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Dear Friend,  
 
It is with great pleasure we share with you this copy of the Paper Series for the Summit on the Future 
of the Corporation. Many of the ideas presented here have grown out of the three-year process of 
Corporation 20/20, a multi-stakeholder initiative – involving leaders from business, labor, finance, law, 
and civil society – seeking to answer this question: What would corporations look like that were 
designed to seamlessly integrate social and financial purpose? The goal of the initiative is to develop 
and disseminate ideas on corporate design that move social purpose from the periphery to the heart of 
future organizations. 
 
Most debates about corporate responsibility narrowly define a stark choice between government 
regulation and free markets.  Corporation 20/20 posits a third path: system design. Corporate design is 
about the fundamental defining framework of corporations, their essential structures, as opposed to 
what we might think of as the interior design of culture and management practices. Design is about 
purpose, ownership and control, internal rewards and incentives, capitalization, and fiduciary duties in 
law.  In approaching the topic of corporate design, our objective has been to scrutinize conventional 
wisdoms, to think out of the box, and to foster dialogue and action among an ever-growing circle of 
participants who believe that the corporation can and must play a pivotal role in achieving a 
sustainable future. 
 
The goals of the paper series are threefold: 

 To make available to a broad audience cutting-edge thinking on key aspects of corporate design;  
 To set the stage for the Summit on the Future of the Corporation, November 13-14, 2007, at 
historic Faneuil Hall in Boston;  

 To begin positioning corporate design as a prominent issue in contemporary public discourse on 
the role of business in society.  

 
We wish to offer our deepest thanks to all the authors of the papers for their outstanding contributions 
in bringing to life exciting new ideas of corporate design. We also wish to thank Anna Fleder and 
David Wood for their expert review of various papers, Faye Camardo and Emily Volkert for their 
editorial assistance, and Christina Williams for design.   
 
We hope participants in the Summit on the Future of the Corporation, as well as other readers, will find 
the papers both informative and provocative.   

 
Warmest regards, 
 

 
Allen White and Marjorie Kelly 
 

NOVEMBER 13, 2007 
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What is a business corporation?  What 
purposes does and should it serve? These 
questions have been raised repeatedly by legal 
scholars, practitioners, and policy-makers for 
at least the last 150 years. Each generation has 
struggled to find acceptable answers.  

 
In the last decades of the twentieth century, 
corporate theory has been dominated by an 
approach to these questions that can be called 
the principal-agent model.1 According to this 
model, shareholders are the principals or 
ultimate “owners” of corporations. Directors 
are agents for the shareholders and, as such, 
should be subject to shareholder control. 
Corporations are run well when directors run 
them according to a “shareholder primacy” 
norm that requires directors to maximize 
shareholder wealth. When directors fail to do 
this, inefficient “agency costs” result.  

 
It is difficult to overstate the 
influence the principal-agent 
model has had on modern 
business thinking. This is 
especially true in the United 
States, where shareholder primacy 
has for years largely crowded out 
other notions of corporate 
purpose. Yet a new generation of 
legal and economic scholars has 
begun to question the principal-
agent model as the best way to 
understand corporate law and to 
propose alternatives. After 
decades of intellectual hegemony, 
conventional shareholder primacy 
seems poised for decline.  

 
In this essay we explore why. In particular, we 
explain that the principal-agent model is 
vulnerable for the simple reason that it fails to 
explain many important aspects of corporate 
law. During the heyday of shareholder 
primacy, academics tended to react to these 
legal “anomalies” either by glossing over 
them, or by arguing that corporate law needed 
“reform” to bring it closer to the shareholder 
primacy ideal. Today many scholars are trying 
a different approach. Rather than trying to 
make corporate law fit the principal-agent 
model, they are searching for new models that 
better fit corporate law.  
 
In the process, they are providing an object 
lesson in the nature of intellectual progress 
described in Thomas Kuhn’s classic and 
much-cited The Structure of Scientific 
Revolutions.2 As Kuhn observed, the world 
bombards us with information that is often 
puzzling, ambiguous, incomplete, even 
apparently contradictory. Somehow we must 
do our best to find meaning in the barrage of 
data. Kuhn argued that we make sense of the 
world by developing mental models about the 
way it works, theories about how certain 
causes lead to certain effects. At different 
times, for example, people have believed that 
infectious diseases were caused by witches, by 
night air, and by microbes.  
 
Kuhn labeled these mental models 
“paradigms.”  According to Kuhn, once a 
society or culture embraces a particular 
paradigm as a way to explain a particular 
phenomenon, most of the individuals in that 
society will cling to the paradigm with 
remarkable tenacity. They will believe the 
paradigm to be a true and accurate description 
of the world even in the face of significant 
anomalies—empirical phenomena that cannot 
be explained by, or that even seem inconsistent 
with, the paradigm. Rather than reconsidering 
the paradigm, they overlook, dismiss as 
unimportant, or attempt to explain away the 
anomalies. Yet at some point, the anomalies 
may become so obvious and so troubling that a 
few individuals begin studying them. These 
individuals may develop a new theory that 
explains the anomalies, an alternate paradigm 
that does a better job of predicting what we see 
in the world. Often their ideas will be resisted 
by those who follow the original paradigm.  
 
Yet if the new paradigm does a better job than 
the old one of predicting what we actually 

Specific 
Investment and 
Corporate Law
Explaining anomalies in  
corporate law  
 
BY MARGARET M. BLAIR AND LYNN A. STOUT* 

Interestingly, 
corporate law 
does not impose 
any obligation 
on directors to 
maximize 
shareholder 
wealth. 
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observe, it will eventually win hearts and 
minds, and be accepted as correct. The old 
paradigm will come to be viewed as 
incomplete and outdated, a partial explanation 
at best.  
 
During the 16th century, for example, many 
Europeans believed the sun revolved around 
the earth. This theory did a nice job of 
explaining why the sun appeared to rise in the 
east each morning and set over the western 
horizon each evening, but it could not explain 
the movements of the planets in the night sky. 
The Italian astronomer Galileo advanced an 
alternative model of a heliocentric universe 
that predicted not only the sun’s movements 
but those of the planets as well. Not everyone 
appreciated Galileo’s ideas at the time (he was 
investigated by the Inquisition and placed 
under house arrest for heresy), but today most 
educated people believe the earth does indeed 
circle around the sun.3 
 
For most of the last three decades, corporate 
scholarship has been dominated by the 
powerful paradigm called the principal-agent 
model. This paradigm teaches that the concept 
of a corporate personality is not something to 
be taken seriously. Rather, a corporation is 
best understood as a nexus of private contracts. 
Chief among these contracts is the contract 
between the shareholders of the firm (often 
described as the “principals” or “owners” of 
the firm) and the directors and executive 
officers (usually described as the shareholders’ 
“agents”). The principal-agent model 
envisions this contract as an agreement that the 
directors and executives will run the firm in a 
fashion that maximizes the shareholders’ 
wealth.  

The principal-agent model maintained a firm 
grip on the corporate law literature throughout 
the 1980s and 1990s, and many influential 
academics still employ the model today. Yet 
even as a generation of experts embraced the 
principal-agent model, they could not help but 
observe, often with frustration, how many 
fundamental aspects of corporate law seemed 
inconsistent with the approach. Part I of this 
Essay explores four of these fundamental 
corporate law anomalies:  (1) corporate law 
does not grant shareholders the legal rights of 
principals nor burden directors with the legal 
obligations of agents; (2) corporate law does 
not treat shareholders of solvent firms as sole 
residual claimants; (3) far from being an 
empty fiction, legal personality is a key feature 

of the corporate form; and (4) corporate law 
does not impose any obligation on directors to 
maximize shareholder wealth.  

Despite these obvious inconsistencies between 
theory and practice, until recently most 
corporate experts continued to accept the 
principal-agent model and to assume, 
consistent with this approach, that shareholder 
wealth maximization should be the corporate 
goal.4 This sometimes-uneasy embrace of the 
shareholder primacy norm illustrates another 
of Kuhn’s observations: intellectual progress 
often must await the arrival of new tools and 
technologies. The hypothesis that infectious 
diseases are caused by microbes rather than 
witches or night air, for example, could not 
gain widespread acceptance until the invention 
of the microscope, a technology that 
confirmed the existence of microbes by 
allowing scientists to observe them directly.  

Similarly, corporate law scholars until recently 
lacked the theoretical tools necessary to 
explain the anomalies that are so obvious to 
informed observers. The principal-agent 
literature was the primary intellectual tool 
available to business scholars in the 1980s and 
1990s, and they naturally tended to apply it 
liberally to many aspects of the corporate 
form. As the saying goes, “when your only 
tool is a hammer, every problem tends to look 
like a nail.”  
 
More recently, however, theorists have begun 
to study and to write on a second economic 
problem that may be even more important to 
understanding the corporate form. This is the 
problem of protecting and encouraging 
“specific” investments—specialized resources 
that achieve their highest value only when 
used in a particular process or project. The 
developing literature on the difficulties 
associated with fostering specific investment 
has created new theoretical tools that offer 
fresh insights into old puzzles in corporate 
law.  
 
Part II of this essay explores how, in 
particular, two new ideas being developed on 
specific investment—work on team production 
and the emerging concept of capital lock-in 
(work we have contributed to elsewhere, both 
individually and together)—shed light on 
important features of corporate law that 
contradict the principal-agent model. With 
these new intellectual tools, modern corporate 
scholars are poised to take up where a previous 
generation, of necessity, left off. In the 
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process, they will need to revisit the question 
of the proper social and economic role of 
business corporations.  
 
Part I: The Principal-Agent Model and 
the Structure of Corporate Law  
 
To understand the origins of the principal-
agent paradigm of the corporation, we need to 
go back to a famous article published in 1976 
by finance theorists Michael Jensen and 
William Meckling.5 In Theory of the Firm, 
Jensen and Meckling argued that a firm should 
not be characterized as an entity that has its 

own goals and intentions 
(e.g., "maximize profits"). 
Instead, a firm should be 
regarded as a nexus of 
contracts through which 
human actors—who do 
have goals and 
intentions—interact with 
each other. In particular, 
Jensen and Meckling said 
the most important 
contractual relationship in 
the firm was that between 
the primary investors or 
“owners” of the business, 
and the professional 
“managers” whom the 
owners hire to carry on the 
business on their behalf. 
(As this brief description 
suggests, Jensen and 
Meckling’s analysis from 
its inception failed to 
reflect at least one reality 

of the modern corporation. As students who 
take corporate law quickly learn, corporations 
are not run by generic “managers.”  Rather, the 
law divides the task of running corporations 
among three categories of corporate 
participants— directors, officers, and 
shareholders—with each of these groups 
facing a different set of legal rights and 
responsibilities.)  
 
The Jensen and Meckling article built on an 
important literature in economics dealing with 
problems that arise when firms are run not by 
their owners, but by professionals whom the 
owners hire.6 In particular, Jensen and 
Meckling suggested that whenever one person 
(a “principal”) hires another (an “agent”) to act 
on the principal’s behalf, there will inevitably 
be “agency costs” that arise because: (1) the 
agent might not always make the same choices 

the principal would; and (2) it is costly for the 
principal to try to monitor and control the 
agent to prevent this. The Jensen and Meckling 
approach highlighted the slippage between the 
principal’s desires and the agent’s actual 
choices, and the trade-off principals face 
between suffering the slippage or trying to 
control it through costly monitoring or 
incentive arrangements.  
 
The agency cost model described the structure 
of certain types of contracts, but not the 
structure of firms in general, nor the structure 
of the unique type of firm called a public 
corporation. Nevertheless, many corporate 
scholars embraced their approach and, in 
applying it to corporations, concluded that the 
shareholders must be the “principals,” and 
directors and officers must be the 
shareholders’ “agents.”  This idea had 
enormous appeal for a generation of business 
scholars who were confronted during the 
1970s and early 1980s with the pressing 
question of what corporate law should require 
of executives and directors confronted with the 
newly-popular practice of unsolicited tender 
offers.  
 
Economist Robin Marris had argued in the 
early 1960s that, even though in theory 
corporate “managers” might be tempted to let 
their personal concerns interfere with 
shareholder wealth maximization, if managers 
failed to maximize the value of a firm’s shares 
in practice, an outside investor could make 
money by buying up the corporation’s shares 
at a discount and replacing the managers or 
compelling them to maximize value.7 Very 
soon after, legal scholar Henry Manne 
proposed a similar idea, arguing that corporate 
managers would be driven to maximize share 
value by what he called “the market for 
corporate control.”8

 
 

 
This argument, combined with the Jensen and 
Meckling theoretical framework, was seized 
upon by other corporate scholars as a rationale 
for arguing that corporate law ought to 
respond to the development of the hostile 
tender offer with rules that prohibited directors 
from resisting such offers. A substantial 
literature soon appeared arguing that directors, 
as “agents” for the corporation’s shareholders, 
ought to have a legal duty to manage the 
corporation to maximize share value, including 
acquiescing to any takeover that offered an 
immediate premium over the current market 
price of the shares.9

 

 

Easterbrook and 
Fischel argued that 
shareholders play 
a role similar to 
that of individual 
proprietorship, 
thus it is 
reasonable for 
them to be treated 
as “owners” of a 
corporation. 
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This example illustrates how enormously 
appealing the principal-agent model was to 
corporate scholars during the 1970s and early 
1980s, when they were eager to find an 
approach that would allow them to make 
definitive policy judgments and 
recommendations about hostile tender offers. 
Nevertheless, there remained at least one 
glaring problem with simultaneously arguing 
that a corporation should be regarded as a 
nexus of contracts, and arguing that corporate 
law should require corporate managers to act 
on behalf of the shareholders who “owned” the 
firm. The problem was that the nexus 
metaphor did not support the notion that the 
corporation was something that could be 
“owned.”  
 
Legal scholars Easterbrook and Fischel, two 
leading advocates of the “law and economics” 
movement, soon fixed that problem. In a series 
of articles in the early 1980s, they argued that 
while it did not make sense to speak of a nexus 
as having an owner, it was still conceptually 
useful and normatively correct to treat 
corporate directors and officers as 
shareholders’ agents.10  Easterbrook and 
Fischel asserted that when the various groups 
that participate in corporate production come 
together (groups that include, among others, 
creditors, suppliers, executives, employees, 
and shareholders) to interact through the nexus 
of contracts called “the corporation,” only one 
of these groups—the shareholders—contracts 
to be the firm’s residual claimant.11 All other 
participants enter contracts that require them to 
be paid first, before the common stockholders 
can be paid. Since shareholders only get paid 
if the corporation produces a surplus over and 
above all its contractual obligations (according 
to the theory), shareholders have a strong 
incentive to see that this surplus, the “profit” 
from the enterprise, is maximized. Thus, as 
holders of both residual claim rights and 
residual control rights, shareholders play a role 
similar to that played by the owner of an 
individual proprietorship, and it remains 
reasonable to refer to shareholders as “owners” 
even though technically no one can own a 
nexus.12 
 
The end result was the paradigm we call the 
principal-agent model of the corporation, an 
elegant theoretical framework for thinking 
about what corporate law should look like and 
what purposes it should serve. This framework 
was quickly adopted by mainstream scholars 

in the corporate law community, and it was in 
the context of this framework that a generation 
of theorists examined the corporate issues of 
the day, including the development of 
antitakeover defenses like the staggered board 
and “poison pill,” the structure and 
enforcement of directors’ fiduciary duties, the 
best way to compensate directors and 
executives, and the nature and extent of 
shareholders’ voting rights. Nevertheless, 
despite the conceptual beauty of the principal-
agent framework, these attempts to apply the 
principal-agent model to the practice of 
corporate law highlighted how the model did 
not fit quite right. Despite decades of repeated 
calls for “reform,” the rules of corporate law 
and the realities of business practice 
stubbornly remained at odds with the 
principal-agent framework.  
 
Directors Are Not “Agents”  
 
One of the most important ways in which 
corporate law departs from the predictions of 
the principal-agent model is that, unlike 
traditional principals, shareholders in publicly-
traded corporations have little control over 
who the directors are and no direct control 
over what the directors do. The rules of agency 
law provide that an agent owes her principal a 
“duty of obedience.” Yet U.S. corporate law 
does not require directors to follow 
shareholder mandates in any way. To the 
extent shareholders exercise any influence at 
all, it is only through two indirect and very 
dilute sources of power.  
 
The first source of power is shareholders’ very 
limited voting rights. Corporate law gives 
shareholders a right to vote on a slate of 
directors that has normally been selected by 
the existing directors (in extraordinary 
circumstances and at great personal cost, a 
disgruntled shareholder can propose an 
alternative slate). Once elected, it is the 
directors and not the shareholders who control 
the corporation and select and control the 
executive officers who run the firm on a day-
to-day basis. Neither directors nor executives 
are required to do what the shareholders 
request. As a result it is directors, and not 
shareholders, who enjoy the legal right to set 
general business strategy and to control such 
key matters as the selection of executives and 
other employees,13 the declaration and 
distribution of dividends,14 the setting of 
directors’ fees and employees’ salaries,15 and 
the decision to use corporate assets or earnings 
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to benefit nonshareholder constituencies like 
creditors, employees, the local community, or 
even general philanthropic causes.16  Nor do 

the rules of fiduciary duty 
constrain directors in such 
matters. Although the duty 
of loyalty precludes 
directors from 
expropriating corporate 
assets for themselves,17 as 
long as directors refrain 
from using their corporate 
powers to line their own 
pockets their decisions are 
protected from shareholder 
challenge by the doctrine 
known as the business 
judgment rule.18

 
 

 
The second weak and 
indirect source of power 
available to shareholders in 
a public corporation is 
their power to sell their 
shares. Normally the 
power to sell shares does 
not offer individual 

shareholders much protection from director 
incompetence for the same reason that the 
power to use emergency exits does not offer 
much protection to partygoers in a burning 
nightclub; neither strategy works well when 
everyone tries to employ it simultaneously. 
However, as both Marris and Manne pointed 
out in the 1960s, when shareholders sell en 
masse to a single buyer, whether an individual 
or another corporation, that single buyer can 
overcome the obstacles to collective action 
that plague dispersed shareholders in public 
firms and use voting rights to oust a 
recalcitrant board. The result (to use Manne’s 
hopeful phrase) is an active “market for 
corporate control.”  
 
The principal-agent model gained much of its 
traction in the early 1980s, the peak years of 
the hostile takeover wars. In the decades since 
it has become clear that, like shareholders’ 
voting rights, the “market for corporate 
control” (at least in the United States) gives 
shareholders only a very weak and indirect 
source of influence over corporate boards. In 
particular, the widespread adoption of poison 
pills, staggered boards, and other antitakeover 
defenses has made it possible for today’s 
directors to fend off all but the most 
determined, wealthy, and patient bidders.19  
Moreover, by the late 1980s, case law and 

“other constituency” statutes had affirmed 
directors’ discretion to adopt these and similar 
devices in response to hostile takeovers, 
including their authority to use defenses to 
protect nonshareholder interests20 and to 
protect “long run” corporate strategies (with 
the directors, of course, in charge of selecting 
the time frame for carrying out those 
strategies).21

 
 

 
Thus, U.S. corporate law today retains the 
same structure it had evolved before the rise of 
the principal-agent model: directors’ legal 
powers and responsibilities do not resemble 
those of agents, but rather those of trustees. As 
corporate law guru and former Dean of the 
Harvard law school Robert Clark has 
succinctly articulated, the actual authority 
structure of the corporation is as follows:  
 

 
“(1) corporate officers like the 
president and treasurer are agents 
of the corporation itself; (2) the 
board of directors is the ultimate 
decision-making body of the 
corporation (and in a sense is the 
group most appropriately 
identified with ‘the corporation’); 
(3) directors are not agents of the 
corporation but are sui generis; (4) 
neither officers nor directors are 
agents of the stockholders; but (5) 
both officers and directors are 
‘fiduciaries’ with respect to the 
corporation and its stockholders.”

 

22
 

 
This description forthrightly acknowledges 
what many corporate scholars writing during 
the last part of the twentieth century tended to 
gloss over, dismiss as unimportant, or simply 
refuse to see. The claim that shareholders are 
“principals” and directors are “agents” 
contradicts the realities of corporate law.23

 
 

 
 Shareholders Cannot Demand Dividends 
(And So Cannot Be Sole Residual 
Claimants)  
 
A second important anomaly of corporate law, 
closely related to the legal fact that corporate 
law does not give shareholders the control 
over corporations associated with the idea of 
“ownership,” is the fact that corporate law also 
does not grant the shareholders of a 
corporation that is not in bankruptcy the rights 

In reality, 
corporate law 
only gives 
shareholders two 
indirect and 
dilute sources of 
power: voting 
rights and the 
right to sell their 
shares. 
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of sole residual claimants.24  This economic 
reality is reflected in the corporate law rules 
surrounding dividends.  
 
One of the most basic rules of corporate law is 
that only directors may cause the corporation 
to declare and pay dividends.25  Moreover, 
they must do this acting as a body–no 
individual director has the authority to declare 
dividends by herself. This rule seems to strike 
a fatal blow to the notion that corporate law 
treats shareholders as sole residual claimants 
entitled to every penny of profit left over after 
the firm’s contractual obligations to other 
groups have been met. To address this obvious 

point, corporate scholars 
defending the principal-
agent paradigm typically 
argue that it still makes 
sense to view shareholders 
as the firm’s sole residual 
claimants because, even if 
a corporation’s profits are 
not paid out in dividends, 
they are preserved as 
retained earnings. Thus 
(the argument goes) 
retained profits increase 
the value of the firm and, 
with it, the market value of 
the shareholders’ equity 
interest.26

 
 

 
The power of the principal-
agent paradigm is such that 
it has led even 
sophisticated 
commentators27 to 
overlook the rest of the 

anomaly—the retaining earnings argument 
doesn’t work for the simple reason that 
earnings are an accounting concept that 
directors, and not shareholders, control. Even 
if a corporation is drowning in a flood of 
money, it remains up to the directors to decide 
whether and to what extent shareholders will 
share in that wealth through either dividends 
or share price appreciation. This is because 
directors control dividends under the dividend 
rules, and also control earnings under the 
accounting rules. Earnings are nothing more 
than revenues minus expenses—and it is the 
directors, and not the shareholders, who 
determine the corporation’s expenses.  
 
The board of a firm that is making a surplus 
can choose to pass that surplus on to the 
corporation’s shareholders. But it can choose 

instead to use the corporation’s increasing 
wealth to raise employee salaries, buy the 
CEO an executive jet, build an on-site 
childcare center, improve customer service, or 
make donations to charity and the local 
community. Economic and legal reality simply 
does not track the principal-agent model. 
Many different groups are potential “residual 
claimants” in corporations in the sense that 
they can share in the surplus created by the 
activities of the enterprise, including not only 
shareholders, but also creditors, customers, 
employees, and the community as well.  
 
“Legal Personality” is a Key Feature of 
Corporations  
 
The nexus of contracts approach to the 
corporation implies that the notion that the 
corporation is a legal entity is not only a 
useless idea, but a misleading one—a 
corporation is only a web of explicit and 
implicit agreements among the various groups 
that participate in “the firm.”  This view has 
led economists and corporate scholars to 
downplay the importance of corporate 
personality and even to scoff at the notion that 
the corporation is an entity in its own right.28

 

Nevertheless, legal personality remains an 
essential corporate characteristic. Indeed, it 
may be the most important characteristic to 
distinguish the corporate form from 
proprietorships and traditional partnerships.29

 
 

 
This is because entity status allows 
corporations to do something neither 
proprietorships nor traditional partnerships can 
easily do: shield the property used in the 
enterprise from the claims of equity investors, 
their successors and heirs, and their creditors.30 
At law, the corporation itself “owns” all assets 
held in the corporate name. This is more than a 
mere convenience. It means that an equity 
investor who needs money cannot raise it by 
forcing the corporation to return her 
investment.  
 
As Part II will discuss in greater detail, this 
ability to “lock in” corporate capital may be 
vital to understanding the evolution and 
success of the corporate form. In particular, it 
allowed public corporations to invest safely in 
what economists call “specific” assets—
infrastructure, machinery, processes, or 
relationships that are specialized to the 
enterprise, and that would be worth far less if 
sold on the market for cash than they are worth 

Only directors may 
cause the 
corporation to 
declare and pay 
dividends, striking 
a fatal blow to the 
notion that 
corporate law 
treats shareholders 
as sole residual 
claimants. 
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when used in the firm.31
 
 Specific investments 

are often essential to long-term, uncertain, and 
complex economic projects (building 
railroads, developing new technologies, 
creating trusted brand names). Unfortunately, 
specific investment is easily discouraged when 
individual investors have a legal right to 
prematurely withdraw their contributions and, 
with it, the ability to threaten to withdraw in 
order to opportunistically “hold up” their 
fellow investors and extract a larger share of 
the surplus generated by corporate activity. 
After investors have pooled their money to 
build a railroad, for example, it would cause 
enormous trouble if any of the investors were 
entitled to demand his or her money back. The 
corporation’s legal personality helps solve this 
problem by saying, in effect, that the railroad’s 
assets belong not to the investors but to the 
railroad itself, and that only the railroad’s 
directors—not its shareholders—may decide 
when to pull capital out of the enterprise to 
pay dividends, repurchase shares, or for any 
other purpose.  
 
Incorporation accordingly means that 
individual equity investors in a public 
corporation can only get their money back by 
finding someone else willing to purchase their 
shares and their interest in the enterprise. 
Especially before the development of business 
forms like the limited partnership or limited 
liability company (LLC), this consequence of 
legal personality provided a key difference 
between partnerships and corporations. In 
traditional partnerships, each partner has the 
right at any time to withdraw her share of the 
assets from the firm.32 Part II will discuss in 
greater detail how the corporation’s ability to 
“lock-in” capital through its status as a legal 
personality may be important to explaining the 
rise of the corporation in the nineteenth 
century, and the peculiar advantages 
corporations enjoy in encouraging long-term, 
complex economic projects.  
 
Corporate Law Does Not Require 
Shareholder Wealth Maximization  
 
Finally, let us consider one of the most 
significant anomalies in corporate law to 
trouble scholars who follow the principal-
agent model: the rules of corporate purpose. 
According to the principal-agent model, the 
purpose of the corporation is clear. 
Corporations exist only to maximize profits 
and, with them, the wealth of the shareholders 
who are said to be the firm’s sole residual 

claimants. There is one obvious and dramatic 
problem with this claim, however. There is 
very little in U.S. corporate law that supports 
it, and much that cuts against it. Partnership 
law defines a partnership as an association for 
the purpose of earning business profits.33   But 
corporate law does not define the purpose of 
the corporation beyond restricting it to 
“lawful” activities.34  This means that 
corporate purpose remains, as a matter of law, 
an “extremely varied, inclusive, and open-
ended” concept.35 Nevertheless, having only 
the principal-agent paradigm to work with, 
most corporate scholars writing in the waning 
years of the twentieth century tried to 
accommodate that perspective. While often 
recognizing how corporate law did not fit 
principal-agent analysis, many nevertheless 
ultimately accepted the idea that corporate 
directors should, as a normative matter, focus 
on maximizing value for shareholders. A 
classic example can be found in Robert 
Clark’s leading treatise on U.S. corporate law, 
which states that “[a]lthough corporation 
statutes do not answer this question explicitly, 
lawyers, judges, and economists usually 
assume that the more ultimate purpose of a 
business corporation is to make profits for its 
shareholders.”36

 
    

 
The main case Clark relied on in making this 
claim was, of course, the old chestnut Dodge 
v. Ford—a case nearly a century old, from a 
state unimportant to corporate law (Michigan), 
dealing with shareholder fiduciary duties in a 
closely-held (not public) company to boot.37  
Virtually every corporate scholar who has ever 
tried to argue that U.S. corporate law follows 
shareholder primacy has been forced, like 
Clark, to base his or her argument on the 
dictum of the antiquated Dodge v. Ford. Yet 
ample modern case law confirms directors’ 
legal freedom to divert corporate assets and 
earnings to creditors, employees, customers, 
the community, and even general charities.38  
Corporate law also clearly permits directors to 
require the corporation to obey laws and 
regulations even when violating the law would 
be more profitable for shareholders.39

 
 

 
This anomaly can be readily dismissed by 
those who want to dismiss it, because it is easy 
for corporate directors (as Clark’s treatise puts 
it) to “make the right noises” and claim that 
actions taken on behalf of nonshareholder 
constituencies also benefit shareholders “in the 
long run.”40   And if the directors themselves 
fail to advance this claim, it also is easy for a 
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court, or a scholar, simply to advance the 
claim for them.  Nevertheless, the outcome is 
clear. U.S. corporate law does not follow the 
principal-agent paradigm on the question of 
corporate purpose.  
 
Part II:  Explaining Anomalies: On 
Specific Investment, Capital Lock-In, 
and Team Production  

 
Contrary to the notion that corporate officers 
and directors have an enforceable duty to 
maximize value for shareholders, liability is 
only very rarely imposed on directors for 
anything other than breach of the duty of 
loyalty (that is, using their corporate positions 
to line their own pockets, a practice which 

harms not just shareholders 
but all the groups that 
participate in firms.)   Very 
few cases impose liability 
on directors for breach of 
the duty of care and, 
curiously, most of those 
cases were brought on 
behalf of banks or other 
financial institutions in 
situations where directors’ 
supposed lack of care 
harmed not shareholders 
but depositors or other 
creditors. Thompson & 
O'Kelley, Corporations 
and Other Business 
Associations:  Cases and 
Materials 233-234 (2003). 
Apparently it is usually the 
bankruptcy trustee who 
pursues these cases.  
   
As Part I has detailed, there 
are many important ways 

in which the structure of U.S corporate law 
departs from the predictions of the principal-
agent model. Although the misfit is obvious 
and in some cases dramatic, the reasons for the 
divergence remained unclear to a generation of 
theorists forced to work in a paradigm that 
treated common shareholders as the sole 
residual claimants in corporations. This 
paradigm, in turn, in turn reflected legal 
scholars’ enthusiasm for adapting the 
economic literature on the principal-agent 
problem to the institution of the public 
corporation.  
 
In this section we suggest that a new paradigm 
is appearing in corporate law scholarship,  

one that offers to resolve many of the 
anomalies discussed in Part II. The new 
paradigm is emerging because corporate 
scholars have an intellectual tool to work with 
that they did not have a generation ago: a 
developing literature on the economic problem 
of encouraging and protecting specific 
investment. In several recent papers, economic 
and legal scholars (including ourselves, 
working both alone and together) have 
investigated how specific investment offers 
insights into a number of peculiar features of 
corporations that don’t fit the principal-agent 
model, including  
their entity status and their director-dominated 
governance structure.41 This growing literature  
suggests that the principal-agent model fails to 
predict many fundamental aspects of corporate 
law because it assumes that the only economic 
problem to be solved is the problem of getting 
directors and executives to do what 
shareholders want them to do.42  Yet corporate 
law may to a very great extent be driven by the 
need to solve a different problem: the problem 
of encouraging essential specific investments 
in projects where contracting is incomplete 
because the project is complex, long-lived, and 
uncertain.  
 
Corporations tend to be formed to pursue 
businesses that require large amounts of 
enterprise-specific assets, meaning assets that 
cannot be withdrawn from the enterprise 
without destroying much of their value. 
Specific assets can take a large variety of 
forms. For example, “sunk-cost” investments 
in research, development, and business 
processes and relationships— money or time 
that has already been spent in the hope of 
earning future profits and is now “water over 
the dam”—are specific. So are specialized 
machines and equipment that cannot be easily 
converted for other uses. Executives’ and 
employees’ acquisition of knowledge, skills, 
and relationships uniquely useful to their 
present firm, and of little value to other 
potential employers, are investments in firm-
specific “human capital.”  Developing 
customer loyalty, a trusted brand name, or a 
unique business process are all examples of 
specific investment.  
 
Specific investment poses unique contracting 
problems. To understand why, consider the 
case of a group of investors who pool their 
money and intellectual talents to develop a 
cancer treatment. Once the money is spent and 
the research begun, the investors’ time and 

Modern case law 
confirms directors’ 
legal freedom to 
divert corporate 
assets and 
earnings to 
creditors, 
employees, 
customers, the 
community, and 
even general 
charities. 
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money has been transformed into an 
intellectual asset that, at least until it is 
patented and gets Food and Drug 
Administration approval, is largely specific to 
the enterprise. Neither the bottles and petrie 
dishes in the lab, nor the lab notes, nor the 

records of the biologists and 
physicians who tested the 
treatment would have much 
value if not used by the company 
to get the patent and the FDA 
approval, and to manufacture 
and sell the drug. The investors 
get the greatest value from their 
investment by keeping their 
resources together until they can 
bring the whole project to 
fruition.  
 
As a result, each of the investors 
must worry that if the business is 
formed as a traditional 
partnership—if there is no entity 
status and no capital-lock in—all 
of the investors are vulnerable to 
the possibility that the group 
might not hold together long 
enough to see the project through 
to its finish. Alternatively, and 
just as threatening, any one 
investor who provides a critical 

resource would be in a position to 
opportunistically threaten to withdraw his or 
her interest in order to coerce the others into 
giving up a larger share of any gains that flow 
from the joint project. Co-investors who 
contribute to projects requiring large amounts 
of specific investment accordingly can find 
themselves at risk from each other and from 
each others’ successors and creditors. Unless 
the risks are controlled, the project may not be 
pursued in the first place.  
 
This is where the new scholarship suggests 
that the creation of an incorporated legal entity 
with board governance can be useful.43  If the 
investors form a corporation and take shares  
of stock in exchange for their contributions, 
the money that financial investors have put up, 
along with the scientists' work-in-progress and 
any patents obtained, belong to the corporate 
entity. The financiers cannot unilaterally 
withdraw their funding, nor can the 
entrepreneurs and employees unilaterally 
extract the value of their time and effort (much 
less their lab notes and intellectual 
contributions) unless such a break-up and 
liquidation of the firm is agreeable to the 

corporation’s board of directors. The board, in 
turn, cannot be controlled by any one of the 
participants alone. All of the participants in the 
venture have to some degree “tied their own 
hands” and made it harder to withdraw.44  This 
seemingly self-defeating arrangement can in 
fact be self-serving if it encourages profitable 
joint investment in projects that require 
specific investments that could not otherwise 
be protected.  
 
The problem of encouraging specific 
investment when corporate production requires 
different individuals to contribute different 
types of resources, such as a project that 
requires an executive’s time, an entrepreneur’s 
idea, and an investor’s money, is often 
described as one of “team production.”  
Building on the work of economists Armen 
Alchian and Harold Demsetz,45

 
we define 

“team production” as “production in which 1) 
several types of resources are used . . .2) the 
product is not a sum of separable outputs of 
each cooperating resource . . . [and] 3) not all 
resources used in team production belong to 
one person.”46  Team production presents 
obvious problems of coordination and 
shirking, problems addressed by Alchian and 
Demsetz47 and by Holmstrom48 in early work 
proposing solutions that echo typical solutions 
to the principal-agent problem.  
 
Then Oliver Hart and some coauthors began to 
look at the issue.49 Although they did not use 
the language of team production, they 
considered a similar problem, and added an 
important additional confounding condition—
the team members must make investments 
specific to the enterprise, putting them at risk 
if the enterprise failed or one team member 
attempted to hold up the others. Hart et al.’s 
addition may be vital to understanding 
corporations, because corporate production 
often requires a variety of “stakeholder” 
groups to make specific investments that 
cannot be protected by formal contracts, and 
that put them at risk if the business fails or 
they are forced to sever their relationship with 
the firm. Consider the executive who works 
long hours at a start-up company for below-
market wages, or the customer who becomes 
adept at using a particular corporation’s 
products, or the community that builds roads 
and schools to serve a company’s factory 
employees.  

Once again, however, the solution proposed by 
Hart et al. echoed the principal-agent model: at 

Forming a 
corporation 
requires the 
participants to 
yield decision-
making power 
over the ability  
to earn a return  
on their specific 
investments to a 
board of 
directors. 
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least one team member must have “ownership” 
or “property rights” over the team’s joint 
output, meaning a residual right of control. 
This proposed solution was admittedly flawed: 
while such a property right would protect the 
team member who owned it, assigning the 
right to only one member of the team left the 
other members vulnerable. Hart et al. 
suggested this might be an inevitable difficulty 
with specific investment in team production, 
and that the best that could be done would be 
to assign the property right to the team 
member whose enterprise-specific investment 
was most “important” in some sense.50

 
 

 
Rajan and Zingales then 
proposed an alternative 
solution. They noted that 
under Hart’s solution, not 
only would team members 
who do not “own” a right 
to the team’s output have 
reduced incentives to make 
specific investments, but 
the owner might 
sometimes have a stronger 
incentive to 
opportunistically sell his 
control over the other team 
members (thereby 
capturing the value of any 
specific investments they 
had made), instead of 
completing the team and 
making specific 
investments himself. Their 

proposed solution to this problem was that all 
team members might be better off if they 
yielded control rights to an outsider.51 In a 
detailed discussion elsewhere, we have 
expanded upon the Rajan and Zingales 
solution and suggested it provides a rationale 
for why people might choose to organize 
production through a corporation with entity 
status governed by a board of directors.52 
 
In brief, forming a corporation requires the 
participants in that corporation to yield 
decision-making power over their ability to 
earn a return on their specific investments to a 
board of directors that is not, itself, a residual 
claimant in the firm.53  Corporate participants 
yield power over their specific investments in 
the sense that, if they choose to withdraw from 
the firm, they must leave those investments 
behind or see their value destroyed. And as 
long as they stay with the firm, they cannot 
directly control how their (or other team 

members’) specific assets are used, nor can 
they demand that the corporation pay for the 
value of those specific investments.  
     
As a result, the only way corporate participants 
can profit from specific investment in the 
company is by continuing their relationship 
with the corporate “team” and hoping the 
board allocates to them some portion of the 
surplus generated by team production. Since 
the board is not itself a residual claimant and 
its members are precluded by fiduciary duties 
from expropriating the surplus for themselves 
(at least in their roles as directors), the board 
has no incentive to opportunistically threaten 
the value of team members’ specific 
investment. And since the board, at a 
minimum, wants the team to stay together and 
to stay productive (thus assuring the 
continuation of the members’ board positions), 
the board has some incentive to do this.  
 
Space constraints preclude a full discussion 
here of how focusing on capital lock-in and 
specific investment in team production can 
explain a wide range of important phenomena 
in the business world, including the 
development of the corporate form,54 the 
nature of directors’ fiduciary duties,55

 
the 

proper role of corporate counsel,56 the rules of 
derivative suit procedure,57

 
the regulation of 

takeover bids and antitakeover defenses,58 and 
even bankruptcy reorganization59

 
and the 

necessity of a corporate-level income tax.60  
Interested readers are invited to explore the 
large and growing literature on such topics. 
Below we simply note how these new 
intellectual tools promise to help us build a 
paradigm of corporate law that both explains 
and predicts the important anomalies discussed 
in Part I.  
 
Directors Are Not Agents But “Mediating 
Hierarchs” Who Protect Specific 
Investment in Corporations and Distribute 
the Returns from That Investment  
 
Viewing corporations through the lens of 
capital lock-in and team production offers a 
variety of insights into the basic nature and 
structure of corporate law. One of the most 
important of these insights is an answer to the 
question of why, as discussed earlier, 
corporate law does not treat corporate directors 
as agents who must do the shareholders’ 
bidding, but instead grants boards a 
remarkably wide range of autonomy and 
control over corporate assets. Board autonomy 

Board autonomy 
worsens the agency 
cost problem in 
corporations, 
because it means 
shareholders have 
less leverage to 
pressure boards to 
maximize 
corporate returns. 
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worsens the agency cost problem in 
corporations, because it means shareholders 
(and other stakeholders for that matter) have 
less leverage to pressure boards to maximize 
corporate returns. At the same time, both the 
capital lock-in approach and the team 
production model suggest that director 
authority in public corporations remains a 
“second-best” solution that provides offsetting 
economic benefits by encouraging and 
protecting specific investment in corporate 
production.  
 
For example, capital lock-in theory explains 
that corporate law does not allow any 
individual shareholder or subgroup of 
shareholders to exercise direct control over the 
board for the simple reason that, if this were 
allowed, a shareholder with liquidity concerns 
(for example) could use that control to force 
the firm to sell essential specific assets at a 
loss in order to raise the funds necessary to 
buy out the shareholder’s interest. 
Alternatively, and perhaps even more likely, 
the shareholder might opportunistically 
threaten to do this to try to force the other 
investors to agree to give the opportunist a 
larger share of corporate earnings.61 The need 
to protect the company’s specific assets thus 
explains why corporate law limits individual 
shareholders’ power to control directors and to 
demand dividends, share repurchases, or other 
transactions that would threaten locked-in 
capital.  

 
Relatedly, team production 
analysis emphasizes how 
shareholders’ capital must 
be locked in and controlled 
by boards not only to 
protect shareholders’ 
interests, but also to protect 
the interests of other team 
members who have made 
specific investments (e.g., 
employees, creditors, and 
customers who may have 
made past contributions of 
time and effort, invested in 
specialized relationships, 
skills, and loyalties, or 
acquired knowledge of 
particular firm processes 
and products). 
Shareholders cannot be 
allowed to control 
corporations directly 
because they are only one 

among the many groups that must yield 
control rights over the firm’s assets and 
outputs, in order to make credible 
commitments to other team members that they 
will not hold up the whole team to extract a 
larger share of the surplus.   
 
Team production analysis, accordingly, can 
explain why, under the rules of corporate law, 
directors are not “agents” of either subgroups 
of shareholders or shareholders as a class, nor 
of any other class of investors. Rather, as we 
have argued in some detail elsewhere,62 
directors are better described as “mediating 
hierarchs” who must balance the competing 
needs and demands of shareholders, creditors, 
customers, suppliers, executives, rank-and-file, 
and even the local community, in a fashion 
that protects specific investments in the 
corporation and keeps the corporation alive, 
healthy, and growing. In other words, boards 
of directors, who alone are empowered to 
decide how to distribute the corporate surplus, 
should use this power to ensure that every vital 
team member gets at least enough of the 
surplus to keep that member motivated to stay 
with the team.  
 
Many Different Groups Make Specific 
Investments in Corporations and Are 
Potential Residual Claimants  
 
Once one acknowledges the legal reality that 
directors are not shareholders’ agents, one 
must also accept that a second key component 
of the principal-agent model—the idea that 
shareholders are the sole residual claimants in 
firms—lacks a solid foundation. When 
corporate directors enjoy any significant 
discretion to decide how the corporation uses 
its assets, it becomes grossly inaccurate as a 
descriptive matter to assert that shareholders of 
a public corporation are the sole residual 
claimants of that firm.63 To the contrary, 
shareholders are only one of many groups that 
may act as residual claimants or residual risk 
bearers in the sense that directors have 
authority to provide those groups with benefits 
(and sometimes to saddle them with burdens) 
above and beyond the benefits and burdens 
described in their formal contracts with the 
firm. For example, when a corporation is 
doing spectacularly well, it is common to see 
employees receive dental benefits and greater 
job security, executives get nicer offices and 
access to a company jet, bondholders get 
increased protection from insolvency, and the 
local elementary school get charitable 
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donations of money and equipment. 
Conversely, these groups suffer along with 
shareholders when times are bad, as 
employees get stingier benefits, executives fly 
coach, debtholders face increased risk, pension 
funds fail, and the elementary school does 
without.  
 
Directors, in reality, simply do not behave the 
way the principal-agent model predicts they 
should. They reward many groups with larger 
slices of the corporate pie when the pie is 
growing, and spread the loss among many 
when the pie is shrinking. Far from providing 
evidence that directors are doing something 
wrong by imposing “agency costs” on 
shareholders, this observation suggests 
directors may be doing exactly what team 
production analysis says they should be 
doing—acting as mediating hierarchs who 
balance the conflicting interests of the many 
members who make up a healthy, productive 
corporate team.  
 
The Concept of “Legal Personality” Plays 
An Important Economic Role in Protecting 
Specific Investment  
 
One of the greatest weaknesses of the 
principal-agent model is its characterization of 
the firm as a nexus of contracts. As noted 
earlier, this idea is in tension with the claim 
that shareholders “own” corporations, since it 
is difficult to envision how one might own a 
nexus. A second problem, however, is that the 
nexus metaphor does not give any guidance on 
where, exactly, the “firm” begins and ends. If 
an executive who signs an employment 
agreement with Microsoft is “in” the firm, 
what about the closely-held corporation that 
signs an agreement to supply certain software 
programs? Are Microsoft and the closely-held 
supplier one single company?  What about the 
buyer who signs a contract to purchase a 
Microsoft product? Is the buyer part of 
Microsoft? Under the nexus approach, it is 
difficult to see where Microsoft ends and the 
rest of the world begins.  
 
The capital lock-in approach may not, by 
itself, tell us what “a firm” is, but it at least 
provides a way to define what “a corporation” 
is. In brief, a corporation is a legal entity that 
can own property in its own name. This 
concept has economic as well as legal 
importance. As noted in the previous section, 
entity status allows a corporation to lock in 
resources so they can be converted safely to 

specific assets. Although one might imagine 
other legal mechanisms for achieving capital 
lock-in—say, a trust arrangement64—
incorporation accomplishes the same result, 
cleanly and simply.  
 
Indeed, team production analysis suggests 
incorporation does more. By placing 
ownership of the firm’s assets in the hands of 
the firm itself rather than in the hands of the 
firm’s shareholders, incorporation encourages 
specific investments from other important 
groups that often participate in corporate 
production, including creditors, executives, 
customers, and rank-and-file employees. These 
constituencies become more willing to invest 
because they know that control over the 
corporation—and with it, control over their 
specific investments—now rests in the hands 
of a board, and not in the hands of 
shareholders who might opportunistically 
threaten to destroy their investment or exclude 
them from the firm in order to demand a larger 
share of any surplus. The result is a mutual 
“hand’s tying” arrangement among the various 
groups that make specific investments in 
corporations, an arrangement that ultimately 
works to benefit all. This arrangement would 
be undermined by allowing any one of the 
team members to exercise direct control over 
the firm’s assets.  
 
Focusing on the problem of specific 
investment rather than the problem of agency 
costs accordingly allows us to see why 
corporate “personhood” matters so much. 
Legal personality worsens agency costs. As 
Clark’s treatise puts it, from a shareholder’s 
perspective “a major problem with legal 
personality as it has been developed for public 
corporations has been presented by the 'hard-
to-kill' character of the corporation.”65  At the 
same time, this Frankenstein’s monster aspect 
of incorporation may perform a vital economic 
function by protecting the value of 
shareholders’ and other team members’ 
specific interests in corporate production. To 
quote again from Clark’s treatise, legal 
personality can “safeguard going concern 
values.”66

 
 

 
Corporate Law Leaves Corporate Purpose 
Open To Protect Directors’ Role As 
Mediating Hierarchs  
 
What does all this imply for the fourth 
anomaly noted in this essay—the open-ended 
nature of the legal rules regarding corporate 
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purpose?  Interestingly, here capital lock-in 
and team production analysis give somewhat 
different, although in some respects 
complementary, answers.  
 
The capital lock-in function of corporate law 
helps protect what Clark’s treatise calls “going 
concern” value for all corporate participants, 
not just shareholders. But capital lock-in 
theory, by itself, it doesn’t necessarily 
preclude a legal stance that emphasizes 
shareholder value maximization as the 
appropriate corporate goal. The team 

production approach, 
however, offers another 
and in many ways more 
intriguing explanation for 
the anomaly of open-ended 
corporate purpose. In brief, 
it suggests that the 
appropriate normative goal 
for a board of directors is 
to build and protect the 
wealth-creating potential 
of the entire corporate 
team—“wealth” that is 
reflected not only in 
dividends and share 
appreciation for 
shareholders, but also in 
reduced risk for creditors, 
better health benefits for 
employees, promotional 
opportunities and perks for 

executives, better product support for 
customers, and good “corporate citizenship” in 
the community.67  To accomplish this, 
directors must have a wide range of discretion 
to balance competing interests in a way that 
keeps the team together and keeps it 
productive.  
 
Team production analysis consequently warns 
against defining corporate purpose in a narrow 
fashion that would allow one or more 
members of the corporate team to challenge 
the boards’ authority and argue either that the 
board is pursuing the wrong goal, or that it is 
pursuing the right goal the wrong way. Once 
we leave behind the narrow objective of 
maximizing share value, it is impossible for an 
outsider like a court to design an algorithm to 
measure whether a board is maximizing 
returns to the corporate team, and dangerous to 
invite courts to try. Allowing either 
shareholders or other stakeholders to claim in 
court that directors who are not violating their 
loyalty duties by using their corporate powers 

to enrich themselves are nevertheless acting 
with an “improper purpose” simply invites 
corporate participants to try to extract wealth 
from other team members by waving the stick 
of personal liability over the directors’ heads.  
 
A corollary is that the corporate desideratum 
associated with the principal-agent model— 
“increase share value whether this helps or 
harms other team members”—is a recipe for 
inefficiency. The team production approach 
undermines the principal-agent model’s claim 
that corporations are governed well when they 
are governed in a fashion that maximizes share 
value. Rather, good governance means making 
sure the corporation survives and thrives as a 
productive, value-creating team—even though 
this is an objective that is difficult to measure, 
much less maximize.  
 
It is important to note that the idea that 
corporate law does not require directors to 
maximize share value in no way implies that 
shareholders are worse off under corporate law 
rules that give directors such open-ended 
discretion. Team production analysis teaches 
that equity investors as a class are better off 
when corporate participants, including equity 
investors, lenders, employees, and 
entrepreneurs, have an organizational form 
available to them that allows them to cede 
power over corporate assets to the kind of  
director governance system provided by 
corporate law. Without director governance, 
these groups might not be able to overcome 
the risks of mutual rent-seeking created by 
complex, uncertain, and long-lived projects, 
and so might not pursue profitable projects in 
the first place.  
 
Past and present business experience supports 
this hypothesis.  Nineteenth century American 
business history is a story of entrepreneurs 
going to state legislatures in increasing 
numbers to seek permission to form 
corporations—corporations that outside 
investors purchased shares in and outside 
creditors loaned money to. The increasing 
popularity of this practice, even when it was 
much simpler and less costly to use 
partnership law to organize businesses, 
suggests that both the entrepreneurs, and the 
creditors and equity investors who financed 
their projects, found the arrangement 
valuable.68

 
 

 
Today we have even better evidence that 
incorporation and board governance serves the 

The appropriate 
normative goal of 
directors is to 
build and protect 
the wealth-creating 
potential of the 
entire corporate 
team, where wealth 
is broadly defined. 
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interests of shareholders and other corporate 
participants—evidence that was not available 
to scholars writing in the 1980s and even early 
1990s. In brief, U.S. corporate law is mostly 
“default rules,” meaning that incorporators can 
modify the basic rules of corporate law by 
putting customized provisions in the corporate 
charter before the company “goes public” and 
sells shares to outside investors.69 If investors 
really wanted more power over boards, there is 
no reason why an enterprising entrepreneur 
who wanted to appeal to this desire could not 
add a charter provision that, for example, 
prohibited the board from adopting a “poison 
pill” that would allow them to reject a 
premium takeover bid the shareholders 
favored. Similarly, if outside investors really 
believed that requiring boards to pursue share 
value would make them better off, 
incorporators could put “shareholder wealth 
maximization” in the charter as the corporate 
purpose.  
 
Public corporation charters virtually never 
contain such provisions.70 Even more telling, 
recent empirical studies demonstrate that when 
promoters do tinker with charter provisions in 
the pre-IPO stage—exactly the stage in which 
they most need to appeal to outside 
investors—they almost always move in the 
opposite direction, adding provisions like a 
staggered board structure that insulates 
directors from shareholder influence even 
more than the default rules of corporate law 
already do.71 Outside investors happily buy 
shares in these firms. This pattern strongly 
suggests that director discretion, including the 
discretion that comes from open-ended rules of 
corporate purpose, serves the long-run 
interests of “the investor class” even if it 
works against the interests of particular 
shareholders in particular firms at particular 
times. Capital lock-in and team production 
help explain why.  
 
Conclusion  
 
For most of the past three decades, U.S. 
corporate law scholarship has been dominated 
by a single, widely accepted paradigm: the 
principal-agent paradigm. Yet U.S. corporate 
law itself refuses, in many puzzling ways, to 
follow the precepts of the principal-agent 
model. These puzzling departures include such 
important anomalies as director governance; 
shareholder powerlessness to demand 
dividends; the importance of legal personality; 
and the open-ended rules of corporate purpose.  

 
Nevertheless, until recently, many corporate 
scholars have chosen to continue to embrace 
the principal-agent approach for the simple 
reason that they lacked a compelling 
alternative. The result has been a literature that 
emphasized the agency cost problem and 
especially how director governance creates 
conflicts of interest between shareholders and 
directors, and that tended to be blind to the 
problem of specific investment and how 
director governance may temper potential 
conflicts between and among shareholders, 
executives, creditors, and others who make 
specific investments in corporations.  
 
Today the situation has changed dramatically. 
Although the principal-agent model still has 
great influence, corporate scholars are 
involved in an escalating debate over the best 
way to understand the modern public 
corporation.72   This debate increasingly 
recognizes the legal reality that public 
corporations are governed by boards and not 
by shareholders. It also recognizes recent 
developments in economic theory that teach 
that, in addition to the problem of agency 
costs, corporate production can raise important 
problems of encouraging specific investment.  
 
These insights have inspired contemporary 
legal and economic scholars to explore new 
and different approaches to understanding the 
rules of corporate law. In this essay we have 
briefly touched upon two of these emerging 
alternative paradigms: the capital lock-in 
approach, and the team production model. In 
exploring these alternatives, we are not 
suggesting that the original principal-agent 
model is always useless and should be 
discarded. For some corporate problems the 
principal-agent approach may be just as useful 
as the capital lock-in or team production 
approach, and considerably easier to apply. 
Similarly, Newtonian theory is just as useful as 
(and considerably easier to apply than) 
Einstein’s theory of relativity for many 
problems in physics. Nevertheless, there are 
important phenomena in physics that can only 
be explained and predicted using Einstein’s 
approach. And there are likewise important—
indeed fundamental—phenomena in corporate 
law and practice the principal-agent model 
simply cannot account for.  
 
In accord with Kuhn’s thesis, these anomalies 
have attracted the attention of a new 
generation of corporate scholars. Rather than 
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trying to minimize or ignore the poor fit 
between the principal-agent model and the 
rules of corporate law, they have instead 
sought to develop new models. They have 
been aided both by new theoretical tools, and 
by new empirical findings, that highlight the 
essential role specific investment can play in 
determining corporate structure. In the 
process, they are working toward new visions 
of the corporate purpose that go beyond the 
simple rubric of shareholder wealth. ◙ 
 
 
 
 
 
 
 

 
                                                 
FOOTNOTES 
1  Henry Hansmann & Reinier Kraakman, The End of 
History in Corporate Law, 89 Geo L. J. 439, 440-41 
(2001) (arguing that academic, business and government 
elites now agree that “the managers of the corporation 
should be charged with the obligation to manage the 
corporation in the interests of its shareholders … and the 
market value of the publicly traded corporation’s shares is 
the principal measure of the shareholder’s interest”); see 
also R. Gordon Smith, The Shareholder Primacy Norm,  
23 J. Corp. L. 277 (1998).  
2  Thomas Kuhn, The Structure of Scientific Revolutions 
(3d. ed., 1996).  
3 Kuhn’s book suggests humankind is a long way from 
completely understanding the universe, and in this sense 
all paradigms are to some extent social constructions and 
none are entirely “correct.”  Kuhn nevertheless clearly 
believes some paradigms are better than others at 
predicting real phenomena. Microbes are a better 
explanation for disease than witches, and it is more correct 
to say the earth revolves around the sun than vice versa. 
4 See, e.g., Robert C. Clark, Corporate Law 17 (1986) 
(noting that U.S. corporate law fails to require directors to 
maximize shareholder wealth but stating this ought to be 
the corporate purpose).  
5 Michael C. Jensen & William H. Meckling, Theory of 
the Firm:  Managerial Behavior, Agency Costs, and 
Ownership Structure, 3 J. Fin. Econ., 4, 305-360 (1976).  
6  See e.g., Oliver Williamson, The Economics of 
Discretionary Behavior:  Managerial Objectives in a 
Theory of the Firm (1964), Marris, The Economic.Theory 
of Managerial Capitalism (1964). 
7  See Marris, supra note 6. 
8  Henry G. Manne, Mergers and the Market for Corporate 
Control, 73 J. P. Econ., 110-120 (1965).  
9  See e.g., Frank H. Easterbrook & Daniel R. Fischel, The 
Proper Role of A Target’s Management in Responding to 
a Tender Offer, 94 Harv. L. Rev. 1161 (1981); Ronald J. 
Gilson, A Structural Approach to Corporations:  The Case 
Against Defensive Tactics in Tender Offers, 33 Stan. L. 
Rev. 5, 819-891 (1981). The leap from viewing managers 
and directors as shareholders’ agents to concluding that 
managers and directors must stand willing to sell out the 
corporation to a highest bidder requires one more 

                                                                
assumption commonly accepted by proponents of law and 
economics. This additional assumption is that securities 
markets are both informationally and allocationally 
efficient, so that the market price of a company’s shares 
reflects their “fundamental” economic value. Although 
during the 1980s the idea of fundamental value efficiency 
enjoyed widespread support, in recent years it has been 
subject to both theoretical and empirical challenge, and 
many finance economists no longer accept it. See 
generally Lynn A. Stout, The Mechanisms of Market 
Inefficiency: An Introduction to the New Finance, 28 J. 
Corp. L. 633 (2003).  
10  See, e.g., Frank H. Easterbrook & Daniel R. Fischel, 
Corporate Control Transactions, 91 Yale L. J. 698, 700-02 
(1982); Frank H. Easterbrook & Daniel R. Fischel, Voting 
in Corporate Law, 26 J. L & Econ. 395, 395-427 (1983); 
Frank H. Easterbrook & Daniel R. Fischel, Two Agency-
Cost Explanations of Dividends, 74 Am. Econ. Rev. 650  
(1984). The ideas in these articles were later brought 
together in an influential book, Frank H. Easterbrook & 
Daniel  
R. Fischel, The Economic Structure of Corporate Law 
(1991). 
11  See id. at 11. Clearly most corporate participants do not 
actually bargain in this way, so the argument was an “as 
if” argument of the type legitimized by economist Milton 
Friedman when he claimed that it is acceptable to argue 
that economic actors “optimize” if the outcomes of their 
choices correspond to those that would obtain if in fact 
economic actors had consciously optimized. Milton 
Friedman, The Methodology of Positive Economics, in 
Essays in Positive Economics 3-16, 30-43 (1966). Even if 
shareholders do not literally bargain to be residual 
claimants, the argument goes, if in fact we see 
shareholders play this role, the result is the same.  
12  See, Easterbrook & Fischel, Economic Structure, supra 
note 10 at 36-39, 185-191; see also Easterbrook & Fischel, 
Voting, supra note 10 at 396 (“shareholders are no more 
‘owners’” of the firm than are bondholders, other 
creditors, and employees (including managers) who 
devote specialized resources to the enterprise”).  
13  Clark, supra note 4, at 105-106. See, e.g., Auer v. 
Dressel, 118 N.E. 2d 590, 593 (N.Y. 1954)(holding that 
directors have no legal obligation to respond to 
shareholder resolution demanding reinstatement of 
dismissed officer). 
14  Clark, supra note 4, at 106, 594.  
15   Clark, supra note 4, at 106, 191. See, e.g., In Re Disney 
Derivative Litigation, No. Civ. A. 15452, 2005 WL 
2056651 (Del. Ch. August 9, 2005).  
16 Clark, supra note 4, at  105-06, 136-37, 681-82. See, 
e.g., Credit Lyonnais Bank Nederland, N.V. v. Pathe 
Communications Corp., Civ. A. No. 12150, 1991 Del. Ch. 
LEXIS 215 (Del. Ch. Dec. 30, 1991)(upholding board 
discretion to pursue strategy that favored creditors’ 
interests over shareholder’s objections);  Shlensky v. 
Wrigley, 237 N.E.2d 776 (Ill. App. Ct. 1968) )(upholding 
director discretion to pursue strategy that favored local 
community over shareholder’s objections); Theodora 
Holding Corp. v. Henderson, 257 A.2d 398 (Del. Ch. 
1969)(upholding director discretion to make philanthropic 
contributions over shareholder’s objection). 
17  Clark, supra note 4, at 141-42 (discussing duty of 
loyalty).  
18 Id. at 123-129 (discussing business judgment rule).  
19 See Lynn A. Stout, The Shareholder As Ulysses: Some 
Empirical Evidence on Why Investors In Public 
Corporations Tolerate Board Governance, 152 U. Pa. L., 
Rev. 667, 694-695 (2003) (discussing lack of active 
market for control); see also Lucian Arye Bebchuk 
Bebchuk et al., The Powerful Antitakeover Force of 

∗ Reprinted with permission by the authors from: Lynn A. 
Stout and Margaret M. Blair, “Specific Investment and 
Corporate Law,” UCLA School of Law, Law & Economic 
Research Paper Series, Working paper Number 05-30 and 
Vanderbilt University Law School, Law and Economic 
Research Paper Series, Working Paper Number 05-031. A 
later version appears as:  Margaret M. Blair & Lynn A. 
Stout, “Specific Investment:  Explaining Anomalies in 
Corporate Law,” in  J. Corp. L. 31, 719 (2006). 



2007 SUMMIT ON THE FUTURE OF THE CORPORATION  |  PAPER NO. 1  |  16 

                                                                
Staggered Boards: Theory, Evidence, and Policy, 54 Stan. 
L. Rev. 887, 890-91 (2002) (study finding that between 
1996 and 2000, no hostile bidders succeeded against firms 
that had adopted staggered board structure). 
20 See Smith, supra note 1, at 289 (discussing other 
constituency statutes); Unocal Corp. v. Mesa Petroleum  
Co., 493 A.2d 946, 955 (Del. 1985)(discussing director 
discretion to consider interests of creditors, customers, 
employees, and community).  
21 See Paramount Communications, Inc. v. Time, Inc., 571 
A. 2d 1140, 1151-55 (Del. 1989)(discussing directors’ 
discretion to choose best “long-run” strategy).  In an 
earlier case, the Delaware Supeme Court had suggested 
that in limited circumstance directors might be required to 
maximize share price. See Revlon v. MacAndres & Forbes 
Holdings, 506 A. 2d 173, 176 (Del. 1986). Paramount and 
other subsequent cases make clear that directors can easily 
avoid being subject to Revlon duties. Stout, supra note 19, 
at 696.  
22 See Clark, Agency Costs versus Fiduciary Duties, in 
Principals and Agents:  The Structure of Business 55, 56 
(John W. Pratt & Richard J. Zeckhauser eds.)(1985). 
23  Cf. Clark, supra note 4, at 22 ("the relationship between 
shareholders and directors is not well described as being 
between principals and agents."). 
24  Nor is it clear shareholders enjoy this status even when 
the firm is in bankruptcy. Lynn M. PoPucki, The Myth of 
the Residual Owner, 82 Wash. U. L. Q. 1341, 1343 (2004) 
(empirical study finding that even in bankruptcy 
reorganization, “no identifiable, single residual owner 
class exists”).  
25  Clark, supra note 4, at 106, 594. 
26  See id. at 594-602 (discussing Modigliani Miller 
approach to irrelevance of dividend payouts). 
27  See, e.g., Clark, supra note 4 at 594 (stating that 
directors and not shareholders control dividends) and at 18 
(stating that “it is the shareholders who have the claim on 
the residual value of the enterprise”.)  
28  See, e.g., Easterbrook & Fischel, Economic Structure, 
supra note 10 at 12 (arguing that “[t]he ‘personhood’ of a 
corporation is a matter of convenience rather than 
reality”). 
29  As late as 1986 the Uniform Partnership Act (UPA), 
which was the basis of most state law governing 
partnerships, was ambiguous on the question of whether 
partnerships had separate entity status. See UPA (1914), 
Sec. 6(1). The Revised Uniform Partnership Act (1997) 
clarifies that the default rule is that a partnership formed 
under the new act is given entity status. See Margaret 
Blair, Reforming Corporate Governance: What History 
Can Teach Us, 1 Berkeley Business Law Journal, 1, 1-44, 
text & notes 59-61 (discussing this evolution in the law 
and its implications).  
30  See infra text accompanying notes 43-45, 65-67.  
31  Oliver Williamson was among the first economists to 
explore the significance of investments in specific assets 
for the allocation of investment returns and the structure of 
ownership rights in long-term contracts. See e.g., 
Williamson, Transaction-Cost Economics:  The 
Governance of Contractual Relations, 22 J. L. Econ. 233 
(1979). Margaret Blair, Ownership and Control:  
Rethinking Corporate Governance for the Twenty-first 
Century 249-271 (1995) highlighted the implications of 
specific investments in human capital for corporate 
governance. 
32 See Clark, supra note 4, at 19 ("Rarely do common 
shareholders in public corporations have a right to force 
the corporation to buy back their shares. Nor are they able, 
on their own initiative, to force the company to liquidate 
and thus pay all the shareholders. Consequently, there is 
no risk, as there is in a general partnership, that the joint 

                                                                
exercise of such a right by a number of investors will kill 
the enterprise. Corporations. . . . are more likely to 
preserve the going concern value of large projects.") 
33 Clark, supra note 4, at 16.  
34 See, e.g., Del. Code Ann. Tit. 8, Section 102(a)(3).  
35 Clark, supra note 4, at 17; see also id at  678 (noting that 
“perhaps surprisingly, the state business corporation 
statutes under which corporations are chartered generally 
do not say explicitly that the purpose of the business 
corporation is to make or maximize profits.”) 
36 Id. at 17, emphasis added.  
37  Dodge v. Ford Motor Co., 170 N.W. 668 (Mich. 1919). 
38 Clark, supra note 4, at 681-84. 
39 Id. at 686. 
40 Id. at 682. 
41 See, e.g., Symposium: Team Production in Business 
Organizations, 24 J. Corp. L. 743 (1999); Steven A. Bank, 
A Capital Lock-In Theory of the Corporate Income Tax, 
94 Geo. L. Rev. (2005); Margaret M. Blair, Locking In 
Capital: What Corporate Law Achieved for Business 
Organizers in the Nineteenth Century, 51 U.C.L.A.  
L. Rev. 387 (2003); Margaret M. Blair & Lynn A. Stout, 
A Team Production Theory of Corporate Law, 85 Va. L. 
Rev. 247, 275, 278 (1999); Margaret M. Blair & Lynn A. 
Stout, Director Accountability and the Mediating Role of 
the Corporate Board, 79 Wash. U. L. Q. 403 (2001); 
Harold Demsetz, The Economics of the Business Firm: 
Seven Critical Commentaries 50-51 (1995); Henry 
Hansmann & Reinier Kraakman, The Essential Role of 
Organizational Law, 110 Yale. L. J. 387 (2000);  Peter 
Kostant, Exit, Voice and Loyalty in the Course of 
Corporate Governance and Counsel’s Changing Role, 28 
J. Socio-Econ. 203 (1999); Lynn LoPucki, A Team 
Production Theory of Bankruptcy Reorganization, 57 
Vand. L. Rev. 741 (2004); Lynn A. Stout, Bad and Not-
So-Bad Arguments for Shareholder Primacy, 75 S. Cal. L. 
Rev. 1189 (2002); but see Alan J. Meese, A Team 
Production Theory of Corporate Law: A Critical 
Assessment, 43 Wm. & Mary L. Rev. 1629 (2002); David 
Millon, New Game Plan or Business as Usual? A Critique 
of the Team Production Model of Corporate Law, 86 Va. 
L. Rev. 1001 (2000). 
Basic corporate law casebooks also have begun to discuss 
the importance of specific investment and director 
governance. See, e.g., Robert W. Hamilton & Jonathan R. 
Macey, Cases and Materials on Corporations 2225 (9th 
ed.)(2005) (discussing team production model of 
corporation); Charles R.T. O’Kelley, Corporations and 
Other Business Associations 7 (4th ed. 2003)(discussing 
problem of team-specific investment). Stephen Bainbridge 
has also emphasized the importance of director 
governance for public firms, although for different 
reasons. See Stephen M. Bainbridge, Director Primacy: 
The Means and Ends of Corporate Governance, 97 Nw. U. 
L. Rev. 547 (2003).  
42 See Margaret M. Blair, Human Capital and Theories of 
the Firm, in Margaret M. Blair & Mark Roe, Employees 
and Corporate Governance 71 (1999)(discussing 
asymmetry of canonical principal-agent problem). See 
also Paul Milgrom & John Roberts, Economics, 
Organizations, and Management 334-335 (discussing 
problem of getting employers to reveal accurate 
information so that employee incentive contracts can be 
enforced against them). Legal  scholars rarely address the 
problem of mutual opportunism outside the close 
corporation context. See, e.g., Eric Talley, Taking the “I” 
out of “Team”: Intra-Firm Monitoring and the Content of 
Fiduciary Duties, 24 J. Corp. L. 1001, 1015-21 (1999); 
Edward B. Rock & Michael Wachter, Waiting for the 
Omelet to Set: Match-Specific Investments and Minority 
Oppression in Close Corporations, 24 J. Corp. L. 913, 



2007 SUMMIT ON THE FUTURE OF THE CORPORATION  |  PAPER NO. 1  |  17 

                                                                
914-15 (1999).  
43 See, e.g., Blair, Locking In, supra note 41 at 391("The 
creation of a separate legal entity allows 
businessorganizers to partition the assets used in the 
business. . . . [This means} participants and third parties 
are assured that the pool of assets used in the business will 
be available to meet the needs of the business first (such 
as, to pay the claims of the business's creditors) before 
these assets can be distributed to shareholders."); Blair & 
Stout, TeamProduction, supra note 41at 292 (“the firm can 
hold title to the property, and can thereby function as the 
repository of all ‘residual’ income from team production 
that is not actually paid out to team members.”)  
44 See, e.g., Stout, supra note 19, at 669 (“for some reason, 
participants in public corporations—including investors—
value director primacy. Just as the legendary Ulysses 
served his own interests by binding himself to the mast of 
his ship, investors may be serving their own interests by 
binding themselves to boards.”)  Of course, this analysis 
does not apply to corporations that have a single 
shareholder. However, most corporations of any 
significant size have multiple shareholders, even when 
those shareholders may be relatively few in number. 
45 See Armen Alchian & Harold Demsetz, Production, 
Information Costs, and Economic Organization, 62 Am. 
Econ. Rev. 777 (1972). Other scholars who have done 
important work on this idea include Bengt Holmstrom, 
Moral Hazard in Teams, 13 Bell J. Econ. 324 (1982);  
Oliver Hart, Incomplete Contracts and the Theory of the 
Firm, 4, J. L. Econ. & Org. 119 (1988);  Sanford 
Grossman & Oliver Hart, The Costs and Benefits of 
Ownership: A Theory of Vertical and Lateral Integration, 
94 J. Pol. Econ. 691, 693 (1986); Oliver Hart, An 
Economist’s Perspective on the Theory of the Firm, 89 
Colum. L. Rev. 1757 (1989); Oliver Hart & John Moore, 
Property Rights and the Nature of the Firm, 98 J. Pol. 
Econ., 1119 (1990); Raghuram C. Rajan & Luigi Zingales, 
Power in the Theory of the Firm, 113 Q.J. Econ. 387 
(1998). 
46 Alchian & Demsetz, supra note 45, at 779.  
47 Id. at 781.  
48 Holmstrom, supra note 45, noted that ex ante 
agreements about the division of a surplus from 
production would give team members incentives to shirk 
and free ride on the efforts of fellow team members, while 
attempts to divide up the surplus ex post would lead to 
costly rent-seeking behavior. His proposed solution 
involved giving any surplus to an outsider not on the team 
unless the surplus was large enough to ensure that no team 
member had shirked. Such a solution provides perverse 
incentives to the outsider to undermine the contract by 
bribing a team member to shirk. For a more complete 
discussion of the development of theoretical work in 
economics on team production, see Blair & Stout, Team 
Production, supra note 41 at 265 -279. 
49 See sources cited supra note 45. 
50 See Hart & Moore, supra note 45, at 1149 (“[A]n agent 
is more likely to own an asset if his action is sensitive to 
whether he has access to the asset and is important in the 
generation of the surplus.”)  
51 See Rajan & Zingales, supra note 45, at 422 (“[I]f all the 
parties involved in production (i.e., including the 
entrepreneur) have to make substantial specific 
investments over time, it may be optimal for a completely 
unrelated third party to own the assets. . . . [T]he third 
party holds power so that the agents critical to production 
do not use the power of ownership against each other”).  
52 See Blair & Stout, Team Production, supra note 41 at 
276-287; see also Blair & Stout, Director Accountability, 
supra note 41.  

                                                                
53 Blair & Stout, Team Production, supra  note 41 at 274–
277. 
54 Blair, Lock-In, supra note 41.  
55 See Blair & Stout, Team Production, supra note 41 at 
298-308.  
56 See Kostant, supra note 41.  
57 See Blair & Stout, Team Production, supra  note 41 at 
292-97.  
58 See Lynn A. Stout, Do Antitakeover Defenses Decrease 
Shareholder Wealth? The Ex Post/Ex Ante Valuation 
Problem, 55 Stan. L. Rev. 845 (2002).  
59 See LoPucki, supra note 41.  
60 See Bank, supra note 41. 
61 As this discussion suggests, one can view capital lock-in 
primarily as a device that protects shareholders from the 
opportunism of other shareholders. We believe, however, 
that capital lock-in makes incorporation an attractive way 
to do business, not only because it protects shareholders 
from each other , but also because it protects the interests 
of  nonshareholder groups that have made specific 
investments in corporations that cannot be protected by 
formal contracts. For example, without capital lock-in, 
shareholders as a class might pressure directors to pay 
excessive dividends. (Shareholders with diversified 
portfolios are indifferent to increasing firm leverage, even 
though increasing risk threatens the interests of creditors, 
employees, and other corporate participants who cannot 
diversify their human capital or other specific investments 
in the company.)  From an ex ante perspective, 
shareholders may benefit from yielding power over 
dividends to directors who owe fiduciary duties to the 
corporation  as a whole, because ceding this power enables 
the shareholders as a group to make a more credible 
commitment not to strip assets out of the firm prematurely 
or injudiciously, in turn attracting the important firm-
specific investments of nonshareholder groups. This 
analysis can explain why corporate law grants directors 
the legal authority to ignore even a unanimous shareholder 
request for dividends.  
62 See Blair & Stout, Team Production, supra note 41; 
Blair & Stout, Director Accountability, supra note 41. 
63  See Blair & Stout, Team Production, supra  note 41 at 
250 (“Our analysis rests on the observation—generally 
accepted even by corporate scholars who adhere to the 
principal-agent model—that shareholders are not the only 
group that may provide specialized inputs into corporate 
production. Executives, rank-and-file employees, and even 
creditors or the local community may also make essential 
contributions and have an interest in the enterprise's 
success” (footnotes omitted).)  
64  Joint stock companies used by business people in the 
eighteenth and nineteenth centuries before the corporate 
form was widely accessible sometimes used complicated 
trust arrangements to hold the assets used in the enterprise. 
This approach did not always achieve its intended 
purpose, as courts tended to treat such arrangements as a 
species of partnership and they would be broken up if a 
“member” died or wanted out. See Blair, Lock-In, supra 
note 41 at 421-23 and sources cited therein.  
65 Clark, supra note 4, at 762. 
66 Id. 
67 See, e.g., Blair, supra note 29 at 239 ("Management and 
boards of directors should understand their jobs to be 
maximizing the total wealth-creating potential of the 
enterprises they direct"); Blair & Stout, Team Production, 
supra  note 41 at 271 (arguing that primary function of 
mediating hierarch is to exercise control “in a fashion that 
maximizes the joint welfare of the team as a whole”  
(emphasis in original).  
68  See Blair, Lock In, supra note 41; see also Margaret M. 
Blair, Reforming Corporate Governance, 1 Berkeley 



2007 SUMMIT ON THE FUTURE OF THE CORPORATION  |  PAPER NO. 1  |  18 

                                                                
Bus.L.J. 1, 3 (2004) (“the decision of a firm's organizers to 
choose one organizational form or another, given the wide 
array of legal form choices available, should be taken as a 
signal that the organizers wanted the features of the form 
they choose . . . . In particular, . . .in choosing the 
corporate form, organizers opt into a series of rules and a 
body of law . . . that yields important decision rights to 
corporate directors.”) 
69 See, e.g., Del. Code Ann. Tit. 8, Section 
102(b)(3)(granting incorporators power to add charter 
provisions including “any provision for the management 
of the business and for the conduct of the affairs of the 
corporation, and any provision creating, defining, limiting 
and regulating the powers of the corporation, the directors, 
and the stockholders….”) 
70 Stout, supra note 19, at 699. 
71 Id. at ns. 73, 74 (citing studies). An even more extreme 
if anecdotal example can be found in the case of the recent 
Google IPO, in which Google issued stock with reduced 
voting rights to public investors. The shares sold readily 
and appreciated in value despite the lack of control rights. 
See Lynn A. Stout & Iman Anabtawi, Sometimes 
Democracy Isn’t Desirable, Wall. St. J. at B2 (August 10, 
2004)(discussing Google IPO). 
72 See, e.g., sources cited supra note 41.  

 
 
 
 
 



 

2007 SUMMIT ON THE FUTURE OF THE CORPORATION  |  PAPER NO. 2  |  

 
 
 
Often in discussions about the free market, 
competition, and the profit motive, we forget 
that the success of corporations is because of 
law. Both corporations and markets are 
creations of law, and their fundamental 
characteristics are legally created.  
 
Distilled to its basics, the corporation is a way 
for people to come together collectively to 
pursue business efforts. Without such a form, 
everything that happens within big 
businesses—collecting and organizing 
resources, producing goods or services, getting 
those goods and services to customers—would 
have to be done in regular market transactions, 
with specific contracts dictating the terms and 

understandings of the parties 
involved. That would be highly 
costly and inefficient. The 
existence of the corporation 
allows these transactions to be 
organized within the entity, 
where they can be supervised 
by managers who oversee the 
entire process. This is the 
explanation for the firm 
popularized by Nobel Laureate 
Ronald Coase. As he theorized, 
compared to a situation where 
people could work together 
only after negotiating a contract 

for every task, the corporation is superior in 
that it allows various resources—labor and 
capital—to be collected and used without 
negotiating price and terms for each use. Other 
scholars building on Coase’s work have 
focused persuasively on the ability of the 
corporation to gather resources from a variety 
of contributors and to organize those resources 
efficiently to create value. 
But this process does not occur, and never has 
occurred, “naturally.” The corporation exists 

because the government has created the 
corporate form and endowed it with certain 
characteristics. These traits include, most 
importantly, the liquidity and transferability of 
shares; the protection of shareholders from 
personal liability for the debts of the business; 
and a perpetual existence of the corporation 
separate from its shareholders.  
 
These characteristics are powerful. The easy 
transferability of shares allows thousands, or 
even millions, of small investors to finance the 
equity portion of a company. This, in turn, 
allows companies to amass enough capital to 
overcome high barriers to entry in a market 
sector, to take advantage of economies of scale 
in production or marketing, and to survive 
short-term downturns in the market.  
 
Limited liability for shareholders reassures 
capital investors that they will not suffer 
personal liability if the company fails or is 
unable to pay its debts. The separate legal 
existence of corporations makes it possible for 
them to be sustained over time, even as 
shareholders, employees and management 
change. Moreover, the separate existence gives 
the corporation the capacity to sue and be 
sued, which allows it to protect its contractual 
rights in court and to reassure its business 
partners (not to mention workers, creditors, 
and the government) that it is subject to 
contractual and legal obligations that are 
enforceable in court.  
 
But the legal characteristics bestowed upon the 
corporation comprise only part of the 
relationship between law and corporations. 
Law is necessary for all the various 
stakeholders in the firm to trust the company 
enough to be willing to give up control over 
their resources—whether money or labor or 
supplies—for the company to use. The law 
imposes obligations of disclosure and 
truthfulness on the corporation, so that 
financial investors have the information they 
need to determine whether they should invest 
in any given company. The law also requires 
companies to be truthful about their products 
or services and, if the company’s products are 
flawed or dangerous, the law requires that the 
company redress the harm. The law prohibits 
companies from discriminating against 
employees on the basis of race, sex, disability, 
and the like, to help reassure workers that they 
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can invest their time and effort in a company 
and hope to be promoted and paid fairly.  
 
In short, law is necessary not only for the 
existence of the corporation, but equally so for 
its success. Law creates the mechanism 
through which so many investors—whether 
they invest money or labor—can come 
together to create wealth. And, law is 
necessary to build the trust required for the 
mechanism to actually work.  
 

The legal framework that creates corporations 
rightly is considered a subsidy for business, as 

it explicitly encourages and 
facilitates wealth creation. At 
a broad level, society 
establishes the legal 
framework in which 
corporations can succeed in 
order to empower them to be 
engines of wealth creation in 
the economy. Corporations 
are not the only engine of 
wealth creation, of course, as 
governments, universities, 
small businesses, individual 
entrepreneurs, inventors, non-
profit organizations, and even 
stay-at-home parents 
contribute to the creation of 

wealth in its many forms. Public corporations 
do, however, occupy a special place. They are 
specially constructed so that making money is 
their comparative advantage. It is a mistake, 
therefore, to assume that corporations should 
act altruistically in the same way as churches, 
families, schools, or social service 
organizations. Corporations are institutions 
with a distinctive purpose, and that purpose is 
to make money. If they stop making money, 
they have failed. It is the law that facilitates 
the conditions in which they can achieve this 
goal. 

The Management Team as Steward 

Of course, the corporation itself is an artificial 
entity, and it has no capacity to do anything 
except through the actions of people. The 
law—specifically corporate law—steps in 
here as well, setting up the board of directors 
as the body that is responsible for managing 
the company and acting on its behalf. The 
board, in turn, delegates power to senior 
executives, who delegate it to middle 

management, who delegate it to lower-level 
supervisors, and so on. This managerial 
structure has important efficiency benefits, 
helping the corporation create financial surplus 
by ensuring that professional managers with a 
high level of expertise oversee company 
operations. 

Moreover, the very structure of the board is a 
critical aspect of corporate success. Instead of 
a hierarchy topped by a single autocrat, the 
apex of a corporation is occupied by a 
multimember body that functions as a group 
decision maker for the most important 
questions that the company faces. The benefits 
of group decision making are significant and, 
in many cases, so outpace individual decision 
making that the success of groups is not only 
higher than the average individual in the group 
but better than the best individual in the group.  
Scholars have presented various explanations 
for the superiority of groups in decision 
making, and they essentially correlate with 
what one would intuit from everyday human 
experience. Groups are able to identify and 
dismiss individual biases more quickly than 
individuals themselves. Groups can pool their 
best resources, creating multiplier effects 
among the abilities of the individuals in the 
groups. Groups take advantage of different 
perspectives. All this matches with what we 
see in wide areas of public life—from 
Congress, to administrative agencies, to 
universities. As it turns out, in most cases two 
heads are indeed better than one. 
A common challenge in corporate governance 
is how to utilize the distinctive capabilities of 
the management team most effectively without 
giving it so much independence that it will 
ignore the concerns of those who contribute to 
the company’s success. Here, the law steps in 
again, and it does so in several ways. With 
regard to shareholders, the law requires that 
management owes them fiduciary duties of 
care (staying informed), loyalty (no stealing or 
self-dealing), and good faith (acting with pure 
motives). With regard to other stakeholders, 
the managers have no duties arising from 
corporate law, but they do have obligations 
arising from other areas of law, such as 
employment law, consumer protection law, 
environmental law, and the like. The kinds of 
obligations are different—more on that in the 
next section—but it is important to notice that 
law is both the grantor of the board’s 
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authority, and the imposer of constraints on the 
boundaries of that authority.  

 
The Tension Between Shareholder and 
Stakeholder Interests 
 
Within the firm, management’s principal 
mission is to bring together and coordinate the 
team of resources—including financial capital, 
human capital, and infrastructural support—
necessary to produce goods or services for 
profit.1  In order to gather these resources, 
management must establish trust with 
stakeholders so that they trust the management 
enough to hand over their resources to the 
firm. If trust is established, owners and 
financial investors, whether shareholders or 
bondholders, will provide money; employees 
will invest their time, expertise and sweat, and 
develop their skills to be more productive; and 
communities will build roads, sewers, and 
industrial parks. The company is the 
mechanism through which all of these 
investors come together to produce wealth, 
and the one thing that unites them all is that 
none of them are contributing to the company 
out of altruistic motives. They are all investing 
in the company in hopes that they will gain a 
financial or social return on their investment. 
How to make this a reality is the job of 
management. 
 
Even though the management must organize 
the entire team for the corporation to succeed, 
under current law the fiduciary duties of 
management (care, loyalty, and good faith) run 
only to one part of the team; namely, the 
shareholders. The substance of the duties 

relates to management’s 
actions toward 
shareholders—for example, 
the duty of care obligates 
the board to be informed 
about the implications of 
board actions for 
shareholders—and only 
shareholders can sue to 
enforce the duties. In fact, 
many courts through the 
years have interpreted these 
duties to require not only 
that management look after 
the interests of 

shareholders, but that they strive to maximize 
the return to shareholders. More importantly, 
the market power of shareholders is the 

strongest of any corporate constituency, which 
means that shareholders’ special legal status is 
further bolstered by their preeminent market 
status. 
 
All in all, what this means is that because of a 
mix of law, norms, and pressure from Wall 
Street, corporate managers feel obliged to put 
shareholders first, even if other stakeholders 
are harmed, and even if the benefit to the 
shareholders does not outweigh the harm to 
others. In concrete terms, if the board of 
directors of a public company makes a 
decision that benefits its employees financially 
but imposes even minimal costs on 
shareholders, for example by fully funding a 
pension fund where such funding is routinely 
avoided by the company’s competitors, such a 
decision would not only make a lot of people 
on Wall Street very nervous, it would violate 
existing corporate law. The board would be 
violating its duties to shareholders even if it 
had determined that the benefits to the 
employees would far outweigh the costs to the 
shareholders. 
 
It is easy to understand the law’s insistence 
that management look after the interests of 
shareholders. They are important contributors 
to the firm. When managers disregard the 
interests of shareholders, for example by 
taking exorbitant compensation unrelated to 
performance or by engaging in accounting 
fraud to overstate earnings, it is a serious 
matter and executives should be held 
accountable. (When they are not held 
accountable, there is a justified outcry, not 
only from Wall Street but from Washington as 
well.)  But why are shareholders the only 
contributors to the firm whose interests count 
in the directors’ fiduciary duties?  Other 
stakeholders (employees, communities, 
creditors, suppliers) are investors in the firm as 
well, handing over valuable resources and 
trusting management to use those resources 
wisely to create wealth for all. So the question 
of shareholder supremacy is an important one: 
why does corporate law exclude concern for 
stakeholders other than shareholders?  

 
The Question of Ownership  
 
One might answer by pointing out that the 
shareholders are the owners of the corporation. 
But that is not true. Shareholders are not 
owners in any traditional sense of ownership. 

A firm that makes 
money for 
shareholders does 
not necessarily 
create wealth for 
other stakeholders. 
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Shareholders do not have the right: to gain 
access to the company’s place of business; to 
exclude others from the property; to decide 
upon the use of the property on a day-to-day 
basis; or practically any other right usually 
associated with the ownership of a piece of 
property.  Moreover, little distinguishes the 
contributions shareholders make to the firm 
from those of other stakeholders. Shareholders 
own their shares, of course, but bondholders 
own their bonds, suppliers own their 
inventory, and workers “own” their labor. 
Each of these owners contributes property to 
the corporate enterprise, not as a charitable act 
but as an investment from which each expects 
to make a profitable return. Further, the input 
of each is essential to the success of the firm.  
 
To say that shareholders are the only “owners” 
is to say that there is something inherent in the 
act of contributing money to buy shares—or in 
the definition of “ownership” of shares—that 
distinguishes that act from the contribution of 
money to buy bonds issued by the company, 
the supply of raw materials to be refined by 
the company, or the investment of human 
labor to be used by the company. In any event, 
the notion of ownership is itself a legal 
construct. Whether shareholders should be 
seen as owners is, in effect, the question to be 
asked, not the answer to the question.  

 
Trickle-down?  
 
The next claim that is often made in support of 
shareholder primacy is that corporate 
managers need not worry about non-
shareholder interests, since looking after 
shareholders will inevitably benefit other 
stakeholders as well. This is the argument that 
companies do well by doing good, or do good 
by doing well. At a simple level, this claim can 
be true. A failing company is not much good 
to anyone with any sort of investment in the 
firm, whether that investment be in the form of 
labor, money, or infrastructural support. But 
when we look past this narrow circumstance, 
the claim becomes much more dubious. A firm 
that makes money for shareholders does not 
necessarily create wealth for other 
stakeholders. Without a mechanism to force a 
corporation to absorb externalities or to share 
gains among all stakeholders, there is no 
automatic or necessary gain on the part of 
workers or society, even when the company is 
highly profitable. The trickle-down is not 

inevitable. Indeed, shareholder profit could 
even result in a transfer of wealth from the 
company’s employees, or from society 
generally, to the shareholders. For example, by 
some accounts, Wal-Mart employees’ wages 
are so low that its workers must subsist on a 
range of government assistance programs. 
(According to one Congressional study, the 
federal taxpayers subsidize Wal-Mart by over 
$2000 per employee per year.2)   If this in fact 
is accurate, then government programs are 
subsidizing the profits of Wal-Mart 
shareholders. And the profits of Wal-Mart may 
be negatively correlated with social welfare, at 
least in this respect.  

Moreover, a decision-making calculus that 
takes shareholder interests as its goal will 
result at times in decisions that are overly 
risky, from the standpoint of society as a 
whole.  Remember that the law protects 
shareholders by limiting their liability for the 
debts of the firm. That means that shareholders 
suffer only a portion of the costs of the 
corporation’s bad decisions. If a company 
throws the dice on a risky product in hopes of 
a big payoff, but the product results in heinous 
injuries to consumers, the company has to pay 
but the shareholders do not. If the company 
has no money left to pay those it has injured, 
then the victims are left to pay their own 
medical bills. Even if the shareholders are 
flush and the risks were taken in hopes of 
benefiting them. This creates what economists 
call a “moral hazard,” which means simply 
that when the costs of bad decisions are not 
borne by those who influence the decision, 
more bad decisions will be made. When 
shareholder concerns dominate corporate 
decision making to the exclusion of other 
stakeholders, corporations will tend to make 
decisions that will be riskier than they would if 
other stakeholder concerns were weighed in 
the calculus.  Shareholders may not have to 
pay for bad decisions, but someone does. On a 
societal basis, all costs have to be paid. There 
is no such thing as a “limited liability society” 
in which society contributes to the corporation 
in very meaningful ways (providing workers 
and property) without fear of bearing the 
negative impact of its operation.  All this is to 
say simply that a rule that puts shareholders 
first is not necessarily a rule that benefits other 
stakeholders, or society in general. 
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More Responsibility Means Less?  
Another argument made in favor of excluding 
non-shareholder stakeholders from the 
concerns of corporate management is that a 
broadening of corporate responsibilities is 
counterproductive because managers can use 
the additional responsibilities to avoid 
responsibility. To illustrate, if corporate 
managers have more than one master, they can 
play masters off of one another, as a child 
might do with parents. Instead of the manager 
actually serving all stakeholders, she will be 
loosed from obligation to any. Economists call 
this an “agency cost” problem. Managers are 
“agents” of the corporation, and they need to 
be monitored to make sure they do their job. If 
their job is to serve more than one “principal,” 
or boss, then it is more difficult to tell if they 
are doing a good job and thus more costly to 
monitor them. The argument in the corporate 
setting is that, because of these extra 
monitoring costs, the corporation will be made 
worse off if managers are required to owe 
responsibilities to more than one stakeholder.  

 
It is worth remarking that this 
claim is in conflict with the 
trickle-down argument. If the 
interests of shareholders and 
other stakeholders are not in 
conflict, then agency costs will 
not rise much if the law requires 
managers to take into account 
the interests of other 
stakeholders. But the trickle-
down argument is not 
persuasive, and there is indeed 
conflict between the interests of 
shareholders and other 
stakeholders in a range of cases. 
This conflict, however, is not a 
reason to fear that managers 
cannot handle increased 
responsibility, or that it would be 

impossible to know whether managers were 
doing their jobs well. It is true, in a simple 
way, that a person who has two responsibilities 
may have more difficulty meeting both than if 
she had only one. But people routinely have 
more than one responsibility, some of them 
conflicting, and we do not throw up our hands. 
In fact, humans are quite accustomed to having 
a range of obligations, and multiple 
obligations routinely exist in business 
institutions. Corporate directors and managers, 

in actual practice, regularly balance a number 
of obligations, some arising from corporate 
law, some from other areas of law, and some 
from the market itself. Indeed, it is difficult to 
conceptualize a manager as doing anything 
other than coordinating myriad duties and 
obligations, especially in a corporate setting. 
As described above, the very nature of the 
corporate form is that it takes inputs from a 
variety of sources and manages them to create 
wealth by producing goods and services at a 
profit.  
 
The existence of shareholder agency costs is 
not itself a persuasive argument, since other 
stakeholders have agency costs, too. Other 
stakeholders make important contributions to 
the firm, and all of them depend on 
management to use those contributions to 
create wealth. All stakeholders depend on 
managers and, therefore, have an incentive to 
monitor them. A shareholder primacy rule 
makes it more difficult for these other 
stakeholders to depend on management, which 
raises the stakeholders’ agency costs. A 
relaxation of the shareholder primacy model 
might increase the agency costs of 
shareholders, but it will decrease the agency 
costs of non-shareholder stakeholders, which 
are just as important as shareholders’ agency 
costs. 
 
In a collective enterprise such as a corporation, 
a shared obligation to a variety of stakeholders 
makes eminent sense. The “agency costs” that 
matter are not the costs of monitoring whether 
the managers do well by the shareholders, but 
are doing well vis-à-vis the entire enterprise. 
And enforceable duties running to the entire 
enterprise would reduce the costs of 
monitoring whether management were doing 
well vis-à-vis the entire enterprise. Expanding 
their duties in this way may make it less likely 
that management will act like agents of the 
shareholders only. But that simply begs the 
question of whether managers should serve 
only the interests of the shareholders, which is 
the question with which we started. One 
cannot answer the question circularly: it makes 
no sense to argue that shareholders should be 
supreme because any other rule makes it 
harder for them to be supreme. To say that 
only shareholders should have a rule that 
lowers their agency costs assumes shareholder 
primacy. In other words, we cannot justify the 
rule of shareholder supremacy by pointing to 

Broadening 
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of government 
regulation. 
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shareholder agency costs, unless the agency 
costs of other stakeholders are discounted. 
And they can only be discounted if 
shareholders are supreme.  
 

The only way that having more and broader 
responsibilities would make it easier for 
managers to avoid responsibility is that they 
could use one obligation as a defense to a 
claim that they failed to satisfy another. But, 
this is not a function of the number and scope 
of responsibilities, but rather how they are 
enforced. And corporate law duties are simply 
not enforced in a way that would allow 
managers to play one duty off the other. 
Corporate law fiduciary duties have been 
reduced in recent decades to essentially 
procedural obligations—to investigate various 
alternatives, to look at the various possible 
outcomes, to take the time necessary to make a 
good decision, to make decisions untainted by 
self interest, to act in good faith.3 These 
obligations would not be weakened if they 
were owed to more stakeholders. On the 
contrary, adding to the number of people who 
benefit from managers’ fiduciary duties will 
make it more difficult for managers to violate 
those duties. More corporate stakeholders will 
have an interest in monitoring and remedying 
managerial misconduct. A violation of 
fiduciary duty owed to all the firm’s 
stakeholders is no more defensible in court 
than a violation owed to the shareholders 
alone. It simply would make no sense for an 
executive to defend against a fiduciary claim 
by saying he was careless with his duties or 
disloyal to the company because he owed 
those duties to more than one stakeholder. 
Whether by way of carelessness or intent, a 
theft from both shareholders and employees is 
no more defensible than a theft from 
shareholders alone.4   

Using Corporate Law to Benefit  
All Stakeholders 
 
The question of whether corporate law should 
take into account the interests of non-
shareholder stakeholders comes down to 
whether it is more efficient to regulate 
corporations from the “outside” or from the  
“inside.”  In other words, since the corporation 
is a creature of law, and is already pervasively  
regulated, the question is simply whether it 
would be more efficient to use corporate law 
to oblige businesses to consider the interests of 

non-equity investors or to continue to use the 
existing regulatory structure, which leaves 
their interests to be protected through costly, 
ad hoc regulatory initiatives external to the 
corporate form. 
 
Perhaps it is useful to begin with the 
acknowledgement that this “external” versus 
“internal” dichotomy is too simple. 
Regulations of corporations come in a 
multitude of forms. Even ones that are seen as 
external—tax law, for example—often have as  
a goal the adjustment of behavior within the 
firm. It is more correct, as a matter of 
regulatory theory, to characterize the 
regulation of the corporation as falling into 
three categories: (1) regulation requiring or 
encouraging certain  
results (e.g., pollution laws that prohibit the 
discharge of certain effluents); (2) regulation 
requiring or encouraging certain processes or 
actions (e.g., disclosure laws, 
nondiscrimination laws); and (3) regulation 
requiring or encouraging certain internal 
structures (e.g., a board that is elected by 
shareholders). When characterized this way, it 
becomes clear that the non-equity investors 
typically have to depend on regulatory 
initiatives that focus on results and on 
procedures. The only stakeholder that has any 
significant structural protection within the 
corporate form are the shareholders. It is this 
reality that best reveals the norm of 
shareholder primacy.  

Consider the following chart: 
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One might think that this chart shows the 
extent of the regulatory efforts aimed at 
protecting stakeholders of various kinds, and 
that nothing else needs to be done. This 
response would be apt if the interests of 
stakeholders were, in fact, being adequately 
protected by these efforts. While some may 
disagree, another (and, I believe, more 
reasonable) response to this chart is to 
question why regulation of the corporate 
structure—the stuff of corporate law—is not 
being utilized to its full potential. The empty 
boxes in the rightmost column represent 
regulatory gaps and opportunities—presently 
ignored—to address employee, community 
and environmental concerns. Whether we 
should use them is a question of whether the 
corporation’s structure can be adjusted so that 
its distinctive abilities can be put to greater 
use. 
Of course, the first question is whether there is 
a need to use the distinctive capacities of the 
corporate form. Even law professors do not 

believe regulation is a good in and of itself. 
Regulation is a tool to address public policy 
ends, and the questions of what problems 
demand a public policy response and how best 
to mold that response should always be asked. 
The answer to the first question—what 
problems demand a response?—will be 
obvious to some, and less obvious to others. 
Those who need convincing should look to 
other papers in this series, and to the 
foundational materials developed by 
Corporation 20/20 
(www.corporation2020.org). In summary, 
many people are increasingly convinced that 
“failures in [corporate] accountability and 
governance,” to use a Corporation 20/20 
phrase, have contributed to a number of 
serious public policy problems. Two worries 
are particularly acute. First, environmental 
degradation generally, and global warming in 
particular, have in part come about because of 
companies’ disregard of the long-term 
environmental implications of their products, 
services, or internal operations. Second, 

ILLUSTRATIVE EXAMPLES OF REGULATORY EFFORTS  
TO CONSTRAIN AND HARNESS CORPORATE POWER 

Stakeholders Regulatory Focus 

 Results Actions/Process Structure 

Shareholders 
Limited liability 
Profit-maximization “norm” 
Capital markets (Quasi-
legal) 

Duty of care 
Duty of loyalty 
Disclosure law 
Anti-fraud law (10b-5) 
Insider trading law 

Shareholder voting for directors 
Right to sue derivatively  
Right to vote on major corporate 
changes 

Workers 
Minimum wage 
OSHA 
 

ERISA (regulates retirement 
benefits; limited protection only) 
Tort/ workers’ comp law 
Anti-discrimination law 
Federal plant closing notification 
requirements  
Labor law (limited) 

 

Community/ 
Environment 

“Command and control” 
environmental statutes;  
Superfund, Clean Air/Water 
Acts, etc. 

Tort law 
Environmental Impact Statements 
Planning/permitting/zoning 
processes 

 

Customers 

Contract law 
Consumer Safety law 
Regulatory protections 
(food & drug regs, 
consumer protection regs, 
air safety regs, etc.) 

Anti-fraud law 
Tort law 
Antitrust law 

 

Creditors Contract law 
 

Good faith in Contract /Uniform 
Commercial Code 
Anti-fraud law 
Bankruptcy law 
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economic disparity, both domestically and 
internationally, can in part be traced to 
companies’ fixation on the financial wellbeing 
of the managerial and shareholding elite. The 
financial windfalls going to the wealthiest 
among us over the past generation come in 
part from increased labor productivity, the 
gains from which have not generally been 
shared with working people, whose wages 
have been stagnant for the past 30 years. 
 
So, if we believe that there are public policy 
problems that are presently in need of further 
attention or of being addressed more 
effectively, there is reason to be hopeful that 
changes in corporate governance law is indeed 
an important tool to consider. It is often 
cheaper to avoid a problem than to rectify it 
later, and it is often better to give the 
responsibility to avoid a problem to the person 
who knows most about it and can avoid it at 
the least expense. As such, corporate law may 
have comparative advantages over other kinds 
of law in addressing the concerns of its 
stakeholders.  
 
For example, because the central purpose of 
the corporation is to create wealth, broadly 
defined, it is likely to be more efficient to have 
the corporation distribute it among those who 
contribute to its creation rather than having 
government redistribute the wealth after the 
fact. Making sure all Americans have 
sufficient resources to live in dignity is an 
important public policy objective, and it may 
be more efficient to distribute the corporate 
surplus fairly as an initial matter by using the 
internal mechanisms of corporate governance 
rather than settling up after the initial 
distribution by using tax and welfare laws to 
achieve economic fairness.  
 
Further, a fair distribution of corporate profits 
to employees, for example, will likely have 
significant positive multiplier effects (such as 
workers being more productive because they 
feel they are being fairly treated) that would 
not likely occur with later governmental 
redistribution initiatives. Moreover, in dealing 
with issues such as economic wellbeing or 
environmental sustainability, corporate 
managers may have expertise that government 
bureaucrats do not, and there may be 
efficiencies and innovation in a corporate 
setting that do not exist in a governmental 
setting. A broadening of corporate 

responsibilities would allow corporations and 
their management to be proactive in 
addressing issues of social concern which, in 
turn, might be more effective than relying on 
the mostly reactive power of government 
regulation.  

 
In the end, if we believe that non-shareholder 
stakeholders need more regulatory protection 
than they now receive, then it is foolish and 
inefficient as a matter of public policy to leave 
corporate law as an untapped resource. Using 
corporate law to adjust the composition or 
duties of the board to force the consideration 
of stakeholder interests could be a powerful 
tool, not only to rein in the worst excesses of 
the corporation but also to take advantage of 
the unique capabilities of the corporation to 
achieve important gains in social welfare. 

 
The Benefits of Stakeholder 
Governance 

To bolster this point with a concrete example, 
let us examine how adjustments in corporate 
governance could be used efficiently to bring 
about gains in societal wealth. Start with the 
reminder of our initial assertion, that the 
corporation is immensely successful in 
creating wealth. But because of the narrow 
fixation on shareholder benefit imbedded in 
the market, social norms and corporate law, 
non-equity investors (employees, 
communities, etc.) are often shortchanged in 
the distribution of the wealth they help create. 
Even though the corporation is a collective 
enterprise when it comes to inputs, the 
distribution of the outputs is determined by a 
body—the board—that is dominated by 
representatives of only two stakeholders: the 
shareholders and the senior management. 
Changing this arrangement has the potential 
not only of improving the corporation’s ability 
to create wealth, but also of addressing serious 
and enduring social and economic ills. Almost 
certainly, if senior managers were required to 
consider the interests of the firm more 
broadly—to include the well-being of all 
investors, equity or non-equity—in their 
decision-making calculus, the firm would be 
more successful in satisfying the social goal of 
creating wealth, broadly defined.  
 
Stakeholder concerns could be added to the 
firm’s decision-making calculus in a couple of 
ways. First, the fiduciary duties of 
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management could simply be expanded to 
include a requirement that management owes a 
fiduciary duty to the firm as whole, rather than 
the shareholders alone. Once the fiduciary 
duties run to the entire firm, and the firm is 
seen as a collective enterprise, then managers 
will be unable to meet their duties by fixating 
solely on the interests of shareholders.5   
 
A more powerful change would come when it 
is acknowledged that a duty to the firm as a 
whole—which includes a duty to a range of 
stakeholders—would be best effected by 
providing some mechanism for non-
shareholder stakeholders to elect their own 
representatives to the board. While the duties 
of care and loyalty are crucial, they have little 
connection to the problem of fair allocation of 
the corporate surplus. The best way to have the 
board make such decisions is to have the 
important stakeholders represented there.  
 
The benefits of stakeholder representation on 
corporate boards would be significant. First, it 
would be better for firms themselves over 
time. Because corporations are a collective 
effort, the key to sustainability is for those 
who contribute to the firm to believe that the 
firm can be trusted. Broadening stakeholder 
representation will help build this trust, 
ensuring that all stakeholders will be willing to 
make investments in the firm (whether by way 
of financial investments or investments in 
terms of labor or expertise). For example, 
workers who believe they are treated fairly 
tend to work harder, be more productive, obey 
firm rules more often, and be more loyal to 
their employers. This, in turn, likely makes 
those firms more profitable than they would 
have been absent such fair treatment. 
 
Second, this change likely would benefit 
society broadly by distributing corporate 
wealth more fairly and more efficiently. 
Current public policy tools that redistribute 
wealth and income tend either to take effect 
after the initial distribution of financial wealth 
(e.g., taxes, welfare policy), or tend to benefit 
only those at the lowest rung of the economic 
ladder (e.g., the minimum wage). These 
mechanisms are notoriously inefficient. A 
stakeholder-oriented corporate governance 
system would operate at the initial distribution 
of the corporate surplus and would benefit 
stakeholders up and down the economic 

hierarchy and earlier in the wealth creation 
process.  
 
Stakeholder governance would also improve 
managerial decision making. The success of 
corporations comes about in part because of 
their dependence on a group decision maker at 
the top of the hierarchy.6 But the benefits of 
group decision making are drastically 
diminished, and sometimes undermined 
completely, when the group is too 
homogeneous. In fact, more and more studies 
show that good decision making requires a 
diversity of viewpoints. As Cass Sunstein has 
observed, conformity among people in a 
decision-making group inevitably breeds error. 
Dissent is essential, and sometimes “social 
bonds and affection” can suppress dissent.7  
Sunstein notes, “if strong bonds make even a 
single dissent less likely, the performance of 
groups and institutions will be impaired.”  He 
extends the points to corporate boards: “The 
highest performing companies tend to have 
extremely contentious boards that regard 
dissent as a duty and that ‘have a good fight 
now and then.’”8 
 

If homogeneity is a flaw, then corporate 
boards are indeed suboptimally constituted. At 
present, corporate boards are among the least 
diverse institutions in America. A 2002 survey 
found that 82 percent of the director positions 
on Fortune 1000 companies were held by 
white men, while only 11 percent were held by 
white women, 3 percent by African-
Americans, 2 percent by Asian-Americans, 
and 2 percent by Hispanics.9  Only 8 percent 
of public companies have three or more female 
directors, and only 6 percent of public 
companies have three or more directors who 
are ethnic minorities.10  These statistics 
reference only racial and gender diversity, but 
the point is likely even stronger when it comes 
to diversity of perspective and background. 
This homogeneity is a function of legal 
decisions—giving the right to choose board 
members to shareholders, and shareholders 
alone. But this could be changed through law, 
as well. 

Making the board less homogeneous may 
make decisions less tidy, since more views 
will have to be taken into account. The board 
will be forced to compromise so that decisions 
are acceptable to a majority or plurality of 
stakeholders. Decision making will thus be 
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more deliberative and perhaps slower, but is 
this necessarily injurious to the firm?  That 
decisions will be more deliberative is not, in 
itself, a reason to refuse to improve boards by 
introducing a range of views and perspectives. 
The real question is whether additional 
diversity results in decisions that are worth the 
extra effort.   

On this point we can gather insight from our 
experiences outside of business. The notion 
that decisions produced by a finely wrought 
process of dialogue and compromise are better 
than decisions made unilaterally by a uniform 
group of individuals is widely accepted by 
institutions other than corporate boards. We 
recognize in legislative bodies, administrative 
agencies, school faculties, and non-profit 
boards that a diversity of viewpoints increases 
the likelihood that dissent will be welcomed, 
important perspectives will be heard, and 
decisions will be more fully vetted. 
Notwithstanding the unique attributes of the 
corporation and the intense competitive 
environment in which it operates, one may 
make the case that the same is true in 
corporate governance.  

Conclusion 
Corporations are a creation of law, and they 
are regulated pervasively by various aspects of 
the legal system. Law is essential to make the 
corporation successful as an institution that 
collects various inputs and uses them to create 
wealth. At present, corporate law takes a very 
narrow view of the obligations of corporate 
management and, in discussing ways to reform 
the corporation, it is essential that corporate 
law be a focus of the conversation.  

Corporate law reform represents an area of 
significant promise in addressing issues of 
social concern. If corporate management were 
required to owe fiduciary duties to the firm as 
a whole, or if corporate decision-making 
bodies included representatives of various 
stakeholders, the unique and powerful 
capabilities of the corporation could be put to 
use to create wealth and to distribute it 
broadly, and to do so more efficiently than 
through existing regulatory options.  

Under present law, a corporation meets its 
obligations if it creates wealth only for its 
shareholders. But this is a stingy and narrow 
view of the corporate purpose. As Jonathan 
Swartz, President and Chief Executive Officer 

of Sun Microsystems said, “[B] eing a 
responsible corporate leader is all about 
creating value. For shareholders, employees, 
customers, and the communities in which we 
operate.”11  

For this goal to be made real, law needs to be 
changed so that the law embodies the principle 
rather than obstructing it. ◙ 
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The day of reckoning for our reckless human 
ways has arrived. Global warming, the end of 
cheap oil, exhaustion of fresh water, and 
spreading social dislocation are all 
consequences of monumental imbalances we 
humans have created in our relations with one 
another and with the earth. 
 
The choices we make as a species at this 
defining evolutionary moment will determine 
whether the inevitable correction plays out as a 
last-person-standing competition for what 
remains of the earth’s resources or a 

cooperative stewarding and 
sharing of those resources 
to secure the health of all 
our children, families, 
communities and natural 
systems for millennia to 
come.1 
 
Reversing the present 
downward spiral of 
accelerating social and 
environmental 
disintegration will require a 

deep transformation of economic priorities and 
institutions to democratize economic power 
and achieve a radical reallocation of the 
earth’s diminishing resource base from uses 
that serve money-making to those that serve 
life. Curbing the abuse of corporate power is 
central to the needed transformation, but is 
only one piece of a larger agenda—a work of 
epic proportions best understood in its deeper 
historical context.  
 
Empire vs. Earth Community 
For 5,000 years, we humans have organized 
our relationships with one another and with the 

earth by a dominator hierarchy, denying the 
humanity of the many to privilege the few, and 
devoting precious resources to the armies, 
propaganda, and retainers required to secure 
elite rule. The resulting hierarchy of power and 
privilege creates a winner-take-all, rule-or-be-
ruled, win-or- perish dynamic of violence and 
oppression. This has been the human way for 
five millennia. Call it the Era of Empire.  
 
The favored institution of imperial rule has 
morphed from the city states of ancient time, 
to the nation states of modern time and, most 
recently, to the global corporations that 
presently dominate economic life. The 
underlying pattern of exclusion and 
domination, however, has remained largely 
unchanged.  
 
The imperial economy has created 
unsustainable social imbalances between rich 
and poor and environmental imbalances 
between human demands and the regenerative 
capacities of Earth. Changes that merely tweak 
the rules of the old economy at the margins 
may slow the downward spiral, but they will 
not in themselves restore the dynamic balance 
required for long-term survival and prosperity. 
The defining challenge of our time is to 
transform our economic system from the 
bottom up by bringing forth living economies 
that root power in community, balance 
individual and community interests, and 
support a cooperative sharing of resources.  
Simultaneously, we must reallocate available 
resources from uses that fuel the imbalances 
(military, advertising, and financial 
speculation) to uses that restore balance 
(environmental regeneration, health, 
education, and productive investment), and 
give priority to the needs of those the old 
economy excludes and represses (the 
desperate, hungry and indentured). Success 
will depend on changing the story that 
currently frames public debate about economic 
policy choices. 
 
Competing Prosperity Stories 
 
The legitimacy of the imperial global economy 
rests on a particular story of prosperity and the 
path to its achievement. I call it the Empire 
prosperity story. The following are its basic 
tenets: 
 

More Than 
Corporations 
A new economy for a new era 
 
 
BY DAVID C. KORTEN 

Change begins 
with looking to life, 
rather than money, 
as the true 
measure of wealth. 
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• Money is the measure of wealth and the 
proper arbiter of every choice and 
relationship. 

 
• Unregulated markets allocate resources to 

their most productive and highest value use.  
 
• Economic growth fills our lives with 

limitless material abundance, lifts the poor 
from their misery, and creates the wealth 
needed to protect the environment.  

 
• Economic growth depends on wealthy 

people who have the financial assets to 
invest in creating the new wealth that 
enriches us all as the benefits trickle down. 
Celebrate the good fortune of the rich and 
free them from the taxes and regulations 
that limit their incentive and capacity to 
invest. Inequality is an essential condition 
of prosperity.  

 
• Poverty is caused by welfare programs that 

strip the poor of motivation to become 
productive members of society willing to 
work hard at the jobs the market offers.  

 
• Eliminate market regulations, economic 

borders, taxes on the wealthy, and welfare 
programs and we all prosper. 

 
This story conditions us to accept an economic 
system designed to make rich people richer as 
just and beneficial to all, and to believe that 
community and collective action are sources of 
oppression that limit freedom and progress. 
Endlessly repeated by corporate media and 
taught in economics, business, and public 
policy courses in our colleges and universities 
almost as sacred writ, it creates a cultural field 
that dulls our ability to envision alternatives.  
 
Change begins with an Earth Community 
prosperity story that looks to life, rather than 
money, as the true measure of wealth, and 
celebrates our potential to create peaceful, 
caring, and compassionate societies in which 
humans live in balance with one another and 
Earth. Here are some of its essential elements: 
  
• Healthy children, families, communities, 

and ecological systems are the true measure 
of wealth. 

 

• Mutual caring and support are the primary 
currency of healthy families and 
communities and community support is the 
key to economic security.  

 
• Wealth is created by investing in the human 

capital of productive people, the social 
capital of caring relationships, and the 
natural capital of healthy ecosystems.  

 
• A finite world with over-stressed ecological 

systems can end poverty and heal the 
environment only by reallocating material 
resources from rich to poor and from life-
destructive to life-nurturing uses. Equality 
is an essential condition of social stability, 
environmental health, and democracy. 

 
• Markets have a vital role in a healthy 

community, but democratically accountable 
governments must secure community 
interests by assuring that everyone plays by 
basic rules that internalize costs, maintain 
equity, and favor human-scale local 
businesses that honor community values 
and serve community needs.  

 
• Economies must serve and be accountable 

to people, not the reverse. 
 
Although rarely heard, most people 
immediately recognize this story’s profound 
truth, which negates many of the central 
premises of the imperial prosperity story that 
currently shapes economic policy and practice.  
 
The contrasting stories of Empire and Earth 
Community reflect very different defining 
beliefs about the nature of prosperity, 
economic growth, human nature, the human 
interest, and the desired structure of society. 
The Empire prosperity story reduces life to a 
commodity valued only for its contribution to 
making money. Furthermore, it assumes that 
humans are inherently competitive, violent, 
and individualistic beings incapable of living 
as responsible members of caring communities 
in the absence of a dominator system of elite 
rule. The Earth Community story affirms the 
integral human connection to the larger 
community of life. It embraces life as the 
measure of value and love as the primary 
currency, and it recognizes the inherent human 
capacity for cooperation, compassion, and 
responsible citizenship. See Table 1 for a 
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summary of key distinctions between the 
contrasting belief systems.2  
 
 
Table 1: Defining Beliefs 

 
Once we begin to look at investment decisions 
through the living lens of Earth Community 
rather than the financial lens of Empire, we 
begin to see enormous potential for the 
beneficial reallocation of real resources. We 
can reallocate from military expenditures to 
health care and environmental rejuvenation, 
from automobiles to public transportation, 
from investing in suburban sprawl to investing 
in compact communities and reclaiming forest 
and agricultural land, from advertising to 
education, and from financial speculation to 
local entrepreneurship. For the vast majority of 
people this reallocation will bring significant 
improvements in the quality of their lives even 
as the quantity of their consumption declines.  
 
The champions of Empire dismiss any such 
reordering of priorities on the ground that it 
will bring economic disaster and unbearable 
hardship. They ignore the simple fact that 
those results are already the lot of roughly half 
of our fellow humans. The proposed 
reordering can avoid the spread of that 
hardship and begin to alleviate the existing 
suffering. 

 
 
 
 
 

 
Economic reallocation and democratization are 
no longer simply moral issues. They are 
imperatives of human survival and must 
replace economic growth and the pursuit of 
financial gain as the defining purpose of 
economic life.  
 
The work of bringing forth a new economy 
grounded in living system principles begins  
with spreading the Earth Community 
prosperity story. Although a story so contrary 
to the prevailing Empire story is likely to be 
greeted with initial skepticism, the Earth 
Community economy story enjoys the ultimate 
advantage, because it expresses the truth most 
of us recognize in our hearts that if our 
children, families, communities, and natural 
systems are healthy, we are prosperous. In an 
economy with a properly designed money 
system, whether conventional financial 
indicators such as GDP or the Dow Jones 
Stock Index rise or fall would be irrelevant.3  
 
False Prosperity  
 
The Empire prosperity story makes money the 
sole measure of value and embraces money 
making as the primary goal of economic life. 
In so doing, it legitimates both the predatory 

 Empire Economy Earth Community Economy 
Prosperity Prosperity is measured by the rate of 

growth in the money value of economic 
output.  

Prosperity is measured by the health and 
productive potential of human, social, and 
natural capital.  

Economic Growth Economic growth is a process by which 
rich people create more wealth for all by 
investing to increase economic output of 
goods and services as measured by 
market value.  

Economic growth is a process by which 
the rich expropriate resources to make 
money for those who have more than 
they need. The resulting imbalances lead 
to social and environmental breakdown.  

Human Nature Humans are by nature individualistic, 
violent, greedy and competitive. 

Psychologically healthy adult humans are 
cooperative, caring, creative, and find 
meaning in service. 

Individual vs. Group 
Interests 

We are each on our own. Compete to win 
at any cost. Victors prove their superiority 
and justly deserve the spoils.  

We are in this together. Cooperate to 
create a world that works for all. Service 
is the path to mutual prosperity, security, 
and happiness.  

Investment Priority Grow financial assets.  Grow human, social, and natural capital.  
Favored Class Prosperity and democracy depend on a 

wealthy investor class with financial 
resources to invest in economic 
expansion. Inequality is essential to social 
order and prosperity.  

Prosperity and democracy depend on a 
strong middle class with minimal 
extremes of wealth and poverty. Equality 
is an essential condition of justice, 
sustainability, and social health.  
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behavior of for-profit corporations and an 
economic system designed to maximize 
returns to money—to people with money—
and to disregard social and environmental 
consequences.  
 
Global economic growth has tripled the market 
value of economic output since 1970 which, 
by the reckoning of the prevailing prosperity 
story, would indicate that we humans have 
tripled our wealth and well-being. This growth 
feeds a global financial system now awash in 
financial capital—money—looking for returns 
of upwards of 10 to 20 percent a year. By 
money indicators, it seems we are a very 
wealthy species.  
 
In contrast to the indicators of financial 
capital, indicators of health of the planet tell a 
very different story. The Living Planet Index, 
an indicator of the health of the world’s 
freshwater, ocean, and land-based ecosystems, 

declined by 30 percent since 
1970.4 According to the 
Millennium Ecosystem 
Assessment, 15 of 24 
ecosystem services 
examined “are being 
degraded or used 
unsustainably, including 
fresh water, capture 
fisheries, air and water 
purification, and the 
regulation of regional and 
local climate, natural 
hazards, and pests.”5  
 

Indicators of human capital—the skills, 
knowledge, psychological health, capacity for 
critical thought, and moral responsibility 
characteristic of the fully functioning person—
and of social capital—the enduring 
relationships of mutual trust and caring that 
are the foundation of healthy families, 
communities and societies—point to equally 
unfavorable trends. By the measure of 
financial capital, we humans are on a path to 
limitless prosperity. By the measure of living 
capital, the aggregate of human, social, and 
natural capital, we are on a suicidal path to 
increasing deprivation and ultimate self-
extinction.  
 
Financial capital, or money, is only an 
accounting chit, a number of no substance or 
inherent utility or value except for the fact that 

we are culturally conditioned to accept it for 
things of real value. It has no existence except 
in our minds.  
 
By contrast, measures of living capital are 
measures of healthy human development, 
social cohesion, and the capacity of the planet 
to sustain life. They are the measures of real 
wealth. Growth in financial capital claims 
against the shrinking pie of real living capital 
wealth essential to life increases competition 
for what remains of this shrinking pie and 
accelerates the depletion.  
At the societal level, we properly focus on 
growing the real wealth of living capital as our 
measure of economic performance. Measures 
of financial capital should be of interest 
primarily for assessing performance on equity, 
and for keeping money supply in balance with 
what is needed to facilitate the exchange of 
real goods and services. We have for far too 
long confused measures of real wealth with 
measures of money, the accounting chits we 
agree by social convention to accept a medium 
of exchange.  
 
The High Cost of Making Money  
 
Two other trends accelerate the crisis. First, 
population growth continues to diminish per-
capita shares in the shrinking pie of living 
capital resources on which our lives depend. 
Second, there is a growing concentration of the 
claims to that shrinking pie.  
 
According to a recent UN study, the richest 1 
percent of the world’s adults now own 40 
percent of all global assets. The poorest 50 
percent own only 1 percent.6 This distribution 
of ownership is a proxy measure for the global 
distribution of power—and the gap is growing 
at an accelerating rate. The greater the 
inequality, the greater the power of the 
privileged minority to change the rules to 
accelerate their expropriation of the declining 
pool of real wealth, and the greater the 
hardship and desperation of those excluded.  
 
It took me many years in my work abroad as a 
member of the foreign aid establishment to 
wake up to the obvious fallacy underlying the 
idea that advancing economic growth by 
maximizing returns to money is the key to 
ending poverty and healing the environment. It 
begins with the simple truth that maximizing 
returns to money means maximizing financial 

Economic output 
has tripled since 
1970, while the 
Living Planet 
Index has declined 
by 30 percent. 
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returns to people who already have money; 
i.e., making the rich richer. All too often, what 
conventional economic growth indicators 
actually measure is the rate at which the rich 
are expropriating the resources on which the 
majority of the world’s people depend for their 
modest livelihoods, and converting them to 
products destined for a garbage dump after a 
brief useful life, to generate financial assets for 
people who already have more money than 
they need. 
 
Perhaps the most perverse of the many 
distortions of the Empire prosperity story is 
the idea that the market rewards people with 
money in proportion to their contribution to 
creating new wealth that eventually trickles 
down to benefit everyone. Therefore, so the 
advocates of market fundamentalism would 
have us believe, it is petty, perhaps even 
immoral, to begrudge the wealthy their just 
reward. 
 
A telling negation of this claim is found in the 
2006 compensation packages of the heads of 
four major Wall Street hedge funds—each of 
whom received compensation packages of 
more than a billion dollars in a single year. 
According to the New York Times, the highest 
paid among them received $1.7 billion, which 
is roughly the amount the U.S. federal 
government spent in that same year to 
maintain the vast network of national parks.7 
Are we to believe that this hedge fund 
manager provided a comparable service to the 
nation and humanity by generating outsized 
profits from financial speculation?  

 
By design, the financial system 
of the Empire economy grows 
the financial assets of people 
who live by returns to money, 
while minimizing the financial 
rewards to those who live by 
returns to their labor. If 
financial speculation does not 
contribute directly to the 
depletion of living wealth, the 
extravagant lifestyles enjoyed 
by successful speculators and 
their clients surely do.  
 

Promoting Immoral Behavior  
A corporation is an artificial legal entity 
created by a government through the act of 

issuing a charter that grants the holder the 
privilege of aggregating financial resources in 
the service of the corporation’s defined 
purpose. The legally defined purposes can 
range from pure private-benefit to pure public-
benefit—with many possibilities in between. 
Most city and municipal governments are 
corporations. Associations, unions, and 
cooperatives all have legal corporate identities. 
Corporate behavior, much like human 
behavior, can range across the moral spectrum 
from saintly to sociopathic.   
 
Generally, the law sets saintly standards for 
public-benefit corporations and sociopathic 
standards for private-benefit corporations. 
Public-benefit corporations are expected to 
serve only public interests in disregard of any 
private interest of its officers. Private-benefit 
corporations are expected to serve only the 
narrowly defined private interests of its 
officers and shareholders in disregard of 
community norms and interests. That a 
government would grant to any entity a public 
charter bestowing special powers and 
privileges to serve purely private interests at 
the expense of public interests is a moral 
anomaly with an infamous history.  
 
The legal form of the contemporary for-profit, 
limited-liability corporation is an invention of 
imperial kings eager to contract out to private 
entities the work of colonizing and exploiting 
the resources of distant peoples. The design, 
by intent, allowed the virtually unlimited 
concentration of financial power accountable 
solely to the monarch and a group of favored 
investors. Generations of corporate lawyers 
have worked diligently since to increase the 
legal privileges of for-profit corporations, 
narrow their purpose to the single goal of 
increasing the financial assets of their 
shareholders, and limit their liability for the 
resulting harms.  
 
The British East Company, chartered in 1600 
by the British Crown, was the original model. 
It conducted a thriving drug trade in China that 
precipitated the Opium War of 1839 and ruled 
India for many years as if it were a private 
estate. The Dutch Crown chartered the United 
East India Company in 1602 and vested it with 
sovereign powers to conclude treaties and 
alliances, maintain armed forces, conquer 
territory, and build forts to establish and 
enforce a monopoly over Dutch trade in the 
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lands and waters eastward from the southern 
tip of Africa to the southern tip of South 
America. These corporations were essentially 
criminal syndicates officially sanctioned by 
their home jurisdiction to engage in criminal 
activities in foreign jurisdictions.  
 
Unlimited aggregation of financial assets 
means unlimited power. Globalization extends 
that power beyond the reach of accountability 
to any state or public body. Limited liability is 
an invitation to use that power irresponsibly. 
Public-share markets commodify corporate 
shares, depersonalize the relationship between 
the corporation and its owners, and eliminate 
the need for enduring commitment. A 
perceived legal requirement to manage the 
corporation in the exclusive short-term 
financial interest of its shareholders suppresses 
the innate human sense of moral 
responsibility, feeding an immoral culture 

within the corporation. 
Together these features 
create an extreme form of 
absentee ownership that 
strips decision making of the 
constraints of conscience 
and public accountability. 
 
Continuing reports of high-
level corporate crimes 
should not be surprising. It 
is wholly logical that the 
power-driven and ethically 
challenged are attracted to 
positions of outsized power 

that largely absolve them from personal 
accountability for harms to others. It is also 
logical that institutions solely dedicated to 
shareholder return would actively recruit 
executives psychologically capable of firing 
thousands of employees, selling defective 
products, engaging in monopoly pricing of 
life-saving drugs, denying essential life-saving 
medical services to policyholders, and 
releasing toxic substances into the air and 
water without hesitation or regret. High-profile 
criminal prosecutions send a few of them to 
jail, but the risk of jail is miniscule relative to 
the lavish rewards corporate executives enjoy.  
 
Fortunately, the ranks of politicians and 
corporate executives include individuals of a 
mature consciousness committed to 
maintaining the highest of ethical standards, 
but they often find themselves at a 

disadvantage, competing against those 
unburdened by conscience. 
 
It is also noteworthy that economists have 
crafted an intellectual justification for this 
moral bankruptcy. Milton Friedman, the Nobel 
Prize-winning leader of the Chicago School of 
Economics, has proclaimed that a doctrine 
calling on a monopolist to sacrifice his own 
interests to some larger public interest would 
“destroy a free society.”8  
 
It should be no surprise that a world so driven 
by narrow financial self-interest is in serious 
trouble. Humans are capable of so much more. 
 
Potentials of the Mature 
Consciousness  
 
Persistent propagation of the idea that humans 
are by nature violent and greedy is itself a 
moral travesty. As every parent knows, we 
each come into this world as a self-centered 
being who lives wholly in the present—aware 
only of our immediate comfort and discomfort, 
incapable of recognizing and accepting 
responsibility for our own actions, and 
dependent on magical protectors for our 
survival. This is why children need parents. 
With the necessary emotional support from 
family and community, however, most of us 
grow up to be responsible, compassionate 
adults, capable of accepting moral 
responsibility for our actions and behavior as 
good citizens who play by the rules and 
contribute to our communities without 
expectation of material reward. Furthermore, 
we have the capacity in our full maturity to 
achieve the inclusive wisdom of the revered 
statesperson, teacher, tribal elder, or religious 
sage who feels a deep connection to all of 
creation and acts from a selfless commitment 
to advancing the well-being of the whole.  
 
We humans do have a capacity for extremes of 
violence and greed. In adults, however, 
expressions of extreme individualism, greed, 
and violence are indicators of serious 
emotional dysfunction. Fortunately, they are 
more the exception than the norm.  
 
Most of us know many people who are loving, 
compassionate, considerate, and ready to go 
out of their way to help others. A growing 
body of neurological and psychological 
research concludes that we humans are wired 
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to connect, to form and live in community—
and for good reason. If this were not the case, 
the human species would have expired long 
ago. Supportive communities are essential to 
our survival, as well as to our growth to 
physical and emotional maturity.  
 
The culture of the corporate global economy 
encourages and rewards social dysfunction. 
Our species survival now depends on nurturing 
the healthy, mature human consciousness. This 
will require a sweeping cultural and 
institutional transformation. Rethinking the 
nature and purpose of the corporation is one of 
many important steps toward this larger goal.  
 
Putting Life First  
 
It is not sufficient simply to slow the rate of 
self-destruction by curbing corporate power. 
The imperative, if there is to be a human 
future, is to bring ourselves into a balanced 
relationship with one another and with the 
earth. The human future depends on bringing 
forth a new economy designed to:  
 
1. Turn from money to life as the defining 

value; from growing financial capital to 
growing living capital; and from short-term 
speculation to long-term investment. 

2. Shift the priority from advancing the private 
interests of the few to advancing the public 
interests of all. 

3. Reallocate resources from supporting 
institutions of domination to meeting the 
needs of people, community, and nature 

 
The following are some of the measures 
required: 
 
• Replace money indicators with life 

indicators as the accepted measure of 
progress. 

 
• Create and apply appropriate tools for 

making public investment decisions based 
on returns to living capital rather than 
returns to financial capital.  

 
• Roll back concentrations of economic 

power and eliminate the division between 
workers and owners by implementing a 
progressive wealth tax on people and 
corporations, democratizing the 
ownership of economic assets, and 
placing strict limits on inheritance to 

implement a modern version of the 
Jubilee that redistributes assets to restore 
social balance at the end of each lifetime.  

 
• Limit political participation to real 

people, which means limiting the political 
participation of corporations of all types. 
End the practice of allowing corporate tax 
deductions for lobbying and advertising 
expenses.  

 
• Issue new charters only to public-benefit 

corporations or shared-benefit 
corporations organized as cooperatives or 
as worker- or community-owned 
corporations, with a commitment written 
into their charters to balance private and 
public interests. Establish a mechanism 
by which private-benefit corporations can 
apply to recharter themselves as public-
benefit or shared-benefit corporations, or 
convert to a non-corporate business form 
such as a partnership that does not confer 
special powers and exemptions. Set a 
schedule to retire existing private-benefit 
corporate charters.  

 
• Enforce cost internalization through 

regulations, service fees, and enforceable 
liability claims against individual and 
institutional investors for harms caused 
by the private-benefit corporations they 
own.  

 
• Discourage financial speculation by 

confiscatory taxation of short-term capital 
gains and all gains from purely 
speculative buying and selling of 
financial assets.  

 
• Locate responsibility for setting economic 

rules and priorities in democratically 
accountable public purpose institutions of 
government and placing decision-making 
power at the most local level feasible. 

 
• Replace the existing debt money system 

by which private banks create money by 
lending it into existence, with a social-
credit money system in which money is 
created by public entities spending it into 
existence to pay for public services and 
infrastructure. This is a complex issue in 
its own right, beyond the scope of our 
present discussion but essential to the 
outcome sought.  
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These are not modest proposals. Cultures and 
institutions that have been 5,000 years in the 
making and confer outsized benefits on privileged 
individuals will not readily yield. Nothing less than 
a total cultural and institutional transformation will 
suffice to save us from the folly of these five 
millennia. Corporate redesign initiatives make an 
essential contribution to reframing the public 
discourse on the path ahead and open the way to 
the larger discussion that eventually must be 
engaged. ◙ 
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“It’s simple really. In today’s global economy, 
there’s only one market and only one 
constituency. That market is the planet, and its 
citizens are all stakeholders of the 21st century 
corporation. Companies with this 
understanding are already outperforming their 
competitors, and those whose vision includes 
conscious capitalism will set the standard for 
the next generation of business leaders. We're 
being called to serve as generative leaders—to 
be stewards for the well being of all life 
affected by our corporations. We owe it to our 
shareholders, we owe it to our fellow citizens, 
and we owe it to our children and their 
future.”  

— Juniper Networks 
Chairman and CEO Scott 
Kriens  

Public opinion has reached a 
tipping point in terms of 
recognizing the major 
environmental challenges we 
are facing throughout our 
planet. We may also be 
approaching that point with 
respect to pervasive social and 
economic issues. Collectively, 
we are becoming conscious of 

the stark reality that the well-being of life on 
our planet is at risk. We are, however, much 
farther away from having a shared 
understanding of what it will take to reverse 
these ominous global trends.  

This paper focuses on what we believe to be 
the root cause of our widespread 
environmental, economic and social issues, 

which is organizational design. It has been said 
that every organization (and system of 
organizations) is perfectly designed—to get 
the results it gets. We believe that our 
pervasive global issues are primarily a result 
of the design limitations of our organizations. 
These complex and highly interdependent 
social forms (corporations, governments, 
institutions, etc.) have, for the most part, 
evolved from simpler forms based on 
simplistic and often mechanistic organization 
design principles. Few of our complex 
organizations have been designed to be, or are 
managed as, learning organizations; much less 
as conscious, empathetic, self-evolving social 
systems.  
 
This design deficiency is at the heart of our 
global problems. If it seems as though our 
corporations are unconscious of their true net 
impact on the environment and on society, it is 
because they weren’t designed to be 
conscious. 
 
This article focuses on corporations and what 
will best support the metamorphosis of those 
organizations from their caterpillar-like 
tendencies (e.g., narrow field of vision, huge 
appetite for natural resources, self-centered 
nature) to their inherent but generally under-
developed butterfly possibilities (e.g., wide-
ranging field of vision, minimal use of the 
earth’s resources, and contributions to the 
well-being of other life forms).  
 
It is important to differentiate between internal 
metamorphosis-like transformation and 
externally sourced initiatives that are intended 
to create or support such transformative shifts. 
The authors conclude that corporate 
metamorphosis: 

 
• Needs to be an inside job, 
• Will be initiated by corporate leaders 

because it is a superior business model and 
better serves the needs of all stakeholders, 

• Can be catalyzed and supported by well-
designed external initiatives, and 

• Can be confounded by poorly designed 
external initiatives. 

 
This just-in-time evolutionary shift will be 
driven in the same way the Industrial Age and 
the Information Age were driven—by 
entrepreneurs and “intrapreneurs”—or leaders 
who are beginning to see the exciting new 

Internal 
Transformation 
of Corporations
The road to conscious capitalism 
 
BY MICHAEL THOMAS AND BILL VELTROP 

We believe that 
pervasive global 
issues are a 
result of the 
design limitations 
of organizations. 



 

2007 SUMMIT ON THE FUTURE OF THE CORPORATION  |  PAPER NO. 4  |  

opportunities to do well by doing good. These 
leaders will see that they can strengthen their 
organization’s financial sustainability by 
addressing rather than avoiding the major 
social, economic, and environmental 
challenges of the 21st century. These global 
crises are now providing a sense of urgency 
that will accelerate the shift to what has been 
called “conscious capitalism,” where 
corporations function for the world. 
 

Part I: Moving Toward Conscious 
Capitalism 
 
As Patricia Aburdene writes in 
Megatrends2010: The Rise of Conscious 
Capitalism: 
 
We've now become conscious of the 
uncalculated social, economic, and 
environmental costs of "unconscious" 
capitalism. And many are beginning to 
practice a form of "conscious capitalism," 
which involves integrity and higher 
standards, and in which companies are 
responsible not just to shareholders, but also 
to employees, consumers, suppliers, and 
communities. Some call it "stakeholder 
capitalism."i 
 
By conscious capitalism we mean a mature, 
responsible, accountable capitalism—an 
evolved form of capitalism that has outgrown 
the self-centered, toddler stage of development 
where it unconsciously creates messes for 
others to clean up. By conscious capitalism, 
we are referring to business organizations that 
are becoming conscious of the consequences 
of their choices, and that are making decisions 
that contribute to the true well-being of all 
affected, including future generations whose 
voice is not represented in the corporate board 
room. In contrast to the short-term perspective 
that afflicts companies and capital markets, 
they are organizations that understand and are 
committed to long-term creation of wealth that 
is fairly distributed among those responsible 
for its creation. 
 
Conscious capitalism transcends the myopic 
vision of Milton Friedman, who advanced the 
view that the only legitimate social 
responsibility of capitalism was to increase 
shareholder profit. Conscious capitalism 
recognizes that the health and sustainability of 

business organizations is interdependent with 
the health and sustainability of its ecosystem, 
which is the larger society and the natural 
environment. The purpose of business, in the 
era of conscious capitalism, will be to make a 
net positive contribution to societal well-
being.ii 
 
What is it about the design of our corporations 
that is producing the “uncalculated social, 
economic, and environmental costs of 
‘unconscious’ capitalism”iii described by 
Aburdene?  
 
There are at least three fundamental design 
flaws that contribute to organizational 
unconsciousness present in most corporations.  
 

Design Flaw #1 — Narrow and Limited 
Definition of Success 
 
This is the most insidious of the three design 
flaws. A narrow focus on financial results, 
combined with a myopic fixation on near-term 
results has guaranteed chronic corporate 
unconsciousness.  
 
In his Nobel Peace Prize acceptance speech in 
2006, Muhamed Yunus of Grameen Bank 
noted: 
 

I am very unhappy about the conceptual 
restrictions imposed on the players in the 
marketplace. This originates from the 
assumption that entrepreneurs are one-
dimensional human beings, who are 
dedicated to one mission in their business 
lives—to maximize profits. This 
interpretation of capitalism insulates the 
entrepreneurs from all political, emotional, 
social, spiritual and environmental 
dimensions of their lives. This… stripped 
away the essentials of human life. Humans 
are a wonderful creation embodied with 
limitless human qualities and capabilities. 
Our theoretical constructs should make 
room for the blossoming of those qualities, 
not assume them away. 

 
Yunus challenges us to rise above one-
dimensional definitions of who we are and 
who we can be. He is challenging us to design 
our businesses for wholeness and balance, in 
ways that support and enhance the full 
blossoming of all dimensions of life. 
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Design Flaw #2 — Mechanistic, Control-
Over-People Organizational Cultures 

We have inherited a tradition of control-over-
people organizational systems and cultures. 
Though sometimes, quite subtly, the “carrot-
and-stick” philosophy is still alive, well, and 

pervasive. This control-over-
people philosophy virtually 
ensures that hierarchy will 
live in a bubble that 
insulates executives from 
what they don’t want to see 
or hear. A control-over-
people culture is effectively 
a commitment to constrain 
consciousness.  

 

Organizations designed, 
developed, and led in ways 
that equip all members to 

control their piece of the business have 
invariably demonstrated extraordinary levels 
of performance and contribution. We have 
only begun to tap the unlimited potential of 
empowering individuals within the business 
enterprise. As we learn to develop and unleash 
this potential we can experience a renaissance 
of unparalleled social, environmental and 
technological innovation. 

 

Design Flaw #3 — No provision for On-
going Generative Design 

 

We are still at a very early stage in the 
development of our potential as designers of 
corporate organizations. Much of our language 
of organizations keeps us trapped in a 
mechanistic, dominator worldview (e.g., 
“span-of-control,” “chain-of-command,” 
superiors/subordinates”). This, coupled with a 
general lack of capacity of organizational 
redesign and renewal and a complete lack of 
time for reflection and learning, keeps us stuck 
in the same level of thinking that created those 
problems in the first place. 

 

Designing, developing and evolving our 
organizations should be inspired by the same 
efficiency, effectiveness, elegance and beauty 
as has evolved over billions of years in our 

natural environment. Developing this capacity 
for self-reinvention within corporations can 
become the business strategy for the 21st 
century. It is the starting point for a virtuous 
circle: consciously evolving organizations 
growing a consciously evolving society 
growing consciously evolving organizations. It 
promises a future where we understand that 
economics, ecology and community well-
being are all embedded in one another, where 
production is designed in a way that sustains 
rather than consumes our natural resources—
that appreciates rather than depletes human 
resources. 

 
The above three flaws have made many of our 
business organizations rigid and self-
absorbed—a millstone around the neck of 
global well-being. Our corporations are ripe 
for metamorphosis. The business case for 
corporations that touch the earth lightly, that 
are natural sources of cross-fertilization, and 
that fully tap human potential, has never been 
stronger. The core task before us as leaders 
and social architects is to learn how to create 
the conditions that support and accelerate such 
transformation. 
 

Part II: Transformation From Within 
 

It has been said that metamorphosis is an 
inside job. Transcending the above design 
flaws is central to creating a world that brings 
prosperity to all. This task calls for a 
metamorphosis of how we think about 
organizations—a transformation as significant 
as that from the caterpillar to the butterfly.  
 
The shift from mechanistic, dominator-based 
organizations to vibrant and dynamic 
organizations that are equivalent to living 
organisms begins from within. External 
encouragement, guidance, and support can be 
helpful and, in some cases, essential. However, 
in the final analysis, transformation begins 
with the DNA of the firm. The cells that make 
up the caterpillar are somehow supported in 
taking on vital new roles, clumping and 
clustering in new ways with wondrous new 
results.  
 
You’ve probably heard the story of the boy 
who saw the butterfly struggling to emerge 
from the chrysalis and tried to help by cutting 
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open the cocoon. The butterfly died. Initiatives 
such as the Sarbanes-Oxley Act (SOX) may or 
may not improve the ethics of the caterpillar. 
What’s more certain is that SOX will tend to 
reinforce bureaucratic behaviors and may 
undermine the trust which is the lifeblood of 
any successful organization.  
 
Consider the possibility of corporations 
changing from within, shifting their very 
premise for existence from a singular focus on 
the shareholder to serving the highest needs of 

all their key stakeholders; from 
moving from a focus on short-
term earnings to applying their 
capacity for innovation to the 
task of transforming daunting 
social challenges into business 
opportunities.  
 
The call for this quantum change 
is of such magnitude that it 
would seem to require a 
Herculean effort. While opinions 
vary as to the best strategy for 
achieving this objective, it is 
clear that the scope and the 
severity of the issues both 
demand an internal response. 
The traditional mechanistic, top-

down, legislative approach neither motivates 
nor supports those positioned within 
organizations to lead transformative 
innovation and change. In fact, it flies in the 
face of the first rule of organization change: 
obtain, at the beginning, the involvement and 
support of those needing to change. After all, it 
is not change that people are so resistant to, 
but rather “being changed.” 
 
What is needed is nothing less than a massive 
shift within corporations that involves their 
employees in the generative process of 
reinventing themselves as a company. This 
begins with a compelling purpose that 
energizes and inspires the workforce: one that 
satisfies the need for social, economic and 
environmental reforms while generating 
enormous opportunities for profits. What will 
make this seemingly impossible task more 
feasible is the acceleration of connectivity and 
consciousness that is moving us toward a new 
worldview. 
 
Consider the following two cases. The first 
story hasn’t been publicized. The second is 

widely known. Both are stories of successful 
internal work by corporations that helped blaze 
the trail toward a more conscious capitalism: 
 
Story #1—Procter and Gamble’s Albany, Ga. 
paper plant was started in 1973. The company 
approached the design of this 1000-person 
organization using principles drawn from 
living systems and socio-technical design 
theory. The design they produced represented 
a radical departure from traditional thinking at 
that time: 

 
• Their semi-autonomous technician team 

model was unprecedented in the level of 
control each team had over its production 
operations, safety, employee learning and 
development, planning, coordination, 
boundary management and more. 

 
• Their workforce, drawn from the 

surrounding community (mostly rural), 
consisted of 40 percent African-Americans 
and 20 percent women, at a time and in a 
place when both race and gender were 
explosive issues. 

 
• They wisely invested in using highly 

generative approaches to training and 
developing not only the technician team 
system, but also the support and managing 
systems, in ways that stacked the deck for 
success. 

 
•  They designed learning and change 

capacity into both the teams and the 
organization as a whole, in a way that 
helped ensure not only the ability to deal 
gracefully with inevitable change, but also 
to prevent a calcifying of obsolete 
structures. 

 
Not only did the Albany plant demonstrate 
dramatically superior business results 
immediately upon starting up, they have 
sustained this collaborative advantage for the 
last 33 years. A few of the many side-benefits 
from their innovative philosophy/design 
include: 1) sowing the seeds and reaping the 
rewards from embracing diversity throughout 
P&G as a rich source of the energy of 
innovation; and 2) its contribution to the 
surrounding communities from the highly 
developed leadership capacities of these 
employees. 
 

The traditional 
legislative 
approach does 
not motivate 
transformative 
innovation 
among business 
leaders. 
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Story #2—Interface, a commercial carpet 
company, whose employees in the 1980s and 
90s were empowered by their President, Ray 
Anderson, to recast almost everything in their 
company. By re-thinking every process with 
an eye towards creating zero waste, the 
company was able to eliminate millions of 
dollars in cost, find new markets, create an 
entirely novel economic model for leasing 
rather than selling their carpets, and achieve 

their closed-loop and 
recycling goals. The 
workforce was inspired and 
energized in the process, 
which significantly increased 
employee retention and 
productivity. By addressing 
the major environmental 
impacts created by their 
business, the company has 
grown and prospered rather 
than hurt their financial 
bottom line.  
 
These pioneering corporate 
innovations, as radical as they 
were at the time, serve as 
exemplars of what is both 
possible and essential. It is 
important to notice that: 1) 
neither of these breakthroughs 
was a consequence of external 

pressure and 2) both produced sustainable 
financial as well as social and/or 
environmental benefits. 
 
Attempts to force corporations to change 
through mandates, regulation and litigation can 
generate a resistance of such magnitude that, at 
best, it will significantly slow the 
transformational process and, at worst, it will 
ensure that the initiative arrives with no 
chance of succeeding. Without the active 
participation of those within the organizations 
in the creation of the “Corporation of the 
Future,” the possibility of a timely system 
transformation is decreased dramatically. We 
have learned through great pain that the best 
chance for any change initiative to succeed is 
if the impetus comes from within.  
 
The question then becomes, what are the 
drivers that will catalyze this rebirthing 
process within corporations?  After decades of 
focusing primarily on strategies for increasing 
earnings, what will cause corporations to want 

to realign their purpose and reallocate their 
resources in a way that brings new energy and 
leadership to the resolution of long-term issues 
such as global warming, poverty, hunger, 
disease and terrorism? 
 
Part III: A New Corporate Worldview Is 
Emerging 

 
A new worldview is emerging within 
Corporate America and the global 
marketplace. As reported in the April 2007 
issue of FORTUNE Magazine:  
 
The days of mandate, regulate and litigate are 
almost over…Now we are at the threshold of a 
different era, one in which companies are 
trying to figure out how to profit by solving the 
world’s big environmental problems. 
Transitioning to a low-carbon economy will 
require new ways to generate power, run our 
cars, grow our food, and design, build, heat 
and cool our homes and offices. Only business 
is capable of innovation at that scale. 
 
Entrepreneur John Mackey, co-founder and 
CEO of Whole Foods, writes: 

Business is fundamentally a community of 
people working together to create value for 
not only themselves, but for other people 
including their customers, employees, 
investors, and the greater society. All the 
other professions put an emphasis on the 
public good and purpose beyond self-interest. 
Business owners and entrepreneurs should 
also emphasize this and need to view their 
business as a complex and evolving 
interdependent system, and manage their 
business more consciously for the well-being 
of all their major stakeholders while fulfilling 
their highest business purpose. 
 
The increasing emphasis on Corporate Social 
Responsibility (CSR) and Environmental 
Management Systems (EMS) is an important 
indication that corporations are beginning to 
acknowledge that their responsibilities extend 
beyond the basic need to generate sustainable 
profits.  
 
One particularly useful way to observe the 
emergence of a conscious capitalism is 
through the lens of a “Full Stakeholder 
Model.” Mackey’s comments above, as well as 

What is needed is 
a massive shift 
within 
corporations that 
involves their 
employees in the 
process of 
reinventing 
themselves as a 
company. 
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the increasing emphasis on CSR and EMS, all 
point to a growing realization within 
corporations that their success and 
sustainability is ultimately dependent on their 
value-adding contribution to the well-being of 
all their stakeholders.  
 
We could see it coming years ago if we had 
been looking for it. For instance, in John P. 
Kotter and James L. Heskett’s Corporate 
Culture and Performance, their research 
showed stunning differences between 
corporations with adaptive cultures that 
focused on all major stakeholder groups and 
those with non-adaptive cultures that focused 
on only one or two stakeholder groups. The 
table below reflects the economics and social 
costs of non-adaptive, narrowly focused 
corporate cultures for the 1977-1988 period: 
 

       Table 1 
 

 Adaptive 
Cultures 

(%) 

Non-Adaptive 
Cultures  

(%) 

   
Revenue 
Growth 

682 166 

Employment 
Growth 

282   36 

Stock Price 
Growth 

901   74 

Net Income 
Growth 

756     1 

 
 
A more recent study regarding the success of 
stakeholder-centered businesses clearly 
underscores the power of this new, conscious 
business model. The study, Firms of 
Endearment: The Pursuit of Purpose and 
Profit,iv identifies and tracks the results for 27 
companies that are managed to optimize total 
stakeholder value, rather than focusing strictly 
on profits.  
 
These firms started with human performance 
and worked forward rather than starting with 
financials and working backwards. As a result 
these firms were admired by all the 
stakeholders including the employees, 
customers, suppliers, environmentalists, the 
community and the governments. These 
“Firms of Endearment” have been rewarded 
for their efforts with a 1025 percent return to 

investors over the past 10 years versus 122 
percent for the S&P 500 and 316 percent for 
the companies profiled in Good to Great.v 
Mackey suggests that this is no accident; 
rather, it is the result of all these firms creating 
a superior business model, the business model 
he believes will become the dominant business 
model in the coming century. 
 
In an era of ever-accelerating connectivity and 
consciousness of stakeholder groups and their 
advocates, those businesses that are 
continually improving the quality of their 
relationships and agreements with all 
stakeholders will survive and thrive. Those 
that don’t, won’t. Those businesses that persist 
in exploiting any stakeholder group 
(consciously or unconsciously) are living on 
borrowed time. The sustainable “collaborative 
advantage” will go to those businesses that are 
helping to grow stakeholder connectivity and 
consciousness. This is the essence of the 
emerging new corporate worldview. This is 
the essence of a movement toward conscious 
capitalism. 
 
As ironic as it may seem, the prevalent belief 
in the business community for the past three 
decades—that the only legitimate 
responsibility of business was to maximize 
profits—was not only dead wrong, but 
ultimately self-destructive. It now appears that 
being socially and environmentally 
accountable, rather than being dismissed as 
naïve or altruistic, simply makes good 
business sense. It lays the foundation for both 
a healthy and sustainable economy, while 
focusing the innovative power of corporations 
on becoming better students of, and stewards 
for, the natural and social environments in 
which they operate. 
 

The Next Big Thing Isn’t a Thing 
 
The corporations that will survive and thrive in 
the coming decades are those that have 
mastered the art and science of creatively 
adapting to the true needs, aspirations, and 
potential of their various stakeholders. Owing 
in large measure to technological 
advancements, the rate at which these 
stakeholders are becoming connected and 
conscious is accelerating—on an exponential 
trajectory. This is an irreversible trend. 
Corporations can either become highly 
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adaptive and surf on this wave of 
consciousness, or they can choose to be rigidly 
defiant and wiped out by it. 
 
The next big thing is the conscious 
corporation, where leadership realizes that the 
most enduring strategy for generating 
sustainable profits for their shareholders is to 
develop: 1) the highest quality relationships 
and agreements with all of their stakeholder 
groups; and 2) the capacity to adapt quickly 
and gracefully to the true needs, aspirations, 

and potential of these 
stakeholders. The conscious 
corporation is an 
organization that has 
evolved true partnerships 
with each of its stakeholder 
families. The conscious 
corporation knows that its 
sustainable strength lies in 
its distributed capacity to 
contribute to the well-being 
of the whole corporate 
organism, including all 
members of its immediate 
and extended stakeholder 
families. Just as a healthy 
growing human family is 
aware and responsive to the 

opportunities, needs, aspirations, and the 
potential of each of its members, so it is true 
for corporations. 
 
Granite Construction Company, a heavy civil 
contractor with 10,000 employees, 
headquartered in Watsonville, Calif., is a 
prime example of an organization that has 
dramatically increased its shareholder value 
while shifting its orientation to better serve the 
needs of its employees and the communities, 
and better manage its environmental impacts.  
 
Granite was able to more than triple its share 
value over the past few years by focusing on 
building stronger relationships with all of its 
key stakeholders. The catalyst for its strong 
stakeholder stewardship has been a powerful 
set of core values originating in the 1930s 
from company founder Walter Wilkinson. He 
urged Granite employees to “boldly contend 
for that which is right, and firmly reject that 
which is wrong” and to “never participate in 
any deal that is not fair to all parties involved.” 
This simple concept was clearly a forerunner 
to today’s stakeholder model, honoring the 

building of not only highways and bridges, but 
long-term relationships and agreements with 
all stakeholders. 
 
A rapidly growing awareness is taking shape 
within corporations of their relationships with 
diverse stakeholders, and their dependence on 
these groups and the natural environment for 
their long-term survival. During the past 
decade, companies have discovered that 
redesigning themselves around a more 
conscious, full stakeholder model creates 
unparalleled opportunities for their businesses, 
including better cost control, new products, 
new markets and new ways to profitably 
employ their core competencies. They also 
have learned that an organization that values 
and contributes to the well-being of all its 
stakeholders is a magnet for top talent, and a 
powerful enabler that inspires the workforce to 
achieve their highest levels of performance 
and involvement. The growing awareness of 
the linkage between business purpose and a 
strategy that serves the needs and expectations 
of all stakeholders has shifted the notion of 
social responsibility to that of social 
opportunity, stirring the business development 
juices of entrepreneurs everywhere. 
 
James C. Carse, Finite and Infinite Games, 
observes: 
 
There are at least two kinds of games. One 
could be called finite, the other infinite. The 
finite game is played for the purpose of 
winning, an infinite game for the purpose of 
continuing the play. Finite players play 
within boundaries; infinite players play with 
boundaries.vi 
 
The game of business can and must shift from 
being a finite game to becoming an infinite 
game—so that we not only get to continue to 
play, but that our grandchildren’s 
grandchildren inherit a game that is truly 
worth playing. 
 
Part IV: The Meta-design Challenge 
 
What will accelerate our movement toward 
conscious capitalism? This is our meta-design 
challenge. 
 
One critical need is for new creative metrics 
and other motivators. As Amory Lovins has 
written, “Economics as we know it is going to 

Companies have 
discovered that 
redesigning 
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a full stakeholder 
model creates 
unparalleled 
opportunities. 
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change in ways we can’t imagine. We will 
have new ways of accounting, new ways of 
keeping score.” Not everything that counts can 
be counted. Financial results, in addition to not 
telling the whole story, tend to be lagging 
indicators, describing what was rather than 
what will be. The evolutionary movement 
from our current finite game of business to a 
more conscious capitalism will include yet 
transcend financial metrics. 
  

Many businesses are learning 
that the best way to create a 
healthy financial bottom line 
is to focus attention on 
tracking and influencing the 
leading indicators, which are 
indicative of where a 
company is going in the 
future versus where it has 
been. These leading indicators 
include metrics tracking a 
company’s performance in 
support of all the key 
stakeholders, including 
employees, customers, 
suppliers and sub-contractors, 
communities and the 
environment. Increasingly, 
these metrics are being built 
into performance goals as 
well as the management’s 

compensation formulas to ensure that the shift 
to a more conscious capitalism is reinforced 
through the company’s performance and 
reward systems.  
 
A good current example of using creative 
stakeholder metrics is TIC, a mid-sized 
industrial construction company headquartered 
in Steamboat Springs, Colo. In 2006 TIC 
redesigned its executive incentive system 
around a new set of “Built-to-Last” 
stakeholder metrics to create infrastructure for 
a more sustainable, stakeholder-based business 
model. With a core theme of “Powered by 
People,” TIC’s implementation of stakeholder-
based incentives places it solidly on the track 
toward conscious capitalism. This is in marked 
contrast to other companies that have espoused 
strong stakeholder values, but have continued 
to compensate their executives based only on 
maximizing profits.  
 
Various industry and cross-industry research 
and consulting groups have become critical 

sources of support for internal transformation 
processes. These we refer to as “General 
External Motivators,” or GEMS.  
 
The Great Place to Work Institute (GPTW)  
 
Headquartered in San Francisco, this 
institute’s primary focus has been on the 
treatment of employees within corporations. 
Through extensive research it has identified 
key elements in the policies, programs, and 
behaviors of organizations which contribute to 
a more satisfied, energized workforce. 
Interestingly, the questions used in its 
employee surveys capture a company’s 
commitment to, and effectiveness in, 
supporting other stakeholder groups as well, 
including the broader community and, 
indirectly, the natural environment. Its survey 
instruments have become de facto metrics that 
help corporations measure the immeasurable. 
 
Amy Lyman, co-founder and chair of GPTW, 
indicates that the research of the institute 
shows that the most important ingredient 
leading to employee satisfaction is trust. The 
treatment of all employees with respect and 
dignity, caring for them as individuals, and 
encouraging them to grow and do what they do 
best every day—this is what is essential to a 
highly effective and motivated workforce.  
 
Many senior executives are highly motivated 
to have their companies nationally recognized 
as one of FORTUNE Magazine’s “100 Best 
Companies to Work For.” This draws them to 
focus on the quality research of the Great 
Place to Work Institute which, in turn, 
provides internal Human Resource 
practitioners with the additional legitimization 
and support they need to create initiatives 
capable of growing healthy, effective, internal 
cultures. 
 
The rewards for corporations that excel in this 
area are substantial. A 2005 study of public 
firms on FORTUNE’s list of “100 Best 
Companies to Work For” revealed that they 
returned 176 percent to the shareholders 
between 1998 and 2004, compared to 39 
percent for the Standard & Poor’s 500.  
 
U.S. Green Building Council 
 
Established by a collection of socially and 
environmentally responsible individuals from 
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transcend 
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the construction industry in 2000, the Green 
Building Council is one of the best industry 
group examples of enabling the internal 
transformation of corporations. Its influence 
on both the construction industry and many 
other businesses has grown exponentially 
through the design and implementation of a 
green certification process. The Leadership in 
Energy and Environmental Design (LEED) 
Green Building Rating System rates 
commercial and residential buildings 
(platinum, gold, and silver) for excellence in 
environmental design. This system has 
provided a blueprint for consciously designing 
structures in ways that will significantly 
reduce their environmental footprint while 
creating opportunities for long-term savings.  

 
The LEED certification is a 
classic example of a 
Generative External 
Motivator—a real GEM 
with multiplying benefits 
for most stakeholder 
groups. Not only are they 
reducing the environmental 
footprint of the building 
industry (which accounts 
for 39 percent of our 
country’s total energy use, 
12 percent of the water, 
and 38 percent of carbon 
dioxide emissions), but 
they also are producing 
irreversible shifts in the 

consciousness of organizations involved in 
new building construction.  
 
In turn, going green generates new business 
opportunities by building new expertise and 
capacities needed for new markets and 
products. In addition, these companies are 
finding that their employees are more highly 
motivated because they are proud to be part of 
a company that is ethical and that 
demonstrates strong character through its 
support of communities and the environment. 
 
Global Reporting Initiative 
 
This historic, international, multi-stakeholder 
initiative has established standards for 
measuring and reporting on sustainability 
efforts at the level of the firm. The GRI 
process took steps toward standardized 
environmental and social reporting, so results 

can be compared across companies and 
industries.  
 
Increasing numbers of other enabling 
programs also have sprung up in recent years 
to support the work of internal transformation 
through higher standards and recognition 
programs. Business Ethics magazine’s “100 
Best Corporate Citizens,” FORTUNE’s “Most 
Admired Companies,” and Forbes’ “Most 
Admired and Most Trusted Companies” are all 
examples of generative initiatives that 
contribute to a paradigm shift in the way 
corporations view their roles in the world. The 
accelerating expansion of socially responsible 
investment from $12 billion in 1995 to $178 
billion in 2005 also is an important factor 
shifting how we see the game of business.  
 
The message is increasingly clear: 
corporations that effectively serve the needs of 
all their key stakeholders will outperform their 
peers. Companies that focus on creating great 
workplaces that encourage innovation and 
creativity amongst their employees will thrive 
in the long run. 
 
To this point, today’s most commonly used 
metrics have been geared toward a 20th century 
manufacturing paradigm that no longer reflects 
the realities of the marketplace. These old 
metrics were designed in an age when capital 
was scarce, labor was abundant, and natural 
resources were unlimited. 
 
Today, with the help of organizations such as 
Great Place to Work Institute, the U.S. Green 
Building Council, and the Global Reporting 
Initiative, there is a growing appreciation that 
the real drivers for creating stakeholder wealth 
in all its forms are the intangibles. Knowledge, 
know-how, commitment, innovation, 
relationships, character, and reputation are 
examples of what needs to be measured more 
precisely and strategically. Shifting from 
today’s over-emphasis on lagging indicators of 
performance (financial results) to the leading 
indicators of future performance will enable 
the internal transformation of corporations to a 
more conscious form of capitalism. 
 
The Pathway Forward 
 
Corporations have evolved to a point where 
they can become planetary leaders for the 
benefit of all. The modern business 
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corporation is probably the most adaptive 
institution humankind has ever devised. 
Successful businesses make it their business to 
adapt to changes in their environment, or else 
they perish. In addition, global corporations 
are positioned to become the first true 
planetary citizens—if they choose to play that 
role. They have worldwide responsibility and 
capability. Corporations work across 
traditional boundaries with much more ease 
and effectiveness than do political institutions, 
and businesses are much more flexible and 
adaptive than the slow moving, bureaucratic 
structures of our governments. 
 
Why will they choose to play this role?  We 
are moving into a new economic era, which 
can be termed conscious capitalism. This era 
of accelerating stakeholder consciousness and 
connectivity will make it an imperative for 
corporate leaders to master the art of 
organizational metamorphosis—of 
transforming their organizations from near-
sighted, shareholder-centric systems to 
organizations designed to serve all of their 
stakeholders all the time. Those organizations 
that learn to make that shift will survive and 
thrive. Those that don’t, won’t.  
 

What will best encourage and support this 
transformational shift?  The question is no 
longer “Can the transformation happen 
internally?” but rather, “What kinds of 
external interventions will best accelerate the 
metamorphosis that is already underway in our 
corporations?” 

 
We see a movement away from “Mechanistic 
External Drivers” (MEDs), toward GEMs.” 
MEDs are designed to control and constrain. 
GEMs take on a life of their own because they 
are inherently value adding, and give life to 
the natural energy and genius of the people. 
Our collective challenge is to learn to get off 
the MEDs and create more GEMs. As we 
become successful in addressing this high-
level design challenge, corporations will 
respond in equally creative ways, making a 
larger contribution to the well-being of life 
than we could have imagined. 
 
We are at a choice point of historic 
proportions. We can choose the disastrous 
course of keeping on keeping on, or we can 

choose to support the evolutionary shift to 
conscious capitalism. ◙ 
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Many voices have been raised in recent years 
extolling the virtues of long-term investing, 
and condemning the short-termism in today’s 
stock markets. Pillars of our financial and 
business community—including CFA 
Institute, the Business Roundtable, the 
Conference Board, the United Nations, the 
World Economic Forum, and the Aspen 
Institute—have all prescribed the long term as 
a cure for our short-term ills.  

 
An excessive focus on short-term profits has 
various detrimental effects. It causes corporate 

managers to misallocate 
assets. It introduces 
dangerous volatility into 
financial markets. It means 
society must divert 
productive resources to 
repairing environmental and 
social damage done in the 
headlong pursuit of profits.  

  
In a 2006 report, the 
Conference Board speaks for 
many when it describes the 
dangers of the short term:     

 
On a macro-economic level, short-term 
visions are the cause for market volatility 
and the instability of financial institutions. 
From the micro-economic standpoint, they 
undermine management continuity and 
expose a public company to the risk of 
losing sight of its strategic business model, 
compromising its competitiveness. In 
addition, the pressure to meet short-term 
numbers may induce senior managers to 
externalize a number of business costs (i.e., 
the cost of a state-of-the-art pollution 

system), often to the detriment of the 
environment and future generations.1 

 
There are a host of useful remedies for the 
excessively short-term outlooks of the 
financial and corporate communities. These 
include:  

 
• Reforming the reporting of quarterly 

corporate earnings and the compensation 
incentives of analysts and managers. 

 
• Broadening fiduciary duties. 
 
• Including social, environmental, and 

corporate governance issues into stock 
analysis and institutional investors’ 
mandates.  

 
• Increasing non-financial disclosure. 
 
• Creating best-practice guidelines for 

pension funds. 
 

• Revitalizing education on the virtues of the 
long-term approach.  

 
Despite widespread concern, little real change 
is taking place. Financial professionals are 
aware of the trap in which they are caught. 
They can see ways out of it. But they are 
unable to act in ways that substantively change 
their practices. As Alain Leclair, president of 
the French Association of Financial 
Management has put it: “We…face a dilemma. 
In practically all aspects [of investing], 
although everything ought to direct us to adopt 
a long-term approach, we are forced to 
measure and act in the short term.”2   
 
We might call this the Short-Term 
Measurement Dilemma. It goes to the heart of 
why long-term investing is currently so 
difficult to implement.  
When the market is valued according to a 
short-term measurement—that is, stock 
prices—and when managers’ performance is 
measured against these prices, then long-term 
investing becomes impossible.  
 
In particular, the liquidity, or ease of trading, 
in today’s stock markets contributes to the 
short-term perspective. Stock market prices are 
measured daily, hourly, and by the minute. A 
market that offers participants instantaneous 
opportunities to measure and act on their 
price-based worth—that allows them to jump 

Long-Term 
Investing   
A proposal for how to define and 
implement long-term investing 
 
BY STEVEN LYDENBERG 
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in and out of stocks at little cost on the 
slightest bit of news or slimmest of rumors—
deprives them of a perspective from which to 
measure the value of the companies over years 
or decades.3   
 
Investors and corporate managers clearly can 
see the detrimental effects of this short-term 
perspective. What they cannot see, and what is 
keeping them from change, is a clear definition 
of an alternative long-term investing system 
and a system for implementing it. Without 
these two things in hand, real change will be 
impossible.  

 
All the pieces for solving this puzzle are 
already on the table. Yet the change that is 
implied by a shift to the long term involves a 
new way of thinking for a financial 
community of tremendous size and power. 
Change inevitably will meet with resistance.  

 
This paper proposes a simple, clear definition 
of long-term investing and explores its 
practical implications. This should bring new 
approaches to the financial world which will 
create true value and avoid the pitfalls of 
short-term price speculation. Although this 
paper does not deal with the similar problem 
of short-termism for managers in the corporate 
world, the dilemma and its possible solutions 
run parallel to those suggested here.4  

 
A Definition of Long-term Investing  
 
A comprehensive definition of long-term 
investing must address three issues:  
 
1) the benefits of holding stocks for long 

periods of time; 
2) the incorporation of environmental, social 

and corporate governance (ESG) factors 
into investing; and  

3) the willingness to add value to investments.  
 
The definition of long-term investing proposed 
here incorporates these three elements. It is as 
follows:  
 
Long-term investors speculate on the value of 
corporations to society and the environment, 
while simultaneously seeking to enhance that 
value at the company, industry, and societal 
level. 
 
This definition is intended to steer investors 
clear of the detrimental focus on price, and 

emphasize value. It works because the wealth 
corporations create is more than stock price. It 
corrects the conception that investors can 
function only as price takers, not value 
makers. It stresses that, like investors in other 
asset classes, stock investors have the 
capability—and the responsibility—to add to 
the social and environmental, as well as the 
financial, value of their investments. To do so, 
long-term investors in the stock markets must 
engage management on important social and 
environmental issues and set clear standards—
that go beyond relative price—on how to 
allocate their investments. 
 
We’ll look at the three components of our 
definition, one at a time. 
 
The Value of Long Holding Periods 
 
Much of the despair about short-termism 
focuses on day traders, arbitrageurs, profit 
maximizers, and others who think the road to 
fortune lies in moving quickly in and out of 
stocks. As the Conference Board noted, the 
40-plus participants in its summit on short-
termism were unanimous on this point   “stock 
investment speculation is a major cause of 
short-termism.”  

 
If speculation on price is the cause of the 
disease, why shouldn’t a simple remedy—
buying and holding stock for long periods of 
time—be the cure?  
 
For many in the investment world, “buy long 
and hold long” is a sufficient definition of the 
long term. However, this definition does not 
go far enough. 

 
Indisputably, holding stocks for longer periods 
of time can bring investors great financial 
benefit. Long holding periods reduce 
transaction costs and save on tax liabilities. 
But simply buying and holding for a longer 
period is not enough to create a stock market 
where a long-term view and speculation on 
value predominate. Two widely practiced, but 
somewhat contradictory, buy-and-hold 
strategies in today’s markets demonstrate why 
this is true.  
 
• Index investing involves buying a broadly 

diversified basket of stocks and holding 
them for long periods of time. Its 
underlying assumption is that you cannot 
beat the market.  
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• Value investing involves selecting 

individual stocks that the market has not 
correctly priced and holding them for long 
periods. Its underlying assumption is that 
you can beat the market.  

 
Neither captures the essence of the long term 
firmly enough to escape from the short term of 
our current marketplace. A closer look at index 
investing confirms this point. 

 
Index investing is one of the most widely 
practiced investment techniques in the stock 
market today. It consists of buying diversified 
baskets of stocks and holding them more or 
less forever. Common benchmarks in which 
indexers invest are the Standard & Poor’s 500 
and the Russell 1000 indexes. These two 
indexes consist of the largest publicly traded 
stocks in the United States as measured by 
price. Literally thousands of other indexes 
capture various other markets and market 
segments around the world. Institutional 
investors today have invested trillions of 
dollars in these index funds.  

 
Stock indexes are usually capitalization 
weighted—that is, the size of the holdings of 
each stock in the index is determined by its 
market price multiplied by its number of 
shares outstanding. Because index investors 
hold stocks for an essentially unlimited time, it 
seems logical to consider them the 
embodiment of long-term investing. Indeed, 
many pension funds that use indexing 
strategies consider themselves long-term 
investors. 
 
However, simply holding stock for a long time 
does not guarantee that one is free from short-
termism. As Simon Zadek has observed: 
“When pension funds say they are long-term 
investors, what they mean is that they have 
rolling investments in largely indexed linked 
funds. To speak accurately this makes them 
perpetual investors making short-term 
investments, forever.”5   

 
Or more accurately, indexers are exactly as 
short term or as long term as the stock market 
is at any given moment. When indexers buy 
and sell stock, they do so at whatever the 
market price is that day, without attempting to 
determine if these stocks are overvalued or 
undervalued. They therefore reflect, and 
indeed amplify, any pricing irrationalities of 

the markets at any given time. If there is a 
speculative bubble, if stocks are wildly 
overvalued or undervalued, indexers 
participate in that irrational exuberance or 
despair to exactly the extent of other market 
participants. 

 
Professor Alfred Rappaport goes to the heart 
of the problem of index investing when he 
notes that “Index funds make no independent 
contribution to allocatively efficient prices 
because indexing requires no valuations.”6 
Indexers make no attempt to determine the 
value of the stocks they are purchasing 
because they believe that stock price and the 
value of corporations are one and the same. 
Their most fundamental belief is that investors 
cannot beat the market by making educated 
guesses about when stock price deviates from 
underlying value. They just  buy the market. 
Indeed, the only way for indexers to add value 
to their portfolios is to reduce transaction 
costs.  

 
By abandoning any attempt to actively value 
the market, indexers make it more speculative 
in two ways. First, they increase the 
percentage of speculators in the marketplace 
by withdrawing themselves and others who 
might potentially be interested in long-term 
valuation from the setting of stock prices, 
leaving that role to short-term speculators. 
Second, they force even those managers left in 
the market who are attempting to value stocks 
with a view toward the long term into 
mimicking whatever prices may be set by the 
short-term speculators. As one fund manager 
and participant in the World Economic 
Forum’s working group explained, “As long as 
client [e.g., pension fund trustees] mandates 
require us to deliver performance 
benchmarked against short-term market 
tracker indexes, we will of course remain short 
term in our outlook.”7  

 
If we want stock markets to assess the long-
term value of corporations, index investors 
will be of no help. We must look elsewhere. 
One place is to the value investor. Value 
investors are long term in their perspective and 
help counteract the short-termism of today’s 
markets. They are stock pickers who evaluate 
the underlying, intrinsic value of a company, 
which they usually define as its long-term 
earnings potential, and compare that to today’s 
stock price. Because earnings potential over 
the long term is their measure of value, value 
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investors usually buy and hold. Put differently, 
because the markets can take a long time to 
come around to value investors’ point of view, 
they tend to hold for long periods of time. 

Warren Buffett, the chief 
executive of Berkshire Hathaway 
and a widely recognized long-
term investor, has reportedly 
asserted that his favorite holding 
period is “forever.”8  
 
The great virtue of value 
investors is that they are willing 
to take an alternative view of the 
intrinsic value of a corporation to 
that of the short-term markets. 
They sell when they think stocks 
are overpriced and buy when 
they believe they are 
undervalued. They can 
counterbalance the wild swings 
of markets that are purely 
speculative—markets that 
overshoot because investors 
become irrationally optimistic or 
pessimistic about what 
companies are worth. If long-

term investors can predominate in the market, 
they can send signals to managers about which 
corporations are allocating their funds in an 
economically productive way and which are 
not. It is therefore crucial, as Keynes has 
wisely observed, that those with a long term 
predominate in the marketplace.9  
 
If this function of the long term in the 
marketplace is so important, why isn’t the 
market set up so that value investors can 
predominate? One might think that value 
investors would be rewarded for their 
diligence and the wisdom of their approach, 
that they would consistently turn in superior 
performance results to their irrationally 
speculative peers, and that institutional 
investors would rush to place their funds in the 
hands of such wise and productive managers. 
The answer is both paradoxical and 
discouraging. Value investors in the aggregate 
cannot, by definition, turn in better price-based 
performance results than the indexers over 
long periods of time. Although a select few 
active managers may be able to beat the 
markets consistently, institutional investors 
find it difficult to justify making substantial 
use of them as a whole. Index investors derive 
great satisfaction in pointing out that if value 
investors’ returns are measured against the 

performance of capitalization-weight 
benchmark indexes, on average and over the 
long-haul they cannot “beat the market.” For 
this reason, indexers assert that value investors 
do not add value. This is devastating for 
advocates of long-term investing. It is also the 
reason that the Short-Term Measurement 
Dilemma is real and difficult to resolve. This 
dilemma for value investors arises because, 
although some value investors will always beat 
the index benchmarks, it is impossible to beat 
price-based market averages all the time. Two 
considerations make this inevitable. First, it is 
logically absurd to imagine a market where 
some managers outperform all the time and 
others underperform all the time. No 
intelligent investor would stay forever with a 
manager who underperforms all the time. 
Underperforming managers will either lose 
their clients and go out of business or change 
their tactics. Once managers’ performance is 
measured against market prices set by 
counterbalancing buyers and sellers, by 
definition, half will outperform and half will 
underperform over time.  
 
Second, value managers must incur an extra 
cost that index investors do not pay. That cost 
is research. This means that indexers have a 
cost advantage in the marketplace that will 
cause them to outperform over time and on 
average. Value investors, each trying to beat 
the performance of the others, must actually 
research the companies in which they invest. 
As hard as it is to believe, indexers do no 
research at all. Without this expense, index 
investors on average and over the long haul 
inevitably outperform the active value 
managers. Indexers, by definition, will 
outperform those who set the prices because 
they don’t have to bear the cost of the research 
necessary to set the prices.  
 
As John Bogle, the founder of the Vanguard 
mutual fund company and a fierce advocate of 
index investing, has succinctly put it, “For all 
investors as a group, then, beating the market 
before costs is a zero-sum game; beating the 
market after costs is a loser’s game” (emphasis 
in original).10 In other words, the market is a 
zero-sum game: some participants gain at the 
expense of others, with none adding any true 
value. In such a market, those who incur costs 
by trying to determine the value of companies 
will inevitably underperform those without 
these costs.11  
 

Robert A. G. 
Monks offers an 
example of 
relationship 
investing, using 
one’s influence 
to improve the 
corporate 
governance  
of firms. 



2007 SUMMIT ON THE FUTURE OF THE CORPORATION  |  PAPER NO. 5  |  

Keynes, an advocate of the long-term 
approach to investing, was despairingly 
articulate on this point: 
 
Investment based on genuine long-term 
expectation is so difficult to-day as to be 
scarcely practicable. He who attempts it must 
surely lead much more laborious days and run 
greater risks than he who tries to guess better 
than the crowd how the crowd will behave; 
and, given equal intelligence, he may make 
more disastrous mistakes. There is no clear 
evidence from experience that the investment 
policy which is socially advantageous 
coincides with that which is most profitable.12  
 
The long-term value investors about whom 
Keynes is speaking will always find 
themselves at a competitive disadvantage in 
today’s stock markets and never predominate 
as long as their performance is measured 
against stock price.  
 
Long-term value investors cannot escape from 
the price-based measurement trap because it is 
price, as related to long-term earnings 
potential, by which they still judge their own 
performance. Their investment time horizon 
may be “forever”—or Judgment Day, another 
horizon line by which Buffett likes to calculate 
the earnings power of corporations—but price 
is still the ultimate measurement of returns.13  
 
Thus, the Short-Term Measurement Dilemma 
cannot be resolved by simply looking to long-
term earnings potential. Other factors must be 
introduced if we are to give the long term a 
deeper meaning and more influence in our 
markets today.  
 
The Materiality of Social and 
Environmental Factors   
 
In determining the value of corporations, it is 
vital for long-term investors to consider factors 
other than price and earnings. Environmental, 
social, and governance (ESG) factors 
inherently impose a longer-term perspective. 
They take into account issues well-suited to a 
long-term perspective, and these issues often 
cannot be clearly tied back to price. Any 
definition of the full potential of long-term 
investing must incorporate these factors.  

 
ESG-based evaluations of companies reach 
beyond those from traditional stock analysts 
because they encompass the less tangible 

aspects of a company’s value. Generally, ESG 
factors relate to a company’s relations with its 
stakeholders such as employees, customers, 
communities, suppliers, and the environment. 
Specifically, they include issues such as 
workplace safety, employee training, product 
quality, charitable giving, vendor labor 
standards, carbon emissions, and pollution 
prevention. These factors can lead to the 
exclusion of particular companies from 
investment consideration when they fail to 
meet certain stakeholder-specific standards. In 
addition, ESG considerations can help evaluate 
the role of whole industries in a sustainable 
society. Involvement in the production of 
weapons of mass destruction or tobacco, for 
example, might lead to exclusion.  

 
Some ESG factors can be directly related to a 
company’s stock price and some cannot. 
Those that can be tied to stock price are 
usually referred to as financially “material.” 
Those that cannot are sometimes referred to as 
factors that have “non-financial materiality.”14  

 
Another way of describing these non-
financially material ESG factors is to use the 
economists’ conception of positive or negative 
externalities, describing them as factors that 
create costs or benefits that cannot be 
translated easily into market price. However 
they are described and whatever their 
relationship to materiality, ESG factors are 
inherently long-term in nature and contribute 
to the definition of long-term investing.15     
 
ESG factors help direct the market to the long 
term because they frequently focus on issues 
where risks and rewards are best measured in 
years and decades, not months and quarters. 
Environmental issues with such long-term 
horizons include climate change, ozone-
depletion caused by industrial chemicals, 
development of alternative energy sources, 
changes in environmental regulation, 
environmental life-cycle analysis for products, 
energy efficiency, and the effective 
implementation of company-wide 
environmental management systems. Social 
issues with similarly long horizons include the 
availability of clean water in the coming 
century, the adequacy of labor standards at 
suppliers in developing nations, the 
incorporation of women and ethnic minorities 
into corporate workforces, the balancing of the 
pressures of the workplace and the demands of 
family life, investments in a highly trained 
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workforce, and support for community 
economic development. 
 

A growing number of 
investors state clearly that 
they consider ESG factors as 
relevant to their investments 
and corporate valuation. For 
example, Asset 
Management Working 
Group in 2004 reported that 
at the nine major brokerage 
houses that they 
commissioned for analyses 
of the role of ESG factors in 
stock valuations, “Analysts 
agreed that environmental, 
social, and corporate 
governance criteria impact 
both positively and 
negatively on long-term 
shareholder value.”16.  

 
In an encouraging development along similar 
lines, a number of major investment houses 
increasingly are hiring in-house staff to 
promote the integration of ESG research into 
their analyses for the mainstream investment 
community. For example: 

 
• Citigroup. This firm’s Smith Barney 

office in London has a team of analysts 
dedicated to publishing research on 
“sustainable investable themes.” In 2005, 
this team’s report, Crossing the River, 
documented its approach to finding 
“bridges” which it envisions as stepping-
stones in a river between environmental 
and financial performance. 

 
• Societé Générale. This French 

investment bank has a five-member 
research team at its Paris headquarters 
that follows sustainability issues, track 
their financial implications, and integrates 
this research into stock analyses. 

  
These investors and analysts are incorporating 
ESG factors because they believe doing so will 
make them better stock pickers in the long run. 
In this sense they are like value investors, 
looking for buying and selling opportunities 
when ESG factors show that a company’s 
intrinsic value has deviated from its current 
price. 
  

It should be noted that simply because ESG 
factors look to the long term, they do not 
automatically protect the stock markets from 
short-term price speculation. In fact, the more 
ESG factors become incorporated into current 
price/earnings models, the more likely they are 
to fall prey to the short-term speculation those 
models produce. This is true because highly 
liquid markets invite speculation when price is 
the only consideration. 

 
Take, for example, the investment 
opportunities offered by the development of 
alternative energy sources. The exact prospects 
for wind-power companies are unknown 
today, but that doesn’t keep the markets from 
speculating on them and driving their stock 
prices up sharply. In France in early 2007, for 
example, strong performance of wind power 
and other green stocks prompted a Le Monde 
story headlined “Is There a Green Stock 
Bubble?” 17 

 
While some ESG factors clearly are related to 
stock price, other ESG factors clearly cannot 
be related to the price of individual stocks or 
the market valuation of whole industries. This 
type of factor can be described as non-
financially material or as an externality.  

 
Externalities are costs (or gains) that are borne 
(or shared) by those not involved in a 
particular transaction. In other words, 
externalities are costs and benefits that are not 
captured in the marketplace and cannot be 
measured by price. An example of a negative 
externality would be the health damage that 
tobacco products cause, costs that are borne by 
society. A positive externality would be the 
cost of training employees in skills that they 
could then take elsewhere.  

 
Ironically, considerations of externalities can, 
in theory, lead to investing in companies that 
cause harm and to shunning companies that 
produce societal benefit. Jeremy Siegel reports 
that the best performing U.S. stock of the past 
75 years has been Philip Morris (now Altria).18 
Furthermore, Siegel argues that investors are 
not rewarded for investments in companies 
that enhance productivity in the economy.  

 
Once a factor that has been an externality—
carbon emissions, for example—becomes 
priceable in the markets, it will no longer be an 
externality. As long as price is the measure of 
stock value, markets cannot account for 

If stock price 
appreciation is the 
only goal of 
relationship 
investing, 
investors are back 
in the trap of 
short-termism. 
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externalities. This is simply a restatement of 
one of the most painful aspects of the Short-
Term Measurement Dilemma.  

  
However, if investors make their primary 
concern the economy as a whole, not the price 
performance of a single stock or industry, 
many of the complications of factoring in 
externalities disappear.  

 
This is the argument for the concept of 
universal investing, initially propounded by 
Robert A.G. Monks and Nell Minnow, and 
subsequently elaborated by Professors James 
Hawley and Andrew Williams.19 Universal 
investors can be defined as pension funds or 
other institutional investors so large that they 
are invested across all asset classes. Universal 
investors essentially “own the economy.”  It 
does not profit them to invest in a company 
that increases earnings by externalizing 
environmental or other social costs onto other 
companies or the economy. The company’s 
earnings may rise, but that gain will be offset 
by losses at other firms that will affect the 
investor’s portfolio. As Hawley and Williams 
put it:  
 
For a universal owner, and thus for its 
beneficiaries, the whole may well be greater 
than the sum of its parts since long-term 
profit maximization for the portfolio of a 
universal owner involves enhancing not just 
return on a firm-by-firm basis, but enhancing 
productivity in the economy as a whole. This 
approach to the role and responsibility of 
universal ownership simply takes two basic 
ideas, externalities and portfolio theory…and 
combines them.20 

 
By factoring in ESG externalities, long-term 
investors remain aware of the effects of their 
investments on the economy as a whole.  
Being able to factor these externalities into 
assessments of positive and negative effects on 
the environment and society depends, of 
course, on the availability of data. Progress on 
disclosure of this data is being made by the 
groundbreaking work of such organizations as 
the Global Reporting Initiative and the United 
Nations Global Compact. Progress on the 
analysis of this data is being pioneered by 
research firms such as Trucost who are 
figuring out how to measure potential long-
term costs.   
 

Investors who factor in both financially and 
non-financially material ESG factors can be 
said to be long-term investors. Those who only 
factor in financially material, price-related 
ESG factors will not, however, entirely escape 
from the traps laid by price-based performance 
measurements. Those who factor in the non-
financially material externalities will need to 
take one additional step to act like a long-term 
investor in the deepest sense. That step is to 
“add value” to their investments by actively 
discouraging negative externalities and 
encouraging positive ones. 

 
Adding Value to Investments as the 
Key to the Long Term 
 
The final piece of the puzzle of defining long-
term investing is about investors using ESG 
factors as a tool to add value to the companies 
in which they are investing. This value can be 
reflected in many different ways. It may show 
up in short-term stock price appreciation, long-
term price appreciation, the creation of 
intangible company assets, the enhancement of 
reputation, increased prosperity for local or 
national economies, enhanced trust between 
corporations and society, a healthier and more 
sustainable environment, or many other 
benefits for society and the environment.  
 
It is this willingness to include value 
enhancement as a legitimate part of the 
investment process that allows long-term 
investors to escape from the dictates of price-
based benchmarks. Value can be added at the 
industry, societal, or environmental levels by 
minimizing negative externalities (avoiding 
companies or industries with ESG risks), or by 
maximizing positive externalities 
(emphasizing companies or industries that 
make long-term investments in their 
stakeholders).  

 
Adding to the value of investments is not a 
radical idea. In certain asset classes other than 
equities, investors are expected to add value. 
Venture capital investors and private equity 
managers, for example, actively manage the 
firms in which they invest, placing 
representatives on boards of directors, hiring 
and firing top managers, or making strategic 
management decisions. Similarly, real estate 
investors frequently invest in the properties 
they own to enhance their value in the 
marketplace. 

 



2007 SUMMIT ON THE FUTURE OF THE CORPORATION  |  PAPER NO. 5  |  

The stock market, however—because of its 
liquidity and because investors are separated 
from the managers of the corporations in 

which they invest—does 
not lend itself easily to 
value creation by investors. 
That is not to say that such 
value creation is 
impossible. When 
Solomon Brothers was 
embroiled in a major 
scandal involving illegal 
trading in the bond market, 
Warren Buffett as a major 
long-term investor agreed 
to take a seat on the 
company’s board to help 
restore confidence. But 
Buffett is not likely to 
argue that this is a model 

that should be widely replicated.A more 
widely accepted example of value creation by 
investors is that of relationship investing. An 
example is the work of Robert A.G. Monks 
through LENS Investment Management (now 
LENS Governance Advisors) and Ralph 
Whitworth through Relational Investors LLC. 
Such relationship investors take substantial 
stakes in companies they believe have 
performed poorly and use their influence to 
improve the corporate governance of these 
firms.  

 
More generally, institutional investors such as 
public and union pension funds have in the 
past 15 years increasingly sought to add value 
to their investments by urging changes in 
corporate governance. For example, the 
Council of Institutional Investors each year 
creates a “Focus List” of companies whose 
poor financial performance can be helped by 
governance pressure from its members. A 
similar list is maintained by the California 
Public Employees Retirement System 
(CalPERS).  
 
Relationship investors say their strategy pays 
off financially. From 1992 through 2000, when 
it closed shop as a money management firm, 
LENS’ portfolio outperformed the Standard & 
Poor’s 500 Index.21 Similarly, Brad Barber, in 
his 2006 study of the activism program of 
CalPERS, says that CalPERS imprecisely 
estimates the wealth creation from its 
shareholder activism to be $3.1 billion 
between 1992 and 2005.22  

 

However, if stock price appreciation is the 
only goal of relationship investing, investors 
are back in the trap of short-termism. They’re 
no different from those they often criticize, the 
hedge funds and private equity firms that seek 
to add short-term value to their investments 
through cost cutting. These are the venture 
capitalists that German government officials 
described as “locusts” and whose managers are 
portrayed in the press as heartless, short-term 
profiteers. 

  
What distinguishes the value created by 
relationship investors such as LENS and 
CalPERS is that they add value, not only to 
their particular investments but to the stock 
markets in general, by raising the standards of 
corporate governance. They often seek to 
create models of best practice and to create 
more honest and transparent financial markets.  

 
This form of engagement with corporate 
management has its parallels on the 
environmental and social sides. Socially 
responsible investors with a long-term view 
seek to better the management of firms in part 
to improve their financial performance, but 
also to create models of best practice that can 
be replicated and bring broad societal benefit. 
They are creating positive externalities from 
which other investors and society may benefit.  

 
These externalities can be created either 
through engagement with companies on ESG 
issues or by setting ESG standards for 
investment selection. These two tools function 
somewhat differently, but both can add value 
at the corporate, industry, and societal level. 

 
Engagement on ESG issues follows the pattern 
of engagement by activist relationship 
investors. By engaging on issues such as 
carbon emissions, vendor standards, and equal 
opportunity employment, long-term investors 
seek to add value not only to a particular 
company’s operations but to those of its 
industry as a whole.  
 
This engagement can take the form of private 
dialogue with corporations, or more public 
confrontations. At the company level, for 
example, Domini Social Investments joined 
with other investors and non-profit 
organizations to successfully pressure Procter 
& Gamble to introduce a line of fair-trade 
coffee, a dialogue that ultimately resulted in 

Social investors 
are not aiming to 
create long-term 
value on their own, 
but in conjunction 
with other players 
in society. 
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the launch of P&G’s Millstone line of fair-
trade coffees.  

 
On an industry level, a coalition of responsible 
investors representing trillions of dollars in 
assets has come together under the aegis of the 
Carbon Disclosure Project to urge emissions 
disclosures by the largest corporations in the 
world. A similar coalition has formed under 
the banner of the Extractive Industries 
Transparency Initiative, to urge companies to 
disclose payments to governments, particularly 
in the developing world. In the U.S., the 
Investors’ Network on Climate Risk is a 
coalition of institutional investors working 
with U.S. energy companies and utilities.  
 
In the United Kingdom, engagement is now a 
widespread practice among large money 
management companies committed to 
sustainability. Among the major firms 
committed to substantial engagement 

programs are Insight Investment 
(part of HBOS) and Morley Fund 
Management (Aviva). These firms 
communicate with hundreds of 
companies on dozens of social and 
environmental issues each year. 
F&C Asset Management—one of 
the earliest and most thorough 
proponents of engagement—offers 
a separate investment 
management product called 
“responsible engagement 
overlay,” or “reo.” Through this 
service, F&C will engage 
corporate managers on 

sustainability issues, whether or not F&C 
actually manages the client’s funds. In 2006, 
F&C recorded 268 milestones, or instances in 
which “a company improves its policies, 
procedures, or performance following 
engagement by F&C’s Governance and 
Sustainable Investment (GSI) team.”23  

 
A second means of adding value is standard 
setting. Whereas mainstream investors will 
purchase any stock if the price is right, long-
term investors let consideration of ESG factors 
limit or focus the number of companies in their 
investment universe. These investors can limit 
their universe, for example by eliminating 
industries such as tobacco and nuclear 
weapons that externalize costs onto society. In 
addition, they can seek to add value by 
shunning companies that do not meet 
internationally recognized labor standards or 

whose sustainability practices are sub-par. 
They also can focus their investments on 
companies that address emerging ESG issues 
such as alternative power generation, access to 
water, health, or sustainable agriculture.  

 
The most dramatic example of how standard 
setting by investors can add unquantifiable 
value to society was that of the South Africa 
divestment movement of the 1980s and early 
1990s. At that time, institutional investors 
around the world joined in a broad campaign 
to help dismantle the apartheid legal system in 
South Africa. This standard setting and 
divestment movement by institutional 
investors was made possible by the Sullivan 
Principles, devised to assess the quality of 
labor practices in that country. These 
principles served as the basis for exclusion of 
companies by investors when firms failed to 
meet levels of acceptable performance. The 
long-term goal of these standards, however, 
was not improved financial performance. The 
goal was the creation of a just society.  

 
The Sullivan Principles have been a positive 
model for an ever-expanding series of 
standards and principles. The Ceres Principles 
were launched in the late 1980s explicitly to 
do for environmental issues in the U.S. what 
the Sullivan Principles had done for labor 
practices in South Africa. More recently, labor 
standards for specific industries as diverse as 
apparel, toys, cocoa, and rugs have been 
widely promulgated. Environmental standards 
and best ESG practices have been developed 
for the mining, construction, and banking 
industries. 

  
Long-term investors broadly defined use of 
these standards to help assess the value of 
companies and base their investment decisions 
in part on these assessments. In doing so, these 
investors are not only seeking to identify 
companies with superior prospects for long-
term financial performance. They also are 
seeking to achieve three additional goals:  
 
1)  avoid companies that pose long-term ESG 

risks to society;  
2)  help create positive externalities that benefit 

society; and  
3)  take a constructive part in a broad 

societal debate about the 
relationship between corporations 
and society.  

  

For long-term 
investors, a 
stock can be 
seen as 
worthless at  
any price. 
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When KLD’s  Domini 400 Index or the 
FTSE4Good Global Index series exclude 
manufacturers of nuclear weapons from their 
investable universe, they are not only avoiding 
companies with long-term ESG risks, but also 
are weighing in on the question of negative 
externalities. This question is not one that 
markets can resolve, nor is it the intention of 
these indexes to solve these problems. Instead, 
their exclusion policy is an implicit 
recognition that international governmental 
initiatives are needed to address negative 
externalities.  
 
Social investors’ efforts take place within the 
context of broader movements for change. 
They are not aiming to create long-term value 
on their own, but in conjunction with other 
players in society. 
 
A desire to add value to investments in the 
public equity markets cannot be accounted for 
by current theories of investment management. 
It is beyond the scope of this paper to discuss 
the relationship between Modern Portfolio 
Theory (MPT) and a fully developed theory of 
long-term investing. However, it can be 
observed here that MPT addresses issues of 
holding period (longer is more efficient 
because you cannot beat the market by active 
trading) and ESG factors (matters of personal 
taste should not be factored into purely 
financial investment decisions). MPT is 
essentially silent on the issue of whether 
investors in the stock market can add value to 
their investments.  

 
In addition, the value created by long-term 
investing as defined here contrasts sharply 
with the value that either short-term 
speculators or classical long-term value 
investors create. Short-term speculators 
arbitrage away short-term anomalies in the 
market. Long-term value investors minimize 
transaction costs, save on taxes, and capitalize 
on long-term market anomalies. The latter in 
particular can be said to reward corporations 
that are using their assets most efficiently to 
drive up earnings and hence stock price. 
Neither, however, addresses the question of 
externalities and the ability of investors to add 
value to their overall portfolio by minimizing 
the negative externalities and maximizing 
those that are positive. 

 
Keith Ambachtscheer, a noted pension 
consultant, recently has suggested that the next 

step in the development of Modern Portfolio 
Theory might be the consideration of how 
investments can be used to create broad 
societal wealth. Ambachtscheer describes how 
investment can realize “the promise of a 
higher rate of societal wealth creation” as “the 
biggest prize of all.”24  

 
The implications of the broad definition of 
long-term investing envisioned here are 
substantial. This definition, although simple in 
form, implies three essential changes: a 
fundamentally different approach to assessing 
the value of companies; adopting active steps 
to increase the value of investments; and 
developing new means of measuring and 
managing ESG risks and rewards.  
 
How Long-term Investing Affects 
Selection of Investments 
 
Long-term investors will make active 
investment choices when they perceive that the 
value of companies or industries differs from 
that implied by today’s price-driven markets.  
 
In some regards, these investment decisions 
will resemble those made by traditional value 
investors. In two notable regards, however, 
they will differ. First, they will take ESG 
factors and externalities into account. Second, 
based on ESG factors, they will exclude 
individual companies and whole industries 
from their investment universes, regardless of 
cost. Consequently, from the perspective of the 
price-determined benchmarks that dominate 
today, they may appear more speculative and 
risky than traditional investors. This 
apparently increased level of risk arises both 
because the longer out investors look the more 
speculative they necessarily become, and 
because ESG factors call for a mixture of art 
and science in their evaluation.   

 
These valuation techniques are a radical 
departure from today’s mainstream. They 
imply a separation of price from value that 
can, under certain circumstances, be absolute. 
That is, for these long-term investors a stock 
can be seen as worthless at any price. 
 
Augmentation of Value 

Long-term investors seek to add value to their 
holdings in ways that are not solely related to  
price. These value-enhancing tactics include 
engagement and standard-setting practices 
such as one-on-one dialogues with 
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management, participation in coalitions of 
investors addressing social or environmental 
issues, alliances with stockowners concerned 
about corporate governance, advocacy for the 
adoption of standards for social and 
environmental behavior, exclusion of 
companies from investment consideration, and 
participation in public policy discussion. 

 
This active approach to adding 
value is a radical departure 
from today’s mainstream. Most 
investors in today’s stock 
market believe their role is to 
reflect value, not to create it. 
Those that seek to create value 
do so solely by capitalizing on 
market or management 
inefficiencies, seizing mis-
priced stocks or pressuring 
management to maximize 
short-term profits. Both 
approaches are essentially part 
of short-term, zero-sum games 
where no value need be added 
to society.  
 

Long-term investors approach value creation 
as a more collaborative effort between 
corporations and society. Whether the issue is 
apartheid in South Africa, CEO compensation, 
energy conservation, or equal workplace 
opportunity, value-creating stockowners look 
beyond questions of price to questions of just 
and sustainable societies. 
 
Measurement and Management of ESG 
Risks   
 
Finally, long-term investing will depart 
radically from current investment practice in 
its measurement of risks and rewards. By 
seeking to minimize ESG risks and maximize 
positive externalities, long-term investors 
inevitably confront issues that markets have 
difficulty pricing. They cannot remain content 
to have their performance over the long term 
measured solely against price-based 
benchmarks. They must seek to assess value 
through other measurements.25  

 
This involves the assessment of how in the 
long term companies can best add value to 
society. Such value can be difficult to measure 
in ways other than price, but that difficulty 
must be overcome if long-term investing is to 
become reality.  

 
As Keynes wisely observed in The General 
Theory of Employment Interest and Money, it 
matters greatly whether the long term or the 
short term predominates in our financial 
markets.26  This observation is no less true 
today than it was 70 years ago. If short-termers 
predominate, the social and environmental 
risks posed by corporations will go 
unmanaged. Given the size and power of our 
financial markets, and their increasing 
influence over the social and environmental 
quality of our lives, it is crucial that long-term 
strategies ultimately prevail. 
 
To some, today’s laser-like focus on price as a 
measure of value might make the dominance 
of the long term seem an unrealistic dream. 
Given the power and vested self-interests of 
those currently at the steering wheel, the 
prospects of turning this ship around seem 
dim. 
 
Yet relatively simple changes in the definitions 
of what finance should do, and a clear vision 
of how to implement these changes, can alter 
the fundamental nature of the system. It starts 
by recognizing that the decision to equate 
value with price inevitably leads to short-
termism. When we see this, the means to 
create a more value-based marketplace 
become more apparent. If we  incorporate 
progress in financial risk management to 
increase value in the present, and build on 
growing understanding of the environmental 
and social factors that enhance our common 
future, we should be able in relatively short 
order to change the behavior of investors.  
 
Finally, incorporating the long term into equity 
investing is only the start, not the end, of our 
journey. Similar approaches to the long term 
can be developed for other asset classes as 
well. Real estate, venture capital, private 
equity, cash, bonds, and commodities—all are 
subject to similar questions about the short and 
long term. The long term matters across all 
aspects of our financial activities. Progress in 
one asset class will support progress in all. 
Through this process, long-term investment 
can move from a goal devoutly wished for by 
some to a reality incorporated by all. ◙ 
                                                 
 

 

 

Value-creating 
stockowners 
look beyond 
questions of 
price to 
questions of just 
and sustainable 
societies. 
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Of the maxims of orthodox finance none, 
surely, is more anti-social than the fetish of 
liquidity, the doctrine that it is a positive virtue 
on the part of investment institutions to 
concentrate their resources upon the holding 
of “liquid” securities. It forgets that there is 
no such thing as liquidity of investment for the 
community as a whole. The social object of 
skilled investment should be to defeat the dark 
forces of time and ignorance which envelop 
our future. The actual, private object of the 
most skilled investment to-day is “to beat the 
gun”, as the Americans so well express it, to 
outwit the crowd, and to pass the bad, or 
depreciating, half-crown to the other fellow.  

— John Maynard Keynes1 
 
As the movement toward larger 
and more profitable stock 
exchanges continues, one major 
gap in capital markets looms 
large: the supply of capital to the 
small local companies that are 
the source of a significant 
fraction of job and income 
creation. The lack of equal 
access to capital for worthy small 
and medium enterprises (SMEs) 
reduces their ability to reach 
their full potential. This paper 
explores possible new models to 
fill this gap, in ways that foster 
sustainable development at the 
local level and nurture 

responsible business. It proposes that not every 
stock exchange must move toward the global 
but, instead, could reverse course and become 
a pivotal hub for the support of local living 
economies.  
 
The Current State of the Markets 
   
The financial services industry is an enormous 
part of the U.S. economy. Current estimates by 
the U.S. Bureau of Economic Analysis show 
that this industry contributed $958 billion to 
the U.S. Gross Domestic Product in 2005, or 
about 7.7 percent. The estimates for the 
number of people employed in this industry 
range from 800,000 to 1 million, and the 
demand for trading securities and other 
financial products has shown no indication of 
slowing. Today, seven U.S. exchanges are 
publicly traded, sporting an average valuation 
of 39 times estimated 2008 earnings.  
 
Daily trading volume has grown exponentially 
in the U.S. as well as around the world. At the 
New York Stock Exchange, trading was 
approximately 40 million shares daily in the 
1980s but is almost 3 billion shares today. 
And, when combined with NASDAQ, the two 
comprise almost 6 billion shares traded every 
single day. This amount of daily volume 
shows that investment has been far 
overshadowed by speculation today. The 
concept of shareholders and their rights takes 
on an entirely new meaning when the time that 
shares are held becomes days, or even minutes 
or seconds. 
 
Companies that can afford to list and trade on 
the primary exchanges have enjoyed great 
success in recent years. Raising capital 
through an Initial Public Offering becomes a 
much easier task when investors trust that 
liquidity is strong, and that the path to an 
exit—that is, selling shares in a company—is 
readily available. Investors are reassured by 
knowing that the U.S. primary markets are 
held to some of the highest standards 
anywhere in the world. And a new trend of 
taking companies back private, only to offer 
them out publicly later, adds yet another 
dimension to the financial alternatives 
available to large corporations today.  
 
The tremendous engine of public stock trading 
is not available to smaller companies. They 
have few options for raising capital beyond 

The Next 
Generation of 
Stock Exchanges
Creating local stock exchanges as hubs 
to support local living economies 
 
BY JOHN KATOVICH 

The tremendous 
engine of public 
stock trading is 
not available to 
smaller 
companies, 
which reduces 
their ability to 
reach their full 
potential. 
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typical debt financings and via the accredited 
investor community.  
To Be or Not To Be Public  
 
A public offering is an excellent way to 
accommodate growth by offering equity in a 
company in return for capital. Once public, 
companies might find they can do additional 
offerings if their stock performs well. 
Successful public offerings also increase a 
company’s net worth and growth prospects, 
and improve its debt-to-equity ratio. In 
addition, going public provides founders and 
principals with a way to value and market the 
stock they own.  

 
But companies must 
consider a number of factors 
before deciding to become a 
listed publicly traded 
company. Without several 
years of growth and 
consistent financial 
performance, underwriters 
will not consider their equity 
securities acceptable to 
public investors. Flat or 
adverse financial 
performance makes a 
company unattractive as an 
initial public offering 
candidate. The common rule 
today is that public offerings 

grossing less than $30 million dollars are 
impractical due to the myriad expenses that a 
company must incur. As a result, underwriters 
will typically only take on the fast-growth, 
rising stars with big hockey-stick growth 
patterns and scintillating exit strategies.  
 
Companies also need to understand what it 
takes just to prepare for a public offering, 
including months of planning and retaining 
new finance, accounting, and legal experts to 
ensure that all major financial transactions and 
customer arrangements have been properly 
prepared. The company might need to amend 
existing bylaws and review the minutes of all 
board meetings to ensure they are clear and 
complete. They might need to terminate 
certain leasing and licensing arrangements 
with shareholders, and amend or forfeit certain 
internal owner or employee agreements. They 
also might need to draft contracts for key 
personnel to ensure their continued 
employment and loyalty. In addition, they 

might need to revise their capital structure, add 
shares, change or remove certain classes of 
stock, and eliminate tax structures. Finally, 
they must be prepared to incur new costs, 
including the underwriter’s compensation, 
outside legal and accounting fees, printing 
charges, and transfer agent and filing fees. To 
go public with a high-quality offering today, 
companies should anticipate spending 
anywhere from $300,000 to $1,000,000, 
excluding underwriter’s commissions.  
 
Once public, companies must begin to disclose 
results of operations, financial conditions, and 
information regarding its officers, directors 
and certain shareholders. This information 
might include company sales and profits by 
product line, salaries and other compensation 
of officers and directors, as well as data about 
major customers, the company’s competitive 
position, and any pending litigation and related 
party transactions. All of this information 
becomes available to its competitors, 
customers, employees, and to the general 
public through the initial registration statement 
that is updated yearly through annual reports, 
10-Ks, proxies, and other public disclosure 
documents.  
 
And then there are the internal and external 
pressures to maintain earnings and growth 
patterns. Many will scrutinize each quarterly 
report filed with the SEC. Short-term decisions 
may begin to rule at the expense of long-term 
planning and profitability which the family-
owned business had enjoyed for many years. A 
company may find that it has lost the voting 
control and operating flexibility it exercised 
before going public. Management will need to 
deal with shareholder relations, public 
relations, public disclosures, periodic filings 
with the SEC, and reviews of stock activity. 
Add to that shareholder meetings, annual and 
quarterly reports, public relations efforts, and 
ongoing legal, accounting and auditing fees, 
all of which must be paid out of pocket. So an 
offering of less than $25 to $30 million 
becomes uneconomical. 
 
Most major investment banking firms today 
prefer at least a $50 million offering at a 
minimum price of $10 a share before they will 
take on a company. Smaller offerings are more 
difficult to market, and after-market trading is 
often considered too volatile due to the 
reduced number of outstanding shares (also 

Public offerings 
grossing less than 
$30 million are 
impractical today 
due to the myriad 
expenses a 
company incurs 
in going public. 
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called “float”). Underwriters want to see a 
minimum size to create sufficient interest 
within the investment community in order to 
attract a large syndicate and active 
aftermarket.  
 
So if a company is large enough and profitable 
enough, it may benefit substantially from a 
well-planned public offering. But if it is an 
SME with steady revenues and profits, and 
happy to remain so, all of these costs and 
responsibilities will detract significantly from 
its historical orientation toward “conscious 
growth” over long-term horizons. It can find 
itself moving quickly away from its original 
purpose and mission, now driven by the 
demands of shareholders that expect larger 
profits and a more active trading regime.  
 
Publicly Traded Exchanges 
 
An exchange is typically any kind of 
marketplace for bringing together buyers and 
sellers. To become such a marketplace, an 
entity must either register as a national 
securities exchange, or find an exemption from 

registration; for example, on the 
basis of limited transaction 
volume or, as recently seen, by 
becoming what is known as an 
alternative trading system, or an 
electronic communications 
network. Exchanges are tasked 
with self-regulation of their 
markets, including the 
consideration of the public 
interest when administering their 
markets, allocating reasonable 
fees in an equitable manner, 

establishing rules designed to admit members 
fairly, designing listing standards, and 
monitoring its markets for misconduct. By 
controlling the listing standards process, 
investors are theoretically able to make 
informed judgments about whether to purchase 
a security of a company. The other way they 
may do this is through the exchange’s self-
regulatory function, which targets fraud and 
manipulation, and protects investors from such 
things as insider trading, front running, and 
trading ahead. 
 
At the same time that the process for becoming 
public is increasingly tedious for small 
companies, we also have witnessed a parallel 
trend: every national stock exchange in the 

U.S. has departed from the 200-year-old, not-
for-profit structure, to become a for-profit 
corporation, often going public just like the 
companies that are listed and traded on those 
exchanges. As not-for-profit entities, 
exchanges were not prohibited from making 
profits (as nonprofits are), but the profit was 
supposed to be incidental to its charter. Today, 
however, exchanges are caught up in the very 
same profit-driven, quarterly-earnings 
compulsion that dominates most every 
publicly traded company.  
 
Thus the question arises, is the stock market an 
effective vehicle for distributing capital to all 
companies that truly need it?  While the IPO 
market certainly delivers the funds that a 
company needs, the market itself has far 
surpassed its role as provider of liquidity. As 
William Greider observes: 
 

Since 1970, stock turnover has risen 
from 15 percent a year to more than 50 
percent. Even institutional investors, 
despite their supposedly long-term 
perspective, experience portfolio 
turnover of 40 percent annually. There is 
no argument that speculators provide a 
key function in the markets, but it would 
appear now that the market is mainly a 
house of speculation. And what does that 
mean for any connection back to the 
company and the original public 
offering?  Very little.2 

 
Public Offering Alternatives for Small 
and Medium Enterprises 
 
In the move toward bigger companies, faster 
transactions, and more profits, even the 
“regional” national exchanges (such as those 
in San Francisco, Boston, Chicago and 
Philadelphia), by and large have rid 
themselves of what used to be termed the 
“local” listings. Up until recently, those local 
listings existed and traded side-by-side with 
the larger, more highly capitalized stocks. 
They were much less active and, as a result, 
those listings have now been mainly moved 
over to markets known commonly as OTC 
(derived from the term “over-the-counter,” 
when one could only trade a small cap stock 
by going to a prescribed counter to make the 
transaction with a clerk).  
 

The assets of 
small firms are, 
by definition, 
sited in the 
community. 
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The Over the Counter Bulletin Board 
(OTCBB) and the National Quotation Service 
Bureau (NQS, or more commonly known as 
the Pink Sheets) together make up the OTC 
market in the United States. These markets are 
quotation mediums, not stock exchanges. OTC 
securities are traded by a community of market 
makers who enter quotes and trade reports 
through a sophisticated, closed computer 
network. 

 
Thus small companies, in 
particular those that could 
not meet a national 
exchange’s listing 
requirements, do have 
opportunities to be listed and 
traded today. Some 
companies may even prefer 
to be listed in an OTC 
market due to less stringent 
disclosure rules. In addition, 
new opportunities for small 
companies are being rolled 
out. The London Stock 
Exchange's alternative 
investment market (AIM) is 

now the favored destination for many growth 
companies. In the U.S., the over-the-counter 
market Pink Sheets just launched a new 
quoting and listings system for microcaps. 
NASDAQ as well as Goldman Sachs are 
planning similar marketplace structures that 
will allow accredited investors easier access to 
private company ownership. But even for 
those that can afford to, and have an interest in 
being either publicly traded or having easier 
access to accredited investor dollars, there are 
drawbacks to joining these markets. 
 
For one, many if not most of these companies 
are interested in eventually being picked up by 
a national exchange, much like moving from 
the minor leagues to the major leagues in 
baseball. These markets attempt to mirror what 
happens in the larger markets, often resulting 
in the appearance of failure if a company stock 
does not mimic those larger market behaviors. 
Another problem with OTC or bulletin board 
status is that many of the major brokers have a 
policy against buying and selling OTC stocks. 
As a result, brokers are unable to offer stock in 
these companies to their clients, and the 
brokerage research departments then reduce or 
stop the analysis of them.  
 

In addition, despite recent reforms that have 
been placed on OTC markets, there are still far 
too many instances of penny stock and micro 
cap fraud, since they are not as closely 
scrutinized by regulators. Low-priced, 
infrequently traded, and thinly capitalized 
securities also attract a large number of new 
and inexperienced investors, hoping to turn 
those pennies into dollars. And because of the 
lack of reliable, accurate, and timely 
information about the business operations of 
many of the lesser known OTC companies, 
dishonest brokers are provided the perfect 
conditions to prey upon the innocent, who 
mistakenly believe that, because it is a market, 
it must be regulated like all the others.  
 
SMEs are clearly challenged—not only from 
the heavy cost burdens connected with the 
requirements of going public, but also from the 
limited fundraising and marketplace 
alternatives. From a free-market perspective, 
one would argue that if SMEs are too small to 
meet the regulatory and financial 
requirements, then they should not participate 
in the marketplace in the same way as large 
companies. If those small companies cannot 
garner sufficient interest and liquidity in a 
marketplace, then they will not be appropriate 
participants in a market that works only when 
volumes are high and trading interest is active. 
 
But this simple conclusion does not take into 
account the importance and value that SMEs 
have to local economies, and it assumes that 
the ultimate end user, the individual investor, 
will always opt for only highly liquid stocks 
that offer the richest of rewards for the least 
amount of risk.  
 
The Case for Investments in  
Local Economies 
 
Why should we care about small local 
companies?  Michael Shuman observes: 

 
 …[m]ost of us suspect— correctly it 

turns out—that local businesses in our 
community are more directly 
connected to our well-being. The 
assets of these small firms are, by 
definition, sited in the community and 
owned by people residing there. They 
almost exclusively hire neighbors. The 
benefits of their success and the fallout 

The more we 
nurture and 
support local 
business, the more 
likely we will 
bring prosperity 
to all Americans. 


