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[The] alignment of the interests of the strategic managers of US public corporations with the demands of the stock market is 

now typically regarded as a defining feature of the market-oriented US system of corporate governance.1 

 

From the fourth quarter of 2004 through the third quarter of 2008, companies in the S.&P. 500, as a group, earned revenues 

of $2.42 trillion and distributed $2.64 trillion to shareholders through dividends and stock buy-backs.2 

 

Abstract 

This paper explores whether the modern corporate governance model is sustainable.  For many, particularly large, 

corporations, there is a separation between ownership and management, with an emphasis by management on short-term 

gains at the expense of long-term sustainability.  This paper explores the role of corporate directors, particularly vis-à-vis 

shareholders, from an interdisciplinary perspective, analyzing legal case law as well as legal, management, and finance 

literature.  This paper then explores emerging trends in expanding notions of corporate governance that incorporate concerns 

beyond just shareholders, recognizing the interrelationship between business and society.  It is suggested that in order to 

remain viable and competitive, corporations need to normalize longer views of sustainability that encompass numerous 

stakeholders, rather than simply trying to maximize profits during the current quarter. 

Introduction 

This paper explores whether the modern corporate governance model is sustainable.  The corporation is 

unquestionably an important element of the United States‟ economy.  While not the most prevalent form of business—

representing less than 20% of business organizations—corporations generate approximately 85% of American business 

revenues.3  Throughout history, the corporate form has served as the most appropriate vehicle to raise and marshal substantial 

resources.4 

From its formal inception, the corporation has offered two principal advantages: legal existence separate from its 

owners, and transferability of owners‟ interests in the corporation.  The separate legal existence allows the corporation to own 

assets, enter contracts, and incur liabilities that are legally separate from those of its owners and managers.5  Importantly, not 

only are the owners‟ personal assets shielded from the corporation‟s creditors,6 but the corporate assets, as well, are shielded 

from the claims of the owners‟ personal creditors.7  Transferability of ownership means that the corporation does not need to 

liquidate in the event one or more owners wish to terminate their interest in the firm.8 

For many, particularly large, corporations, there is a separation between ownership and management.  How can the 

corporation‟s owners (the shareholders/stockholders) be assured the managers (directors and officers) will not pursue their 

own personal gains over those of the owners?9  The answer is that the managers of the corporation act essentially as trustees 

for corporate resources and as agents of the owners.  Managers may not use corporate resources for their own purposes in 

conflict with the shareholders.10 

In theory, imposing fiduciary duties upon corporate managers to protect the property interests of shareholders is the 

preferred approach.  But in practice, does it work?  As one commentator has asked: 

How does it happen that millions of individuals are willing to turn over a significant fraction of their wealth 

to organizations run by managers who have so little interest in their welfare?  What is even more 

remarkable, why are they willing to make these commitments purely as residual claimants, i.e., on the 

anticipation that managers will operate the firm so that there will be earnings which accrue to the 

stockholders?11 

Shareholders invest in corporations with the understanding that managers will strive to maximize shareholder 

value—i.e., maximize profits.  But is this theory of profit maximization sustainable?  This paper explores issues related to 

that question, starting with a brief overview of the historical development of corporations and their role in the American 

economy.  The role of corporate directors is considered next, particularly vis-à-vis shareholders, from an interdisciplinary 

perspective, analyzing legal case law as well as legal, management, and finance literature.  Recent trends suggest that the 

major role of large, publicly-traded corporations is not so much to maximize the wealth of their shareholders, but rather to 

maximize the wealth of investors—i.e., they exist not necessarily to build a lasting business, but to provide continually 

increasing short-term profits.  It is argued that this approach is not sustainable from a long-term competitive perspective.  

This paper then explores emerging trends in expanding notions of corporate governance that incorporate concerns beyond 



 

 

just shareholders, recognizing the interrelationship between business and society.  It is suggested that in order to remain 

viable and competitive, corporations need to normalize longer views of sustainability that encompass numerous stakeholders, 

rather than simply trying to maximize profits during the current quarter. 

A Brief History of the Corporate Form of Business 

The immediate precursor to the corporation can be traced to joint-stock companies that offered transferrable shares 

of ownership, appearing as early as the thirteenth century.12  The first English joint-stock company was formed in 1554, and 

the first joint-stock company to operate in America was formed in 1587.13  In England, formal chartering of a joint-stock 

company required special permission by the crown or an act of Parliament.14  Typical of the joint-stock companies formed 

during this time was the East India Company, chartered by Queen Elizabeth in 1600, granting a monopoly to an association 

of merchants trading in the East Indies.15  Because the expense of outfitting ships for voyages, often taking several years to 

complete, was too great for individual merchants, the East India Company offered the financial opportunity for “noblemen, 

gentlemen, shopkeepers, widows, orphans, and all other subjects [to] be traders, and employ their capital in a joint stock[,]” 

with profits to be distributed in the same proportion as amounts contributed.16  “In fact the whole advance of English 

discovery, commerce, and colonization in the sixteenth and early seventeenth centuries was due not to individuals but to the 

efforts of corporate bodies.”17  These early corporations had a direct or quasi-governmental purpose, legitimizing a range of 

public functions performed by foreign trading companies in organizing terms of trade, setting up local governments, 

controlling customs, and making foreign policy in their areas of operation.18  Civil corporations were also formed for the 

benefit of cities and towns, while “special” corporations were formed to promote special governmental objectives, such as 

trade, charity, or running hospitals.19   

Just as the free transferability of stock protects corporations from liquidation demands by stockholders, it also 

creates a secondary market in that stock.  As the number of joint-stock companies grew, secondary trading in their stock 

increased, to the extent that speculation by “stock-jobbers” in “Exchange Alley” in London became the rage in the early part 

of the eighteenth century.20  As an offshoot of rampant speculation in the stock of one charted company, the South-Sea 

Company, hundreds of joint-stock “Bubble” companies were formed in 1719-1720, many lasting two weeks or less.21  The 

number of enterprises seeking to raise capital far outstripped the number of charters Parliament or the crown were willing to 

grant; therefore, most Bubble companies only imitated joint-stock companies since they lacked a government charter.22 

In July 1720, the English government tried to tame the speculation by dismissing all petitions for charters and 

declaring illegal all Bubble companies.23  Specifically, by passing the “Bubble Act”,24 Parliament made it illegal to act as a 

corporation, including issuing transferable stock, without a charter.25  Thus the world‟s first stock bubble was burst.26   

Although the bursting of the “South-Sea bubble” engendered “great distrust in corporate enterprises …[,]”27 despite 

passage of the Bubble Act, unchartered joint-stock companies continued to be created and operate until repeal of the Act in 

1825;28  “[C]orporate charters were difficult and expensive to obtain, the fruit of special privilege, and unincorporated joint 

stock companies conducted business outside the recognition and protection of the law.”29 According to Mahoney, as a result 

of the Bubble Act, there was no development of a common law of joint-stock companies until the Act‟s repeal.30   

The Bubble Act was extended to the American colonies in 1741.31  According to Williston, Pennsylvania was the 

first colony to charter a corporation in 1768, with only five more charters issued in America prior to 1787.32  Upon enactment 

of the United States Constitution the authority to issue corporate charters passed to the individual states.33  But only a handful 

of states, such as Delaware, Massachusetts, New Jersey, New York, and Pennsylvania, initially passed legislation providing 

for corporate charters.34  Though estimates vary, it appears that less than 335 corporate charters had been granted in the 

United States by the end of the eighteenth century, 295 of those in the last decade of the century.35  In contrast to England 

earlier in the eighteenth century, speculation in corporate securities in America was minimal.36 

Incorporation in America required a special act of a state legislature until approximately the mid-nineteenth century.  

Following the economic depression of 1837-1844, many states held constitutional conventions which added provisions 

separating corporate business opportunities from state politics.37  Legislatures began to enact general incorporation statutes 

under which anyone could organize a business corporation by preparing and filing articles of incorporation,38 resulting in a 

watershed in the development of the modern American corporation.39   

And while many of the early American corporations were devoted to quasi-governmental purposes, such as building 

canals and toll roads,40 it was the surge of manufacturing businesses seeking incorporation, coupled with the growing railroad 

concerns needing to raise substantial capital, that drove the need for general purpose incorporation legislation.41  “By 1886 

the corporation… was becoming dominant in important lines of manufacturing and being used to a substantial extent for 

conducting many other types of business enterprise.”42 

By the end of the nineteenth century and into the twentieth century, American businesses began to expand into 

nationwide activities and compete globally in a number of industrial segments, requiring high levels of mass-production.  The 

industrial enterprises that dominated America‟s most vital industries by the end of the nineteenth century—the archetypes of 

today‟s large, publicly-held corporations—resulted from the integration of the processes of mass production and mass 

distribution within a single firm.43  The corporate form of business was ideal for this environment, providing a means to 

finance increasing capital costs as well as a mechanism for managing resources.44    



 

 

In 1896 New Jersey adopted what is regarded as the first of the fully modern corporation statutes.45  In 1899 

Delaware enacted its modernized General Corporation Law.46  Although the law was modeled after New Jersey‟s corporation 

statute,  Delaware‟s General Corporation Law soon became the most popular in the United States because of “three principal 

features: a simple procedure for formation; low corporate taxes; and a broad statement of the powers granted to the 

corporation by the State.”47  The Delaware 1899 General Corporation Law granted to corporations the power to conduct 

business in other states, the power to hold stocks and bonds of other companies, the power to merge, and protected 

shareholders from liability except to the extent of the par value of their holdings.48  Liberalization of incorporation laws by 

(initially) New Jersey and Delaware sparked competition among a handful of states to liberalize their own statutes to compete 

for corporate charters.  In particular, these updated laws allowed those controlling the corporation the opportunity “to write 

charters and bylaws which gave them the structure and procedures they wanted.”49  For example, revisions in the 1920s to 

Delaware‟s General Corporation Law “gave almost unlimited power to directors vis-à-vis investors, … [attesting to] the 

importance attached to a free hand for those who sat atop broad stockholder constituencies.”50   

From the financial perspective, larger businesses needed to raise capital far beyond the capacity of a few investors.  

For example, capital injected into the railroad network rose from $300 million in 1850 to over $21 billion in 1916.51  As a 

consequence, a financial industry arose to facilitate raising large sums of capital from a large number of people.  By the 

second decade of the twentieth century, most of the leading economic sectors in the United States were financed by way of 

publicly held stocks and bonds.52  By 1912, securities represented 19% of total United States assets.53   

The combination of relaxed corporation codes and increased need for capital is reflected in the number of 

incorporations each year in the nineteenth and twentieth centuries.  There were never more than 1,000 incorporations in any 

single year in the United States prior to 1880, with an average of approximately 250 incorporations per year from 1800 

through 1879.54  Annual new incorporations exceeded 5,000 in 1892 and 10,000 in 1901, peaking at over 45,000 by 1929 

before falling precipitously to just over 12,000 by 1943.55  After 1943, no one has compiled state-by-state annual 

incorporations.  The United States Census Bureau began tracking the total number of corporations in the United States 

beginning in 1916.  The aggregate data reflect a similar trend, with 340,000 total corporations in the United States in 1916, 

peaking at 533,000 in 1935 before a decline through 1946.56  Since the mid-1940s, there has been a steady increase in the 

number of corporations in the United States, reaching 1 million in 1958,57 and climbing to over 5.5 million in 2005.58  And 

while Delaware has long had the reputation of being the most popular state in which to incorporate,59 it was never home to 

more than 20% of incorporations between 1800 and 1943.60  Since the mid-twentieth century, however, Delaware has 

maintained its prominence, primarily because it initially attained the status as the preferred state for incorporation.61  

Recently, the Delaware Division of Corporations has boasted that Delaware is the corporate home of 61% of the Fortune 500 

companies and half of all United States firms traded on the New York and NASDAQ stock exchanges.62  This is significant 

because, for example, in 2005, the largest 500 American companies, out of nearly 30 million business entities, generated 28% 

of total United States business revenues.63 

The Nature of the Modern Corporation 

As corporations began to dominate economic activity in the United States, commentators began to examine the role 

of governance in the evolving corporate culture.  Writing in 1932, Berle and Means noted the widening dispersion of stock 

ownership, particularly among the largest corporations.64  As a result, they observed, control of the corporation was passing 

from the shareholders to the directors.65  The shareholder was evolving from “a quasi-partner, manager and entrepreneur, 

with definite rights in and to property used in the enterprise and to the profits of that enterprise as they accrued, …” to 

essentially a bondholder—merely a supplier of capital with minimal power to participate in management.66  Berle and Means 

argued that this separation of control from ownership led to a perverse logic: any profits exceeding a “fair return” should be 

distributed to those in control as an inducement for efficient management, resulting in the corporation being operated in the 

financial interests of management, leaving the shareholders merely as the recipients of the wages of capital.67 

Berle and Means were reacting to the fact that the process of raising significant amounts of capital from large 

numbers of investors led to a separation of equity ownership from strategic control over the allocation of corporate resources, 

which was increasingly vested in the hands of career managers.68  The role of the shareholder began to change from one of 

“owner” to “investor”, along with a commensurate change of attitude by management toward the shareholder: “Stockholders 

know nothing about the business nor do they care anything about it. … They are only [buying or] selling a commodity … if it 

does not yield them adequate returns, they sell their shares.”69   

How, then, could the interests of these uninvolved, disinterested shareholders be protected?  First, if firms devoted 

their resources to maximizing profits, shareholders should be satisfied.  In the 1960s, the “shareholder value” approach began 

to dominate corporate practice: “there is one and only one social responsibility of business—to use its resources and engage 

in activities designed to increase its profits so long as it stays within the rules of the game, which is to say, engages in open 

and free competition, without deception or fraud.”70  This approach dovetailed nicely with the historic role of management, 

which satisfied Adam Smith‟s concern of ensuring that shareholder interests were protected from managers who had possibly 

conflicting priorities:71 

Corporate officers and directors are not permitted to use their position of trust and confidence to 

further their private interests. While technically not trustees, they stand in a fiduciary relation to the 



 

 

corporation and its stockholders. A public policy, existing through the years, and derived from a profound 

knowledge of human characteristics and motives, has established a rule that demands of a corporate officer 

or director, peremptorily and inexorably, the most scrupulous observance of his duty, not only affirmatively 

to protect the interests of the corporation committed to his charge, but also to refrain from doing anything 

that would work injury to the corporation, or to deprive it of profit or advantage which his skill and ability 

might properly bring to it, or to enable it to make in the reasonable and lawful exercise of its powers.72 

Second, a principal-agent theory began to take hold—shareholders, who are unable or unwilling to actively manage 

the corporation, are principals who appoint directors as their agents to run the business.73  The principal-agent theory 

addressed not only methods to prevent managers from stealing capital from shareholders,74 but also provided a methodology 

to address managers‟ self-interest motives that differed with the profit maximization priority of the firm.75  “Given 

information asymmetry between principals and agents—that is, the agents are much better informed both about their own 

actions and about their outcomes—it is never likely to be optimal for the agents to act in a way that is optimal for the 

principals.”76  Jensen, Meckling, and Fama argued that shareholders can ensure managers act in the shareholders‟ best 

interest through monitoring and incentives.  Incentives for management can be increased to minimize monitoring costs.77  As 

a result, managers have been financially rewarded for maximizing shareholder value in firms.  “For most economists and 

legal scholars, the debate is more about how to implement shareholder value than about its legitimacy.  [¶] Much of this 

debate focuses on what constitutes an efficient monitoring structure.”78 

The time horizon for management‟s incentives is critical.  Too short of a time horizon can result in management 

pursuing high, short-term profits at the expense of future profitability, particularly if the managers leave after the high-profit 

period.79  Granting stock options can lessen short-termism, since stock prices also incorporate anticipated future performance 

of the firm.80  The problem is, however, that since managers‟ compensation will potentially decline if the corporation‟s share 

price also declines, managers will therefore become more risk-averse.81  Investment in research and development (R&D) is 

generally a high-risk/high-return strategy that is attractive to stockholders because they anticipate a positive effect on 

performance and they can reduce the inherent risk by keeping diversified investment portfolios; whereas executives will be 

reluctant to invest in long-term R&D projects because innovative projects have high failure rates and do not return short-term 

yields.82 

There is evidence that managers are exploiting a flaw in the interrelationship between the principal-agent and 

shareholder-value approaches.  Some commentators have argued that these approaches have distracted corporations from 

their substantive business models to pursuing increasing share prices.83  In a continual attempt to increase share prices, 

directors resort to share repurchases, restructuring, and reshuffling finances, such as changing inventory valuation methods, 

accelerating income, deferring expenses and changing pension actuarial assumptions.84  For example, from the fourth quarter 

of 2004 through the third quarter of 2008, companies in the S.&P. 500, as a group, earned revenues of $2.42 trillion and 

distributed $2.64 trillion to shareholders through dividends and stock buy-backs.85 As noted by O‟Sullivan, the “alignment of 

the interests of the strategic managers of US public corporations with the demands of the stock market is now typically 

regarded as a defining feature of the market-oriented US system of corporate governance.”86 

“Innovation is the process through which productive resources are developed and utilized to generate higher quality 

and/or lower cost products than had previously been available.”87  And it is corporate governance that influences how 

corporations allocate resources and returns; it “shapes who makes investment decisions in corporations, what types of 

investments they make, and how returns from investments are distributed.”88  Tylecote and Visintin found that United States 

corporations that are directly controlled by shareholders—family- and venture capital-dominated firms—tend to be governed 

for the longer view; whereas firms with substantial outside shareholder interest tend to focus on maximizing shareholder 

value and spend relatively less on research and development.89  Other commentators have reached similar conclusions: Hayes 

and Abernathy have argued that lower post-WWII productivity growth in the United States, compared to Germany and Japan, 

was due in part to management‟s focus on short-term cost reduction rather than long-term development of technological 

competitiveness;90 a decade later, Porter concluded that the innovative shortcomings of American businesses were the result 

of short time horizons, ineffective corporate governance, and high costs of capital—all symptoms of larger problems within 

the United States‟ capital investment system.91 

“To be successful, corporations must innovate to provide products and services that their customers prefer to 

competitive alternatives.  This continual innovation is a risk-oriented process which entails the possibility of failure and 

inadequate economic results.”92  Corporate decisions to carry on R&D activities “are typically risky, unpredictable, long-term 

oriented and multistage, labour intensive and idiosyncratic.”93  Studies have identified a relationship between stock 

ownership and risk-taking; namely, corporations with large numbers of stockholders engage in less (risky) R&D projects.  

This appeared to be especially critical in the 1980s, as United States firms faced stagnation in productivity, coupled with the 

emergence of Japanese firms as serious competitors, even in internal markets.94  In the 1980s, with American corporations 

beginning to experience significant competition from overseas competitors, “US corporate managers faced a strategic 

crossroads: they could find new ways to generate productivity gains on the basis of „retain and reinvest‟, or they could 

capitulate to the new competitive environment through corporate downsizing.”95  The focus of corporate activities changed: 

In the past two decades there has been a noticeable shift in US corporate behavior away from a 

strategy of retaining both people and money within corporate enterprises towards releasing them onto 



 

 

labour and capital markets.  To account for such actions, US corporate managers have proclaimed that the 

prime, if not only, responsibility of the corporation is to “create value for shareholders”.  For their success 

in “maximizing shareholder wealth”, these strategic managers receive ample, and often exorbitant, personal 

rewards, even as most other corporate employees experience lower earnings and less employment stability 

….96 

Although studies have indicated that corporations with large numbers of stockholders engage in fewer R&D 

projects, there is still some debate as to whether diverse stock ownership, particularly associated with institutional investors, 

helps foster a low-risk, less innovative corporate culture.97  Institutional ownership of corporate stock grew from 12% of New 

York Stock Exchange companies in 1949 to over 50% in the 1980s across a number of industry sectors.98  Some research has 

suggested that institutions are good investors and look for long-term gains from their investments, and that the large holdings 

of institutional investors provide an incentive to monitor managers and influence firm actions, if necessary.99  However, 

Graves and Waddock concluded that: institutional investors, of necessity, evaluate their holdings largely based on financial 

performance measures and that only a very small percentage even consider a clear measure of long-term competitiveness in 

their investment decisions; the very size of the institutional holdings has forced investment managers to become more active 

in influencing the strategies of their portfolios of companies, so that institutions influence corporate managers not only by 

their presence but by their advice and influence in major corporate decisions; and that pressures imposed by institutional 

investors are heavily weighted on the short-term.100  

Strategies focusing on innovation are often considered high risk because of the high failure rate of most innovations 

and the risk that a successful innovation may be rendered obsolete by the technological advances of a competitor.101  As a 

result, a strategy emphasizing innovation becomes a high stakes gamble that top management is more frequently unwilling to 

take out of fear that institutional investors will sell their stake in the firm.102 

Short-termism is a disease that infects American business and distorts management and 

boardroom judgment.  But it does not originate in the boardroom.  [It] is bred in the trading rooms of the 

hedge funds and professional institutional investment managers who control more than 75% of the shares 

of most major companies.  Short-termist pressure bred by stockholder power demanded unsustainable ever-

increasing (quarterly) earnings growth, possible only via the shortcut of over-leverage and reduced 

investment, and the dangerous route of excessive risk.  Stability and financial strength to weather economic 

cycles were sacrificed for immediate satisfaction.  That short-termist pressure, in the view of many 

observers, contributed significantly to the financial and economic crises we face today.103 

These commentators who lament short-termism place the blame squarely on the shoulders of shareholders, particularly 

institutional shareholders.  What they do not acknowledge, however, are directors who bow to, and are rewarded by, these 

short-term pressures to the long-term detriment of their firms. 

Modern Corporate Governance Standards—Deference to Directors 

Corporate law grants directors and officers significant deference when seeking to maximize shareholder value, even 

when shareholders lose substantial sums of money.104  Powers granted to the corporation and its managers have been derived 

primarily through competition among the states for corporate charters.  States have sought to attract corporate charters, 

primarily for the revenues they generate, by lowering incorporation costs and eliminating restrictions on corporate 

activities.105  States that sought to maintain restrictions found that local businesses would simply obtain foreign (i.e., out-of-

state) charters.106  As a result, as one state loosened restrictions, other states followed.  This race to the bottom “was one not 

of diligence but of laxity.”107  This argument is supported by the history of the development of Delaware‟s General 

Incorporation Law.108  Delaware corporation law provides significant leadership in United States corporate governance 

standards because of Delaware‟s historic role as the preferred state of incorporation for large, publicly-held corporations—

over half the firms that generate 28% of total American business revenues are regulated by the Delaware General Corporation 

Law.109 

A director‟s fiduciary duty to the shareholders has been characterized as a triad of due care, good faith, and loyalty.  

“That triparte fiduciary duty does not operate intermittently but is the constant compass by which all director actions for the 

corporation and interactions with its shareholders must be guided.”110  As laudable as these duties may be, in practice, they 

may now actually be anachronistic. 

It is argued that “[w]ealth is maximized when corporations are run by directors who know that their decisions will 

be reviewed by investors, by analysts, by stockholders, and by business partners—but not by the courts.”111  In determining 

directors‟ fiduciary duties, the Delaware courts balance specific policy considerations, such as the need to keep directors and 

officers accountable to shareholders, and the degree to which the threat of personal liability may discourage beneficial risk 

taking.112  In practice, the Delaware courts have continually granted great deference to director decisions, as long as there was 

no overt intent to personally profit from the decision or to harm the corporation. 

For example, the Delaware Chancery Court recently considered a complaint by Citigroup shareholders that the 

Citigroup board breached its fiduciary duties by failing to understand the risks associated with the firm‟s exposure to the 

subprime lending market.113  The court began its analysis by distinguishing “between (1) a board decision that results in a 

loss because that decision was ill advised or „negligent‟ and (2) an unconsidered failure of the board to act in circumstances 



 

 

in which due attention would, arguably, have prevented the loss.”114  In the former case, directors are protected by the 

business judgment rule and are not subject to judicial second guessing short of evidence of gross negligence.115  In the latter 

case, to establish liability it must be shown that “the directors knew they were not discharging their fiduciary obligations or 

that the directors demonstrated a conscious disregard for their responsibilities such as by failing to act in the face of a known 

duty to act.”116  The Court summarized the shareholders‟ claims as attempting to hold the directors personally liable for 

making (or allowing to be made) business decisions that, in hindsight, turned out poorly for the company.117  This type of 

decision-making, according to the court, falls within the business judgment rule: “a presumption that in making a business 

decision the directors of a corporation acted on an informed basis, in good faith and in the honest belief that the action taken 

was in the best interests of the company.”118  The burden is on the shareholders who are challenging the directors‟ decision to 

rebut this presumption.119  “[A]bsent an allegation of [self-]interestedness or disloyalty to the corporation, the business 

judgment rule prevents a judge or jury from second guessing director decisions if they were the product of a rational process 

and the directors availed themselves of all material and reasonably available information.”120 

The great deference to management decisions is tempered by the notion that it is the shareholders who ultimately 

control the board of directors: 

The perspective of the corporate law traditionalist is one that recognizes there is great value to the 

American … approach to corporation law.  This approach invests corporate managers with a great deal of 

authority to pursue business strategies through diverse means, subject to a few important constraints.  These 

constraints—that stockholders approve certain important transactions such as mergers, vote for directors 

annually, and have access to books and records; that stockholders can hold managers accountable for 

failing to fulfill their fiduciary duties; and that state and federal policies give independent directors the 

clout and duty to police corporate insiders—are vital.  They provide assurance that managers will not abuse 

the powers granted them, thereby instilling confidence in investors that capital may be safely entrusted to 

corporations run by centralized management.121 

In theory, “[i]f the stockholders are displeased with the action of their elected representatives, the powers of corporate 

democracy are at their disposal to turn the board out.”122  Arguably, the fear of replacement by disgruntled shareholders 

makes directors accountable and provides them with incentives to serve shareholder interests.123  This replacement power is 

especially important when director decisions are insulated from judicial review.124 

But in reality, at least for large, publicly-held corporations, the “powers of corporate democracy” may be missing.125  

While shareholders elect the directors, they are actually left with little opportunity to actively participate in the director 

nomination process.126  One major impediment is Securities Exchange Act Rule 14a-8(i)(8),127 which regulates shareholder 

proposals that can be included in proxy statements for corporate annual shareholder meetings.128  If a shareholder seeking to 

submit a proposal meets certain eligibility and procedural requirements, the corporation is required to include the proposal in 

its proxy statement.129  However, a corporation may exclude a shareholder proposal “[i]f the proposal relates to an election 

for membership on the company‟s board of directors or analogous governing body.”130  The result is that if shareholders wish 

to contest directors nominated by the existing board, they have to prepare and distribute their own proxy materials.131 

Empirical evidence suggests this is a substantial impediment.  Bebchuk examined contested director elections for 

publicly-held corporations during the decade 1996-2005.  During the decade, there were only 118 director contests seeking to 

change the leadership team governing the corporation.132  The majority of the contests involved small firms; there were only 

24 such contests within firms with market capitalization exceeding $200 million—and of those, only 8 challenges were 

successful.133  During the 2008 proxy season, there were 50 contests involving director elections in which shareholders 

distributed a separate proxy; 11 of the contests were successful.134 

Corporate Governance for the Twenty-first Century 

Anecdotal evidence suggests that shareholder-directors interests are not necessarily aligned and that the current 

corporate governance structure is not sustainable: a concern that American companies are losing their competitive edge in 

innovation;135 the (as of now) near-collapse of the domestic American automobile industry;136 the transfer of manufacturing 

overseas;137 and the stagnation of wages,138 coupled with the exponential rise in executive compensation.139  Regarding the 

2008-09 financial crises, one commentator has flatly stated: “There‟s no other way of saying it: today‟s doctrines of 

shareholder primacy and managerial self-interest have brought many companies to the brink of self-destruction.”140  These 

developments lend support to the argument of “[c]aptial market myopia … as the determinant of lower levels of investment 

in innovation.”141  Though not addressing corporate governance directly, Lewis and Einhorn aptly describe the current 

situation: “Obviously the greater the market pressure to excel in the short term, the greater the need for pressure from outside 

the market to consider the longer term.  But that‟s the problem: there is no longer any serious pressure from outside the 

market.”142 

Pressure could come from the courts or shareholders.  But the Delaware courts have clearly indicated the business 

judgment rule is alive and well.143  The Delaware legislature has just enacted an amendment to its General Corporation Law 

which permits corporations to include in their bylaws provisions requiring the corporation to include in proxy materials 

directors nominated by shareholders,144 thus potentially eliminating one of the major obstacles to shareholder control over the 



 

 

actions of the directors.  But the amendment only allows corporations to include this provision; it does not require them to do 

so.  It is too early to know whether this change will have significant impact on corporate governance.  

Meanwhile, Congress has taken an interest in corporate governance and sustainable business prosperity.  It has 

found that: among the central causes of the financial and economic crises that the United States faces today (2009) has been a 

widespread failure of corporate governance; both executive management and boards of directors have failed in their most 

basic duties, including enacting compensation policies linked to the long-term profitability of their institutions and to 

prioritize the long-term health of their firms and their shareholders; a key contributing factor to such failure was the lack of 

accountability of boards to their ultimate owners, the shareholders; and providing a greater voice to shareholders while not 

impinging on management prerogatives is in the best interests of shareholders, public corporations, and the economy as a 

whole.145 

The Shareholder Bill of Rights Act of 2009 (which refers to publicly-traded corporations as “issuers”) would require 

that: in proxy materials, issuers must provide for an advisory vote on the compensation packages for executives, and in any 

acquisition, merger, consolidation or proposed sale or other disposition of substantially all of the assets of an issuer, issuers 

must disclose, and provide an advisory shareholder vote on, any type of compensation for executives of the issuer or 

acquiring issuer;146 the SEC amend its rules to allow shareholders who have owned at least 1% of the company‟s voting 

shares for at least two years to use the issuer‟s proxy materials to nominate members of the board of directors;147 and in order 

to remain listed on stock exchanges, issuers must elect a Chairperson of the Board of Directors who is not currently serving, 

and has not previously served, as an executive officer of the issuer, eliminate staggered boards, elect board members only by 

a majority of shareholder votes cast, and maintain a risk committee comprised entirely of independent directors, responsible 

for the risk management practices of the issuer.148   

While the Delaware and potential federal legislation are aimed at strengthening shareholder powers, shareholders are 

not the only constituents that have a stake in a corporation‟s activities.  Additional interested constituents include employees, 

suppliers, local citizens and governments, and customers.  Justification for maximization of shareholder value is based on the 

fact that shareholders are the only stakeholders who make investments in the corporation without any contractual guarantee 

of a specific return.  “As „residual claimants‟, shareholders thus bear the risk of the corporation‟s making a profit or loss and 

have an interest in allocating corporate resources to their „best alternative uses‟ to make the residual as large as possible.”149  

The argument is that since all the other stakeholders in the corporation will receive the returns for which they have 

contracted, “the „maximization of shareholder value‟ will result in superior economic performance not only for the particular 

corporation but also for the economy as a whole.”150 

Commentators are beginning to recognize, however, that there is an alternative to the shareholder value approach to 

corporate governance; that corporations have broader social responsibilities which include economic, legal, ethical, and 

discretionary (i.e., philanthropic) considerations.151  Even the classical capitalist ideology—maximizing shareholder value—

“logically entails a market morality that makes individuals and firms responsible for maximizing profits so long as they 

comply with the law, adhere to familiar moral standards of honesty, fidelity and fairness, and respect those individual moral 

rights that are presupposed by capitalist market arrangements.”152 

Many of these broader social responsibilities were recognized over 50 years ago by Bowen, who summarized the 

historical moral obligations of business people:  

(1) to observe the rules of property; (2) to honor contracts; (3) to refrain from deception and fraud; (4) to be 

efficient and to promote economic progress; (5) to protect life, limb, and health of workers and the general 

public; (6) to compete vigorously, and in case of failure of competition to act with restraint; (7) to accept 

and respect the economic freedoms of consumers, workers, and owners; and (8) to have regard for the 

human rights of workers.153 

Bowen argued that the system of laissez faire—i.e., a market-based exchange economy—declined because of conflicts 

between individual and social interests; essentially because business people did not achieve their moral obligations.154 

The federal government has served as a source of imposing social responsibilities on businesses, in the form of laws 

such as the National Environmental Policy Act of 1969,155 the Sherman Antitrust Act of 1890,156 Title VII of the Civil Rights 

Act of 1964,157 and the Sarbanes-Oxley Act of 2002.158  But, as Rodewald notes, “the legal mechanisms through which 

government must act are an inherently crude, ineffective, costly, and sometimes counterproductive means for controlling 

corporate behavior[,]” as well as being reactive with a time lag that can result in irreparable damage between recognition of a 

problem and enactment of legislation.159 

Rodewald discusses the difference between the agent-of-capital (maximizing shareholder value) and the agent-of-

society, in which  

managers are morally responsible for considering the likely human, social and environmental consequences 

of the alternative courses of action open to them, as well as the interests of all those who will be affected by 

their decisions.  In their decisions, mangers must integrate a wide range of nonmarket considerations 

including pollution levels, resource depletion effects, the quality of community life, unemployment, income 

distribution, wealth, and existing race and sex inequality.  Then they must try to identify potential problems  

and alternatives for solving them, and assess the social costs and benefits of each of their options. 

Furthermore, they will have to identify individual moral rights and impartially weigh competing claims in 



 

 

light of the considerations of justice.  Ultimately, they should try to pursue the course of action that they 

conclude, all things considered, is reasonable to expect will maximize individual and social benefits over 

costs in a way that is consistent with the requirements of social justice.160 

These are significant responsibilities.  Conversely, Mayer expresses the more contrarian—and cynical view—of the 

corporation‟s role in society: 

[I]it is no accident that many people react to the notion of “business ethics” as an oxymoron….  

[The theory that] “good ethics is good business[]”… advises companies to claim the moral high ground in 

order to protect their reputations in the marketplace, avoid scandalous shocks to stakeholder value, develop 

reliable and trustworthy suppliers, and energize loyal employees to be creative and productive team 

members.  As a managerial strategy, this makes sense; but it is clearly an instrumental strategy rather than 

something worth doing for its own sake.  This, in turn, poses the irony that “being ethical” … is subservient 

to getting ever more money, which has no inherent value.161 

But if society as a whole cannot agree precisely which values should be advanced, why should it be the 

responsibility of corporate managers?162  Further, while theories promoting profit maximization may have their flaws for 

sustaining long-term corporate sustainability, sacrificing corporate profits in pursuit of nonmarket social goals can make a 

firm uncompetitive and, ultimately, unsustainable.163 

While the “era of self-interested companies trying to maximize shareholder wealth at any cost appears to have been 

supplanted by an era of corporate social responsibility,”164 firms must remain financially viable.  Trudel and Cotte found that 

consumers are willing to pay substantially more for ethically produced goods, implying there is a financial reward for 

socially responsible behavior.165  In addition, Trudel and Cotte found that consumers will punish the producer of unethically 

produced goods more than they will reward a company that offers ethically produced goods: “The negative effects of 

unethical behavior have a substantially greater impact on consumer willingness to pay than the positive effects of ethical 

behavior.”166 

Margolis, Elfenbein and Walsh performed a meta-analysis of the empirical link between corporate social 

performance and corporate financial performance through 167 studies over 35 years; they found a positive, though small, 

link.167  In a follow-up discussion of the meta-analysis, Margolis and Elfenbein suggest that while acting in a socially 

responsible way may not be highly profitable, doing good does not destroy shareholder value.168 

Porter and Kramer emphasize that business and society are mutually dependent and must make choices that benefit 

both sides.169  They aptly describe this interdependence: 

Successful corporations need a healthy society.  Education, health care, and equal opportunity are 

essential to a productive workforce.  Safe products and working conditions not only attract customers but 

lower the internal costs of accidents.  Efficient utilization of land, water, energy, and other natural 

resources makes business more productive.  Good government, the rule of law, and property rights are 

essential for efficiency and innovation.  Strong regulatory standards protect both consumers and 

competitive companies from exploitation.  Ultimately, a healthy society creates expanding demand for 

business, as more human needs are met and aspirations grow.  Any business that pursues its ends at the 

expense of the society in which it operates will find its success to be illusory and ultimately temporary. 

At the same time, a healthy society needs successful companies.  No social program can rival the 

business sector when it comes to creating the jobs, wealth, and innovation that improve standards of living 

and social conditions over time.  If governments, NGOs [(non-governmental organizations)], and other 

participants in civil society weaken the ability of business to operate productively, they may win battles but 

will lose the war, as corporate and regional competitiveness fade, wages stagnate, jobs disappear, and the 

wealth that pays taxes and supports nonprofit contributions evaporates.170 

Holcomb has observed that there is “pressure to build a business case for social involvement as an integrated part of 

firm strategy ….”171  He notes that “concepts of corporate responsibility and sustainability have gained increasing momentum 

as measurements of corporate performance[:]” “companies are beginning to embrace the idea that corporate responsibility 

can be good for business performance[;]” recent surveys indicate a majority of consumers expect firms to be involved with 

social causes; there is growing belief among global CEOs that “corporate responsibility measures can help firms manage 

legal liabilities, financial performance, reputation, and relations with stakeholders[;]” reports covering non-financial 

information (such as sustainability, triple bottom line, and environmental, health, and safety issues) are growing in 

significance; and “[a]n increasing number of institutional investors are becoming interested in approaches to asset 

management that include environmental, social, and corporate governance criteria or metrics.”172 

Commentators are now arguing that for a corporation to be truly sustainable, it will have to adopt a stakeholder, 

rather than a shareholder, value approach; that stakeholder engagement and collaboration are necessary conditions for a 

sustainable business model.173  Wheeler, Colbert, and Freeman argue that for a firm to be sustainable, the notion of corporate 

social responsibility—“an ethical appeal to organizational leaders to minimize the harm done by corporations in the pursuit 

of profits and, in some cases, to make a case for linking conventional philanthropy to constructive community 

involvement”—must include additional stakeholders.174  Wheeler et al. recognize that business value creation can be regarded 

from different perspectives.175  They believe that “a business model that places value creation at its core will allow concepts 



 

 

of CSR [(corporate social responsibility)], sustainability and the stakeholder approach to find their natural homes, whether at 

a strategic or a managerial level.”176  They have developed a three-tier model to explore how firms may create value across 

the three dimensions of the aspirational notion of sustainability, i.e. economic, social, and ecological priorities177 (also 

referred to as the “triple bottom line”).  Level 1 firms have a compliance culture, where the firm “is not especially engaged 

with its stakeholders but where basic societal norms are respected and thus the organization seeks to avoid the unacceptable 

destruction of value (either: economic, social or ecological)[.]”178  Level 2 firms have a “relationship management culture, 

where the firm organization recognizes the instrumental value of good relations with immediate stakeholders… and seeks to 

provide what value is appropriate in each case, within the limits of what is possible and usually after the demands of investors 

are satisfied[.]”179  A Level 3 firm “has a sustainable organization culture, where the organization recognizes the 

interdependencies and synergies between the firm, its stakeholders, … and society, and seeks to maximize the creation of 

value simultaneously in economic, social and ecological terms.”180   

 

Wheeler et al. recognize, however, that “embracing stakeholder notions of value and striving for sustainability are 

consistent but not synonymous.”181  Ultimately, they argue, a sustainable business model does not have to be a theoretical 

ideal.  “Whether it is a recognition of the strategic value of reputation, or brand value, few business leaders today ignore the 

tangible business benefits of loyal, trust-based relationships with networks of customers, suppliers and distributors.”182   

Some would argue that the best firms have always sought to leverage their communities of interest 

for the instrumental purpose of creating value.  In many cases they have done this by balancing (or ideally 

integrating) stakeholder interests and combining them with a clear vision of what is achievable for 

customers, employees, investors and other stakeholders—whatever their corporate officers may have said 

to the analysts or investors at annual general meetings.183 

According to Wheeler et al., “the evidence is now mounting that what is said to one stakeholder group, i.e. the investors, need 

no longer be in conflict with what is said to employees, customers, supply chain partners and local communities.”184 

Criteria have already been established to assist corporations in assessing expanded social responsibility activities.  

For example, the Global Reporting Initiative has developed a reporting framework in which corporations can: detail their 

economic, environmental, and social impacts; identify their stakeholders and explain how the corporation has responded to 

the stakeholders‟ reasonable expectations and interests; and present the organization‟s performance in the wider context of 

sustainability.185 

While the shareholder value perspective continues to dominate corporate governance, direct incentives can be 

provided to encourage companies to participate in reporting standards such as those developed by the Global Reporting 

Initiative.  Dividends could be distributed tax-free and/or capital appreciations could be tax-free or taxed at a lower rate for 

corporations that can certify compliance with social responsibility reporting requirements.  In this way, the same market 

forces that contributed to the unsustainability of corporations can be used to reverse that trend.  “Stakeholder capitalism bases 

our understanding and expectations of business, not on the worst that we can do, but on the best.  It sets a high standard, 

recognizes the common-sense practical world of global business today, and asks managers to get on with the task of creating 

value for all stakeholders.”186 

Conclusion 

The corporate form of business organization has a long and important role in the American economy.  From its 

earliest formal origins, investments by shareholders were protected by legally imposed fiduciary duties on corporate 

directors.  Over time, these duties have morphed into a mantra for maximizing shareholder wealth.  But lately, maximizing 

shareholder wealth has meant achieving continuing short-term stock price gains; sometimes to the detriment of the long-term 

health of the corporation.  This paper has suggested that corporations can redirect their focus to long-term sustainability by 

expanding corporate governance standards to encompass multiple stakeholders, allowing corporations to mitigate their 

impact on the environment and society so as to increase their odds of long-term survival. 

A review of the literature analyzing stakeholder value and corporate social responsibility philosophies reveals wide 

disparity in approach—from completely altruistic/society first, to simply avoiding harm/unethical behavior/illegal activities.  

Logically, there must be a middle ground in which refined corporate governance norms can be established to promote 

sustainable business enterprises—for both shareholders and society.  A significant amount of empirical and anecdotal 

evidence suggests that the current mantra of maximizing shareholder value is not sustainable.  And since this approach to 

business is fully supported by current laws, it will require management, and perhaps proactive shareholders, to lead 

corporations in new, sustainable directions.  
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Figure 1: Framework for Classifying Organizational Cultures
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