders (supposedly the firm’s only “residual claimants”) by 
every means possible short of violating the law. According to 
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Jensen and Meckling, corporate managers who pursued any 
other goal were wayward agents who reduced social wealth by 
imposing “agency costs.” 

Why Shareholder Value Ideology Appeals

The Chicago School’s approach to understanding corpora-
tions proved irresistibly attractive to a number of groups for 
a number of reasons. To tenure-seeking law professors, the 
Chicago School’s application of economic theory to corporate 
law lent an attractive patina of scientific rigor to the share-
holder side of the longstanding “shareholders versus society” 
and “shareholders versus stakeholders” disputes. Thus share-
holder value thinking quickly became central to the so-called 
Law and Economics School of legal jurisprudence, which has 
been described as “the most successful intellectual movement 
in the law in the last thirty years.”20 Meanwhile, the idea that 
corporate performance could be simply and easily measured 
through the single metric of share price invited a generation of 
economists and business school professors to produce count-
less statistical studies of the relationship between stock price 
and variables like board size, capital structure, merger activ-
ity, state of incorporation, and so forth, in a grail-like quest to 
discover the secret of “optimal corporate governance.”

Shareholder-primacy rhetoric also appealed to the popu-
lar press and the business media. First, it gave their readers 
a simple, easy-to-understand, sound-bite description of what 
corporations are and what they are supposed to do. Second 
and perhaps more important, it offered up an obvious suspect 
for every headline-grabbing corporate failure and scandal: 
misbehaving corporate “agents.” If a firm ran into trouble, it 
was because directors and executives were selfishly indulg-
ing themselves at the expense of the firm’s shareholders. 
Managers’ claims that they were acting to preserve the firm’s 
long-term future, to protect stakeholders like employees and 
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customers, or to run the firm in a socially or environmentally 
responsible fashion, could be waved away as nothing more 
than self-serving excuses for self-serving behavior.

Lawmakers, consultants, and would-be reformers also were 
attracted to the gospel of shareholder value, because it allowed 
them to suggest obvious solutions to just about every business 
problem imaginable. The prescription for good corporate gover-
nance had three simple ingredients: (1) give boards of directors 
less power, (2) give shareholders more power, and (3) “incentiv-
ize” executives and directors by tying their pay to share price. 
According to the doctrine of shareholder value, this medicine 
could be applied to any public corporation, and better perfor-
mance was sure to follow. This reasoning influenced a number 
of important developments in corporate law and practice in the 
1990s and early 2000s. For example, the Securities Exchange 
Commission (SEC) changed its shareholder proxy voting rules 
in 1992 to make it easier for shareholders to work together to 
challenge incumbent boards; Congress amended the tax code 
in 1993 to encourage public companies to tie executive pay to 
objective performance metrics; and, thanks to the protests of 
shareholder activists, many public corporations in the 1990s 
and early 2000s abandoned “staggered” board structures that 
made it difficult for shareholders to remove directors en masse.

Finally, shareholder value thinking came to appeal, through 
the direct route of self-interest, to the growing ranks of CEOs 
and other top executives who were being showered, in the 
name of the shareholders, with options, shares, and bonuses 
tied to stock performance. In 1984, equity-based compen-
sation accounted for zero percent of the median executive’s 
compensation at S&P 500 firms; by 2001, this figure had 
risen to 66 percent.21 Whether or not linking “pay to perfor-
mance” this way actually increased corporate performance, 
it unquestionably increased the thickness of executives’ wal-
lets. In 1991, just before Congress amended the tax code to 
encourage stock performance-based pay, the average CEO of 
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a large public company received compensation approximately 
140 times that of the average employee. By 2003, the ratio 
was approximately 500 times.22 The shareholder-primacy in-
spired shift to stock-based compensation ensured that, by the 
close of the twentieth century, managers in U.S. companies 
had stronger personal incentives to run public corporations 
according to the ideals of shareholder value thinking than at 
any prior time in American business history.

Shareholder Primacy Reaches Its Zenith

The end result was that, by the close of the millennium, the 
Chicago School had pretty much won the Great Debate over 
corporate purpose. Most scholars, regulators and business 
leaders accepted without question that shareholder wealth 
maximization was the only proper goal of corporate gover-
nance. Shareholder primacy had become dogma, a belief 
system that was rarely questioned, seldom explicitly justi-
fied, and had become so pervasive that many of its followers 
could not even recall where or how they had first learned of 
it. A small minority of dissenters concerned with the welfare 
of stakeholders like employees and customers, or about cor-
porate social and environmental responsibility, continued to 
argue valiantly for broader visions of corporate purpose. But 
they were largely ignored and dismissed as sentimental, anti-
capitalist leftists whose hearts outweighed their heads. In the 
words of Professor Jeffrey Gordon of Columbia Law School, 
“by the end of the 1990s, the triumph of the shareholder value 
criterion was nearly complete.”23

The high-water mark for shareholder value thinking was 
set in 2001, when professors Reinier Kraakman and Henry 
Hansmann—leading corporate scholars from Harvard and 
Yale law schools, respectively—published an essay in The 

Georgetown Law Journal entitled “The End of History for 
Corporate Law.”24 Echoing the title of Francis Fukayama’s 
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book about the overwhelming triumph of capitalist democracy 
over communism, Hansmann and Kraakman described how 
shareholder value thinking similarly had triumphed over other 
theories of corporate purpose. “[A]cademic, business, and gov-
ernmental elites,” they wrote, shared a consensus “that ultimate 
control over the corporation should rest with the shareholder 
class; the managers of the corporation should be charged with 
the obligation to manage the corporation in the interests of its 
shareholders; other corporate constituencies, such as credi-
tors, employees, suppliers, and customers, should have their 
interests protected by contractual and regulatory means rather 
than through participation in corporate governance; . . . and 
the market value of the publicly traded corporation’s shares is 
the principal measure of the shareholders’ interests.”25 What’s 
more, Hansmann and Kraakman asserted, this “standard 
shareholder-oriented model” not only dominated U.S. discus-
sions of corporate purpose, but conversations abroad as well. In 
their words, “the triumph of the shareholder-oriented model of 
the corporation is now assured,” not only in the United States, 
but in the rest of the civilized world.26

There were at least two ironic aspects to the timing of this 
prediction. First, it was only a few months after Hansmann 
and Kraakman published their article that Enron—a poster 
child for maximizing shareholder value and for “good corpo-
rate governance” whose managers and employees were famous 
for their fixation on raising stock price—collapsed under the 
weight of bad business decisions and a massive accounting 
fraud.27 Second and more subtly, Hansmann and Kraakman’s 
argument was primarily descriptive; they were painting a 
picture of what had become conventional wisdom about the 
purpose of the firm. Yet even as Hansmann and Kraakman 
published their essay, a number of leading scholars and re-
searchers (including Hansmann and Kraakman themselves) 
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had begun to question the empirical and theoretical founda-
tions of conventional wisdom. 

At least among experts, shareholder value thinking had 
reached its zenith and was poised for decline. The first sign 
was a number of articles that began appearing in legal jour-
nals in the late 1990s and early 2000s. These articles, mostly 
written by lawyers, began pointing out a truth the Chicago 
School economists seemed to have missed: U.S. corporate 
law does not, and never has, required public corporations to 
“maximize shareholder value.”
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C H A P T E R  2

How Shareholder

Primacy Gets

Corporate Law Wrong

One of the most striking symptoms of how shareholder-
primacy thinking has infected modern discussions of cor-
porations is the way it has become routine for journalists, 
economists, and business observers to claim as undisputed 
fact that U.S. law legally obligates the directors of corpora-
tions to maximize shareholder wealth. Business reporters 
blithely assert that “the law states that the duty of a busi-
ness’s directors is to maximize profits for shareholders.”28 
Similarly, the editor of Business Ethics states that “courts 
continue to insist that maximizing returns to shareholders 
is the sole aim of the corporation. And directors who fail to 
do so can be sued.”29

The widespread perception that corporate directors and 
executives have a legal duty to maximize shareholder wealth 
plays a large role in explaining how shareholder value think-
ing has become so endemic in the business world today. After 
all, if directors and executives can be held personally liable for 
failing to maximize shareholder wealth, one can hardly fault 
them for trying to raise the company’s share price by taking 
on massive debt, laying off employees, or spending less on re-
search and development. Radicals and reformers can debate 
whether shareholder wealth maximization is good for society 
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as well as shareholders. (Canadian law professor Joel Bakan 
has argued that the alleged legal imperative to maximize prof-
its makes corporations act like psychopaths.)30 But making 
philosophical critiques of the wisdom of American corporate 
law is well above the pay grade of most directors, executives, 
and employees in corporations. They reasonably assume that 
if the law requires them to maximize shareholder value, that’s 
what they should do.

There is one fatal flaw in their reasoning. The notion that 
corporate law requires directors, executives, and employees 
to maximize shareholder wealth simply isn’t true. There is no 
solid legal support for the claim that directors and executives 
in U.S. public corporations have an enforceable legal duty to 
maximize shareholder wealth. The idea is fable. And it is a 
fable that can be traced in large part to the oversized effects of 
a single outdated and widely misunderstood judicial opinion, 
the Michigan Supreme Court’s 1919 decision in Dodge v. Ford 

Motor Company.31

Why Dodge v. Ford Isn’t Good Law on Corporate Purpose

Industrialist icon Henry Ford was the founder and majority 
shareholder of the Ford Motor Company, which produced the 
renowned Model T automobile. Horace and John Dodge were 
minority shareholders of Ford Motor who had started a rival 
car manufacturing company, the Dodge Brothers Company. 
The Dodge brothers wanted money to expand their compet-
ing business, and they thought their Ford Motor stock should 
provide it. (Ford Motor had for years paid its shareholders 
large dividends.) Henry Ford, well aware of the Dodge broth-
ers’ plans, thought differently. Even though Ford Motor was 
awash in cash, Henry Ford began withholding dividends. He 
claimed, with apparent glee in his own altruism, that the com-
pany needed to keep its money in order to offer lower prices 
to consumers and to pay employees higher wages. The Dodge 
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brothers were not amused; they sued. The Michigan Supreme 
Court sided with Horace and John Dodge, and ordered Ford 
Motor to cough up a dividend. (It was not as large a dividend 
as the Dodge brothers had hoped for, and the court allowed 
Henry Ford to continue with his plan to expand employment 
and reduce prices.)32

As this description makes clear, Dodge v. Ford was not really 
a case about a public corporation at all. It was a case about the 
duty a controlling majority shareholder (Henry Ford) owed to 
minority shareholders (Horace and John Dodge) in what was 
functionally a closely held company—a different legal animal 
altogether. (Shareholders in public corporations, unlike the 
Dodge brothers, have no legal power to demand dividends.) 
Nevertheless, while ordering Ford Motor to pay the Dodge 
brothers a dividend, the Michigan Supreme Court went out 
of its way to dismiss Henry Ford’s claims of corporate charity 
with an offhand remark that is still routinely cited today to 
support the idea that corporate law requires shareholder pri-
macy: “There should be no confusion . . . a business corpora-
tion is organized and carried on primarily for the profit of the 
stockholders. The powers of the directors are to be employed 
for that end.”33

This remark, it is important to emphasize, was what 
lawyers call “mere dicta”—a tangential observation that the 
Michigan Supreme Court made in passing, that was unnec-
essary to reach the court’s chosen outcome or “holding.” It 
is holdings that matter in law and that create binding prec-
edent for future cases. Dicta is not precedent, and future 
courts are free to disregard it. It is also worth noting that 
the Michigan Supreme Court’s remark about the purpose of 
the corporation was not only dicta but mealy mouthed dicta: 
note the qualifier “primarily.” Nevertheless, nearly a century 
later, this language from Dodge v. Ford is routinely offered as 
Exhibit A in the case for shareholder value thinking. Indeed, 
Dodge v. Ford is often cited as the only legal authority for the 
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proposition that corporate law requires directors to maxi-
mize shareholder value.34 

This pattern makes any good corporate lawyer deeply suspi-
cious. Law is a bit like wine. A certain amount of aging adds 
weight and flavor, but after too many years, law tends to go 
bad. A legal opinion that is nearly a century old is likely to be 
an undrinkable vintage. Moreover, Dodge v. Ford hails from 
Michigan, which has become something of a backwoods of 
corporate jurisprudence. For historical reasons, the jurisdic-
tion that really counts today on questions of corporate law is 
Delaware, where more than half of Fortune 500 companies are 
incorporated. One of the reasons Delaware has become so pop-
ular is that Delaware judges (called “chancellors”) are renowned 
for their expertise on corporate law. And in the past 30 years, 
the Delaware court has cited Dodge v. Ford exactly once—not 
on the question of corporate purpose, but on the question of 
controlling shareholders’ duties to minority shareholders.35

The Real Law on Corporate Purpose

So, Dodge v. Ford’s description of corporate purpose is mere 
dicta in an antiquated case that did not involve a public cor-
poration, and that has not been validated by today’s Delaware 
courts. Is there other solid legal authority to support the 
proposition that the law requires directors of public corpora-
tions to maximize shareholder value?

The answer is, no. Corporate law generally can be found 
in three places: (1) “internal” law (the requirements of a par-
ticular corporation’s charter and by-laws); (2) state codes 
and statutes; and (3) state case law. (Federal securities laws 
require public corporations to disclose information to in-
vestors, but the feds mostly take a “hands-off ” approach to 
internal corporate governance, leaving the rules to be set by 
the states; this division of labor has been reinforced by court 
decisions slapping down Securities Exchange Commission 
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(SEC) rules that interfere too directly with state corporate 
law.)36 None of the three sources of state corporate law re-
quires shareholder primacy.

Let us begin with internal corporate law. Most states allow 
or require a company’s charter or articles of incorporation—
the founding document of every corporation and the equiva-
lent of its constitution—to include an affirmative statement 
describing and limiting the corporation’s purpose.37 If a com-
pany’s founders wanted to, they could easily put a provision 
in the articles stating (to parrot Dodge v. Ford) that the com-
pany’s purpose is “the profit of the stockholders.” Such provi-
sions are as rare as unicorns. The overwhelming majority of 
corporate charters simply state that the corporation’s purpose 
is to do anything “lawful.”38 

State statutes similarly refuse to mandate shareholder pri-
macy. To start with the most important example, Delaware’s 
corporate code does not say anything about corporate pur-
pose other than to reaffirm that corporations “can be formed 
to conduct or promote any lawful business or purposes.”39 A 
majority of the remaining state corporate statutes contain 
provisions that reject shareholder primacy by providing that 
directors may serve the interests not only of shareholders but 
of other constituencies as well, such as employees, customers, 
creditors, and the local community.40

Finally, let us turn to the third important source of cor-
porate law, judicial opinions from state courts, like Dodge v. 

Ford. There are many modern cases in which judges have off-
handedly remarked, again in dicta, that directors owe duties 
to shareholders.41 Most judicial opinions, however, describe 
directors’ duties as being owed “to the corporation and its 
shareholders.”42 This formulation clearly implies the two are 
not the same.43 Moreover, some cases explicitly state that di-
rectors can look beyond shareholder wealth in deciding what 
is best for “the corporation.” For example, in the 1985 opinion 
Unocal Corp. v. Mesa Petroleum Co., the Delaware Supreme 
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Court stated that in weighing the merits of a business trans-
action, directors can consider “the impact on ‘constituencies’ 
other than shareholders (i.e., creditors, customers, employ-
ees, and perhaps even the community generally).”44

As in Dodge v. Ford itself, however, such judicial musings 
remain mere dicta. If we really want to know what the law 
requires when it comes to corporate purpose, we have to look 
beyond dicta at holdings—will a court actually hold a board 
of directors liable for failing to maximize shareholder wealth? 
Here, to use Sherlock Holmes’s famous analysis, the impor-
tant legal clue is the dog that is not barking. Judges may say 
different things about what the public corporation’s purpose 
should be. But they uniformly refuse to actually impose legal 
sanctions on directors or executives for failing to pursue one 
purpose over another. In particular, courts refuse to hold di-
rectors of public corporations legally accountable for failing 
to maximize shareholder wealth.

How “The Business Judgment Rule” 

Rules Out Shareholder Primacy

The reason can be found in an important corporate law doc-
trine called the “business judgment rule.” In brief, the busi-
ness judgment rule holds that, so long as a board of directors 
is not tainted by personal conflicts of interest and makes a 
reasonable effort to become informed, courts will not second-
guess the board’s decisions about what is best for the com-
pany—even when those decisions seem to harm shareholder 
value. In one famous case, for example, the corporation that 
owned the Chicago Cubs refused to hold night games at 
Wrigley Field. Although holding night games would likely 
have increased attendance and profits, the president of the 
corporation, chewing-gum heir Philip K. Wrigley, believed 
that baseball should be a “daytime sport” and that installing 
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lights would disturb the peace of the surrounding neighbor-
hood. Philip Wrigley also supposedly admitted that he was 
not particularly interested in the financial consequences for 
the Cubs. Nevertheless, the court ruled that that under the 
business judgment rule, it could not disturb the Cubs board’s 
decision to stick to daytime ball, absent evidence of fraud, il-
legality, or conflict of interest.45

An even more important example of how the business 
judgment rule gives directors discretion to pursue goals other 
than shareholder value can be found in the recent Delaware 
case of Air Products Inc. v. Airgas, Inc. Airgas’ stock had been 
trading in the $40s and $50s. Nevertheless, the directors of 
Airgas refused the amorous takeover advances of Air Products, 
which wanted to purchase Airgas by paying its shareholders 
$70 a share. Many of the Airgas’ shareholders supported the 
sale as an easy opportunity to increase their wealth. But the 
Delaware court held that, so long as Airgas’ directors wanted 
Airgas to remain a public company, the Airgas board was “not 
under any per se duty to maximize shareholder value in the 
short term, even in the context of a takeover.”46 Disinterested 
and informed directors were free to ignore today’s stock price 
in favor of looking to the “long term”—and also free to decide 
what was in “the corporation’s” long-term interests.

Indeed, there is only one significant modern case—the 
1986 case of Revlon, Inc. v. MacAndrews & Forbes Holdings, 

Inc.47—where a Delaware court has held an unconflicted board 
of directors liable for failing to maximize shareholder value. 
(In addition to the dusty Dodge v. Ford, Revlon is the second 
case shareholder primacy advocates typically cite in support of 
shareholder wealth maximization.) A closer look at the unique 
facts of Revlon shows it is the exception that proves the rule. The 
directors of Revlon had decided that Revlon, a public corpora-
tion, would be sold off to a private group of shareholders, thus 
becoming a private company. In other words, Revlon’s board 
planned to “go private,” and require the public shareholders of 
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Revlon to give up their interests in the company and receive 
cash or other securities in return for their Revlon shares. That 
meant there would be no public corporation whose long-term 
interests the board might consider. The Delaware Supreme 
Court held that, under the circumstances, the business judg-
ment rule did not apply and Revlon’s directors had a duty to get 
the public shareholders (soon to be ex-shareholders) the best 
possible price for their shares.

In other words, it is only when a public corporation is about 
to stop being a public corporation that directors lose the 
protection of the business judgment rule and must embrace 
shareholder wealth as their only goal. Subsequent Delaware 
cases have made clear that, so long as a public corporation 
intends to stay public, its directors have no Revlon duty to 
maximize shareholder wealth.48 This is why the Airgas board, 
which did not want to take the company private, was able to 
claim the protection of the business judgment rule and reject 
Air Products’ offer to buy Airgas at a premium that would 
have substantially increased Airgas shareholders’ wealth.

The business judgment rule thus allows directors in public 
corporations that plan to stay public to enjoy a remarkably 
wide range of autonomy in deciding what to do with the cor-
poration’s earnings and assets. As long as they do not take 
those assets for themselves, they can give them to charity; 
spend them on raises and health care for employees; refuse 
to pay dividends so as to build up a cash cushion that ben-
efits creditors; and pursue low-profit projects that benefit 
the community, society, or the environment. They can do all 
these things even if the result is to decrease—not increase—
shareholder value.

If Not Shareholder Value, Then What?

It is time to exorcise the ghost of Dodge v. Ford from con-
temporary discussions of corporate purpose. Contrary to the 
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conventional wisdom, American corporate law (case law, stat-
utes, and corporate charters) fiercely protects directors’ power 
to sacrifice shareholder value in the pursuit of other corporate 
goals. So long as a board can claim its members honestly be-
lieve that what they’re doing is best for “the corporation in the 
long run,” courts will not interfere with a disinterested board’s 
decisions—even decisions that reduce share price today.

As far as the law is concerned, maximizing shareholder 
value is not a requirement; it is just one possible corporate 
objective out of many. Directors and executives can run  
corporations to maximize shareholder value, but unless the 
corporate charter provides otherwise, they are free to pursue 
any other lawful purpose as well. Maximizing shareholder 
value is not a managerial obligation, it is a managerial choice.

But might it be the best choice? Even if the law doesn’t  
require directors and executives to maximize shareholder 
value, could pursuing that objective be the best way to serve 
the interests of shareholders, and possibly society as a whole?

The next chapter looks at the normative case for shareholder 
value thinking. That is, it looks at the claim that whatever the 
law may require, maximizing shareholder value remains the 
best philosophy of corporate management because it ultimately 
is the best way to maximize corporations’ economic contribu-
tions to society. As we shall see, there is every reason to believe 
this belief also is mistaken, for it rests in turn on a fundamen-
tally mistaken idea in economic theory: the “principal-agent” 
model of the corporation.
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How Shareholder

Primacy Gets Corporate

Economics Wrong

The idea of shareholder primacy has gained enormous trac-
tion among laymen, journalists, economists, and business 
leaders. But as we have just seen, American law does not 
actually mandate shareholder primacy. Many legal experts 
acknowledge this misfit.49 For example, Hansmann and 
Kraakman recognized the yawning gap between shareholder 
value ideology and the actual rules of corporate law in their 
influential “End of History” essay when they suggested that 
shareholder value thinking would lead to the eventual “re-
form” of corporate law, implicitly conceding that the law in 
its current “unreformed” state falls far from the shareholder 
primacy ideal.50

Nevertheless, many legal scholars today passionately em-
brace shareholder value as a normative goal. They believe that 
even though the law does not require managers to maximize 
shareholder wealth, it ought to. The perceived superiority of 
the shareholder-oriented model has inspired a generation 
of would-be reformers to work tirelessly at thinking up new 
ways to “improve” corporate governance so that managers will 
focus more on shareholder value. For example, there is now 
a small academic cottage industry in churning out propos-
als for tying directors’ and executives’ compensation to share 
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price performance.51 Another popular argument is that cor-
porations should be forced to abandon anti-takeover defenses 
like “staggered boards” and “poison pills,” which help direc-
tors of firms like Airgas to fend off a hostile takeover bidder 
offering a premium price.52 Yet another idea in fashion is that 
public corporations need more “shareholder democracy,” and 
should be forced to eliminate classified share structures that 
give some shareholders superior voting rights, or even give 
dissident shareholders access to corporate funds to mount 
proxy contests to remove incumbent directors.53

Intellectual Origins of Shareholder Primacy: 

The Principal-Agent Model

Where did the notion that American corporate governance is 
defective come from? How did maximizing shareholder value 
get elevated to the level of Mom and apple pie as an American 
ideal? Shareholder value thinking cannot be explained as a 
reaction to recent corporate scandals and disasters, as it dates 
back much earlier, at least to Milton Freidman’s 1970 ode to 
shareholders in the pages of Sunday New York Times.54 The 
assumption that corporations should maximize shareholder 
wealth was already widespread in economic and legal circles 
by the early 1980s, well before Enron and AIG became house-
hold names. Rather than being driven by recent business 
scandals, the shift to the shareholder-oriented model oc-
curred much earlier, and seems to have been inspired not by 
experience or evidence but by the seductive appeal of an idea: 
the principal-agent model of the corporation.

The principal-agent model of the corporation is associated 
with a classic Journal of Finance article published in 1976 by 
business school dean William Meckling and finance econo-
mist Michael Jensen. Ambitiously titled “The Theory of the 
Firm,” the article described the economic problem that arises 
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when the owner of a business or “firm” (the principal) hires 
someone else (the agent) to manage the business on a day-to-
day basis. Because the agent/manager does all the work while 
the owner/principal gets all the profits from the business, a 
self-interested agent/manager can be expected to shirk, or 
even steal, at the owner’s expense. The result is a separation 
of ownership from control that creates “agency costs.”

Jensen’s and Meckling’s article, the most frequently cited 
article in business academia today,55 assumed without dis-
cussion that shareholders in corporations played the role 
of principal/owner, while “managers” (directors and execu-
tives) are the shareholder’s agents. Yet Jensen and Meckling 
were economists, not businessmen or corporate lawyers. 
We shall soon see how their article failed to capture the real 
economic structure of public companies with directors, ex-
ecutives, shareholders, debtholders, and other stakeholders. 
Nevertheless, the principal-agent model was enthusiastically 
embraced by the emerging Law and Economics school as the 
perfect way to bring the rigor of economic theory to the messy 
business of corporate law. As early as 1980, Richard Posner 
of Chicago Law School and Kenneth Scott of Stanford Law 
School published and edited a volume called The Economics 

of Corporate Law and Securities Regulation that included 
Jensen’s and Meckling’s work.56 The principle-agent model 
embedded itself still more deeply into scholarly thought 
in 1991, when Frank Easterbrook and Daniel Fischel (also 
both from Chicago Law School) published the The Economic 

Structure of Corporate Law, an influential primer still in use 
today.57 By 2001, Hansmann and Kraakman were ready to 
declare that the standard shareholder-oriented model of the 
corporation had achieved “ideological hegemony.”58
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Basic Assumptions Underlying the 

Principal-Agent Approach

The “standard” principal-agent model is associated with three 
core assumptions about the economic structure of corpora-
tions. These are:

1. Shareholders own corporations;

2. Shareholders are the residual claimants in 
corporations, meaning they receive all profits left 
over after the company’s contractual obligations to its 
creditors, employees, customers, and suppliers have 
been satisfied;

3. Shareholders are principals who hire directors and 
executives to act as their agents.

These three assumptions reveal a basic problem with 
the standard principal-agent model of the corporation. 
Put bluntly, the model is wrong. Not wrong in an ethical 
or moral sense: there’s nothing objectionable about a prin-
cipal hiring an agent. But it’s patently and demonstrably 
wrong, as a descriptive matter, to claim that Jensen’s and 
Meckling’s simple model captures the economic reality of a 
public corporation with thousands of shareholders, scores 
of executives, and a dozen or more directors. The standard 
model may describe some kinds of “firms,” especially sole 
proprietorships, or closely held corporations with a single 
shareholder and no debt. But it grossly misstates the eco-
nomic structure of public corporations. To see why, let’s 
revisit each of the model’s core assumptions.
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The First Mistaken Assumption:

Shareholders Own Corporations

Laypersons and journalists, and even the occasional 
economist like Milton Friedman, often casually assert that 
shareholders “own” corporations. Sometimes even law profes-
sors—who know better—find themselves reflexively repeating 
the phrase. But from a legal perspective, shareholders do not, 
and cannot, own corporations. Corporations are independent 

legal entities that own themselves, just as human beings own 
themselves.

Adult humans can hold property in their own names, 
bind themselves to perform contracts, and be held liable for 
committing torts. Corporations can do all these things, too. 
Nonlawyers may find it hard to wrap their heads around the 
notion that an intangible and abstract institution like a cor-
poration is a “juridical person.” But law has long been used 
to create—to make “corporate”—institutions that interact on 
equal legal footing with natural persons. Examples include 
not only business corporations, but also nonprofit entities 
like universities, trusts, towns and municipalities, and the 
Roman Catholic Church. (Each of these legal entities, it is 
worth pointing out, manages to function despite lacking 
shareholders.)

What, then, do shareholders own? The labels “shareholder” 
and “stockholder” give the answer. Shareholders own shares 

of stock. A share of stock, in turn, is simply a contract between 
the shareholder and the corporation, a contract that gives the 
shareholder very limited rights under limited circumstances. 
(Owning shares in Apple doesn’t entitle you to help yourself 
to the wares in the Apple store.) In this sense stockholders 
are no different from bondholders, suppliers, and employees. 
All have contractual relationships with the corporate entity. 
None “owns” the company itself.
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Indeed, once we recognize that corporations and share-
holders contract with each other, the “ownership” argument 
for shareholder primacy disintegrates in the face of economic 
theory itself. Only three years after Milton Friedman cham-
pioned the idea of shareholder ownership in the New York 

Times, Nobel-prize winners Fischer Black and Myron Scholes 
published their famous paper on options pricing, which pro-
vides the foundation for modern options theory.59 Black and 
Scholes proved that once a corporation issues debt, one can 
just as correctly say the debtholder has purchased the right 
to the corporation’s future profits from the corporation while 
also selling a call option (the right to any increase in the com-
pany’s value above a certain point) to the shareholders, as 
say the shareholders purchased the right to the corporation’s 
profits from the company but have also bought a put option 
(the right to avoid any loss in the company’s value below a 
certain point) from the debtholders. In other words, from 
an options theory perspective, shareholders and debtholders 
alike have equal—and equally fallacious—claims to corporate 
“ownership.”

How, then, can one describe corporations—especially 
public corporations that issue debt—as being owned by 
shareholders? One cannot and should not. Corporations own 
themselves, and enter contracts with shareholders exactly as 
they contract with debtholders, employees, and suppliers.

The Second Mistaken Assumption:

Shareholders Are the Residual Claimants

A second common idea that has persuaded many experts that 
shareholder primacy is normatively desirable is the idea that 
shareholders are the “residual claimants” in corporations. In 
economics, a residual claimant is the party that is entitled 
to keep all the residual profits left over after a business has 
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met its basic legal obligations (e.g., paying interest due to 
creditors, contract wages due to employees, and taxes due 
to governments). According to shareholder primacy theory, 
shareholders are the only residual claimants in public corpo-
rations. Other stakeholders, like employees, customers, credi-
tors, or suppliers, are entitled to receive from the corporation 
only the minimum the law and their formal contracts require. 
Shareholders and only shareholders (or so it is assumed) get 
everything left over after these legal and contractual obliga-
tions have been met.

The belief that shareholders are the residual claimants in 
corporations leads naturally to the belief that maximizing 
shareholder wealth will maximize overall social wealth as well. 
After all, if the interests of other stakeholders in the corpora-
tion are fixed and predetermined, the only way to increase the 
value of the shareholders’ residual interest is to increase the 
value of the corporation itself.60 Conversely, when the value 
of the shareholders’ interests decreases, this must mean the 
value of the company has declined.

The idea is elegant, appealing—and wrong. To understand 
why, it’s useful to start by recognizing that the “shareholders 
are the residual claimants” idea has its roots in bankruptcy 
law, where courts distributing the assets of liquidated com-
panies are assumed to pay stockholders last, and only after 
the claims of employees, debtholders, and other creditors 
have been paid in full. But even in bankruptcies, influential 
UCLA scholar Lynn LoPucki has shown, courts often require 
creditors to share in equity holders’ losses to some extent.61 
More important, we should not judge the function of a living, 
profit-generating corporation by the way we treat a company 
being liquidated in bankruptcy court. Living corporations are 
different entities with fundamentally different purposes than 
dead corporations, just as living horses (which we employ as 
competitive athletes and family pets) have fundamentally 
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different purposes from dead horses (which we use, if at all, 
for glue and pet food).

If we focus on successful, operating companies, it quickly 
becomes apparent that as a descriptive matter, the claim that 
shareholders are corporations’ residual claimants is simply 
incorrect.62 Outside the bankruptcy context, it is grossly mis-
leading to suggest that shareholders are somehow entitled 
to—much less actually receive—everything left over after a 
company’s legal obligations have been met. To the contrary, 
shareholders cannot get any money out of a functioning 
public corporation unless two conditions are satisfied. First, 
under the standard rules of corporate law, a company’s board 
of directors only has legal authority to declare dividends to 
shareholders when the company is doing well enough finan-
cially, as measured by whether it has (in accounting terms) 
sufficient “retained earnings” or “operating profits.”63 Second, 
no dividends can be paid unless the board decides to actually 
exercise its authority by declaring a dividend.64

It is essential to recognize that neither contingency is met 
unless the board of directors wants it to be. Focusing on the 
firm’s financial health and legal ability to pay dividends, “re-
tained earnings” and “profits” are accounting concepts over 
which directors have enormous control. Both depend not only 
on how much money the company brings in (earnings), but 
also on how much money it spends (expenses). Directors can’t 
always increase earnings, but they can increase expenses. If 
a company is raking in cash, its directors have the option 
of allowing accounting profits to increase. They also have 
the option of raising executives’ salaries, starting an on-site 
childcare center, improving customer service, beefing up re-
tirement benefits, and making corporate charitable contribu-
tions. Thus, even when a company is minting money, it is the 
board that decides how much of the new wealth will show up 
in the company’s financial statements in a form that can be 
paid to shareholders.
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Second, even when a corporation has enough profits or re-
tained earnings to legally pay a dividend, directors are under 
no obligation to declare one, and often don’t. It is standard 
operating practice for U.S. corporations to pay only small 
dividends or no dividends to their shareholders, retaining 
the lion’s share of earnings for future projects. If this practice 
boosts the company’s stock price, shareholders enjoy an in-
direct economic benefit. But the benefit is only indirect, and 
vulnerable to the board’s decisions. If the board decides to 
run the firm in the interests of customers, employees, or ex-
ecutives—or simply run it into the ground—the earnings will 
become expenses, and stock price will decline.

This means it’s simply incorrect, as a factual matter, to de-
scribe the shareholders of a public corporation that is a going 
concern as the company’s residual claimants. Shareholders 
are only one of several groups that—at the board of directors’ 
discretion—are residual claimants and risk bearers in corpo-
rations, in the sense that they gain and lose as the company’s 
health fluctuates. When a corporation does well, its board 
may indeed declare bigger dividends for shareholders. But 
the directors may also decide, in addition or instead, to give 
rank-and-file employees raises and greater job security, to 
provide executives with a company jet, or to retain the cash 
so bondholders enjoy increased protection from the risk of 
corporate insolvency. Conversely, stakeholders suffer along 
with shareholders when times are bad, as employees face 
layoffs, managers are told to fly coach, and debtholders find 
their bonds downgraded. Directors use their control over the 
firm to reward many groups with larger slices of the corporate 
pie when the pie is growing, and spread the loss among many 
when the pie shrinks. The corporation is its own residual 
claimant, and it is the board of directors that decides what to 
do with the corporation’s residual.
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The Third Mistaken Assumption:

Shareholders Are Principals and Directors Are Their Agents

Finally, a third fundamental belief associated with the principal-
agent model of the corporation is that shareholders and direc-
tors are just that—principals and agents. Again, this premise 
is wrong.

In law, the word “principal” normally refers to someone 
who hires another person (an “agent”) to serve his interests. 
Thus the principal exists prior to, and independent of, the 
hiring of the agent. Yet when a corporation is formed, the 
first thing that must happen is that the firm’s “incorporator” 
must appoint a board of directors to act on the corporation’s 
behalf. Only after the board exists does the corporation have 
the power and ability to issue stock and so contract to acquire 
stockholders.65 Both the corporation itself and its board of 
directors (the supposed “agents”) must exist prior to, and 
independent of, the stockholders (the supposed “principals”).

Even more significant, a hallmark of agency is that the 
principal retains the right to control the agent’s behavior.66 
Yet one of the most fundamental rules of corporate law is 
that corporations are controlled by boards of directors, not 
by shareholders.67 This does not mean that corporate law 
does not grant shareholders certain rights that can give them 
influence over boards. Indeed, shareholders have three—the 
right to vote, the right to sue, and the right to sell their shares. 
But all three rights have remarkably little practical value to 
shareholders seeking to make directors of public companies 
do their bidding and serve their interests.

Consider first shareholders’ voting rights. As a mat-
ter of law these are severely limited in scope, primarily to 
the right to elect and remove directors. Shareholders in 
public corporations have no right to select the company’s 
CEO; they cannot require the company to pay dividends; 
they cannot stop directors from squandering revenues on 
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employee health care, charitable contributions, or execu-
tive jets; and they cannot vote to sell assets or the company 
itself (although they can sometimes veto a sale or merger 
proposed by the board). Voting procedures further limit the 
shareholder franchise. Delaware law, for example, assumes 
only directors have authority to call a special shareholders’ 
meeting, and shareholders who wait for the annual meeting 
to try to elect or remove directors must pay to solicit their 
own proxies. Perhaps most importantly, shareholder activ-
ism is the classic example of a “public good.” In a public firm 
with widely-dispersed share ownership, shareholders’ own 
“rational apathy” raises an often insurmountable obstacle to 
collective action. In the words of corporate law guru Robert 
Clark, a cynic could conclude that shareholder voting in a 
public company is “a mere ceremony designed to give a ve-
neer of legitimacy to managerial power.”68

What about shareholders’ right to sue corporate officers 
and directors for breach of fiduciary duty if they fail to maxi-
mize shareholder wealth? As we saw in Chapter 2, here too, 
shareholders’ rights turn out to be illusory. Executives and 
directors owe a fiduciary duty of loyalty to the corporation 
that bars them from using their corporate positions to enrich 
themselves at the firm’s expense. But thanks to the business 
judgment rule, unconflicted directors remain legally free to 
pursue almost any other goal. Directors can safely donate 
corporate funds to charity; reject profitable business strate-
gies that might harm the community; refuse risky projects 
that benefit shareholders at creditors’ expense; fend off 
hostile takeover bids in order to protect the interests of em-
ployees or the community; and refuse to declare dividends 
even when shareholders demand them.69 Contrary to the 
principal-agent model, shareholders in public companies 
cannot successfully sue directors simply because those di-
rectors place other stakeholders’ or society’s interests above 
shareholders’ own.
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Finally, the right to sell shares sometimes can protect a 
disgruntled individual investor who wants to express her un-
happiness with a board by “voting with her feet.” But when 
disappointed shareholders in public companies sell en masse, 
they drive down share price, making selling a Pyrrhic solution. 
An important exception to this rule arises in the case of hostile 
takeovers, where a public company’s shareholders may have a 
collective opportunity to transform the company into a private 
firm by selling their shares to a single buyer who, because she 
does not face collective action problems, can remove an un-
cooperative board cheaply and quickly. During the 1970s and 
early 1980s, as the Chicago economists’ arguments began to 
gain steam and changes in the banking industry made hostile 
takeover bids more feasible, it appeared that just such a lively 
“market for corporate control” might develop. But a series of 
quick legal reactions soon brought most hostile takeovers to a 
halt. These include the passage by almost every state of some 
form of antitakeover statute; the invention of the “poison 
pill” antitakeover defense by uber-corporate lawyer Martin 
Lipton; and the practical reversal of the Delaware Supreme 
Court’s 1986 Revlon ruling (which at first seemed to require 
boards to maximize shareholder wealth) by cases decided 
only a few years later.70 The end result is that the economic 
and governance structure of public corporations continues 
to insulate boards of directors from dispersed shareholders’ 
command and control in ways that make it impossible to fit 
the square peg of the public corporation into the round hole 
of the “standard” principal-agent model. 

So Why Embrace the Principal-Agent Approach?

It thus turns out that, when examined more closely, all three 
basic assumptions about corporate structure typically as-
sociated with shareholder value thinking—the assumptions 
that the shareholders own the corporation, that they are its 
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residual claimants, and that they are principals who hire 
directors as their agents—are factually incorrect. This raises 
the question of why, as Hansmann and Kraakman observed 
in 2001, we have seen a “rapid convergence on the standard 
shareholder-oriented model as a normative view of corporate 
structure and governance.”71 If shareholders are not really 
owners, residual claimants, or principals in corporations, why 
should we want to run corporations as if they are?

To the extent an answer to this fundamental question is 
found in the literature on corporate theory, the answer seems 
to be that shareholder primacy is believed to be desirable be-
cause it is thought to offer the best solution to the agency cost 
problem described by Jensen and Meckling. After all, direc-
tors and executives are only human. If given a broad range of 
discretion to run firms in the interests not only of sharehold-
ers but also stakeholders and possibly even society at large, 
they might be tempted to use their autonomy to serve them-
selves. As Frank Easterbrook and Daniel Fischel described 
the argument in 1991, “a manager told to serve two masters 
(a little for the equity holders, a little for the community) has 
been freed of both and is answerable to neither.”72 As Mark 
Roe of Harvard Law School put it more recently, shareholder 
value maximization may be the best rule of corporate gover-
nance because “a stakeholder rule of managerial accountabil-
ity could leave managers so much discretion that managers 
could easily pursue their own agenda, one that might maxi-
mize neither shareholder, employee, consumer, nor national 
wealth, but only their own.”73

In Jensen’s and Meckling’s terms, director discretion leads 
to agency costs. And as Jensen and Meckling also argued, 
agency costs can be reduced when an alert principal exists to 
measure and monitor the agent’s performance. To the cur-
rent generation of corporate experts and business leaders, 
it seems obvious that shareholders should be that princi-
pal. It also seems obvious that if we focus on shareholder 
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value and especially on share price in measuring corporate 
performance, it becomes harder for managers to claim that 
they are doing a good job for the firm, when in fact they are 
merely doing well for themselves.

But this is all in theory. If agency costs are really as large an 
economic drain on corporations as shareholder primacy ad-
vocates assume, and if changing corporate governance rules 
to make boards more accountable to shareholders and more 
focused on increasing shareholder wealth is really as effec-
tive a solution, we should see evidence of this in the business 
world. Adopting shareholder value maximization as corpo-
rate goal should improve corporate performance.

And it is here that shareholder primacy theory finds itself 
most vulnerable. We have seen how, as a descriptive matter, 
shareholder primacy ideology is inconsistent with both cor-
porate law and with the real economic structure of public 
corporations. Next we shall see how it is inconsistent with the 
empirical evidence as well.
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C H A P T E R  4

How Shareholder

Primacy Gets the Empirical

Evidence Wrong

Chapters 2 and 3 explored how shareholder primacy thinking 
is neither required by law nor consistent with the real eco-
nomic structure of public corporations. Nevertheless, the law 
permits companies to embrace the goal of shareholder value if 
they elect to do so. A corporation could, for example, mandate 
shareholder primacy in its charter (although as we have just 
seen, virtually no public corporation does so).

But as shareholder primacy advocates often point out, there 
are less-extreme strategies that companies also could adopt to 
make directors and executives more eager to embrace share-
holder value as a goal. For example, a company might encour-
age its directors to focus more exclusively on shareholder 
interests by ensuring they are “independent” (that is, not also 
employed as executives by, or doing business as creditors or 
suppliers with, the firm). Another strategy that keeps boards 
attentive to public shareholders’ demands is to make sure the 
company has only one class of equity shares with equal vot-
ing rights, not a “dual class” equity structure where there is 
a second class of shares, typically held by managers or other 
insiders, with greater voting power. Yet a third way to give 
shareholders greater influence over boards is to remove “stag-
gered board” provisions that typically allow shareholders to 



48 Debunking the Shareholder Value Myth

elect only one-third of the members of the board in any given 
year, thus making it easier for dissident shareholders to try 
to replace the entire board in a single proxy voting season. 
Similarly, removing anti-takeover defenses like “poison pills” 
makes it harder for the board to fend off a hostile takeover bid 
at a premium price and so also makes directors more atten-
tive to keeping share price high.

If shareholder primacy ideology is correct, companies that 
come closer to the ideal of the standard shareholder-oriented 
model by adopting these sorts of internal governance rules 
and structures should show superior economic performance 
compared to those that do not, including increased profits, 
greater growth, and—most importantly and most obviously—
higher share prices and returns to investors. This observation 
raises an exciting possibility. We don’t need to rely on theoriz-
ing to determine if shareholder value thinking is best. We can 
test ideology with real data.

Testing the Shareholder Value Thesis: No Clear Results

Many modern finance economists and legal scholars have 
attempted just this project. Legal and economic journals are 
full to bursting with papers that examine the statistical rela-
tionship between various measures of corporate performance 
and supposedly “shareholder friendly” elements of corporate 
governance like director independence, a single share class, 
or the absence of staggered boards and poison pills. Dozens 
of empirical studies test the supposed superiority of the 
shareholder-oriented firm. There remains a notable shortage 
of reliable results showing that shareholder primacy actually 

works better.
Consider two of the most popular types of empirical tests, 

cross-sectional analyses that compare the performance of 
corporations with shareholder friendly governance structures 
against more manager-oriented companies, and event studies 
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that look at what happens when firms adopt particular share-
holder primacy “reforms.” In both cases, the basic technique 
is to test the statistical relationship between some element of 
internal governance (a staggered board, dual classes of shares 
with different voting rights) and some measure of corporate 
performance (typically share price but sometimes other mea-
sures like operating income or “Tobin’s Q,” the ratio between 
the book value of the company’s assets and the value of the 
company’s shares in the eyes of the stock market).

The result of all these empirical tests? Confusion. For ex-
ample, one recent paper surveyed the results of nearly a dozen 
empirical studies of what happens when companies have 
multiple share classes. It concluded that some studies found 
that dual class structures had no effect on performance, some 
found a mild negative effect, and some a mild positive effect.74 
Moreover, at least one study found that multiple share classes 
greatly improved performance—exactly the opposite of what 
the standard shareholder primacy model would predict.75 

Similarly, there seems to be no reliable connection between 
various measures of corporate performance and the percent-
age of independent directors on a board.76 Statistical analyses 
of the effects of poison pill and staggered board antitakeover 
defenses also have produced mixed results,77 as have studies of 
the effects of compensating directors with shares.78 One study 
of the performance of U.S. financial institutions during the 
2008 credit crisis found that the stock prices of companies 
that came closer to the shareholder primacy ideal actually did 
worse.79

The lack of empirical support for the supposed superiority 
of the shareholder-oriented model has not gone unnoticed.80 
Influential corporate scholar Roberta Romano of Yale Law 
School has denounced some shareholder-oriented governance 
reforms as “quack corporate governance.”81 In an important 
survey paper coauthored with Sanjai Bhagat of the University 
of Colorado and Brian Bolton of Whittemore business school, 
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she concludes that “the empirical literature investigating the 
effect of individual governance mechanisms on corporate 
performance has not been able to identify systematically posi-
tive effects and is, at best, inconclusive.” 82 The U.S. Court of 
Appeals for the District of Columbia Circuit recently handed 
down a similarly scathing critique of a Securities Exchange 
Commission (SEC) decision to impose on public companies 
a “proxy access” rule that gave certain shareholders seeking 
to nominate and elect their own candidates to the board the 
right to use corporate funds to send proxy solicitations to their 
fellow shareholders. In striking down the rule, the court noted 
that the evidence on the benefits of proxy access was at best 
mixed, and failed to support the SEC’s conclusion that mak-
ing it easier for shareholders to nominate board candidates 
“will result in improved board and company performance and 
shareholder value.”83 

Fishing with Dynamite: Why Individual Company 

Performance Isn’t the Right Metric

The remarkable lack of a reliable empirical connection be-
tween shareholder-oriented governance practices and better 
corporate performance at the level of the individual corpora-
tion, taken on its own, should make us hesitate mightily be-
fore assuming that corporate law “reform” will produce better 
results. But the evidence of a link is even weaker than it ap-
pears. This is because most empirical studies focus only on 
how governance changes influence economic performance at 
the level of the individual company, typically measured over 
a few days or at most a year or two.84 These studies may be 
looking in the wrong place and at the wrong time period. It is 
not only possible, but probable, that individual corporations 
can use strategies to “unlock shareholder value” that have the 
effect of increasing the wealth of certain investors at certain 
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times, while perversely reducing aggregate shareholder wealth 

over the long term.

To understand this counterintuitive idea, imagine what you 
might find if you did an empirical test of the best method for 
catching fish. On first inspection, one reasonable approach 
might be to do a statistical analysis of all the individual fisher-
men who fish in a particular lake, and compare their techniques 
with the amount of fish they catch. You might find that fisher-
men who use worms as bait get more fish than those who use 
minnows and conclude fishing with worms is more efficient.

But what if some fishermen start using dynamite in the 
lake and simply gather up all the dead fish that float to the 
surface after a blast? Your statistical analysis would show 
that individuals who fish with dynamite catch far more fish 
than those who use either worms or minnows and also that 
fishermen who switch from baited hooks to dynamite see an 
initial dramatic improvement in their fishing “performance.” 
But as many real-world cases illustrate, communities that fish 
with dynamite typically see long-run declines in the size of 
the average haul and, eventually, a total collapse of the fish 
population. Fishing with dynamite is a good strategy for an 
individual fisherman, for a while. But in the long run, it is 
very bad for fish and for fishermen collectively. Fishing with 
dynamite poses the classic conflict between individual greed 
and group welfare that economists call the “Tragedy of the 
Commons.”

Part II of this book will explore in some detail several dif-
ferent ways in which shareholder value thinking can create an 
investor Tragedy of the Commons and prove a bad strategy 
for investors collectively. Meanwhile, let us stop for a moment 
to consider what the empirical evidence shows about how 
the business world’s embrace of the standard shareholder-
oriented model seems to be working out for shareholders as 
a class, as opposed to the shareholders of individual firms. In 
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particular, let us look at what has happened to average share-
holder returns in recent years as the business world has em-
braced the standard model; at modern trends in corporations’ 
apparent interest in acquiring or retaining public investors; 
at shareholder behavior in purchasing shares in companies 
that are more or less shareholder friendly; and at the relative 
success of jurisdictions whose corporate laws come closer to 
the shareholder primacy ideal. 

Shareholder Value Ideology and Investor Returns

Turning first to the question of average shareholder returns, it 
is notable that even though American corporate law still does 
not dictate shareholder primacy, as a practical matter today’s 
public companies pay far more attention to shareholder value 
than American firms did two or three decades ago. Although 
many individual investors still hold stocks directly, in recent 
decades more have chosen to invest indirectly, by owning in-
terests in institutional investors like pension funds and mutu-
al funds. Pension and mutual funds concentrate the funds of 
many small investors and so can end up owning large enough 
stakes in individual companies to overcome the rational apa-
thy described in Chapter 2 and seek to influence companies’ 
affairs. Another kind of new institutional investor, the hedge 
fund, is even more likely to concentrate its portfolio in a few 
holdings, making “rational apathy” even less rational.

Meanwhile, in the name of promoting shareholder democ-
racy, the SEC over the past two decades has adopted several 
rules designed to encourage boards to pay greater attention to 
shareholder demands. For example, in 1992 the SEC amend-
ed its proxy rules to make it easier for institutional sharehold-
ers to communicate and coordinate with each other, and in 
2009 it prohibited brokerage firms (which traditionally vote 
for incumbent directors) from voting the shares held for their 
clients. Another trend that has been especially important in 
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focusing managerial attention on share price is the use of 
stock-based compensation. In 1993, Congress amended the 
tax code to encourage public corporations to tie executive pay 
to objective “performance” metrics. The percentage of CEO 
compensation coming from stock option grants then rose 
from 35 percent in 1994, to over 85 percent by 2001.85 Finally, 
whether or not directors and executives of U.S. public compa-
nies have an enforceable legal duty to maximize shareholder 
wealth (Chapter 2 shows they do not), today they are far more 
likely to perceive themselves to have such a duty. In the words 
of Columbia law professor Jeffrey Gordon, by the 1990s “the 
maximization of shareholder value as the core test of manage-
rial performance had seeped into managerial culture.”86

If shareholder value thinking was as good for shareholders 
as its proponents believe it must be, this collective shift toward 
more shareholder-oriented governance structures and busi-
ness practices should have greatly improved average investor 
returns over the past two decades. Yet we have seen exactly 
the opposite. Business school dean Roger Martin calculates 
that between 1933 and 1976 (the year Jensen and Meckling 
published their article on the principal-agent model), share-
holders who invested in the S&P 500 enjoyed real compound 
average annual returns of 7.5 percent. After 1976, this average 
dropped to 6.5 percent.87 The trend is even more apparent if 
we look at what has happened to public investors since the 
early 1990s. After an initial run-up in stock prices from 1992 
to 1999—fishing with dynamite produces an initial increase 
in the fish haul, too—shareholder returns have been dismal.

Of course, other factors—financial deregulation, the 2008 
credit crisis, and U.S. political dysfunction—may explain 
shareholders’ poor returns in the Age of Shareholder Value. 
(It is worth noting, however, that shareholder value thinking 
may have contributed to both financial deregulation and the 
2008 crisis, which some attribute to the successful deregula-
tion lobbying efforts of share-price-obsessed firms like Enron 
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and Citibank.)88 When we look at such a large phenomenon 
as economic performance, it can be impossible to single out 
any single cause, or even to identify with certainty a suite of 
causes. Nevertheless, at a minimum, the stock market’s recent 
performance provides no empirical support for the share-
holder primacy thesis. 

Shareholder Value Ideology and the 

Public Company as a Business Form

So let’s consider another kind of big-picture evidence on the 
wisdom of shareholder primacy: corporations’ willingness to 
have public investors at all.

Here too, the evidence suggests that shareholder value 
thinking may not be working out well for public shareholders. 
A recent study by consulting firm Grant Thornton concluded 
that from 1997 to 2009, the number of public companies 
listed on U.S. stock exchanges has declined by 39 percent in 
absolute terms, and by a whopping 53 percent when adjusted 
for GDP growth. Formerly public companies like Toys“R”Us 
and The Gap are going private, buying back outside inves-
tors’ shares, and becoming, in effect, closely held companies. 
Meanwhile private companies, especially start-ups, are reluc-
tant to do initial public offerings (IPOs). According to Grant 
Thornton, “Small IPOs from all sources—venture capital, pri-
vate equity and private enterprise—are all nearly extinct and 
have been for a decade.”89

Again, there are other explanations one could offer for why 
the public corporation seems to be increasingly an unattract-
ive form for doing business. Many commentators might lay at 
least part of the blame on excessive regulation, in particular 
the much-detested Sarbanes-Oxley requirements imposed 
by Congress on public firms in the wake of the Enron and 
Worldcom scandals. Nor, it is important to note, does the 
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slow disappearance of publicly listed companies necessarily 
herald problems for the U.S. corporate sector in and of itself. 
After all, private firms are just as capable of producing cars, 
medicines, and software as public companies are. Indeed, in 
much of the world (Italy, India, and South America) private 
companies are more the norm than the exception.

But as we shall see in Part II, there is reason to suspect 
that the rise of shareholder value plays at least some role in 
the disappearance of publicly listed companies in which aver-
age investors can readily buy shares. This disappearance, in 
turn, harms those average investors, as they find themselves 
left with fewer and fewer stocks to choose among in investing 
and fewer and fewer opportunities to participate in the profits 
that flow from corporate production.

The Lack of Investor Demand for 

Shareholder Primacy Rules

As we have already seen, there does not seem to be any par-
ticular investor demand for corporate charters that mandate 
shareholder primacy. But even more compelling, on the rare 
occasions when companies do go public today, many adopt 
dual-class equity structures that concentrate voting power 
and control in insiders’ hands. Google, LinkedIn, and Zynga 
are prominent recent examples. This pattern provides still 
more evidence against shareholder primacy, because it sug-
gest public shareholders themselves do not particularly value 
shareholder democracy, at least when deciding which firms 
to buy.

Thanks to the Internet, prospective investors thinking of 
buying shares in an IPO can easily look to see whether the 
company’s charter strengthens or weakens shareholder rights. 
They eagerly buy stock in firms like Google that strip them 
of power. Meanwhile, charter provisions giving shareholders 
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greater leverage over directors—for example by banning poi-
son pill antitakeover defenses—“are so rare as to be almost 
nonexistent.”90 If public shareholders thought public share-
holder oversight and control was essential to good returns, 
why don’t corporations going public try to appeal to investors 
by offering more shareholder-oriented governance?

Evidence from Abroad

Finally, international comparisons provide a fourth source of 
evidence to raise doubts about the supposed advantages of 
shareholder primacy. As we have seen, U.S. law and practice 
departs substantially from the shareholder primacy ideal. In 
contrast, the United Kingdom seems a shareholder paradise.91 
Directors in U.K. companies cannot reject hostile takeover 
bids; they must sit back and let the shareholders decide if the 
firm will be sold to the highest bidder. Shareholders in U.K. 
companies have the power to call meetings, and to summarily 
remove uncooperative directors. They even get to vote to ap-
prove dividends. (Not surprisingly, U.K. companies are more 
generous with dividends than U.S. companies are.)92

If the standard model is truly superior, and if corporations 
run according to the standard model were truly more efficient, 
the United Kingdom should have the world’s best track record 
in developing successful global public companies. That track 
record is notably missing. When the average person thinks 
of great public corporations, the names that come to mind 
are mostly American, with a few German or Japanese names 
thrown in: Microsoft, Apple, Walmart, Coca-Cola, Johnson 
& Johnson, Sony, Toyota, Honda, Canon, Siemens, Bayer, 
SAP, and Volkswagen.93 Relatively few U.K. companies have a 
global profile, and those that do are concentrated in banking 
(HSBC) and commodities extraction (BP). Moreover, in the 
wake of the oil spill disaster—which seems to have been due 
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in part to BP’s shareholder value obsession—BP’s standing in 
the ranks of global companies has slipped badly. 

We Need a New Paradigm

Of course, there are other factors that could explain why the 
United Kingdom has failed to become a global corporate 
powerhouse, just as there are other factors one might offer 
to explain why shareholder returns have declined in recent 
years, why companies are increasingly reluctant to go or to 
stay public, and why shareholders eagerly invest in firms that 
strip away their rights. Because there are so many variables 
at work when we look at major trends instead of individual 
companies or nations, statistical regressions of the type so 
popular among those who do empirical research on corpora-
tions may be of little use. Like the drunk who lost his car keys 
in the dark parking lot but looks for them under the sidewalk 
lamppost because that’s where the light is, researchers who 
look for the secret of good corporate governance in the eco-
nomic performance of individual companies are unlikely to 
meet their objective. 

Meanwhile, when we start looking in the dark parking 
lot, we stumble across some disturbing bits of evidence. The 
standard model predicts that investors’ returns should have 
improved greatly over the past two decades; that new com-
panies should flock to do business as public corporations; 
that investors should avoid firms that depart from one-share-
one-vote and other shareholder primacy ideals; and that the 
United States should only now be catching up to the United 
Kingdom as a leading jurisdiction for global corporations. 
None of these predictions has been borne out. To the contrary, 
not only does the big picture fail to support shareholder pri-
macy, it suggests, if anything, that shareholder value thinking 
may be harmful to shareholders and corporations themselves.
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To use the phrase made famous in Thomas Kuhn’s classic 
book The Structure of Scientific Revolutions, by the close of 
the twentieth century, the shareholder primacy model had 
become the “dominant paradigm” of corporate purpose. 
But it fails, rather dramatically, to explain a number of im-
portant empirical anomalies. First, U.S. corporate law does 
not, and never has, required directors of public corporations 
to maximize shareholder value. Second, closer inspection of 
the economic structure of public corporations reveals that 
shareholders are neither owners, nor principals, nor residual 
claimants. Third, the empirical evidence does not provide 
clear support for the proposition that shareholder primacy 
rules produce superior results. Indeed, once we shift our focus 
from the performance of individual firms to the performance 
of the corporate sector as a whole, it suggests the opposite. 

As Kuhn famously observed, wherever one finds per-
sistent empirical anomalies that are inconsistent with a 
dominant theory’s predictions, sooner or later at least a few 
free-thinking (or foolhardy) souls will want to understand 
and explain those anomalies. Eventually these free spirits 
may develop a new, alternative theory. When they do, the 
real battle begins. Most of the intellectual leaders who built 
their careers on the original paradigm can be expected to 
fight tooth and nail to kill off the newcomer. But if the new 
theory is sound—if it does a better job of explaining what 
we observe in the real world than the old theory does—it 
will win hearts and minds and ultimately prevail. Of course, 
the process may be slow. It has been said that intellectual 
progress in science is made one funeral at a time. 

New Ideas Emerging

There is reason to hope the pace in corporate theory be more 
brisk. Even as Hansmann and Kraakman were announcing the 
triumph of the shareholder wealth maximization paradigm in 
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2000, pioneering thinkers in law, economics, and business (in-
cluding Hansmann and Kraakman themselves) were busily at 
work exploring alternative models of corporate structure and 
purpose that might better explain corporate reality. Today’s lit-
erature includes several compelling lines of thought that chal-
lenge traditional shareholder primacy.

The next part (Part II) explores some of these emerging 
theories and shows how they uncover and illuminate the pit-
falls of shareholder primacy thinking. In particular, Part II 
focuses on intellectual challenges to traditional shareholder 
primacy thinking that have three important characteristics in 
common.

First, the new theories differ from the traditional stake-
holder and corporate social responsibility arguments against 
maximizing shareholder value, because they focus not on how 
shareholder primacy hurts stakeholders or society per se, but 
on how shareholder primacy can hurt shareholders, both indi-
vidually and immediately, and collectively and over time. This 
focus on shareholder welfare may not fully satisfy those who 
believe that directors and executives of public corporations 
should use their control over corporate resources to promote 
social justice, employee well-being, or environmental health 
as goods in and of themselves. But they do suggest, strongly, 
that the supposed divides between the interests of sharehold-
ers and the interests of stakeholders, society, and the environ-
ment maybe much narrower than conventional shareholder 
value thinking admits. Public corporations are more likely to 
do well for their investors when they do good.

Second, the theories examined in Part II have in common 
that they pay much more careful attention to the idea of “the 
shareholder.” Many people think of corporations as fictions 
and shareholders as real. This perception explains much of 
the appeal of the principal-agent model, which appears to 
clear away the fog of corporate identity by focusing on the ap-
parent reality of human agents. Yet corporations are real, at 
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least in legal sense. It is shareholders that are fictional. The 
standard shareholder-oriented model assumes a hypotheti-
cal, homogeneous, abstract shareholder who does not and 
cannot exist. In his place stand real human beings who hap-
pen to own shares of stock. These real human beings have 
different investing time frames; different liquidity demands; 
different interests in other assets (including their own human 
capital); and different attitudes toward whether they should 
live their lives without regard for others or behave “proso-
cially.” Recognizing these differences reveals that the idea of a 
single objectively measurable “shareholder value” is not only 
quixotic, but intellectually incoherent.

Third and perhaps most important, by recognizing the 
differences between and among shareholders’ interests, the 
new models explain empirical anomalies the standard model 

cannot. The new models are better inductively, meaning they 
do a better job of predicting the empirical data we observe. 
They are also better deductively, meaning they explain how 
and why such “anomalies” persist. In a Kuhnian sense, they 
are better paradigms for understanding public corporations.

This means that, by demanding that corporations maxi-
mize shareholder value, we may indeed be fishing with dyna-
mite. It is not only logically possible, but predictable, that a 
single-minded focus on maximizing “shareholder wealth” can 
end up harming shareholders—and stakeholders, corpora-
tions, society, and the environment as well.
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C H A P T E R  5

Short-Term Speculators

versus Long-Term Investors

Of all the possible problems posed when corporations adopt 
“maximize shareholder value” as their goal, one in particular 
has captured the attention of the business community almost 
from the beginning of the standard model’s ascendance. This 
is the fear that companies whose directors focus on stock price 
will run firms in ways that raise that price in the short term, 
but harm firms’ long-term prospects. For example, a company 
might seek to raise accounting profits by eliminating research 
and development expenses, or cutting back on customer re-
lations and support in ways that eventually erode consumer 
trust and brand loyalty. The result is a kind of corporate myo-
pia that reduces long-term returns from stock ownership. 

Beyond the Efficient Market Hypothesis

Until 1987, many finance economists argued that the myo-
pia argument made no sense, because it was impossible for 
managers to adopt strategies that harmed the firm’s future 
without producing an immediate decline in share price. This 
argument was based on widespread embrace of a theory 
called the “efficient markets hypothesis.”94 Although the lit-
erature on the efficient markets hypothesis is both enormous 
and technical enough to induce narcolepsy, the basic idea can 
be summarized as follows: stock markets are “fundamental 
value efficient” when the market price of a company’s stock 
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incorporates all information relevant to its value, producing 
a share price that reflects the best possible rational estimate 
of the stock’s likely future risks and returns. In a fundamental 
value efficient market, there is no need for an investor to stay 
up late at night trying to figure out what her shares are really 
worth. She can sleep soundly knowing the market has done 
her valuation homework for her. Nor is there any fear that 
today’s stock price might not reflect the firm’s long-run value. 
Long run and short run merge, because there is only one ac-
curate way to measure a stock’s future risks and returns: by its 
current market price. Corporate myopia cannot be a problem, 
because the stock market punishes shortsightedness.

Even during the 1970s and early 1980s, the heyday of ef-
ficient market theory, many CEOs, directors, and profes-
sional investors had their doubts about whether stock prices 
really captured fundamental value. Even finance theorists 
understood there were some limits to market efficiency. For 
example, absent rampant insider trading, private information 
that is available only to corporate insiders (say, news that a 
promising new drug for male pattern baldness has just been 
discovered to cause impotence) might not be fully reflected in 
stock price until the bad news is made public.

But collective confidence in the accuracy of stock market 
prices was shattered on October 19, 1987. On that day, the 
Dow Jones industrial average inexplicably lost 23 percent 
of its value in a single trading session. (The value appeared 
again, equally mysteriously, a few months later.) The tech 
stock bubble of the late 1990s further undermined trust 
in market prices, as did companies like Enron and Global 
Crossing, whose stock price soared beyond any sane estimate 
of value before crashing spectacularly.

It is nearly impossible today to find a finance economist 
under the age of fifty who would claim stock market prices 
always capture true value. Indeed, many respected theorists 
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now occupy themselves exploring alternatives to efficient 
market theory that can explain how markets go wrong. These 
alternatives include “heterogeneous expectations” models 
that incorporate the possibility of investor disagreement; 
new work on the “limits of arbitrage” that explains how some 
information gets incorporated into prices only slowly and in-
completely; and the burgeoning field of “behavioral finance,” 
which examines how human emotions and irrationalities can 
distort prices and drive trading.95

If the idea that stock prices always reflect true value is not 
entirely dead, it is at least seriously wounded. (Economist 
John Quiggen calls it a “zombie” idea, neither living nor quite 
dead.)96 But substantial support remains for the claim that—
barring unusual circumstances and occasional fits of collec-
tive investor irrationality—over the long run, stock prices 
tend to be reasonably related to actual values. In the words of 
famed finance professor Fischer Black, many experts might 
argue that the market is efficient in the sense that “price is 
within a factor of [two] of value, i.e., the price is more than 
half of value and less than twice value.”97

For many shareholder primacy enthusiasts, this is good 
enough. They argue that shareholders still benefit when man-
agers look to share price as their guiding star, because even 
if the market temporarily misvalues companies, mistakes 
correct themselves over time. Thus shareholders themselves 
have reason to try to prevent managerial myopia: they under-
stand that pressuring managers to raise share price through 
strategies that harm the company’s future will likely end up 
hurting the value of their own shares.

This view ignores an inconvenient reality. Long-term 
shareholders fear corporate myopia. Short-term shareholders 

embrace it—and many powerful shareholders today are short-

term shareholders.
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The Role of Short-Term Investors in Today’s Stock Market

To understand just how hyperactive today’s stock markets 
have become, consider that in 1960, annual share turnover 
for firms listed on the New York Stock Exchange (NYSE) was 
only 12 percent, implying an average holding period of about 
eight years. By 1987, this figure had risen to 73 percent.98 By 
2010, the average annual turnover for equities listed on U.S. 
exchanges reached an astonishing 300 percent annually, im-
plying an average holding period of only four months.99

This is a very odd phenomenon. At the end of the day, most 
stocks are held either by individuals with long-term investing 
goals (like saving for retirement or for a child’s college tu-
ition), or by institutions like pension funds and mutual funds 
that run portfolios on behalf of these individuals.100 Even 
hedge fund clients are typically pension funds, universities, 
and foundations looking for steady, long-run returns on their 
endowments.

If most investors want long-term results for themselves or 
for their clients, why is there so much more short-term trad-
ing? Part of the answer lies in the fact that deregulation and 
advances in information technology have made stock trading 
much cheaper than it used to be. Once upon a time, some-
one who thought a particular stock was under- or overpriced 
had to call a broker, pay a fixed commission, and possibly pay 
a transfer tax as well to trade. High transactions costs dis-
couraged hyperactive trading. Now trading has become so 
inexpensive that some funds specialize in computerized “flash 
trading” strategies in which shares are bought and held for 
mere seconds before being sold again.

But another very important part of the short-term equa-
tion, emphasized in a recent report from the Aspen Institute, 
is the growing role that institutional investors like mutual 
funds, pension funds, and hedge funds play in the market.101 
As already noted, such funds mostly invest on behalf of 
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individuals with long-term goals. Unfortunately, these in-
dividual clients tend to judge the fund managers to whom 
they have outsourced their investing decisions based on 
their most recent investing records. This explains why many 
actively-managed mutual funds turn over 100 percent or 
more of their equity portfolios annually and why “activist” 
hedge funds that purport to make long-term investments in 
improving corporate performance typically hold shares for 
less than two years. The mutual fund manager whose con-
tinued employment depends on her relative performance for 
the next four quarters finds it hard to resist the temptation 
to support management strategies that will raise share price 
just long enough that she can sell and move on to the next 
stock that might see a short-term bump in its stock. As mu-
tual fund guru and Vanguard Funds founder Jack Bogle puts 
it, the mutual fund industry has become a “rent-a-stock” 
industry.102

Short-Term Shareholders Push for Short-Term Results

The result is that mutual funds and hedge funds pressure direc-
tors and executives to pursue myopic business strategies that 
don’t add lasting value. For example, the information arbitrage 
literature suggests that when information is public but not wide-
ly available, or is technical and difficult to understand, it filters 
into market prices relatively slowly.103 Thus cutting expenses by 
firing employees or reducing customer support may produce a 
short-term bump in stock price because the market understands 
immediately that corporate expenses have been reduced but is 
slow to see the negative long-term impact of employee disaf-
fection or weakening brand loyalty. One recent survey of 400 
corporate finance officers found that a full 80 percent reported 
they would cut expenses like marketing or product development 
to make their quarterly earnings targets, even if they knew the 
likely result was to hurt long-term corporate performance.104
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An even better way to raise share price without improv-
ing real performance is old-fashioned accounting fraud. The 
market eventually figured out that Enron and Worldcom 
were cooking their books. But for several years, institutional 
investors profited as Enron and Worldcom executives “un-
locked” enough shareholder value to make those who sold 
some or all of their shares before the frauds were discovered 
quite rich. For example, suppose a mutual fund invested 
$100,000 in Enron stock in 1993, when it was trading at just 
over $10 per share. Then suppose, realistically, the fund sold 
some of its Enron holdings each year as Enron’s price sky-
rocketed upward, in order to maintain fund diversification. 
By 2000, when Enron was trading over $90 per share, the 
fund might have earned a profit many times larger than its 
initial $100,000 investment—even if it still owned $100,000 
in Enron stock when the company cratered in 2001. Financial 
fraud is not bad for all investors, only for those unlucky in-
vestors who buy and hold most of their shares until after the 
fraud is discovered.

“Heterogeneous expectations” asset-pricing models (which 
differ from conventional financial-pricing models by assuming, 
realistically, that people disagree about the future) also suggest 
a number of “financial engineering” tricks that short-term in-
vestors can push corporate managers to adopt to raise share 
price without improving long-term performance. For example, 
practical and legal limits on short selling ensure that the shares 
of any particular company are typically held, and market 
price set by, investors who are relatively optimistic about that 
company’s future. By making a large share repurchase on the 
open market, the company can shrink its pool of sharehold-
ers until price is set only by the wildly optimistic. For similar 
reasons, a sale of the entire company—which typically requires 
a buyer to purchase shares not only from the relative realists in 
the shareholder pool but from the more-optimistic as well— 
usually demands that the bidder pay a substantial premium 
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over market price.105 As yet another example, splitting up com-
panies by selling off assets or divisions can create “shareholder 
value” by allowing different investors to invest only in the par-
ticular line of business they favor most. It’s much easier to be 
wildly optimistic about the future of a single product or divi-
sion than the fate of a conglomerate that sells everything from 
pet food to airplane engines to financial services.

Different Time Frames, Clashing Interests

Once we recognize that stock markets are not perfectly fun-
damental value efficient and that managers can raise share 
price without improving real economic performance, we also 
have to recognize that shareholders with different investing 
time horizons have conflicting interests. The shareholder who 
plans to hold her stock for many years wants the company 
to invest in its employees’ skills, develop new products, build 
good working relationships with suppliers, and take care of 
customers to build consumer trust and brand loyalty—even 
if the value of these investments in the future is not imme-
diately reflected in share price. The short-term investor who 
expects to hold for only a few months or days wants to raise 
share today, and favors strategies like cutting expenses, using 
cash reserves to repurchase shares, and selling assets or even 
the entire company. An important empirical study of activist 
hedge funds by Bill Bratton at the University of Pennsylvania 
confirms these are exactly the strategies activist funds de-
mand. In Bratton’s words, “Activist hedge funds look for four 
things in their targets—potential sale of the whole, potential 
sale of a part, free cash, and cuttable costs.”106

This poses a dilemma for the standard shareholder-oriented 
model. Toward which shareholders is it oriented? If stock 
prices do not always capture fundamental value, a conflict of 
interest exists between long-term investors who want directors 
to invest in the company’s future, and short-term investors, 
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especially activist hedge funds, who simply want to raise share 
price today. In the words of corporate lawyer Martin Lipton, 
directors must decide “whether the long-term interests of the 
nation’s corporate system and economy should be jeopardized 
in order to benefit speculators interested not in the vitality and 
continued existence of the business enterprises in which they 
have bought shares, but only in a quick profit on the sale of 
those shares?”107

Lipton’s language makes clear he’s on the side of the long-
term investors, not the short-term speculators. I share his 
view, but I do not attempt in this book to provide a definitive 
answer to the difficult question of when and how directors 
should favor the interests of one kind of shareholder over 
those of another. The most important thing is to recognize 
that long-term investors and short-term activist hedge funds 

do not compete on a level playing field. Activist hedge funds 
have the clear advantage, because they concentrate their in-
vestment portfolios into just a few securities. This means it 
is worth their while to spend the time and effort necessary to 
become involved in a particular firm’s affairs. Diversified retail 
investors, by contrast, rarely have a big enough stake in any 
single company to make it sensible to closely monitor what’s 
going on; they suffer from their own rational apathy. Mutual 
funds are not much better. Most fund managers rationally 
conclude it is not in their clients’ interests for them to exercise 
an active governance role in the dozens or even hundreds of 
firms whose stocks the fund manager keeps in his portfolio. If 
there’s a problem, the fund manager will do the “Wall Street 
Walk” and sell the shares quickly and quietly, before anyone 
else catches on. As a result, mutual fund managers mostly vote 
the shares they hold as directed by RiskMetrics’ Institutional 
Shareholder Services (ISS), a “proxy advisory service” whose 
ideas about good corporate governance can be criticized for 
focusing on short-term stock price performance.108 The end 
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result is that the only shareholders that are likely to engage 
in any serious way with incumbent management are hedge 
funds and ISS-shepherded mutual funds, both of which are 
biased toward the short term.

Managing Shareholder Value Means 

Managing Expectations

Finally, in his 2011 book Fixing the Game, business school 
dean Roger Martin has pointed out yet another reason why 
measuring corporate success by stock price ends up harm-
ing long-term shareholders: because it drives directors and 
executives to focus not on real corporate performance (sales, 
revenues, growth, new products) but on what Martin dubs 
“the expectations market”:

The expectations market is the world in which shares in com-
panies are traded between investors—in other words, the stock 
market. In this market, investors assess the real market activi-
ties of a company today and, on the basis of that assessment, 
form expectations as to how the company is likely to perform in 
the future. The consensus view of all investors and potential in-
vestors as to the expectations of future performance shapes the 
stock price of the company.109

According to Martin, using the expectations market to 
gauge performance—especially when this is done by com-
pensating CEOs and other executives primarily with options, 
stock grants, or bonuses tied to share price—puts executives 
in a terrible bind. Suppose a company is doing well; the firm 
is operating at peak performance and looks as if it can hum 
along at peak performance indefinitely. The stock market will 
incorporate this expectation of optimal future performance 
into today’s stock price. How then can a CEO raise stock 
prices any further?



72 What Do Shareholders Really Value? 

In Martin’s words, “Modern capitalism dictates that the 
job of executive leadership is to maximize shareholder value, 
as measured by the market value of the company’s stock. To 
that end, the CEO should always be working to increase the 
stock price, to raise expectations about the company’s stock 
price ad infinitum . . . the lesson is that no matter how good 
you are, you cannot beat expectations forever.”110 Focusing on 
shareholder value gives managers “a task that is ultimately 
unachievable, in that it requires that they raise other people’s 
expectations continuously and forever.”111

What’s a CEO to do? If she is a mere mortal, she may de-
cide not to attempt the unachievable but instead to do the 
achievable: manage expectations, for example by using ac-
counting manipulations (“earnings management”) to produce 
one disastrous quarter that dramatically lowers and resets 
the market’s expectations, so she can raise expectations again 
thereafter. Alternatively, she may elect to avoid the slow, hard, 
thankless task of developing new products, hiring new em-
ployees, and increasing sales and profits, and focus instead 
on cost-cutting (firing employees, reducing R&D) or financial 
engineering (selling off assets, making massive share repur-
chases) that temporarily raises stock prices without adding 
real long-term value.

Stock-based compensation schemes thus create an un-
healthy alliance between short-term institutional investors 
like activist hedge funds and ISS-advised mutual funds who 
move in and out of stocks, and executives whose compensa-
tion plans drive them to focus obsessively on stock market 
expectations. Consider the case of Kraft Foods. In 2010, 
Kraft completed a controversial takeover of iconic British 
candy manufacturer Cadbury, causing the disappearance of 
one of the United Kingdom’s few internationally recognized 
non-financial companies. Only 18 months later, under pres-
sure from hedge fund shareholders, Kraft is now planning 
to split itself into two companies again. One will sell snack 
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foods like Oreos cookies and Cadbury chocolate, and the 
other will sell grocery staples like Oscar Meyer cold cuts and 
Kraft macaroni and cheese. The split seems unlikely to result 
in any dramatic changes in the way the company manufac-
tures or markets chocolates and cold cuts, although it might 
produce some duplication of expenses. Nevertheless, Kraft’s 
hedge-fund shareholders and stock-compensated executives 
can reasonably hope that splitting the company in two will 
“unlock shareholder value” by allowing the price for a one 
business to be set only by investors who are optimistic about 
the future of sugar-laden snack foods, while the other is set by 
investors bullish on basic groceries.112

Such games of corporate musical chairs would not be a 
problem if they allowed executives and short-term specula-
tors to profit without harming anyone else. Unfortunately, 
long-term investors have to eat the short-termers’ cooking. 
There are signs the meal is not sitting well. The SEC does not 
require unregulated hedge funds to publicly disclose their 
results, so it can be hard to find solid data on hedge fund per-
formance, but there is some evidence activist hedge funds in 
particular outperform the market.113 And there is little doubt 
that stock-based compensation schemes have made execu-
tives much wealthier over the past two decades. Meanwhile, 
average investors’ returns have languished. Even as a laser-
like focus on “unlocking shareholder value” has enriched ex-
ecutives and some hedge fund managers, it has done little or 
nothing to help shareholders as a class.

When long-term and short-term investors’ interests di-
verge, shareholder value thinking poses the same risks as 
fishing with dynamite. Some individuals may reap immediate 
and dramatic returns. But over time and as a whole, investors 
and the economy lose.
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C H A P T E R  6

Keeping Promises to Build

Successful Companies

We have just seen how, when stock market prices don’t cap-
ture fundamental value perfectly, the interests of short-term 
speculators conflict with those of longer-term investors. This 
chapter examines an even odder chronological tension: the 
conflict between shareholders’ initial interest in making com-
mitments to stakeholders and to each other, and their subse-
quent interest in breaking those commitments later.

To understand the nature of the problem, consider 
Ulysses’s dilemma when he sailed the Odyssey past the island 
of the Sirens. The Sirens were beautiful women with compel-
ling voices, but like many beautiful women they followed a 
strict diet: they used their singing to lure sailors to the island, 
where the Sirens would promptly kill and eat them. To pro-
tect his men from the Sirens’ songs, Ulysses ordered them to 
stuff their ears with wax as the Odyssey sailed by the island, so 
they could not hear. But Ulysses himself wanted to experience 
the Sirens’ music. He left his ears unplugged and ordered his 
sailors to bind him tightly to the Odyssey’s mast. He also told 
his sailors not to release him, no matter how he begged and 
pleaded, until after the Sirens were safely out of sight and 
sound.

Before approaching the Sirens’ island—“ex ante,” as aca-
demics put it—Ulysses wanted above all to make sure that he 
escaped the Siren’s clutches. “Ex post,” while actually listening 
to the Sirens’ music, Ulysses wanted nothing more than to 
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jump overboard, swim to the island, and present himself as 
that day’s entrée. Luckily, ex ante Ulysses figured out a way 
to make sure ex post Ulysses did not succumb to the Sirens’ 
charms. He had himself “bound to the mast” (as we say today, 
“tied his own hands”) to protect himself from his own future 
behavior.

The Shareholder as Ulysses

Shareholders do much the same when they buy stock in 
public corporations. When equity investors buy stock in the 
“primary market” where companies raise capital by selling 
shares, the investors’ money instantly becomes the corpora-

tion’s money. All the equity investor owns now is a contract 
with the corporate entity, called “a share of stock.” This con-
tract does not entitle the stockholder to get her money back. 
She may or may not get dividends, depending on what the 
directors decide; she may or may not find another investor 
willing to purchase her contract in the “secondary market” 
where investors buy from and sell stock to each other. But her 
initial capital contribution is, to use the words of influential 
corporate scholar Margaret Blair at Vanderbilt, “locked in” 
to the corporate entity. Shareholders have no legal right to 
demand their money back, in whole or in part. Corporations 
aren’t like partnerships, where a partner at any time can leave 
the partnership and get back her proportionate share of the 
partnership’s assets.

For most of the twentieth century, the phenomenon of 
capital lock-in received little scholarly attention. Business 
and law school professors routinely taught their students that 
corporations were attractive ways to do business primarily 
because they offered shareholders four characteristics: (1) 
limited personal liability, (2) centralized management, (3) in-
definite legal life, and (in the case of public corporations) (4) 
liquid stock markets where investors could sell their shares. 
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This fourth characteristic, in particular, obscured the reality 
of capital lock-in by creating an illusion that equity invest-
ments in public corporations were liquid and could be easily 
withdrawn. But stocks are only liquid on the margin. Should 
all a firm’s shareholders decide to sell at once—say, because 
the CEO is indicted, or the company is struggling—the liquid-
ity illusion quickly disappears. Shareholders discover to their 
horror a fifth characteristic of corporations: their money is 
locked in and inaccessible.

So why would any sane investor buy stock in a public cor-
poration? Why not stick to partnerships and other business 
forms that allow you to get your cash back whenever you de-
mand it? 

Some Advantages of Tying Your Hands

This question was perhaps first raised in print by UCLA 
economist Harold Demsetz, who noted in 1995 that a “largely 
unrecognized” condition of share ownership in public com-
panies was “the inability of investors to force the firm to dis-
gorge assets purchased with funds secured for the initial sale 
of stock.”114 Demsetz then observed:

It is impractical from the perspective of being able to make busi-
ness commitments to allow shareholders to reclaim their share 
of the firm’s assets in the typical case. The corporation makes 
commitments to purchase materials and plant, as well as to pro-
vide goods and services. If these commitments are to be treated 
as reliable, the firm must have control of the asset it has secured 
through the sale of stock or bonds. It cannot be in continual 
jeopardy of losing assets to its disappointed shareholders. The 
typical corporation must be organized in a way that bars inves-
tors from reclaiming their fraction of the firm’s assets in other 
than exceptional circumstances. The firm is, therefore, granted 
a life that is in important ways distinct from the lives and desires 
of those who supply it with capital and other inputs.115 
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Other scholars have expanded on Demsetz’s insight in 
ways that cut directly against shareholder value thinking. 
They have shown how shareholder-oriented governance rules 
that allow shareholders to withdraw their funds—including 
rules that make it easier for shareholders to pressure boards 
to pay dividends or implement share repurchase programs—
can actually reduce shareholder wealth by discouraging other 
financial and nonfinancial investors from making important 
“firm-specific” contributions to corporate production.

For example, in her 2003 historical analysis of the rise of 
the corporate form, Margaret Blair described how capital 
lock-in protects shareholders from the impecuniousness and 
opportunism of their fellow shareholders.116 Suppose you 
want to build a canal or a factory. The project requires more 
funds than any single investor could, or would want, to put 
up, so several investors agree to contribute together. If they 
organize as a partnership, they face a serious problem. What 
if one of the investors wants his money back, perhaps because 
he has fallen on hard times? What if a partner dies and her 
heirs don’t want to take her place in the business, but instead 
cash in their inheritance? You can’t sell off pieces of a canal 
or factory without destroying much of its value. Factories and 
canals are “firm-specific” investments, resources that can’t be 
easily withdrawn from the firm without destroying at least 
part of their value.

A partnership is no way to build a canal or factory. But if 
our four investors incorporate, the firm-specific canal or fac-
tory will now belong to the corporate entity itself. No single 
shareholder can demand back her share of the company’s 
assets. This protects the four investors from each other’s pos-
sible future poverty. It also protects the four investors from 
the siren song of opportunism. 
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More Advantages: Discouraging Opportunism

To see how lock-in protects against opportunism, suppose the 
four investors agreed to form a partnership to build the canal 
or factory, and also agreed each partner would receive 25 per-
cent of any future profits. After the canal or factory is built, 
one of the four might demand that, unless the partnership 
agreement was amended to give her 50 percent of profits, she 
would withdraw from the partnership and take her one-fourth 
of the canal or factory with her. The threat is self-destructive 
but effective, like a bank robber’s threat to blow up himself 
and the bank unless the teller follows his instructions.

The incentive to attempt such holdups is greatly reduced if 
the four investors incorporate their business. Now, the canal 
or factory is owned by, and locked into, the corporate entity. 
No single shareholder can threaten to withdraw her capital 
and unilaterally blow up the business. The corporation’s board 
of directors decides when and if shareholders will receive any 
dividends, and it would take three of the four shareholders to 
replace the board.

The need to discourage investor opportunism becomes 
even more obvious when we look at the role of bondhold-
ers and other creditors. If bondholders could demand their 
money back from the corporation at any time, no firm could 
safely use borrowed money to make long-term investments. 
Conversely, if shareholders were free to withdraw capital 
from the corporation at any time, no sensible creditor would 
ever lend to a corporation, for fear the shareholders would 
simply use the borrowed money to pay themselves a massive 
dividend, leaving the firm insolvent and the creditor hold-
ing the bag. Moreover, even if the shareholders are by law 
or contract constrained in paying themselves dividends (as 
they generally are), without capital lock-in, the corporation’s 
creditors still have to worry about shareholders’ creditors, 
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and the possibility that a bankrupt shareholder’s creditors 
might try to recover from the corporation itself the value of 
the shareholder’s interest in the firm.

This last point was explored in some detail by Hansmann 
and Kraakman in an article they published in 2000, just be-
fore their influential “End of History” essay proclaimed the 
triumph of shareholder primacy ideology. Hansmann and 
Kraakman examined what they call corporate asset shielding, 
the corporation’s ability to protect its assets from the claims 
of shareholders and shareholders’ creditors. They argued that 
asset shielding is essential in business projects where “partial 
or complete liquidation of the firm’s assets could destroy some 
or all of the firm’s going concern value,” because “a [share-
holder’s] personal creditor with the right to foreclose on firm 
assets might well threaten to exercise that right and destroy 
substantial going concern value—even if he could realize 
little or nothing thereby because the firm lacks sufficient net 
worth—simply to hold up the firm (or its owners or creditors) 
for a sum larger than his claim on the firm would receive if he 
actually foreclosed.”117

Blair’s discussion of capital lock-in, and Hansmann’s and 
Kraakman’s work on asset shielding, both illustrate how con-
ventional shareholder primacy rules that may seem to benefit 
shareholders ex post by allowing them to “unlock” their fi-
nancial capital from the corporation, can actually harm them 
ex ante by making it harder for business enterprises to get 
started in the first place. Only when financial capital can be 
made secure from the demands of shareholders and creditors 
alike, can it be safely used to make firm-specific investments 
in complex, uncertain, long-range projects—constructing 
railroads, canals, and factories, developing new drugs, soft-
ware and technologies, building trusted brand names.
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Still More Advantages: 

Encouraging Stakeholder Investment

But a corporation’s need for firm-specific investment is not 
limited to financial capital. In a 1999 article, Margaret Blair 
and I developed a more general theory of the role of firm-
specific investments in corporate governance that we call the 
team production theory.118 Economists say a project requires 
“team production” whenever two or more actors must make 
specific contributions that are essential to the project’s suc-
cess, and that can’t be withdrawn from the project without 
losing much of their value. Moving a large sofa is a classic 
example of team production. Two or more people are needed, 
and if one quits in the middle, the “sofa-moving specific” ef-
forts of all are wasted.

Many successful corporate projects require team pro-
duction with stakeholders, meaning they demand not only 
locked-in capital from financial investors (whose money 
becomes firm-specific after being spent on salaries, special-
ized equipment, and other nonrecoverable expenses) but also 
specific investment from employees, customers, and even the 
community. For example, a railroad needs more than a set of 
tracks and some empty railroad cars. It also needs employees 
with specialized skills (engineering, conducting) who live in 
the area; commuting customers who have decided to live and 
work along the railroad line; and local communities to build 
and maintain roads, parking lots, schools, power grids, and 
other vital infrastructure along the line. None of these essen-
tial stakeholders would make such firm-specific investments 
if they thought the railroad might disappear tomorrow—as it 
might, if creditors or shareholders could easily and unilater-
ally withdraw their financial contributions.

As Blair and I discuss at length in our 1999 article, this 
insight explains a host of otherwise-puzzling anomalies 
in American corporate law that can’t be explained by the 
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standard shareholder-oriented model, including the rules 
of derivative suit procedure, the nature of fiduciary duties, 
and shareholders’ extremely limited voting rights. Most im-
portant, it explains the peculiar institution of the board of 
directors. Economists since Adam Smith have wondered why 
sane investors would cede control over their hard-earned 
cash to strangers. (This is exactly what happens when you 
buy stock in a public corporation.) The answer, Blair and I 
suggest, is not that investors expect boards to run corpora-
tions perfectly, or even particularly well. But they do expect 
directors to run the public company well enough to keep the 
firm on its feet, else they would lose their own board posi-
tions. They also expect directors not to steal corporate assets: 
corporate law’s duty of loyalty has real teeth, and severely 
limits directors’ discretion to use their corporate powers to 
enrich themselves. Meanwhile, by relinquishing control of 
corporate assets to boards, financial investors get a valuable 
consolation prize. Board control allows directors to act as 
“mediating hierarchs” who can balance the ex post demands 
of shareholders against the interests of other stakeholders—
customers, suppliers, employees, the community—that make 
essential contributions to firms. This reassures stakeholders 
and makes it safer for them to make their own firm-specific 
investments, which in turn allows the firm to pursue profit-
able projects it otherwise could not.

Some Evidence of Investor Hands-Tying

The corporation’s need to encourage firm-specific invest-
ments from employees and other stakeholders explains an in-
teresting empirical puzzle that is impossible to reconcile with 
conventional shareholder primacy. This puzzle is the contrast 
between investors’ apparent willingness to buy stock in firms 
with governance rules that reduce shareholder power, while 
complaining about similar rules at other firms in which they 
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own shares. Why would the same mutual fund manager buy 
shares in a company with a staggered board, while dutifully 
voting with ISS to try to de-stagger the boards of other com-
panies in the manager’s portfolio? 119 Why not just avoid buy-
ing stock in companies that limit shareholder power in the 
first place?

Ulysses’s tale suggests an answer. When corporations  
pursue complex, long-term projects with uncertain results 
—building brand names, inventing new technologies, de-
veloping new drugs or software—they often depend criti-
cally on their employees’ creativity, dedication, and passion. 
Unfortunately, it’s hard to draft employment contracts that 
guarantee creativity, dedication, and passion. Instead, cor-
porations can encourage employee firm-specific investment 
by trying to reassure employees their investments will be 
respected and protected. Placing control of the project and 
its profits in the hands of a board that cannot personally 
profit from withdrawing financial capital or opportunistically 
threatening stakeholders (as shareholders can) helps provide 
that reassurance. Staggered board provisions and dual-class 
equity schemes that make it harder for an opportunistic 
shareholder to oust the board provide additional protection. 
Thus, governance provisions like staggered boards or dual 
classes of shares make some kinds of corporate projects more 
likely to succeed, in turn making corporations with those gov-
ernance structures more attractive investments.

Of course, when listening to the Sirens, Ulysses wanted his 
hands unbound. Similarly, once a corporation’s stakeholders 
have made essential firm-specific investments in the com-
pany’s success, its shareholders might want to exploit that 
stakeholder trust and vulnerability. For example, a firm might 
try to raise profits by threatening to outsource manufacturing 
to China or India unless its employees accept lower wages and 
the local community provides larger tax breaks.
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In contrast, the duty of loyalty prevents directors from 
reaping personal profits by exploiting stakeholders. With no 
reason to try to exploit stakeholders, the board may resist 
shareholder demands to behave opportunistically. But what 
if the shareholders can easily remove the board, perhaps by 
selling en masse to a takeover bidder who would become a 
majority shareholder who did not suffer from collective action 
problems? Now, shareholders are in a much better position 
to demand the board try to profit from exploiting employ-
ees’ specific investments. (Economists Andrei Shleifer and 
Lawrence Summers estimated that after Carl Icahn acquired 
TWA in a takeover that earned TWA shareholders a premium 
of about $300 to $400 million, TWA’s unionized employees 
lost about $800 million in future wages.)120 This explains why 
the development of an active hostile takeover market in the 
1980s was accompanied by labor force reductions (which hurt 
employees) and increased leverage (which harmed creditors).

Another tragedy of the investing commons results. 
Stakeholders eventually cotton on to what shareholders are 
doing, and become reluctant to make firm-specific contribu-
tions to public corporations subject to shareholder primacy 
pressures. Instead, they prefer making firm-specific invest-
ments in private corporations with controlling shareholders 
who have shown personal trustworthiness (there is evidence 
that corporations with more entrenched boards take better 
care of their employees and are more socially responsible), or 
not at all.121

Shareholder Value Thinking Discourages Team Production

Shareholder value thinking thus changes potential stakehold-
ers’ perceptions of public corporations in ways that make it 
harder to pursue projects that require team production. 
There is some evidence this is occurring. Surveys report that 
as U.S. firms have embraced the ideology of shareholder  
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primacy, employee loyalty has declined.122 Similarly, as noted 
in the Introduction, the number of U.S. public corporations 
has dropped dramatically as public firms “go private,” and 
many new companies opt not to go public at all.

Further support for this thesis can be found in the em-
pirical observation, mentioned in Chapter 5, that the United 
Kingdom’s relatively few global corporations are concentrated 
in finance and commodities extraction, especially minerals, 
oil, and gas production.123 This pattern may be driven by the 
United Kingdom’s relatively shareholder-friendly laws (for 
example, shareholders vote on dividends and can more eas-
ily remove directors). These laws make it more difficult for 
U.K. corporations to lock in shareholder capital. For example, 
under pressure from the American government in the wake of 
the Deepwater Horizon oil spill, BP announced it would sus-
pend paying its regular dividends. This sparked a firestorm of 
protests from British pensioners who relied on BP dividends 
for retirement income. BP agreed to quickly resume paying 
dividends after announcing plans to sell off approximately 
$30 billion in assets, including many BP oil fields.

BP’s reluctance to suspend dividends for more than a short 
period of time, and its willingness to sell off assets rather than 
disappoint its shareholders, illustrates how greater shareholder 
primacy means less ability to lock in corporate capital in a fashion 
that protects stakeholders. This likely explains why U.K. public 
companies concentrate in finance and commodities extraction. 
Neither industry demands much firm-specific investment. 
Productive mines and oil fields are not firm-specific because, 
as BP’s asset sales show, they can be sold off fairly easily for full 
value. Finance requires money and people, but money is not 
firm-specific: a dollar is worth the same to HSBC and Barclays. 
Nor do finance employees invest much in firm-specific human 
capital. Goldman Sachs investment bankers and Morgan Stanley 
traders can easily take their skills and their client relationships to 
other banks, and often do, and at least in the United States, any 
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attempt to stop them would run afoul of the U.S. Constitution’s 
Thirteenth Amendment.

Shareholder value thinking, which is even more prevalent 
in the United Kingdom than in the United States, may have 
prevented the U.K. business sector from developing much be-
yond finance and commodities extraction. One can argue that 
because the United Kingdom is a relatively small economy, 
it can afford to keep most of its economic eggs in the finance 
and commodities extraction baskets. (Some pensioners in 
the United Kingdom might beg to differ: before the spill, BP 
dividends accounted for nearly 15 percent of all dividends 
paid by U.K. firms).124 But such extreme specialization is not 
a viable strategy for a nation as large as the United States, 
nor for the global economy as a whole. Someone, somewhere, 
needs to build cars, ships and airplanes; research new drugs 
and medical devices; develop new software and information 
technologies; and create trusted brand names to sell televi-
sions, computers, and breakfast cereals.

Team production theory teaches that such businesses can-
not thrive if they are run according to shareholder primacy 
ideology. There is an inevitable conflict between sharehold-
ers’ ex ante interest in “tying their own hands” to encourage 
their own and other stakeholders’ firm-specific contributions, 
and their ex post interest in opportunistically trying to un-
bind themselves to unlock capital and exploit others’ specific 
contributions. This conflict—a conflict between shareholders’ 
ex ante selves and their ex post selves, if you will—puts public 
corporations governed by the rules of shareholder primacy at 
a disadvantage when it comes to projects that require firm-
specific investments. Rejecting shareholder value thinking, 
and instead inviting boards to consider the needs of employ-
ees, customers, and communities, allows boards to usefully 
mediate not only between the interests of shareholders and 
stakeholders, but between the interests of ex ante and ex post 
shareholders as well.
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C H A P T E R  7

Hedge Funds versus

Universal Investors

To most people, corporations are abstractions. As one old 
English case famously put it, corporations have “no soul to 
damn and no body to kick.” By contrast, shareholders seem 
concrete. When we imagine shareholders, we picture parents 
saving for a child’s college tuition; retirees waiting for divi-
dend checks; or, sometimes, a wealthy hedge fund baron driv-
ing his Ferrari up a long driveway between manicured lawns 
to the door of his Connecticut mansion.

Corporations Are Real, Shareholders Are Fictions

This view gets it backwards. Corporations may be invisible, 
but they are quite real. Corporations own real property, enter 
real contracts, and pay real damages for committing real torts. 
They can live indefinitely, control more resources than many 
national governments, and thrive, weed-like, in the harsh-
est locations and climates. By contrast, “the shareholder” is 
fictional. Shareholders seem more real than corporations 
because when we think of shareholders, we are not actually 
thinking of shareholders at all. We are thinking of human be-
ings: fragile biological organisms who may happen to own, 
among their many different assets, shares of stock.

The standard shareholder primacy model judges corporate 
performance from the perspective of something that does not 
exist: an entity whose only goal is to maximize the market price 
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of the shares of a single company. In reality, even institutional 
investors like pension funds and mutual funds practice diver-
sification. Their portfolios include shares in other companies, 
corporate bonds, preferred stock, real estate, and other types 
of investments as well. Moreover, these institutions them-
selves exist to serve the interests of their human beneficiaries, 
who often have their own investments in homes, real estate, 
and bank deposits. Indeed, for many beneficiaries their big-
gest investment is in their own human capital: their health, 
education, and earnings from employment. And humans, 
whether they hold stocks directly or through mutual and pen-
sion funds, are not just investors. They are also consumers 
who buy products, citizens who pay taxes, and organisms that 
breathe air and drink water.

External Costs Are a Problem for Universal Owners

This basic insight underlies an important intellectual chal-
lenge to shareholder value thinking: the idea of the “universal 
owner” or “universal investor.” Shareholder value thinking 
looks at the world from the perspective of a Platonic investor 
whose only asset is equity shares in one firm (say, BP) and 
whose only purpose and desire in life is to raise today’s price 
for BP shares by any means possible. But this Platonic share-
holder does not exist. Real human beings own BP’s shares, 
either directly or indirectly through pension and mutual 
funds, and real human beings care about much more than 
just whether BP stock rises. They also want to protect the 
value of their other investments, keep their jobs, lower their 
tax bills, and preserve their health. They are to, a greater or 
lesser extent, “universal owners” with stakes in the economy, 
the community, and the planet.

Consider someone who owns not only BP stock, but also 
holds BP bonds; owns shares in other oil companies; owns a 
beach home on the Florida Panhandle; has a job in the Gulf 



88 What Do Shareholders Really Value? 

tourism industry; and values his own human capital, includ-
ing his good physical health and social connections in a thriv-
ing coastal community. By skimping on safety corners, BP 
may have given this investor several years of above-average 
share performance. But by causing an enormous oil spill in the 
Gulf, BP’s risk-taking imposed much greater “external costs” 
on the investor’s other interests. As a result of the Deepwater 

Horizon disaster, the U.S. government imposed a moratorium 
on exploratory drilling in the Gulf that idled not only BP’s op-
erations but those of other oil companies as well. The spill 
hurt the value of BP bonds, which were downgraded in the 
disaster’s wake. The value of beachfront property in the Gulf 
declined, and its tourism and fishing industries suffered. The 
Gulf ecosystem was harmed, and its ability to provide healthy 
seafood and safe recreation degraded.

BP provides only one example of how companies can “cre-
ate” shareholder value through strategies that impose larger 
external costs on universal investors. There are many others. 
For example, a software company like Microsoft or Oracle 
might increase profits by buying out or destroying its rivals, 
thus gaining monopoly power that allows it to raise the price 
of its products. Unfortunately, if its shareholders are also 
software consumers, those monopoly profits come from the 
shareholders’ pockets. A Verizon or Hewlett-Packard might 
raise its share price by cutting employee wages or health 
benefits, or simply cutting employees, but when American 
companies embrace this approach en masse, American inves-
tors who are also employees suffer. GE may lobby for legal 
loopholes to avoid paying corporate taxes, but when corpora-
tions pay no taxes, humans must either pay more taxes, or go 
without government services.

Finally, it is well understood that the shareholders of a 
target company in a takeover or merger typically see their 
wealth increase when they receive a premium over the origi-
nal market price for their shares. But numerous studies have 
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also shown that, even as the shareholders of a target company 
receive a premium, the shares of the bidding company, which 
is typically much larger, often lose value.125 As a result, the 
gains to the shareholders of acquired firms in mergers and 
takeovers can be outweighed by larger losses to acquiring 
firms’ shareholders. One study has calculated that the net 
results, for shareholders as a class, of all corporate mergers 
from 1980 to 2001 was an overall loss in stock market value of  
$78 billion.126 Thus a hyperactive merger market may benefit 
undiversified shareholders who hold stock only in targets, 
while destroying value for universal owners. 

Why Universal Owners Don’t Act Like Universal Owners

Recognizing that “shareholder” is a fictional noun, and that 
unrelenting pressure to increase stock price can drive corpo-
rations to do things that harm the real people who own their 
shares, naturally raises some difficult questions. In particular, 
why do so many diversified investors seem blind to their own 
interests as universal owners? Why do they lobby so hard for 
individual corporations to do something, anything, to raise 
share price, even when this harms the value of their other as-
sets and interests?

The answer has to do with structural factors that limit the 
information available to most individual investors and that 
create counterproductive incentives for many of the insti-
tutional investors that are supposed to represent individual 
beneficiaries’ interests. Consider first the plight of retail in-
vestors, typical “mom-and-pop” shareholders. Most have 
relatively small, diversified investment portfolios, meaning 
they are likely to hold only very small amounts of stock in 
any particular corporation. This makes most retail investors 
rationally apathetic. It simply doesn’t make economic sense 
for them to put much time or effort into finding out what’s go-
ing on at any of the particular companies in which they hold 
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shares. Instead, they focus their attention on information that 
is simple, easy, and cheap to obtain: stock price. As a result 
they usually don’t know when a company is externalizing 
costs onto their other interests. (How many BP shareholders 
were aware of the risks BP was taking in the Gulf?) They as-
sume a rising share price must translate into a personal ben-
efit, ignorant of the damage being done to other parts of their 
universal portfolio.

What about institutional investors, especially the mutual 
funds and pension funds that many individuals rely on to 
manage their investments for them? Proponents of the uni-
versal investor idea, most notably business professors James 
Hawley and Andrew Williams,127 have argued that even if in-
dividual shareholders are not in a good position to understand 
or protect their own universal interests, pension funds and 
mutual funds have the potential to act as stewards for univer-
sal owners. After all, because these funds aggregate contribu-
tions from many individual beneficiaries, pension and mutual 
funds control large investment portfolios. The California state 
pension fund CalPERS, for example, currently manages more 
than $200 billion in investment assets.128 This means that a 
pension or mutual fund may acquire a large enough stake in 
a particular corporation to overcome rational apathy, and jus-
tify spending time and money on acquiring and analyzing the 
information necessary to understand how that corporation’s 
business strategy affects the value of the stocks, bonds, real 
estate, bank loans, and other investments in the fund’s portfo-
lio. Finally, mutual funds and hedge funds are supposed to act 
as fiduciaries for their individual beneficiaries. This concept 
might be read broadly enough to include protecting benefi-
ciaries’ interests not only as investors in the fund’s portfolio, 
but also as customers, employees, homeowners, and biologi-
cal organisms dependent on their environment.

Yet even if pension and mutual funds are better positioned 
to protect universal investors’ interests than retail investors 
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are, they are still unlikely to prove particularly effective stew-
ards for universal investors. First, it is important to recognize 
that the idea that a pension or mutual fund might protect not 
only its beneficiaries’ financial interests in the fund’s portfolio, 
but also their outside interests in such matters as continued 
employment, adequate health care, lower taxes, and a clean 
environment, is—to put it mildly—legally untested. Thus we 
can expect most mutual and pension fund managers to err on 
the side of caution and manage their portfolios according to 
the well-established and accepted fiduciary goal of maximiz-
ing the value of the portfolio alone.

Second, the lack of information and rational apathy that 
makes individual investors poor guardians of their universal 
portfolios also makes the beneficiaries of pension and mutual 
funds poor judges of whether their portfolio managers are 
doing a good job stewarding their universal interests. Just as 
retail investors default to the cheap, easy strategy of judging 
corporate performance by whether share price went up or 
down yesterday, pension and mutual fund beneficiaries judge 
the performance of fund managers according to whether the 
value of the fund portfolio went up or down yesterday.

Fund managers accordingly have reason to avoid obvious 
“rob-Peter-to-pay-Paul” investing strategies that harm the 
overall value of the portfolios they manage. For example, a 
fund manager whose portfolio includes both stock in the tar-
get and stock in the bidding company in a proposed merger 
may have a more-jaundiced view of the supposed benefits of 
the merger than an undiversified shareholder who holds stock 
in the target alone. But fund managers have little to lose and 
much to gain from supporting corporate strategies that raise 
the stock prices of the firms they hold in their portfolios, even 
when those same strategies harm their beneficiaries’ outside 
interests. We should not be surprised to see a pension fund 
manager invest in corporations that cut costs by outsourcing 
jobs to China and India—even if many of the jobs that are 
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outsourced belong to the employees contributing to the pen-
sion fund.

How Hedge Funds Harm Universal Owners

If these structural obstacles were not enough, pension and 
mutual fund managers’ ability to act as stewards for universal 
investors is being challenged today by another powerful force: 
the rise of hedge funds. Hedge funds are largely unregulated 
investment pools that are managed by professional traders on 
behalf of wealthy individuals, foundations, university endow-
ments, and even some pension and mutual funds. They are 
now estimated to control nearly $2 trillion in investments.129 
And unlike retail investors or pension and mutual funds, 
hedge funds tend to avoid diversification. Indeed, an activ-
ist hedge fund may hold as few as only two or three different 
securities in its portfolio.

This means that the manager of an undiversified hedge 
fund—whose human capital also is bound up in his portfolio’s 
performance—comes as close as any living entity can to the 
Platonic ideal of the undiversified shareholder who cares only 
about the price of a single company’s equity. As a result, hedge 
fund managers’ interests and universal owners’ interests often 
clash. A hedge fund manager will agitate long and hard for 
business strategies that raise the price of the shares of the few 
companies he holds, even if other companies’ shares suffer as 
a result. He will pressure companies to accept extreme risks 
that raise stock price, even if this hurts bond valuations. If he 
can afford concierge medical care and a private jet, he will 
happily push for corporations to raise share price by cutting 
employee health benefits and polluting the environment. (If 
the beaches on the Gulf of Mexico are soiled by oil, he’ll fly to 
the Bahamas for the weekend.)

Consider, for example, the standard “investing” strategy of 
activist hedge fund manager Carl Icahn. Icahn is famous for 
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acquiring a substantial position in a particular stock, then us-
ing his new shareholder status to demand the company’s board 
put the firm on the auction block and sell it off to the highest 
bidder (at which point Icahn becomes an ex-shareholder). 
Among other triumphs, he recently succeeded in pressuring 
Motorola to sell itself to Google. But on the rare occasion 
when Icahn has found himself owning stock in a company 
that wanted to make its own acquisitions—that is, when he is 
a shareholder in the bidding company that pays a premium, 
not the target that receives it—he has protested mightily, and 
worked to block the sale.130 Clearly, Icahn does not believe the 
mergers and acquisitions merry-go-round benefits investors 
as a class. But he is not interested in the wealth of investors as 
a class. He is interested only in his own wealth.

Why Hedge Funds Have the Advantage 

over Universal Owners

Undiversified activist hedge funds accordingly pose a special 
threat to the welfare of universal owners. Of course, an activ-
ist hedge fund manager might argue that his interests, and 
those of his wealthy clients, are just as important and just as 
worthy of consideration as the interests of more-diversified 
investors. Similarly, he might argue that even if universal 
owners are more numerous, this gives them no moral claim 
to better treatment.

This may be fair enough. Yet even if we treat activist hedge 
fund and universal investor interests as on a par, the universal 
owner concept still undermines the case for shareholder pri-
macy. This is because hedge funds’ interests not only conflict 
with those of universal owners: shareholder primacy thinking 
gives activist hedge funds disproportionate power and influ-
ence over corporations.
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Activists like Icahn do not suffer from the rational apathy 
that small retail investors, and even most diversified pension 
and mutual funds, do. The lack of diversification that puts 
hedge fund managers’ interests at odds with those of most 
other investors also gives them an enormous advantage when 
it comes to influencing boards of directors. By taking relative-
ly large positions in relatively few companies, activist hedge 
funds position themselves to pressure boards with realistic 
threats of embarrassing news stories and proxy battles if the 
directors refuse to undertake massive share repurchases, as-
set sales, employee reductions, and other strategies designed 
to “unlock shareholder value.”

As discussed in Chapter 5, often these hedge fund strate-
gies are nothing more than gimmicks designed to temporar-
ily raise share price without creating lasting wealth. In other 
cases, schemes to raise share price can be affirmatively de-
structive to universal investors, destroying value in the other 
assets in their portfolios. Thus shareholder value thinking 
becomes especially dangerous to universal investors when 
hedge funds are added into the mix. Yet many universal in-
vestors themselves—retired teachers and firefighters, newly-
weds saving to buy a home, parents saving for a child’s college 
tuition—continue to remain largely unaware of the potential 
for self-destruction implicit in demanding that corporations 
seek to “maximize shareholder value.” In the famed words of 
the cartoon character Pogo, universal investors have met the 
enemy, and he is us.
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C H A P T E R  8

Making Room for

Shareholder Conscience

Once we abandon the artifice of viewing investors’ interests 
solely from the perspective of a hypothetical and unrealistic 
Platonic shareholder, and focus on the reality that human 
beings who own shares are to at least some degree universal 
investors, it becomes obvious that conventional shareholder 
value thinking can be a self-defeating investment strategy for 
many—if not all—people who happen to own stock. At the 
same time, the universal investor challenge to shareholder 
primacy has limits. The category of universal investor is still 
restricted to those who do in fact hold stocks, whether directly 
or through a pension or mutual fund.

Compared to the rest of the world, Americans have a great 
fondness for stock markets. Although stock ownership has 
declined somewhat in recent years, it is estimated that about 
54 percent of Americans hold stocks directly or indirectly.131 
Yet this impressive number still leaves a large number of 
Americans too poor or too nervous to invest in corporate equi-
ties. It also leaves out most of the six billion-plus other people 
on Earth. It does not include the future generations who will 
inherit the economy and the planet we leave to them. It does 
not include animals killed to test cosmetics, endangered spe-
cies like the spotted owl, or ecologies like the polar ice cap or 
Amazonian rainforest.

Even if we approach the question of corporate purpose from 
the perspective of universal owners rather than nonexistent 
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undiversified “shareholders,” we are still focusing only on the 
interests of those who belong to the moneyed investing class. 
What do these investors want? What serves their interests?

Most People Are Not Psychopaths

Conventional shareholder value thinking presumes that in-
vestors, universal or not, care only about their own material 
circumstances. Like most of economic theory, it embraces a 
homo economicus model of human behavior that presumes 
most people are both rational and selfish. But it is increasingly 
accepted even among economists that the homo economicus 
model can be highly inaccurate. This idea provides the basis 
for a fourth challenge to the shareholder value paradigm: the 
idea of the prosocial shareholder.

One problem with homo economicus, observers have point-
ed out, is that a purely rational and purely selfish person is a 
functional psychopath. If “Economic Man” cares nothing for 
ethical boundaries or others’ welfare, he will lie, cheat, steal, 
even murder, whenever it serves his material interests. Not 
surprisingly, although homo economicus is alive and well in 
many economics departments, in recent years a number of 
prominent theorists have branched out into so-called behav-
ioral economics, which uses data from psychological experi-
ments to see how real people really behave. This experimental 
data confirms something both important and reassuring. 
Most of us are not conscienceless psychopaths.

The scientific data now demonstrates beyond reasonable 
dispute that the vast majority of human beings are at least to 
some degree “prosocial.” In the right circumstances, most of 
us can be counted on to make modest personal sacrifices in 
order to follow ethical rules and avoid harming others. (The 
estimated 1 percent to 3 percent who cannot be counted on 
to do this are indeed psychopaths.) It’s easy enough to doubt 
pervasive prosociality when reading the daily news. We should 
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remember, however, that cheating, corruption, rape, and mur-
der make the news because they are relatively rare. (No news-
paper would run the headlines “Large Man Waits Patiently 
at Back of Line,” or “Employee Doesn’t Steal, Even When No 
One’s Looking.”) As the phrase “common decency” suggests, 
prosocial behavior is so omnipresent we tend not to notice it. 

Nevertheless, the scientific evidence demonstrates that 
prosociality is endemic. In one common experiment called a 
“social dilemma,” for example, anonymous subjects are asked 
to choose between a defection strategy that maximizes their 
own personal payoffs, and a cooperation strategy in which 
they individually receive slightly less but the other members 
of the group receive more. As many as 97 percent of subjects 
choose to cooperate in some social dilemma games. Similarly, 
in another experiment called a “dictator game,” subjects are 
divided into pairs and one subject is given a sum of money and 
asked whether he or she wants to share the money with the 
second subject, or not. In some dictator game experiments, 
100 percent of the lucky subjects share at least part of their 
funds. Not surprisingly, researchers have found that the inci-
dence of such behaviors declines as the personal cost of pro-
social action rises: we are more likely to be nice when it only 
takes a little, not a lot, of skin off our own noses. Nevertheless, 
the evidence overwhelmingly demonstrates that the vast ma-
jority of people are willing to make at least small personal 
sacrifices to follow their conscience.132

Most Shareholders Are Not Psychopaths, Either

There is no reason to think investors are less prosocial than 
others. I suspect most Union Carbide shareholders would 
have been happy to accept a somewhat lower dividend if this 
allowed Union Carbide to adopt safety measures that would 
have prevented the deadly explosion in Bhopal, India, that 
killed 2,000 and severely injured thousands more. Similarly, 
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I suspect most Exxon shareholders would have preferred to 
get slightly lower returns on their investment if this could 
have prevented the Exxon Valdez environmental disaster. In 
line with these suspicions, one survey has reported that 97 
percent of shareholders agree that corporate managers should 
take some account of nonshareholders’ interests in running 
firms.133

Even more direct support for shareholder prosociality can 
be found in the increasing popularity of socially responsible 
investment funds (“SRI funds”). SRI funds market themselves 
to investors by explicitly promising to seek out companies 
whose practices promote consumer protection, human rights, 
or environmental sustainability, or to avoid firms that support 
tobacco, child labor, or weapons production. Although the 
evidence is mixed, at least some studies suggest that socially 
responsible investment funds may slightly underperform other 
funds.134 Nevertheless, SRI funds have proven highly attractive 
to investors, taking in investment funds at a much higher rate 
than the institutional investing industry as a whole. By 2010, 
12 percent of all professionally managed assets were managed 
by socially responsible funds of one sort or another.135

Additional evidence of investor prosociality can be found in 
several states’ passage of laws permitting so-called B Corpor- 
ations, which are required to publicly report their social and 
environmental performance, and which allow shareholders to 
sue the B corporation board for failing to adequately pursue 
the public good. Finally, public corporations and the SEC 
have for decades wrestled with shareholder proxy proposals 
demanding that companies act more responsibly by divest-
ing interests in countries with repressive political systems, 
promoting greater employee diversity, trying to reduce the 
company’s carbon output, and so forth.

But this direct evidence of investor prosociality raises its 
own problems. Modern science suggests that the vast major-
ity of people are at least to some degree prosocial. Why aren’t 
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even more assets invested in socially responsible funds? Why 
don’t more shareholders file proposals asking their compa-
nies to reduce their carbon footprints? How can we reconcile 
the empirical evidence on endemic human prosociality, with 
most investors’ apparent indifference to anything other than 
stock price?

Obstacles to Investor Prosociality

Harvard law professor Einer Elhauge has explored this puzzle 
in some detail.136 He argues persuasively that for at least 
two reasons, when otherwise prosocial people put on their 
shareholder hats, they are likely to make asocial investing 
decisions that cut against their own prosocial inclinations. 
First, Elhauge points out, diversified shareholders who are 
uninvolved in and ignorant of a company’s day-to-day busi-
ness decisions are in no position to police against, or even 
know about, antisocial corporate behavior. To the contrary, 
because the only thing most investors see is stock price, they 
are likely to pressure corporate directors and executives to 
adopt strategies that (unbeknownst to prosocial investors) 
make corporate harms to third parties more likely. And when 
disaster strikes, uninvolved shareholders are unlikely to feel 
personally responsible. How many BP shareholders felt re-
sponsible for the Deepwater Horizon disaster?

Second, prosocial investors face a classic collective action 
problem, another investing Tragedy of the Commons. If so-
cially responsible investment funds provide even slightly 
lower returns than other funds do, the investor who chooses a 
socially responsible fund incurs a direct personal cost for his 
prosociality. At the same time, his individual decision to “put 
his money where his conscience is” is likely to have little or no 
marginal impact on the behavior of the corporate sector as 
a whole. Elhauge concludes that “it is remarkable that many 
people do invest in socially responsible funds considering that 
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their individual decision to do so has no significant impact on 
furthering even their most altruistic of motives.” 137

Elhauge’s argument that the nature of modern stock mar-
kets discourages prosocial investing behavior is reinforced by 
the behavioral data. The scientific evidence reveals that, while 
most people are capable of and even inclined toward proso-
ciality, our prosocial impulses depend greatly on external so-
cial cues. In my 2011 book Cultivating Conscience: How Good 

Laws Make Good People, I label this phenomenon the “Jekyll-
Hyde Syndrome.”138 Researchers can dramatically increase 
the likelihood that experimental subjects will act prosocially 
by asking them to act prosocially; by leading them to believe 
other subjects would behave prosocially; and by structuring 
the experiments so that individuals’ prosocial decisions pro-
vide larger, rather than smaller, benefits to the other subjects 
in the group. Conversely, people act more selfishly when told 
they should be selfish, when they believe others would act 
selfishly, and when they think their selfishness imposes only a 
small cost, or no cost, on others.

The result is that most people behave as if they have at least 
two different personalities. When our Mr. Hyde personality is 
in charge, we try to maximize our own material welfare with-
out worrying about how our decisions affect others. When 
prosocial Dr. Jekyll holds the reins, we sacrifice for others 
and follow legal and ethical moral rules, at least as long as 
it doesn’t cost us too much.139 The same person who donates 
money to the Sierra Club and World Wildlife Fund might 
happily hold stock in oil and timber companies that engage in 
environmentally destructive drilling and clear-cutting.

Unfortunately, when it comes to investing, shareholder 
primacy ideology seems almost deliberately designed to bring 
out our inner Mr. Hydes. The standard shareholder-oriented 
model of the corporation teaches that it is not only acceptable 
but morally correct for shareholders to pressure managers to 
raise share price any way possible, without regard for how the 
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corporation’s actions impact stakeholders, society, or the en-
vironment. Shareholder value rhetoric also inevitably signals 
that most other investors are behaving selfishly. Finally, the 
standard model teaches that selfish investing, far from harm-
ing others, actually benefits them by promoting better corpo-
rate performance and greater economic efficiency.

Thus we should not be surprised if only a minority of inves-
tors chose socially responsible funds. As Elhauge points out, 
we should be surprised that any investors do. The structure of 
modern stock markets, combined with the rhetoric of share-
holder primacy, creates almost insurmountable obstacles to 
prosocial investing behavior.

Shareholder Value Thinking Reduces Shareholders 

to Their Lowest Moral Denominator

The unhappy result is that even though most of us are not 
conscienceless psychopaths, when we make investing deci-
sions we often act as if we are. Accordingly, even when corpo-
rate executives and directors have perfectly well-tuned moral 
compasses, shareholder value thinking subjects them to re-
lentless pressure from investors who may act as if they have 
no moral compass at all. As Einer Elhauge has observed, the 
situation would be even worse if U.S. corporate law actually 
required directors to maximize profits: this would “dictate 
corporate governance by the lowest possible moral denomi-
nator . . . enforcing the very soullessness for which corpora-
tions have historically been feared.”140

This observation casts an interesting light on Joel 
Bakan’s influential and award-winning 2004 documentary 
The Corporation. In the film and his accompanying book 
with the same title, Bakan argued that because corporate 
managers believe they must maximize shareholder wealth, 
a corporation is a “psychopathic creature” that “can neither 
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recognize nor act upon moral reasons to refrain from harm-
ing others.” 141 To the extent this is true, shareholders them-
selves may be largely to blame. As University of Toronto law 
professor Ian Lee puts it, “If corporations are in fact ‘patho-
logical’ profit-maximizers, it is not because of corporate law, 
but because of pressure from shareholders.” 142

Once again, we see the ideology of shareholder value caus-
ing corporations to behave in ways contrary to most share-
holders’ true interests. Some individual shareholders may 
in fact be purely self-interested actors—psychopaths—who 
don’t mind if the companies they invest in exploit child labor, 
deceive consumers, maim employees, or pollute the environ-
ment. But the scientific data indicate the vast majority of us 
would prefer to tolerate at least somewhat diminished returns 
to avoid such results. Because most studies find that socially 
responsible investing erodes investors’ returns only slightly, if 
at all,143 shareholder psychopathy appears to be neither natu-
ral nor inevitable but an artifact, the unfortunate outcome of 
collective action obstacles combined with shareholder value 
ideology.
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C O N C L U S I O N

“Slaves of Some

Defunct Economist”

In the 1933 Supreme Court case of Liggett v. Lee, Justice 
Louis Brandeis famously called the public corporation a 
“Frankenstein monster which states have created by their 
corporation laws.”144 Brandeis was dissenting in Liggett, but 
his observations about the nature of corporations were right 
on the mark. In creating the legal institution known as the 
public corporation, state legislatures breathed life into im-
mensely powerful and long-lived entities that interact with 
human beings on equal legal footing. The corporate whole is 
much more than the sum of the biological organisms who act 
as its directors, executives, and employees. It owns property, 
accumulates wealth, enters contracts, sues and is sued, cam-
paigns for favorable legislation, and reproduces by forming 
new corporations. We created corporations; now we share the 
planet with them. The relationship between our two species 
can be symbiotic or predatory.

Symbiont or Predator?

So far, humans and corporations seem mostly symbiotic. Just 
as we tend to overlook human decency and focus on the rela-
tively few cases where people behave badly, we overlook the 
enormous benefits the corporate form has given the human 
race. Thanks to corporations, we have cheap and easy access 
to a host of medical products that prolong and improve our 
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lives: vaccines to prevent disease, antibiotics to cure infections, 
contraceptives to prevent unwanted pregnancies. Thanks to 
corporations, we can fly from one coast of the United States 
to the other in less than six hours and for less than $1,000. 
(As uncomfortable and expensive as airline travel maybe, it 
is a vast improvement over making the journey on foot or by 
covered wagon.) Corporations provide good livelihoods for 
many individuals, including shareholders who get dividends, 
bondholders who earn interest, and employees who receive 
salaries and health and retirement benefits. They benefit our 
society and future generations by paying taxes, making scien-
tific discoveries, and designing and producing new technolo-
gies. They even, as New York University law professor Cynthia 
Estlund has pointed out, encourage us to treat each other bet-
ter, promoting gender and racial equality and cooperation in 
integrated working environments.145

Still, there is reason to suspect the American corporate 
sector is no longer quite as positive an influence on our lives. 
Over the past decade, public shareholder returns have stag-
nated; innovation may be declining; corporate employees are 
increasingly stressed and insecure, or are no longer corporate 
employees at all. Meanwhile, many of our largest public com-
panies have cast themselves in the role of corporate villain by 
perpetrating massive frauds (Worldcom, HealthSouth, and 
Adelphia), spearheading deregulatory lobbying campaigns 
that brought us to the brink of financial disaster (Enron, 
Citibank), preying on their customers (Countrywide), creat-
ing risks that nearly toppled the financial system (AIG and 
Goldman Sachs), and damaging the environment (Exxon and 
BP).

The Role of Shareholder Value Thinking

This book has argued that many of the problems we see in the 
corporate sector today are the unintended consequences not 
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of corporations as such, but of a mistaken idea about corpora-
tions: the idea that they ought to be run to maximize share-
holder value as measured by share price. Experts increasingly 
recognize that the conventional shareholder-oriented model 
of the public corporation isn’t the only intellectual game in 
town. Indeed, the model doesn’t fit reality. Shareholder pri-
macy is not required by the law; the theory underpinning it 
mischaracterizes the corporation’s true economic structure; it 
is not supported by the empirical evidence on corporate per-
formance. Perhaps most disturbing, far from having proven 
itself a governance cure, the increasing influence of share-
holder value thinking on business law and practice has been 
accompanied by, if anything, a decline in American corporate 
and economic performance.

Nevertheless, shareholder value thinking continues to 
wield enormous influence in the business world and in the 
popular press. Worse, it still dominates instruction in law 
and business classes. A recent Brookings study of the curri-
cula of top law and business schools concluded that “many 
professional school courses emphasize maximizing corporate 
profits and shareholder value” and that “the emphasis on 
shareholder value is especially prevalent in law schools.” As a 
result, “students believe the primary purpose of the corpora-
tion is to maximize shareholder value, and they believe this is 
how current corporate leaders behave when they are making 
decisions.”146 

Why does shareholder value thinking have such staying 
power? As already noted, the shareholder primacy approach 
appeals to some influential interests. These include educators 
and journalists looking for a sound-bite explanation of corpo-
rations to offer their students and readers; researchers seek-
ing an easy way to measure corporate performance; activist 
hedge fund managers hoping for intellectual cover as they 
agitate for personally profitable but socially costly business 
strategies; and CEOs delighted to discover that the mantra 



106 Conclusion 

of “increase shareholder wealth” gives them room to increase 
their own wealth through stock options and other pay-for-
performance schemes.

But the needs of interest groups only partly explain how, 
after decades of managerialist thinking, shareholder primacy 
came to dominate modern discussions of corporate purpose. 
After all, as we saw in Part II, shareholder value ideology often 
harms the interests of another powerful interest group: inves-
tors themselves. Nevertheless, many investors—including not 
only mom-and-pop individual investors, but also institutions 
like pension and mutual funds, not to mention activist hedge 
funds—were at the front of the line in demanding that corpo-
rations de-stagger their boards, use stock options and other 
share-price-based schemes to compensate executives, and 
adopt majority rather than plurality voting rules to make it 
harder for incumbent directors to seek reelection. Similarly, 
investors have supported SEC initiatives to promote “share-
holder democracy” by eliminating broker voting, giving 
shareholders access to corporate funds to mount proxy bat-
tles, and adopting other rule changes intellectually grounded 
in shareholder value thinking. Shareholders are among the 
most ardent supporters of shareholder primacy, even as they 
are its victims. 

The Lure of Mythology

In his 2007 bestseller The Black Swan, author and former 
hedge fund manager Nassim Taleb offers an explanation for 
why shareholder value mythology has proven so powerful. 
According to Taleb, “A novel, a story, a myth, or a tale, all have 
the same function: they spare us from the complexity of the 
world and shield us from its randomness.” 147 The greatest ap-
peal of the shareholder value myth may lie in how it seems to 
tame and simplify an unruly and complex reality: the natures 
of shareholders themselves.
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This book has shown that the idea of maximizing share-
holder value rests on an impossible abstraction of “the share-
holder” as a Platonic entity that cares only about the market 
price of a single corporation’s equity. This means that share-
holder value is an inherently flawed concept, because in reali-
ty different shareholders have different values. Contemporary 
experts in corporate law and economics increasingly recog-
nize that shareholders are human beings with differing in-
vestment time frames, different interests ex ante and ex post, 
different degrees of diversification, and different attitudes 
toward sacrificing personal wealth to follow ethical rules and 
avoid harming others. Conventional shareholder value think-
ing reconciles different shareholders’ conflicting desires by 
simply assuming the conflicts away.

In the process, shareholder value ideology reduces inves-
tors to their lowest possible common human denominator. It 
favors the desires of the pathologically impatient investor over 
the long-sighted; favors the opportunistic and untrustworthy 
over those who want to be able to keep ex ante commitments 
to stakeholders and each other; favors the irrationally self-
destructive over those more sensitive to their own interests 
as diversified universal owners; and favors the psychopathi-
cally selfish over the prosocial concerned about other people, 
future generations, and the planet. This single-dimensioned 
conception of shareholder interest is not only unrealistic, but 
dysfunctional.

We Don’t Need a Single Metric

Some experts might argue we have no alternative. One com-
mon defense of using shareholder value as the sole criterion 
for judging corporate performance rests on the claim that 
unless we have a single, objective measure to judge how well 
directors and executives are running firms, these corporate 
agents will run amok. As economist Michael Jensen has put 
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the argument, “Any organization must have a single-valued 
objective as a precursor to purposeful or rational behavior.  
. . . It is logically impossible to maximize in more than one 
dimension at the same time . . . Thus, telling a manager to 
maximize current profits, market share, future growth profits, 
and anything else one pleases will leave that manager with no 
way to make a reasoned decision. In effect it leaves the man-
ager with no objective.”148 According to Jensen, “[t]he solution 
is to define a true (single dimensional) score for measuring 
performance for the organization.”149

This perspective ignores the obvious human capacity to 
balance, albeit imperfectly, competing interests and respon-
sibilities. Every day, parents with more than one child must 
balance the interests of competing siblings (not to mention 
balancing their children’s welfare against their own). Judges 
routinely balance justice against judicial efficiency. Teachers 
balance the interests of students who are quick against those 
who are slow, professors balance teaching demands against 
research and scholarship, shopkeepers balance the hope of 
making one more sale against the desire to get home in time 
for the family dinner. This is not to say balancing interests 
is easy. But the fact that it can be hard doesn’t mean it can’t 
be done. It is done every day. Balancing interests—decently 
satisfying several sometimes-competing objectives, rather 
than trying to “maximize” only one—is the rule and not the 
exception in human affairs. 

A second, related argument is that even if the conventional 
principal-agent model of the corporation is flawed, it is the 
only model that reliably tells us what corporations should 
do. Alternative theories of corporate purpose—for example, 
stakeholder welfare theories, or team production theories—
are controversial, and perhaps more important, don’t always 
give clear guidance in particular cases on what, exactly, direc-
tors and managers should adopt as the company’s goal. If you 
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only have one tool at hand, the argument goes, that is the tool 
that you must use.

This argument overlooks the possibility that, sometimes, 
a tool can be so obviously inappropriate and ill-suited to a 
particular task that we are better off leaving it to gather dust 
in the toolbox. Suppose you are a doctor trying to help a pa-
tient with a stomachache, and your only tool is a chainsaw. 
By blithely picking up the chainsaw and setting to work, you 
would make matters much worse than they already are.

Similarly, when we insist on gauging the performance 
of the American corporate sector solely by the share price 
performance of individual companies, we are ignoring the 
diverse interests and values of different shareholders to fo-
cus only on those of a very narrow subset that is particularly 
short-sighted, opportunistic, indifferent to external costs, and 
lacking in conscience. Collectively, we might do far better if 
we are willing to tolerate some ambiguity about what the ul-
timate purpose of the corporate entity should be. As former 
Delaware Chancellor William T. Allen has put it, “It is per-
haps too much to expect us, as a people—or our law—to have 
a single view of the purpose of an institution so large, perva-
sive and important as our public corporations. These entities 
are too important to generate that sort of agreement.”150

Paying Attention to Reality

Abandoning the quixotic and ultimately self-defeating idea 
that corporate success and corporate purpose can and should 
be measured by a single objective metric allows us to under-
stand a host of otherwise-puzzling realities of corporate law 
and practice. Perhaps the most obvious is how public corpora-
tions managed to develop and thrive in the first place, despite 
the awkward fact that they are controlled not by shareholders 
or bondholders but by boards of directors empowered to em-
ploy corporate assets toward almost any lawful end. Thanks 
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to dispersed shareholders’ rational apathy and the business 
judgment rule, for most of the twentieth century directors 
of public companies who did not breach their loyalty duties 
enjoyed virtually unfettered discretion to set corporate policy, 
even over shareholders’ vocal objections. This without doubt 
increased “agency costs,” and often left directors with less 
than crystal-clear guidance on their ultimate goal. It did not, 
however, stop American public corporations from producing 
excellent results for investors as well as for employees, con-
sumers, and communities.

More recently, as shareholder value thinking has gained 
traction and boards have become more attuned to share-
holder demands, investor returns have, if anything, declined 
instead of improving. Meanwhile, truly public companies are 
disappearing. Many firms are going private, fewer are going 
public, and large numbers of the companies that do go pub-
lic (Google, LinkedIn, Zynga) are adopting dual-class voting 
structures that disenfranchise public investors. This suggests 
that shareholder primacy may work fine as long as the share-
holder in question is an individual or small group, and the 
corporation essentially a closely held company. But the disap-
pearance of the classic U.S. public corporation provides indi-
rect evidence that shareholder primacy is not an attractive or 
effective business model for companies with dispersed public 
shareholders.

Some Lessons from the New Thinking

That possibility offers a host of important lessons for cor-
porate managers, policymakers, and investors themselves. 
Turning first to the managers who run corporations, the 
new work on corporate purpose teaches that directors and 
executives do a disservice to their firms and their investors 
if they use share price as their only guiding star. To build 
enduring value, managers must focus on the long term as 
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well as tomorrow’s stock quotes, and must sometimes make 
credible if informal commitments to customers, suppliers, 
employees, and other stakeholders whose specific invest-
ments contribute to the firm’s success. Moreover, empha-
sizing share price can harm shareholders’ other economic 
and personal interests, including the prosocial interests of 
shareholders willing to sacrifice some profits in return for 
greater corporate social responsibility.

Thus, if executives and especially boards of directors want 
to truly promote “shareholder value,” they need to embrace 
the discretion that corporate law grants them to use their 
power and authority over the firm as a means to address (as 
Iman Anabtawi puts it) “the need for mediating the various 
and often conflicting interests of shareholders themselves.”151 
We should not expect boards to do a perfect job of mediating 
these “various and often conflicting” shareholder interests. 
However, there is no reason to think boards can’t mediate 
well enough that shareholder interest-balancing by a board 
is preferable to a board that slavishly responds only to the 
concerns of the most short-sighted, opportunistic, undiversi-
fied, and unethical subset of shareholders. In this vein, boards 
should keep in mind that balancing becomes especially dif-
ficult if the heavy weight of self-interest is added to one side 
of the scale. Stock options and other compensation schemes 
that tie executive or director pay primarily to share price 
undermine corporate managers’ motivation to pursue more 
authentic visions of shareholder value.

Second, if we want to keep public corporations as a vibrant 
force in the America economy, policymakers and would-be 
reformers need to stop reflexively responding to every busi-
ness crisis or scandal du jour by trying to “improve” corporate 
governance by making boards and executives more “account-
able” to certain shareholders’ demands. For over two de-
cades, the Congress, the SEC, and a variety of private “policy 
entrepreneurs” have successfully pushed through a number 
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of individually modest but collectively significant corporate 
regulations designed to make managers more focused on 
shareholders and shareholder wealth. Examples include the 
SEC’s 1992 proxy rule changes making it easier for institu-
tional investors to coordinate their corporate lobbying efforts; 
the 1993 tax code changes encouraging public companies to 
tie executive pay to objective performance metrics like stock 
price; the SEC’s 2002 rule requiring mutual funds to pub-
licly disclose how they vote the shares held in their portfolios 
(which discourages funds from habitually voting with man-
agement); certain provisions of the 2002 Sarbanes-Oxley Act 
that require audit committees of public companies to be com-
prised entirely of independent directors; and the SEC’s 2010 
elimination of broker voting of customer shares (brokers, too, 
routinely voted with management). These “reforms” have 
failed to raise either investor returns or shareholder satisfac-
tion. There is no reason to think that continuing to promote 
“shareholder democracy” through even more rules, like the 
SEC’s controversial proxy access proposal, will do a better job 
of serving shareholders’ collective welfare. To the contrary, 
while such supposedly shareholder-friendly regulations may 
provide an immediate windfall to certain types of sharehold-
ers (especially undiversified hedge funds that hold shares for 
only a year or two), they may ultimately work against the in-
terests of most shareholders as a class.

Third and relatedly, investors themselves—including not 
only individual retail investors, but especially institutional 
investors like mutual and pension funds that are supposed 
to ultimately serve the interests of their individual beneficia-
ries—need to rethink the common assumption that anything 
that raises the share price of a particular company at a par-
ticular time necessarily serves investor welfare. Conventional 
shareholder primacy implicitly assumes that a share price 
increase necessarily means a commensurate increase in in-
vestor well-being. The new scholarship on the nature and 
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purpose of the corporation logically severs this supposed 
linkage. Proposals to promote greater “shareholder democ-
racy” or to “incentivize” executives by tying their pay to stock 
price can attract strong political support from vocal minor-
ity shareholder groups, like hedge funds, that hope to reap 
windfall gains by temporarily increasing the share price of 
particular companies at particular times. But there is reason 
to suspect such strategies ultimately hurt the “investing class” 
as a whole.

Ideas about Corporations Matter

The time has come to liberate ourselves from the tyranny of 
shareholder value thinking. In the interest of maximizing 
shareholder value, corporate directors have de-staggered 
their boards, adopted share-based executive compensation 
schemes, and cut back on research and development and em-
ployee benefits in order to meet quarterly earnings estimates. 
In the interest of shareholder value, pension and mutual 
funds, and even individual investors, have joined with hedge 
funds to pressure boards to “unlock value” through repur-
chases and asset sales, while turning a blind eye to questions 
of corporate responsibility and ethics. Regulatory changes 
have played a role in moving Corporate America closer to 
the standard shareholder-oriented model, but the most im-
portant factor has been the business world’s own intellectual 
embrace of shareholder primacy ideology. Investors and man-
agers alike have come to accept shareholder value thinking 
as the necessary, if sometimes unattractive, foundation of the 
business world.

John Maynard Keynes famously said that “the ideas of 
economists and political philosophers, both when they are 
right and when they are wrong, are more powerful than is 
commonly understood. Indeed the world is ruled by little else. 
Practical men, who believe themselves to be quite exempt 



114 Conclusion 

from any intellectual influence, are usually the slaves of some 
defunct economist.” Viewed dispassionately, shareholder val-
ue ideology shows all the signs of a defunct economist’s idea. 
It is inconsistent with American corporate law; misstates the 
economic structure of public companies; and lacks persuasive 
empirical support. Not only does shareholder value ideology 
fail on inductive grounds, it is riddled with deductive flaws as 
well, especially its premise that the only shareholder whose 
values should count is the shareholder who is myopic, un-
trustworthy, self-destructive, and without a social conscience.

Nevertheless, as described in the recent Brookings report, 
shareholder primacy is such a seductively simple idea that it 
continues to be taught in law schools, business schools, and 
economics departments. This is disturbing because, as the 
report’s author observes, “If schools emphasize a particular 
set of values or approaches, it will reverberate for decades to 
come. These values will determine how business leaders and 
lawyers behave, professional association standards are set, 
and policies are adopted.”152

The good news is that among experts, shareholder value 
dogma shows signs of being in decline. To return to Thomas 
Kuhn, the shareholder primacy paradigm is failing, and al-
ternative paradigms are rising to take its place. This book has 
explored a suite of new, more nuanced theories of corporate 
purpose and shareholder interest. These alternatives share a 
common theme: they all sever the supposed linkage between 
“shareholder value” and shareholder welfare by showing how 
different shareholders have different interests and values. 
They also all suggest how giving managers discretion to bal-
ance among different shareholders’ competing interests can 
ultimately serve the interests of investors as a class, over time, 
better than a strict shareholder primacy rule would.

In the process, the new thinking on shareholder value 
also goes a long way toward resolving, at least in a practical 
sense, the century-long Great Debate on the purpose of public  
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corporations. Conventional shareholder primacy stands on 
the brink of intellectual failure. To survive it must evolve 
into a new, more complex, and more subtle understanding 
of what shareholders really want from corporations. This un-
derstanding acknowledges that it may be impossible to define 
the “purpose” of the corporation in terms of a single, easily 
measured goal, and that the objective of any particular cor-
poration may be best determined not by regulators, judges, 
or professors, or even by any individual shareholder or group 
of shareholders, but by a board of directors. That board is 
charged with serving the best interests of (as case law puts it) 
“the corporation and its shareholders”—including long-term 
shareholders, shareholders eager to make ex ante commit-
ments to stakeholders, diversified shareholders, and prosocial 
shareholders. Expanding our understanding of the nature of 
“the shareholder” this way benefits not just investors, but the 
rest of us as well.
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