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Cor porate Social Responsibility and the L egitimacy of the

Shareholder Primacy Norm: A Rawlsian Analysis

Abstract

Shareholder primacy is considered a major impedirteerorporate social responsibility. This
paper examines the status of the Shareholder Pyitaian under US and UK law and shows that it is no
longer legally enforceable, but remains a powesfdial norm among managers, in part because of the
sole voting rights of shareholders. Accordingly apply Rawls’ social contract theory to evaludie t
legitimacy of shareholder primacy as manifest thlouhe voting rights of shareholders and assess
whether this principle of governance would be egddror the Stakeholder Equality Norm, a competing
norm proposed here as an operationalization oEbtalker theory. Contrary to expectations, we fimat t
a Rawlsian analysis is more supportive of shareighdmacy than stakeholder theory because it tdista
that economic efficiency would determine the beastegnance principle and shareholder primacy would
likely be more efficient. However, shareholdernmcy would not be unfettered because justice
considerations of Rawls’ theory impose exogenoussitaints, primarily in the form of legislation. We
conclude by showing that the on-going debate betvebareholder primacy and stakeholder theory is in
many respects about the choice between exogenowha@segenous constraints and essentially a debate

between political liberalism and libertarianism.



The Shareholder Primacy Norm (SPN) is the part ofamager’s fiduciary duty that requires managers
and company directors to make decisions on beHath® corporation that further the interests of
shareholders. It has been treated as a major tbsbaCorporate Social Responsibility (CSR) becauise
said to hinder managers from considering the istereof other corporate stakeholders besides
shareholders (Boatright, 1994; Campbell, 2007; DddiB2, Evan and Freeman, 2003; Hinkley, 2002;
Phillips, Freeman & Wicks, 2003; Testy, 2002). Moeeently, in light of the global financial cridisat
started in 2008, the legitimacy of managerial foousshareholder wealth maximization is also being
questioned from quarters not usually associateld thvé advocacy of CSR (e.g., Financial Times 2009a)

CSR has been defined in many ways. In general, \enyvét means that the private corporation
has responsibilities to society that go beyond pheduction of goods and services at a profit... a
corporation has a broader constituency to serve stckholders alone” (Buchholz and Rosenthal, 2002
303). In other words, CSR contains a prescript@mmcbrporations to pursue ends that go beyond merel
pursuing the interests of shareholders. Thus tfieitiens of the SPN and CSR suggest that theyirare
conflict as prescriptive concepts. As a consequeiheelegitimacy of the SPN is at the core of whas
been called the “basic debate” in business etbisyeen whether managers should focus on shareholde
or on stakeholder interests (Agle and Mitchell 20B8atright, 2002; Campbell, 2007; Freeman, 1994;
Phillips, 1997). By “legitimacy” in this context waean that the actions of corporations when based o
the SPN “are desirable, proper, or appropriateiwisome socially constructed system of norms, \&lue
beliefs, and definitions” (Suchman, 1995: 574).

The SPN is closely associated with the notion oér8holder Value Maximization (SVM),
because if one merges the SPN with an assumptidnhé interests of shareholders is the pursystafit,
then this results in a prescription to managenmnaximize shareholder value. Thus the legitimacthef
SPN also has an important bearing on the goalettporation and whether it should be a vehicte fo
the pursuit of shareholder interests (Friedman,1208nsen, 2002) or for managing stakeholder ist®re
(Freeman, Harrison, & Wicks, 2007). If the intesest shareholders are primary, then their interedits

decide what goal the corporation should pursue,thdneit is SVM or something else. The critical



importance of this debate was expressed forcelfyliWalsh (2004: 349) i@rganization Science: “Since
the rise of the first corporations two thousandryesgo, we have been trying to develop a theothef
firm that explains and guides firm behavior... TlEsarguably the most important theoretical and fralct
issue confronting us today.” Subsequent events yehmore weight to his claim.

The large-scale destruction of shareholder valeerapanying the financial crisis casts doubt on
the extent to which managers in practice give s$t@ders primary consideration, at least in finahcia
institutions. Former U.S. Federal Reserve Chairdlam Greenspan (2009) has recognized that the risk
management of these institutions rested on theipeetiat the enlightened self-interest of their aggrs
and owners would ensure their long-run health Aiglgremise clearly proved false. Some commentators
have blamed the crisis on SVM specifically. JacklaWeformer General Electric CEO, called it the
“dumbest idea in the world” (Financial Times, 200%kapinker (2009), noting that people like simple
stories, observed: “A common justification for tekareholder value movement was that it provided
managers with a clear view of what their purposs.\8aiggesting that they serve other stakeholders to
was held to be too vague and confusing.” While iplgltexplanations have been offered for the cribis,
legitimacy of shareholder primacy certainly has eamto question, as well as the system of reguiatio
and constraints on the pursuit of shareholderestsr

Business ethics as an academic field has reactagptiovingly to the shareholder primacy of the
so-called Shareholder Theory of Milton Friedmanpvasserted that the social responsibility of bussne
is “to use its resources and engage in activitessgthed to increase its profits so long as it stétisin the
rules of the game” (2001: 55). In contrast, Freemétf84) seminal formulation of Stakeholder Theory
while not denying that profitability should Begoal of corporations, sees tpheimary purpose of the
corporation as being a vehicle to manage stakehaitierests. This theory has become one of the most
prominent managerial theories within business stfiRhillips, 2003) and it has emerged as a dominant
paradigm in CSR (McWilliams and Siegel, 2001).Hé tlegitimacy of the SPN can be maintained, this

need not be understood as a death blow to CSR, ¢hoes mean that CSR should be seen primarily from



a strategic perspective rather than a moral petispeand that CSR activities should be justifitbtigh
“business case” reasoning (e.g., Porter & Kram@og.

Thus the purpose of this paper is to evaluatedpiimacy of the SPN and to consider justifiable
constraints on that primacy. Critically, any evaioa of legitimacy requires a normative framework
within which that evaluation of legitimacy takesagé. Assuming that we wish to stay within the tiadi
of liberal political philosophy founded on individuliberties, then we are primarily confronted wih
choice between utilitarian or social contract ndimeaframeworks (Clark & Gintis, 1978: 304). It et
our aim here to try and settle the age old questfamhich of these two frameworks is superior, bhutas
part of Rawls’ (1999) project to develop a sociahtcact theory (SCT) that he regarded as supesior t
utilitarianism. Rawls’ (1999: 23-24) summarized bigicism of utilitarianism as follows:

The striking feature of the utilitarian view of {iee is that it does not matter, except indirectly,

how [the] sum of satisfactions is distributed amdmgjviduals any more than it matters, except

indirectly, how one man distributes his satisfattiover time... Utilitarianism does not take
seriously the distinction between persons.

It is central to Rawls’ project to develop prin@plthat distribute rights, liberties, income and
wealth in a manner that takes the distinction betwgersons seriously. Our sympathy for Rawls’ theor
is only part of the reason for employing his noiir@framework in the evaluation of the legitimadytioe
SPN. We have chosen to employ Rawls’ SCT (Rawl96,12999; 2001) because it aims to develop the
fundamental principles that are to govern the basiitutions of society and the corporate legahfanay
be regarded as such a basic institution. Furthexpsmcial contract reasoning fits intuitively withe
common depiction of the corporation as a nexuseotf@cts consistent with how we are evaluating the
legitimacy of the power relations among corporatdeholders (Van Oosterhout, Heugens and Kaptein,
2006). Finally, SCT is established as a core thadilyin business ethics (Wempe, 2005) and Rawlst SC
in particular is widely recognized as one of thestrinfluential political theories of the 20th cemntu

Before evaluating the legitimacy of the SPN we neednderstand what the norm is and what

enforces it. Thus we start by describing the SR fa legal perspective, but subsequently mainkeinit

is primarily operative as a social horm in businddaving understood how the SPNdescriptively



operative we then look at the SPN in the light dwis' theory of justice in order to evaluate
prescriptively if it ought to be operative—thus shedding lightisniegitimacy—and with what constraints.
EXPLICATION OF THE SPN

The SPN has its origins in corporate law, but owlieation of the SPN maintains that its use
today is not as a legally enforceable norm but a@al norm among managers. Furthermore, we
maintain that even though normative pressures amanting on managers from several non-shareholder
constituencies, the SPN is still relied upon by agers because it is reinforced by the structure of
corporate law which is geared towards shareholdienggy. Thus it is primarily the legitimacy of
shareholder primacy as part of steucture of corporate law that we evaluate.
The SPN isnat a L egally Enforceable Norm

Corporate law in the US and UK, comprising both pwn law and statutory law, is structured to
ensure that corporations work in the interest afrsholders. However, this primacy of shareholdas h
not been formally identified in statutory law (Ris2006). Thus the SPN is a development of common
law and debate about its efficacy and legitimacgsi® norm stemming from judicial decisions. Common
law provides the clearest articulation of share@olgtimacy in the court cases specifying that marsag
and directors owe fiduciary duties to shareholderd must make decisions that are in their besteste
(Smith, 1998). The most famous articulation of tteem comes from the 1919 case of Dodge v. Ford
Motor Co., wherein Chief Justice Ostrander said:

A business corporation is organized and carriegporimarily for the profit of the stockholders.

The powers of the directors are to be employedHhat end. The discretion of directors is to be

exercised in the choice of means to attain that and does not extend to a change in the end

itself, to the reduction of profits, or to the ndistribution of profits among shareholders in order

to devote them to other purposes.

This fiduciary duty in part consists of a duty of/&lty and a duty of care to shareholders (Clark,
1985). “Loyalty” implies that managers should prdenthe interest of shareholders but also that they
should not put themselves in a position where ting@rests might conflict with those of the shaldbes.

An example would be if a director stood to bendiiectly from a corporate contract. “Care” implibat

managers are expected to make decisions that oydipaudent individuals in a similar position would



make under similar circumstances for the benefghafreholders (Clark, 1985; Paine, 2006). The myma
of shareholders is manifest in that they are, ia ttormal course of business, the sole corporate
constituency to be granted fiduciary protectiorthey courts (Fisch, 2006).

The judicial development of the SPN has a longohjstdating back well before it became
operative in the courts in the 1830s (Smith, 1998)ch current interest in the SPN stems from the
flourishing advocacy of CSR, with progressive legetholars, as well as business ethicists and catgor
directors, viewing the SPN as a major impedimenitmagers including the interests of stakeholders
other than shareholders in their decision makirgst{f, 2002). For much of the 18entury, this analysis
was probably correct. However, with the subsequiEtelopment of the business judgment rule in
common law and more recent statutory developmentsjagers today have significant discretion in
addressing non-shareholder interests. Thus Smi@®8{1280) concludes that “application of the
shareholder primacy norm to publicly traded corpiors is muted by the business judgment rule.”

The business judgment rule is the presumptiondinattors have not breached their fiduciary dutgare,
so-called because it relieves the court of any datynake evaluations of the business judgment of a
director. For example, if a board of directors desito donate a million dollars of corporate resesito

the Tsunami Relief Fund of the Red Cross, share®ldhight try to sue the directors personally feing
corporate funds in a manner that does not furthareholder interests. But the business judgmest rul
relieves the court from considering whether or thet donation is a good business decision (andghni
be, if favorable publicity were to result)—evalumgtithe quality of business decisions is difficuitighis

is not the primary competence of the courts. Irecff the rule makes the fiduciary duty of care
unenforceable because courts will not consideqtiaity of business decisions which would othervise
the primary evidence for lack of care (Cohn, 1983).

Shareholders rarely succeed in derivative suitgageirectors on claims of a breach of care. It is
generally only the duty of loyalty that courts wilbnsider when derivative suits are brought against
directors. However, evaluating whether directorte@dn bad faith is also difficult to determine base

most business decisions seen as unfavorable telglders can be rationalized to seem reasonaltie at



time they were made. Thus courts primarily considérether any self-dealing has occurred when
evaluating breaches of loyalty.

Fiduciary duties developed in common law have beslicitly defined by the incorporation
statutes of most states in the US. For examplelvibdel Business Corporation Act (2002) prepared by
the American Bar Association and adopted by 24st@iut not Delaware) says (section 8.42 Standdrds
Conduct for Officers): “An officer, when performirig such capacity, shall act: 1) in good faithy2ph
the care that a person in a like position wouldoeably exercise under similar circumstances; arid 8
manner the officer reasonably believes to be irbdst interests of the corporation.”

Item 1) states the duty of loyalty, 2) states thgyaf care, and 3) can be interpreted as referring
to the SPN. Whether or not “the best interesthefcorporation” includes non-shareholder interisstet
entirely clear. Millon (1991: 228) writes that “garate law has avoided such puzzles by, for the pars,
equating the duty to the corporation with a dutyatd in the best interest of its shareholders."t tBis
does not per se exclude directors from considahirgnterests of non-shareholders. In Delaware revhe
56% of U.S. corporations are registered (Eisen20g0) and which is generally considered to haee th
most shareholder friendly statutes, there is ndi@kstatutory requirement that managers shoulty on
consider the interests of shareholders in theirst®t making. Moreover, most states have adopted-n
shareholder constituency statutes” that explicallow managers to consider the interests of non-
shareholder constituencies when making decisionsD@inell, 2004). Pennsylvania was first to adopt
such a statute in 1983, states such as New York\Nawdda have followed suit (Delaware, however, has
not). These statutes do rreguire managers to consider the interests of non-shatetglbut they make
explicit that managers are not prohibited from dgao!

The UK has also seen the introduction of statutas éxplicitly allow managers to consider the
interests of multiple stakeholders. The 1985 CorngsaAct stated that directors must take into actoun
the interests of employees when performing theicfions for the company and that this is to be negh
as a fiduciary duty owed to the company. Under2b@6 Companies Act, directors are further requiced

take into account the interests of other stakelsldaech as suppliers, customers, the communityttend



environment. However, as in the US, the act dodsgi@ non-shareholder stakeholders the right to
challenge decisions of directors in court if theglftheir interests have not been taken into adcthile
this suggests directors still only have fiduciatyiés to shareholders, they are now also at liktertake
into consideration the interests of a wider coustity of stakeholders.

Thus potential common law restrictions on managelisxretion for considering non-shareholder
interests have largely disappeared; the SPN isdrigethe business judgment rule and recent stgtutor
provisions in most US states and the UK explicilfjow managers to consider non-shareholder
constituencies in their decision making. We maynthsestifiably question the claim that managers are
legally bound to disregard non-shareholder intsrést conflict with those of shareholders. Progjkes
legal scholars and others are correct in pointingtiee importance of the SPN, but not degal nhorm.
There are good reasons to think that managersxfdhle SPN, not because they are legally bound ®odo
but because the SPN is@ial norm in the business community.

The SPN asa Social Norm

Anderson (2000: 170) defines a social norm as &adstrd of behavior shared by a social group,
commonly understood by its members as authoritativabligatory for them.” We maintain that managers
as a social group, both within and between corpmrst are generally guided by a social norm of
shareholder primacy. Business schools teach aptre “Theory of the Firm” that profit maximizati
is the purpose of the corporation in society arad ithis the duty of managers to pursue this entairalf
of shareholders as their agents (Gentile, 2004 sBddp2005). Consequently, when their studentgofpst
in the corporate world they are working to an iraplassumption of shareholder primacy—an assumption
often reinforced by compensation packages tietieécshare price. Dobson (1999: 69) suggests thdly “wi
have had drummed into them that the ultimate objedf all activity within the firm is the maximitan
of shareholder wealth.” Various commentators (&gurdiner, 2009; Holland, 2009) have suggestedahat
disproportionate focus on SVM by business schoals avcontributory factor in the 2008 financialistis

There are signs of change. Four out of five exgeatsurveyed by the consulting firm McKinsey

(2006: 1) thought that “generating high returns fovestors should be accompanied by broader



contributions to the public good.” However, alm@§% of respondents said they were motivated to
champion social or environmental causes by prafitator improving public relations. Although many
executives think that they should consider ther@ss of non-shareholders, this appears to mostly h
true when they don’t conflict with shareholder netgts and in particular when both go hand in hand.

While the SPN is prevalent among managers therelmmapgher, potentially countervailing norms.
For example, championing CSR and environmentahditieess may be emerging as a social norm among
managers in many corporations. Nonetheless, someysusuggest that US managers believe the law
requires them to maximize shareholder wealth anders them from pursuing interests that conflichwi
shareholder interests (Gentile, 2004; Rose, 20@@hagers may believe they are following a legahmor
but it would seem that they are following a sodiarm which they believe is legal because of its
pervasiveness in businesslevertheless, we maintain that the social nornstadreholder primacy is
reinforced by thestructure of corporate law which is geared towards sharehgbdienacy: shareholders
exert control over the corporation primarily thrbuteir legal right to elect and dismiss directors.

The fiduciary duties imposed on managers in comtaanare due to early judicial depictions of
their relationship with shareholders as one ofttfegy. Berle, 1931; 1932). Managers were consitiere
trustees for the shareholders who were tbeners of the corporation. However, the corporation was
legally separated from its shareholders in the b8fi-century and considered to own itself, whereas
shareholders were considered to own shares asaeageform of property (Pickering, 1968). Despite t
legal separation of the corporation from its shal#drs in terms of ownership, important featureshef
structure of corporate law that came with the eadiepiction remained, both in terms of fiducianfies
and more importantly in terms of voting rights bseholders.

Because shares generally confer voting rights aoettolders, which gives them the power to elect
and dismiss the board of directors, there is a seake in which the directors of the corporationaac
agents representing the interests of the sharaisolgeite simply, if they do not they may be disseid
(Kraakman et al., 2004). Shareholders may not hbeetype of direct control necessary for a legal

characterization of a principal-agent relationstipt they do have sufficient indirect control fdrat
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characterization to be made more generally. Fomel® the academic literature on agency costs
typically describes managers as agents of the Isblaiers (Clark, 1985). Although the threat of dissail
/ non-reelection to the board is real it shouldabknowledged that it rarely happens in practictaige
public corporations (Benz & Frey, 2007). Howevérere are usually other incentive structures inglac
that aim to align shareholder interests with thos®p management; for example, the issuing ofeshar
stock options and payment of bonuses tied to catpdinancial performance. Voting rights matterreve
in this context because it is common practice fareholders to approve top management’s remuneratio
by voting. The legal power of shareholders to fotehe board of directors and their remuneratielp
perpetuate the SPN as a social norm, not as agaraf law likely to be upheld in court.

To summarize, the SPN is the part of managers’l lédaciary duty which obliges them to
consider primarily the interests of shareholderth@ir decision-making. Yet they are allowed tosidar
the interests of other stakeholders (but do noehmwduty to do so except under statutes specificall
directing such an obligation) and, furthermore, 8N is virtually unenforceable due to the business
judgment rule. Therefore, the view of CSR advocédes e.g., Boatright, 1994; Campbell, 2007) that t
SPN legally prohibits managers from considering ititerests of multiple stakeholders lacks credence.
However, the SPN is still very much alive as aaoobrm. Managers find it in their best interesplease
shareholders because of shareholders’ legal righteict the board and dismiss its directors (efi¢inis
rarely occurs) and because their remunerationténdfed to corporate financial performance. Mansge
wish to please shareholders and keep their jobshasgerpetuates the SPN as a social norm. Asdsng
shareholders have the sole right to vote for therdof directors then it seems likely that the SKiNI
continue to be an operative prescription for marsege

In the next section, we evaluate the legitimacyhis prescription as a principle governing the
structure of corporate law. Normative theory isessary for this evaluation and thus we turn toafrtee
most prominent examples in exploring whether Rawmlsisocial contract theory would endorse
shareholder primacy and what constraints it mighpdse on that primacy. In contrast to previous

applications of Rawls’ theory within business eth{Evan and Freeman, 1990; Hartman, 1994; Moriarty,
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2005) that have been said to misapply his polititedory directly to the governance of corporate
organizations (Phillips & Margolis, 1999), we loak the governance implications of Rawls’ theory for
the corporation as an institution that is parthaf basic structure of society.

JUSTICE ASFAIRNESSAND THE SPN

Justice as Fairness

Rawls (2001) “Justice as Fairness” theory is a fafnpolitical liberalism that assumes as
fundamental the fact of reasonable pluralism, whiho say that citizens in any society will have
profound and irreconcilable differences in theiagenable comprehensive religious and philosophical
conceptions of the world. It is thus the task dftfal liberalism, and Justice as Fairness espigcta put
forward a view of political justice that the spextr of reasonable comprehensive conceptions canmrsndo
For this to be realized, Rawls suggests that waldheason as if we are putting together a sociafract.

According to Rawls, the “basic structure” of sogiet the primary subject that should concern the
contracting parties, which is to say how the mailitipal and social institutions in society fit tetier into
one system of social cooperation. Importantly, dor purposes, this includes not only the political
constitution with an independent judiciary, butoatke legally recognized forms of property and the
structure of the economy. The most fundamental ildaistice as Fairness is that society is regaadeal
system of social cooperation and therefore it ésgbal of the contracting parties to specify thiagiples
of justice that are to govern the basic structurehat they fairly “assign basic rights and dutiesl
regulate the division of advantages that arise fsonial cooperation over time” (Rawls, 2001: 10).

To explicate the reasoning for his principles, Raimtroduces a representation device called the
original position. This is a hypothetical state wdture scenario (an approach also employed by
philosophers such as Hobbes, Locke and Rousseaarewte are asked to envision a scenario before
social cooperation among individuals. Under Rawle,imagine that the representatives of the relevant
social positions in society come together to camtraly agree on the principles of justice. In artie
reach an agreement that would be acceptable tspbetrum of comprehensive views, the parties are

placed behind a “veil of ignorance” in order to rabuonpartiality. The veil of ignorance keeps thetgs
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from knowing things that would make them partialaircontracting situation such as their social statu
gender, race, natural assets and their concepfiotheo good. Instead of their own comprehensive
conception of the good the parties are assumedatd ws much as possible of social primary goods,
which are liberties, opportunities, wealth, incoamal a social basis for self-respect. These ajgugtiose
means that, Rawls asserts, anyone would want ectisp of their goals in life. Rawls (2001: 42) aeg
that the contracting parties would reach agreemetihe following two principles of justice:
1. Each person has the same indefeasible claim tdhaddequate scheme of liberties, which is
compatible with the same scheme of liberties fofldderty principle); and
2. Social and economic inequities are to satisfy twaditions: first, they are to be attached to
offices and positions open to all under conditiafisfair equality of opportunity dquality of
opportunity principle); and second, they are to be to the greatest berighe least-advantaged
members of society (thaifference principle).
The first principle is prior to the second, andhe second principle “equality of opportunity” isiqr to
the “difference principle”. These priorities signithat each principle is fully realized by the flasi
structure of society before the next is appliedshort, Justice as Fairness isegalitarian conception of
rights, liberties and distributive shares, whergimalities of income and wealth are only justifeaiblthey
are to the benefit of the least advantaged menufexsciety.
How Justice as Fair ness Relatesto the SPN

To evaluate the legitimacy of the SPN using Justied-airness, we must first demonstrate its
appropriateness to the task. This includes estatdjsthat a “Rawlsian society” would have private
ownership as part of the means of production aacttiporate legal form, as well as identifying thain
criterion for choosing among alternative normsarfporate governance under Rawls’ theory.

Rawls insists on competitive markets in part beeahey “allow for more efficient allocation of
factors of production” (S. Freeman, 2008: 222), lndre importantly because “markets provide an
essential means for ensuring equal liberty andefgirality of opportunity” (Krouse and McPherson889
81). However, a market economy is compatible witthlprivate and public ownership of the means of

production. Rawls’ (2001: 177) theory is strictlyesking indeterminate as regards the public orageiv

ownership of the means of production, but “in eérgstconditions it [private ownership of the meatfis o
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production] is the most effective way to meet thimgples of justice.” Hence, for the purposes lukt
paper, we assume a Rawlsian society in which ttenmef production may be privately owned.

Given that Justice as Fairness allows and “in iexjstonditions” even endorses private ownership
in the means of production, some form of legal ekehis needed through which citizens own (and
organize) productive means as distinct from theivgte property. In our current societies there are
several legal forms that enable the economic emserpof citizens, such as sole proprietorship or
partnerships, but by far the most dominant are aratjpns. “They [corporations] are the grand social
institutions of our time” (Phillips & Margolis, 199 619). The success of the corporation as a \elficl
production and economic growth has been evidewesihe industrial revolution. In particular the dég
attributes of limited liability and the transferlityi of shares have been instrumental to facilitdte
pooling of capital necessary for large scale inwesits and enabling liquid stock markets (Easteibroo
and Fischel, 1985). Rawls’ theory does not spettify exact attributes of the corporate legal foruot, b
given the proven benefits of this form of produetassociation there seems little reason to thiak ah
vehicle of this type should not be made availableitizens to engage in commercial enterprise. &foee,
we assume that a vehicle like the corporate legah fwould exist in a Rawlsian society (i.e., witHeast
the central characteristics as we know it: corgogarsonality, delegated management, transfesabilit
shares, limited liability, and investor ownershigdgakman et al., 2004)).

Thus, while Rawls (2001: 12) observes that “theicbasructure does not provide a sharp
definition, or criterion, from which we can tell whsocial arrangements, or aspects thereof, betoitg
it does include the legally recognized forms ofpamy. Given that the corporate legal form is aaleg
vehicle through which citizens can own means ofipotion this should make it a manifestation of the
basic structure and, therefore, it needs to comyjily the principles of justice. Hence Justice aisrfess is
relevant to an evaluation of the legitimacy of 8N because, as we have shown, this norm is aéhileu
to the voting rights that are conferred upon shaldehs as a part of the corporate legal form, wiggbart
of the basic structure. With the appropriatenessisihg Rawls’ theory established, we now turn to

identifying the main criterion for choosing amongenative norms of corporate governance.
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Justice and the Criterion of Efficiency

A common approach when employing Rawls in busiedsiss is to take the representation device
of the original position and apply it to corporatakeholders. For example, one method is to plice a
stakeholders behind a veil of ignorance, depritimgm of the knowledge of what stakes they have, to
determine the rules of “fair contracting” amongrthéEvan and Freeman, 1990). However, this is more
accurately seen as using the original position dsvice for one’s own purposes rather than as arcese
in applying Rawls’ theory. Under Rawls, the relgvaontracting parties areitizens, not corporate
stakeholders. Rawls’ (1999: 82) theory applies to the basiacttire seen as a coherent system of social
cooperation and therefore the relevant contragbengies are defined in terms of free and equataits
distinguished by their “different expectations foe unequally distributed primary goods.”

While Rawls’ theory does not speak directly to stadders, it is relevant to the norm for
corporate governance because the norm has conseguen citizens (and thus indirectly for stakeleok)
as it affects the efficiency of the entire econosyistem in society. This is accounted for in tHéedénce
principle. Rawls (2001: 63) says that “a schemeamperation is given in large part by how its pabli
rules organize productive activity” and that, othieings being equal, the difference principle disec
society to aim for a system that is to the greabestefit of the least advantaged members in society
(defined in terms of the primary goods of incomd amealth).

The lexical priority of the principles of justicaigrantees that the liberty principle and the etuali
of opportunity principle are fully realized befottee difference principle is applied. However, awiRa
(2001: 123) states, “a political conception of jgstmust take into account the requirements ofasoci
organizations and economic efficiency.” While thiéfedence principle does not speak to differences
among stakeholders, it is part of a broad concemgserting that a theory of justice cannot ignssaes
of efficiency. Consistent with Rawls (1999: 58), emhthe basic liberties and equal opportunities are
satisfied, a more “pareto efficient system” of cegtion is preferable to a less efficient onet &enefits

everyone, including the least advantaged.
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The efficiency of a macroeconomic system is in garen by the efficiency of the microeconomic
systems of corporations within it. An economic eystis more efficient if it can provide more goodsl a
services without using proportionately more resesrcrhus, central to our Rawlsian analysis of the
legitimacy of the SPN is whether it is more effiti¢o give all corporate stakeholders a right ttevar to
only give this right to shareholders.

The Stakeholder Equality Norm

We have argued that a Rawlsian society would likalye a legal vehicle for private ownership of
the means of production with the central legaltaites of the corporate legal form as we knowuthsas
limited liability and the transferability of shareget when it comes to the goal for which the meahs
production are put to use, what type of norm sha@ddern such a vehicle? Would the SPN or some
alternative norm be endorsed by Justice as FaPndéth economic efficiency identified as the main
criterion for choosing a norm of corporate goveagmwe now need at least one alternative to the i8PN
order to evaluate if it is more efficient in retatito some viable alternative.

With the SPN allied to shareholder theory, we tiaristakeholder theory to identify a competing
norm of governance. As earlier noted, these cainigasheories cut to the heart of the “basic debate
business ethics regarding whether managers shadds fon satisfying shareholder or stakeholder
interests. Hence the most appropriate alternatjeénat which we might evaluate the SPN would appear
to be a norm of governance that reflects the camtestakeholder theory.

Shareholder theory holds that the purpose of thrpatation is to be a vehicle for pursuing
shareholder interests (Friedman, 2001). In contsdakeholder theory holds, as a normative theady a
not merely an instrumental theory (and Donaldsah Rireston (1995: 86) assert that it is “fundaméntal
normative”), that the purpose of the corporatiortasbe a vehicle for managing stakeholder interests
(Evan and Freeman, 2003). The term “purpose” ofctirporation may refer to “role” or “goal” or both.
The distinction between the role of a corporatiod &@s goal is largely that the role refers to phepose
of a corporation from the perspective of societijlevthe goal refers primarily to its purpose sé@m

the perspective of the corporation itself. Whilésitclear that shareholder theory takes its prpsori to
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apply to the goal of the corporation, it is uncledrether stakeholder theory’s prescription apdiethe
role or goal of the corporatioAccording to Donaldson and Preston (1995) the dase, instrumental
and normative interpretations of stakeholder theamey intertwined and thus it appears to conflate th
corporation’s role and goal because the theoryribesctherole of the corporation as one of coordinating
stakeholder interests, but also sees this norntativesl instrumentally as the corporatiogtal.

Under the stakeholder view, it is often said tht discretion of decision-making should lie with
management together with stakeholder represergatidelé, 2008). However, unless these
representatives are given real power, such as @l eéght to vote, ultimately we still have a sitioa of
shareholder primacy (even if it is informed by tifferent interests of constituencies). Accordingly
viable formulation of a norm of governance for staélder theory would seem to lie in the idea of a
Stakeholder Equality Norm (SEN). The SEN would heoam enforced by the fact that all stakeholders
have representatives as members of the board widly@al right to vote (equal otherwise one staladrol
group will have primacy). Indeed, Evan and Freeifi®90: 35) argue in their application of the orain
position to the contracting of stakeholders thais‘rational for stakeholders to choose voting ferghip
on the board” to avoid unilateral policies that det¢rimental to stakeholders. Moreover, Donaldsmh a
Preston (1995: 87) note that stakeholder theorghibits any undue attention to the interests ofsingle
constituency.” Therefore the notion efuality seems appropriate for a norm representing stattehol
theory because if stakeholders are not equal ieyke of management, one group must be primary.

The SEN would presumably include a right for staltdérs to vote for their representatives on
the board (in order to achieve proper represemiptichich would lead to the removal of shareholder
primacy (as it is the unique right to vote for thward that establishes shareholders’ current pgijmaais
would have the effect of extending the fiduciaryiels of directors and managers to all stakeholdbts
charging them with the task of managing and batantiie pursuit of stakeholder interests.

Implementing stakeholder theory has received iiSafit attention in the literature to date. Our
formulation is not intended to be a “straw-perso-isrepresentation of stakeholder theory that is

easily shot down and an approach often used byrittss (Phillips, et al., 2003). However, cleathere
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would be major practical difficulties in applyinget SEN (e.g., how are the relevant stakeholdelseto
identified? is the size of the stakeholder orgaimaimportant? how would they vote for their
representatives on the board?). Nonetheless, movite SEN is a faithful representation of stakedol
theory (once the importance of voting rights israpfated), these practical difficulties are notctalifor
our present purposes. Our aim is not to solve thblgm of how to operationalize stakeholder themry
rather to offer a norm of governance that doegyivet primacy to any stakeholder grolip.

The SEN extends an equal right to vote to stakehmotdpresentatives on the board which
guarantees equal representation for each conatituetowever, this does not necessarily mean tteat th
are given equal consideration in every corporatdsdm that is made. The board (with its stakeholde
representatives) chooses the CEO who is giverattledf running the daily operations of the corgorat
and whose responsibility it is to balance the gt of stakeholders depending on the particular
circumstances at hand, which does not necessathadd equal consideration of all stakeholderslin al
circumstances. In this way, the SEN is consistétiit the usual depiction of stakeholder theory (Bight,
2002: 1839), in that: “1) all stakeholders haveghtrto participate in the corporate decisions Hifédct
them, 2) managers have a fiduciary duty to sereeititerests of all stakeholder groups, and 3) the
objective of the firm ought to be the promotion alf interests and not those of shareholders alone.”
Further, it “does not imply that all stakeholdehsgld be equally involved in all processes andsiecs”
(Freeman & Phillips, 2002: 340). The SEN adds tse tiepiction the equal voting rights for stakeholde
board representatives because, in our view, previsholars have not sufficiently appreciated the
importance of voting rights for maintaining therpeicy of shareholders among stakeholders.
ASSESSING THE TWO NORM S OF GOVERNANCE UNDER JUSTICE ASFAIRNESS

It is not our aim here to make a decisive choicevben the SPN and the SEN. The primary
insight we aim to convey, from a Rawlsian perspectis that the choice hinges on which norm is best
terms of economic efficiency. Nevertheless, we tatein favor of the SPN largely on two countstHg
SEN applies the political conception of equalityagrivate association where it does not necegsaril

belong; 2) more importantly, the SPN is arguabiyae efficient organizing norm than the SEN.
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The SEN Appliesthe Palitical Conception of Equality to a Private Association

The intuitive appeal of the SEN as a principle ofporate governance is that it seems fair to let
stakeholders have a right to voice their conceh lzen part of the decision process for issues tfatta
them. It seems justified on the grounds that Jesii Fairness is to be understood as a broadasizalit
conception only to be departed from when it ishe benefit of the least advantaged. However, it is
essential to recognize that Rawls’ theory is narimacope and only applies to the basic structiustice
as fairness does not concern itself with ineqealiitmong stakeholders, but rather potential inégpsal
among relevant parties in the original position wiew the most and least advantaged in terms afsscc
to social primary goods, not what stakeholder gritgy belong to. From the perspective of the odbin
position, the equal basic liberties of all stakeleos are guaranteed by the basic structure foitegns.

Phillips et al. (2003: 493) note that “organizaticare, to use Rawls’ (1993) terms, voluntary
associations rather than a part of the basic sireiadf society.” This is correct. However thereais
difference between the corporate legal form, whecpart of the basic structure, and the “assoaiatio
(organizations) that citizen create when they eagagcommercial enterprise through the corporagelle
form. Rawls (2001: 11) writes: “One should not assun advance that principles that are reasonatule a
just for the basic structure are also reasonaldiejast for institutions, associations, and socialcfices
generally. While the principles of justice as faiss impose limits on these social arrangementsniittle
basic structure, the basic structure and the astimts and social forms within it are each goverhgd
distinct principles in view of their different ainasd purposes.”

This does noper se identify the SPN as a preferable norm of corpogateernance, but it does
suggest that the SEN tries to extend a politicateption of fairness to a private association witeitees
not necessarily belong (stakeholder theory in $igall depiction, which does not explicitly includgual
voting representation for stakeholders on the hoardiot susceptible to this criticism). Inequattiof
status among members of private associations éirelgmpermissible, and furthermore it is this whithe

difference principle sanctions to create the newgdacentives in society for productivity.
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The SPN isArguably a More Efficient Organizing Norm than the SEN

Jensen (2002), Sundaram and Inkpen (2004a,b),aidlon (1984) and others have argued for the
superior efficiency of shareholder primacy (gengrabnstrued as SVM) over stakeholder theory. The
most forceful efficiency arguments in favor of tBEN are: 1) economic efficiency requires governance
with a single objective function; and 2) controbisst exercised by residual claimants.

Economic efficiency requires governance with a single objective function. Equality among
citizens is appropriate to Rawls’ project of spgiaiff the principles of justice for a society sesnagfair
system of cooperation. But this normative notioregfiality is not appropriate for corporate stakdérd
(represented by the SEN) in a system of competitiagkets. The fact that corporations are exposed to
competition frequently threatens their very surlvasad places them in a position to make stricthaficial
priorities in a way that citizens deciding on hawdistribute primary goods in a system of cooperati
does not. Instead, a financial measure for decibetter from worse performance is required in otder
evaluate and attain efficient use of resourcebérorganization. Jensen (2002: 239-240) observes:

Much of the discussion in policy circles concernthg proper corporate objective casts the issue

in terms of the conflict among various constituescor “stakeholders” of the corporation. The

question then becomes whether shareholders shaaildhetld in higher regard than other
constituencies... The real issue to be consideregl iker. what behavior will get the most out of
society’s limited resources.
Economic efficiency requires that as much outpup@ssible is produced with a given set of inputse T
output in a market economy is economic value wiligchheasured by consumers’ willingness to pay for
the goods and services that they receive. Our igmesten becomes what norm of corporate governance
will produce the most value for the economy?

One might argue that the notion of economic efficiedefined above contains within itself the
notion of a single value objective for the corpmnat If the output to be measured is economic véhea
the sole efficiency that we are seeking to measuproductivity. Obviously, if one has more thareon

objective these can be pursued more or less effigijidged on their own merits. The primary poive

are making here is that, if an organization hastipial goals, such as enhancing employee wellbeing,
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caring for the environment, and producing efficignt is likely that it will produce less efficigly than if
it only had the overriding goal of efficient prodian.

Stakeholder theory, and the SEN in particular, iegpthat the board and management have a
number of constituencies towards whom they are ateble. This does not require multiple objectives
for management—the constituencies might all unieitd one objective (see, Freeman et al. 2007)—but
it does seem likely given their often different deeAs Williamson (1984: 1215) suggests, the fedhat
public representation on the board “would come higa cost if the corporation were thereby politéd
or deflected from its chief purpose of serving ageonomizing instrument.”

According to Jensen (2002: 237), stakeholder thentfundamentally flawed because it violates
the proposition that any organization must havengles-valued objective as a precursor to purposesful
rational behavior.” The purpose of producing védlrethe economy would not be efficiently realizeidhw
multiple corporate objectives because “it is lolicanpossible to maximize in more than one dimensi
at the same time.” (Jensen, 2002: 238). Insteamisfog on profit as a measure of success gives “one
objective function that will resolve the trade-pfbblem among multiple constituencies. It tells film to
spend an additional dollar of resources to sattbfy desires of each constituency as long as that
constituency values the result at more than a dbldensen, 2002: 238)This objective function directs
the corporation to allocate resources efficierdlptoduce output that is valued more than its isiput

Phillips, et al. (2003: 485) concede that stakefoltieory cannot provide specific objective
function: “Stakeholder theory does fail to provida algorithm for day-to-day managerial decision-
making.” They contend that this is due to the lenfehbstraction at which the discussion takes péawk
that shareholder theory is susceptible to the saniticism because “the managerial dictate to mazémi
shareholder wealth stands mute when queried, H¢R203: 485). Although correct, this misses the poin
because the criticism concerns not tpecificity of stakeholder theory but the fact that it promates
multitude of objectives to be followed rather tleagingle objective.

Jensen (2002) and Phillips et al. (2003) appebetmlking past each other. Stakeholder theory on

its instrumental interpretation functions on nsanagerial level by advising managers to manage
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stakeholder interests in order to reach corporai@sg On the other hand, Jensen is setting out an
efficiency argument for a single objective functiam thelevel of the goal of the corporation. This is
intended as a scorekeeping device to measure sueceb it might be that managing stakeholders
instrumentally is a good means for achieving theamtion’s single goal. This is not inconsisterithw
Freeman (2008: 18), who observes that, “If a bissinges to maximize profits, in fact, profits doget
maximized, at least in the real world.” But unligeareholder theory, maximizing profits is not thaim
point of stakeholder theory. Donaldson and Preét®®5: 79-81) maintain that success for stakeholder
theory lies “in satisfying multiple stakeholderanésts—rather than in meeting conventional economic
and financial criteria... No theorist, including Rawhas ever maintained that bargains reached on the
basis of the “veil of ignorance” would maximize iei€ncy.” Similarly, Collins (1997) maintains that
irrespective of the efficiency of “participatory megement” in corporations, the primary reason for
adopting such a system of governance rests onpgsosed ethical superiority.

That the single objective function of profit leadseconomic efficiency does not per se single out
shareholders as the sole group that should be dedewoting rights. It is possible for other corpiera
stakeholders, in particular employees, to haver trehuneration tied to corporate profits. However,
shareholders are special in that their entire rearation is tied to the potential profits of the mmration.

Control is best exercised by residual claimants. To argue in favor of the SPN does not mean
ignoring stakeholder interests: “long run value mazation cannot be realized by ignoring or mistireg
any corporate stakeholder, be it customers, empiysuppliers, or community” (Jensen (2008: 23).
Instrumental stakeholder theory recognizes thairpacation must satisfy its different stakeholdsvsas
to gain their cooperation and achieve its gdatsleed, Hillman and Keim (2001) found that staked&o
management leads to improved shareholder value eMenywengaging in stakeholder management is not
the same as extending control rights to non-sh&ttgpstakeholders.

Non-shareholding stakeholders, such as employaegoroers, and suppliers, are contractual
claimants on the firm’s financial resources. Thiemuneration is (generally) fixed and specifieteigally

enforceable contracts. It is only after these @mtérhave been honored (and all other costs detifrota

22



revenues) that shareholders may receive dividdrtigrie is a residual (profit). It is thus primgrih the
interest of shareholders as residual claimantsthigabrganization is efficiently run in order totain the
best chances of a residual. Fixed claimants’ pecyrincentives for financial success disappearr afte
break-even (when their claims are assured). As &anad and Inkpen (2004: 354) note: “Control rights
should go to shareholders, because as residuahanits, they are the constituency that will valuis th
right most.” Employee salaries could be linkedhe tesidual (e.g., a bonus) and thus they wouldeval
the residual more, but not in principle as mucklemeholders, unless their entire salary is vagiabl

Fixed claimants have made agreements in the foroomtfacts that they expect to see honored as
part of what Rawls (1999: 74) calls their “legititreexpectations”Shareholders have no such explicit
contracts as the residual amount cannot be speeifigiori in a competitive system. One might say that
they have an implicit contract with the legitimabtgoectation to receive a residual in proportiotherisk
of their investment. Phillips et al. (2003: 489pgast that under their conception of stakeholdeort
shareholders would get “a fair return on their stwegent” (they do not specify whether or not thisuldo
be proportional to risk). However, shareholder tie® argue that there needs to be incentivedofitm
to focus on seeking a residual so as to realizéetfimate expectations of shareholders. This @mute of
an indeterminate process cannot be completely figebdn a contract, arguably providing justificatiéor
shareholders as the sole stakeholder group towdridsr management owes a fiduciary duty (Easterbrook
and Fischel, 1993), a duty difficult to enforcehwitit the sole voting rights of shareholders.

Potential incorporators could well not find incorgtion attractive if it meant they lost
considerable control upon incorporation and werée gigen priority as residual claimants. The very
purpose of having the corporate legal form for pidive cooperation could be undermined because a
main benefit of this legal form is the pooling @ivestment capital; while limited liability and othe
characteristics are beneficial to shareholders,dvthey wish to invest in a vehicle that did noioptize
seeking a residual? There needs to be a propditiagected upside to the risk taken. Unlike irtires
in bonds where a fixed return is (virtually) gudesd, shareholders cannot legitimately expect a

guaranteed return in a competitive environment.t Haéd, shareholders have been able to “guarantee
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partially their income” over the last 20 years,hwilS data suggesting that dividends have beenilstead
increasing without corresponding increases in fg@¢fglietta & Rebérioux, 2005: 35). Nonethelebgre
are no legally guaranteed returns for shareholdengreas all non-shareholding stakeholders expect t
see their legitimate contractual expectations hedoat least assuming the backing of the judigistiesn.

Notwithstanding the widely-asserted claim that oanis best exercised by shareholders as
residual claimants, it is uncertain if their soling rights for the board of directors constituseficient
control. Long ago, Berle and Means (1932) argued #hareholders of corporations with dispersed
shareholdings had lost their de facto control tgpomte managers because of diluted voting powea. |
Rawilsian society, the primacy of shareholders shdel properly understood as furthering kbieg-tem
interests of shareholders, because corporationsisearesources efficiently avoid situations wieagital
is destroyed over the long-term for a quick prifithe presenit.t has been suggested that the 2008 crisis
was triggered by a short-term focus on corporatditpraimed to further the remuneration of top-leve
management (e.g. Financial Times, 2009a). To thenéesthat this is a correct assessment, a Rawlsian
society would seek to institute rules of corpomgeernance (beyond merely assigning sole votingtsig
to shareholders) as part of the corporate legah fr ensure the long-term interest of the firm #sd
shareholders. For example, Jensen, Murphy, & W(R0R4) suggest that tying executive remuneration to
equity based plans (such as stock options) hastteadcessive short-term focus on stock price, Wwhic
argues against performance based executive payaasi for remuneration tied to long-term perfonce

Stout (2002) has objected that it is empiricallgamect to describe shareholders as residual
claimants because they have no legal claims to raakée financial resources of the corporation épxc
in bankruptcy); the board of directors decides wifiadny dividends to pay shareholders. This is a
descriptively correct reading of the law. Howewiélis arguably the case that shareholders, as the o
constituency whose remuneration is entirely depeinde a residuakhould be vested with real corporate
control powers (see, Benz & Frey, 2007), becausg tlave the greatest incentive for efficient praigdunc

In sum, our analysis suggests that from a Rawlpenspective the main arbiter in the debate

between shareholder theory and stakeholder theamgti an ethical or political criterion, but whinbrm

24



of governance is more economically efficient. Weehargued that the SPN is more efficient than the
SEN and thus would be more likely endorsed by deists Fairness. At first, this might seem incoaatst
with Rawls as he is generally understood. Howewer,argument is very much in keeping with Rawls’
egalitarianism. His project igolitical and aims at the basic structure of society (iseinistitutions) and
how they enable the ambitions of aitizens equally™® The basic structure seen as a coherent whole is
egalitarian in its treatment of citizens, but tHaes not necessarily translate into egalitarianciples of
how managers treat different stakeholders. The SRiXdorsed as an efficiency concern which is pfart
an entire egalitarian system. However, Justiceaaméss also would impose constraints on the SPN.

The SPN would not be Unfettered in a Rawlsian Society

According to Rawls (2001), the principles of justi@re realized in a “property-owning
democracy” (though they could also be realizeddcieties that do not have such private ownership).
Such a society would ensure the widespread ownersthproductive assets and human capitabnte
(rather than redistributegk post) so that the distribution that results from thehleanges and agreements
of citizens is just as a matter of pure procedustice. Once the basic structure is set up, “iiddials and
associations are then left free to advance tharnfssible) ends within the framework of the basic
structure, secure in the knowledge that elsewher¢éhé social system the regulations necessary to
preserve background justice are in force” (Rawl)12 54). For example, this means a set up with
appropriate political institutions (Liberty Printd), a public education system (Equality of Oppuoitiy
Principle), and inheritance taxes (Difference Rpl®). By following the publicly recognized rulethe
basic liberties and the fair distributive sharesitizens are realized.

In a Rawlsian society the SPN would not be unfettdrecause the corporation is embedded and
regulated by the basic structure. As Krouse andhdcson (1988: 82) observe: “Pure procedural justice
requires that competitive markets be set withimaanEwork of ‘appropriate background institutions’.
just basic structure requires a background of lagdl political institutions that regulate the oVieti@nd
of economic events and preserve the necessary soaiitions.” When this is achieved, markets dmal t

actors within them can be left to take care of tbelwes. However, the pursuit of shareholder interes
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would be constrained by regulation, such as empémgrtaw (e.g., to ensure equal opportunity), market
regulation (e.g. to regulate product safety), cditipa law (e.g., to avoid excessive market power),
environmental law (e.g., to regulate externalitiee)d tax legislation (e.g., to provide redistribeit
effects). When this system of background justice isffect, corporate activity governed by the SRiN
result in social cooperation (internally) and cottitipn (between corporations) that is just for sbgias a
matter of pure background procedural justice.

Boatright (2002: 1849) notes that “the stockholdad stakeholder theories disagree not about
whether third parties ought to be protected frorfusinharm, but how best to provide this protection.
Many concerns that stakeholder theorists wish threst are taken care of by the background ingtitsiti
in Rawls’ theory and primarily through laws protfagtthe interests of the different stakeholder guas
suggested above. Referred toesasgenous safeguards (external to the firm) by Freeman arahE1990:
346-347), they “effectively constrain the pursuistockholder interests at the expense of othemelats
of the firm... they force management to balance tierésts of stockholders and themselves on the one
hand with the interests of customers, suppliersaher stakeholders on the othét.”

Exogenous constraints on corporate behavior tlegpant of the basic structure can stretch beyond
legislation. For example, the state can grant démgal forms, such as the non-profit corporatitwat tact
as vehicles through which citizens can organizpuisue special interests. One such special inteegst
be the monitoring of corporate behavior, as is anity the case with many nongovernmental
organizations (NGOs) (Campbell, 2007). NevertlelddGOs cannot be allowed free rein in their
activities merely because they do not operate feomrofit motive. They can suffer from the same
legitimacy problems as corporations, not being deatecally legitimate representatives of the citize
(Scherer & Palazzo, 2007).

Endogenous vs. Exogenous Safeguar ds

Instead of such exogenous constraints, Evan andnfare (2003) propose a theory with

endogenous safeguards that do not externalize the coststofitiees among contracting parties on others.

(A simple way to understand the demarcation betvwesglogenous vs. exogenous constraints is that the
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former involves corporate self-constraint while tlater involves externally imposed constraints.)
However, for Rawls it is essential that the safedsizare exogenous as his theory regards the basic
structure as the primary subject of justice. Ttatifigatory difference between Freeman (on a noreat
interpretation of stakeholder theory) and Rawlsnstéargely from their different philosophical stag
points. Rawls is putting forward a theory of paii liberalism (Rawls, 1996; 1999; 2001), whiledfran
advances stakeholder theory on libertarian groyRdseman and Phillips, 2002), based on fundamental
moral rights of individuals (Evan and Freeman, 20@n the one hand, Rawls starts with the idea of
society seen as a system for social cooperatiomifiich the primary subject of justice is to spedifig
principles that are to govern its basic structude. the other hand, libertarians commence with the
atomistic individual who possesses fundamentalksigl the basic unit of analysis and from thereged
to evaluate the (limited) role of government in lgivey social cooperation by protecting the rights o
individuals. Freeman and Evan (1990) object to erogs constraints primarily on two fronts: 1) that
endogenous constraints are more effective in piiatecstakeholder interests, and 2) that exogenous
constraints externalize contracting costs ontoesgci

First, Freeman and Evan (1990) wish to grant stalkielh voting membership on the board
because it is seen as meffective in protecting stakeholders’ interests. In essetiesy take the view that
safeguards that are created endogenously to thporegion through bilateral contracting between the
corporation and stakeholders, together with the emgeneral safeguard of board stakeholder
representation, will always be more effective thexogenous stakeholder safeguards imposed by
government. This view is maintained because govemroannot legislate in a manner that is tailooed t
the particular circumstances of stakeholders iividdal corporations. However, it is by no meansacl
that endogenous safeguards always are more eHfe(div more efficient) for protecting stakeholder
interests. Although Freeman and Evan are correcth@ir view that government cannot tailor its
safeguards to every corporation, there will be meingumstances when exogenous safeguards through
government regulation are both more effective andenefficient. For example bilateral-agreements may

not giveeffective protection to one party if the other party is isignificantly stronger bargaining position,
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and this is not circumvented by equal voting mersiipron the board because any stakeholder groap in
system of voting is subject to the risk of minowypression. Exogenous safeguards can on the tudher
give protection to stakeholder groups irrespeabivéhe internal contractual dynamics of the corgiora
Boatright (2002: 1842) believes that stakeholdeotlsts regard the shareholder-management relatjpns
as an ideal for treating all stakeholders, but thtkeholders usually derive little benefit frohetset of
rights negotiated by shareholders and generallfeprather safeguards for their interests. Instefd o
seeking a seat on the board of directors or thefltesf fiduciary duties, consumers, for examplettls

for manufacturers’ warranties, consumer and prodafgty laws, and a tort liability system.” Furtmere

it can also be argued that exogenous stakeholdézqgtions that are applicable to all corporatioas be
much moreefficient for protecting the interests of stakeholders asves the contracting of each of these
safeguards for every corporation for every stakadrogroup (Child and Marcoux 1999).

Moreover, although formal constraints (endogenousxogenous) on the SPN are important, one
should not characterize stakeholders as helplessonsi at the mercy of all-powerful managers.
Stakeholders are capable of engaging in stratégisther their own ends (Frooman, 1999). A Raavisi
society would endorse the management of staketwidesuch a way that managers follow the SPN in
their interactions with stakeholders. However, insiailar vein, stakeholders can engage in the
management of managers, though there will be difflepower relationships and therefore different
strategies across stakeholders if they are to bat they want (Mitchell, et al. 1997).

Second, Freeman and Phillips (2002: 335) think tiRdwls’s first principle of justice is a
paradigm case of a libertarian principle.” Thetfpsinciple apparently accords with them becausetit
out the liberties of individuals and essentiallfspforward negative rights of non-interference. dwer,
the second principle would seem to be unacceptasause it affords citizens of the state positigbts
which require the use of social resources thatlim#oa redistribution of wealth. For libertariapssitive
rights only arise through individual consent andyreover, state aid may violate some negative rights
(such as the right not to have one’s property mgied upon) through the need for taxation (Nozick,

1974)* This helps explain Freeman and Evan’s second tibjeto exogenous safeguards that their costs
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“are spread over the entire society” (1990. 34Me Tcost of legislating and enforcing government
regulation is spread across citizens, usually tifinciaxation. This is objectionable to libertaridresause

it imposes costs on third parties to corporate re@ting (without their consent) which is a violatiof
what is perceived as asolute right to their property. In other words those, amdly those, who engage
in contracting should bear the full costs that itefsam their agreements. However, for liberals &alvls

in particular, there is nothing objectionable perfer society to bear third party costs if thisulesin a
fairer basic structure. Furthermore, it would bagticably unworkable and inefficient to internaledethe
potential external costs of contracting as evetgmially affected third party would need to engagéhe
contracting and be compensated bi-laterally (Caild Marcoux, 1999).

In a Rawlsian society the corporate legal fornpas of the basic structure, would be regarded as
an instrument to be used by citizens as allowethbystate. On the other hand Freeman, and libentari
more generally, regard the corporation as a nefgsitracts where the corporation is conceptualasd
a set of voluntary agreements that should be sétireing in order to limit the role of the stata¢Eman
and Phillips, 2002). This helps explain the différeses of exogenous and endogenous controls. With
Rawils, the state provides a corporate legal forrichvis part of the basic structure where the exogen
controls provide a playing field that procedurd#ads to a just outcome when individuals act withie
rules, while for Freeman justice results from resiole individuals respecting the fundamental sgbit
others when contracting freely and through thisess of contracting form corporations.

Both shareholder theory (Friedman) and stakehdldeory (Freeman) are capable of sharing
libertarian foundations through a nexus-of-contgasiew of the corporation. On a libertarian
interpretation, shareholder theory results fromrteeus-of-contracts when a strong focus is placethe
property and control rights of shareholders, wiilgkeholder theory results when a greater empisasis
placed on the fundamental rights of stakeholdeas thust be respected by managers when making
corporate decisions. Nevertheless, shareholderrthsoalso capable of having foundations within
political liberalism and we claim it is supported Rawls’ theory of justice in particular. We argtiat

Rawls’ theory would endorse the SPN on efficienapugds while constraining the primacy of
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shareholders with legislation. Rawls’ political difalism advocates exogenous safeguards in order to
protect citizens and as such protects them achessange of stakeholder hats they may wear. Althoug
Friedman (2001) would regard extensive regulatmrbe¢ a distortion to the efficiency of the market,
Rawls would regard it as essential to frame theketago that the interactions lead to a just result.

Thus the basic debate about stakeholder theoiits(Freemanite guise) vs. shareholder theory (in
its Rawlsian guise) becomes largely a debate betwedogenous vs. exogenous constraints, which in
turn is in fundamentally a debate between libeatasim vs. liberalism. Accordingly, political philmgshy
turns out to be highly relevant to both businedsicet and corporate governance, not because the
corporation resembles the state, but because abttstraints placed on the corporation by the state
CONCLUSION

At the core of the “basic debate” in business stigahe legitimacy of the SPN and thus whether
managers should focus primarily on shareholdertakeholder interests. This paper offers five key
conclusions on the debate: 1) The SPN is not eaftnle as a legal norm but it is alive as a so@ainn
among mangers due to the structure of corporateaHatvempowers shareholders with sole voting rights
for the board of directors; 2) An appropriate opieralization of stakeholder theory identifies the
Stakeholder Equality Norm as a competing norm efgaance to the SPN; 3) A Rawlsian society would
endorse the SPN because it is more economicalbjeaff than an SEN; 4) However, the SPN would not
be unfettered in a Rawlsian society because it dvtnal constrained by the basic structure of society
(primarily legislation); 5) The debate between shatder theory and stakeholder theory is essentall
debate between exogenous vs. exogenous constramidebate between liberalism vs. libertarianism.

Managers often refer on legal grounds to theirdidty duties to shareholders specifically as a
basis for asserting the legitimacy of the SPN &ndeed, for limiting CSR to activities that serve
shareholder interests. However, we make the caseis justification is flawed. We have argued tine
SPN is no longer effectual as a legal norm thékédy to be upheld by courts of law. This is besaudhe
SPN is muted by the business judgment rule in tt#& @nd explicitly constrained by non-shareholder

constituency statutes in both the U.S. and the Bléhetheless, the SPN is still very much alivehia t
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business community and in business schools an@d sscial norm, is reinforced by the power that
shareholders wield over who sits on the board afatiors through their sole legal right to vote fioe
board of directors. In this sense, the structureogborate law is geared towards shareholder pgmac

With legal prescriptions for the SPN found to bekiag, we turn to Rawls’ theory of justice as a
basis for evaluating the legitimacy of the SPN as@al nhorm supported by the structure of corgolat.
Rawls’ Justice as Fairness is particularly appadprgiven the rise to prominence of social contttaebry
in business ethics and the profound influence ollRatheory more generally. We conclude that a
Rawilsian society would be likely to endorse shalddrgporimacy as part of the structure of corpolave

Drawing on stakeholder theory as the competingrthém shareholder theory, we formulate a
Stakeholder Equality Norm as the alternative nofroopporate governance to the SPN. Contrary to what
one might first assume, but in keeping with Ravdgalitarianism, we argue that the choice between
shareholder primacy and broader stakeholder cadides does not hinge on deliberations of fairness
a Rawlsian society but on which governance prieciplbest from the perspective of economic efficyen
This is because the unit of analysis for Rawlshs ¢itizens of society and not corporate stakehmslde
Hence, when the basic structure fully realizestthe principles of justice, the primary arbiter argon
economic systems is pareto efficiency which besdit citizens. Based on the (qualified) views that
economic efficiency requires governance with alsiodpjective function and that control is best eisd
by residual claimants, we have suggested the SRNriere efficient norm of corporate governance than
the SEN. Thus we claim that the SPN would be emdbby Justice as Fairness.

Although our Rawlsian analysis endorses the SPHIse@maintain that it would not be unfettered.
In Justice as Fairness the basic structure woufb$® exogenous constraints on that primacy mainly
through legislation that aims to regulate corpotskavior in line with Rawls’ two principles of jire.
Our analysis further shows that the issue of hogpaate behavior should be constrained cuts td¢laet
of the basic debate between shareholder theorystakeholder theory. Shareholder theory advocates
exogenous constraints while stakeholder theory eates endogenous constraints, and the justification

for these differences essentially reduce to a @detiveen political liberalism vs. libertarianism.
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There are however limitations to our analysis #tetuld be noted. First, we recognize that Rawls’
theory of justice is not the last word within piiétl philosophy. A common criticism against hisahgis
that the original position does not so much arguehfs principles of justice as merely act as arisda
device for articulating his preconceived politigalitions (see Kymlicka 1990 for an account of coam
criticisms leveled against Rawls’ theory). Secdndyur application of Rawls we have generally assdim
that the SPN equates to SVM, whereas shareholdglg trave various objectives other than SVM. Third,
and most important, is the recognition of the idea nature of Rawls’ theory, under which the basic
structure is governed by the two principles ofigesand imposes exogenous constraints on the pufsui
shareholder interests.

While we claim that Rawls’ theory is supportive tife SPN, this is not an unqualified
endorsement of shareholder theory, at least asaduey prime SPN exponents such as Friedman (2001)
who furthermore advocate unfettered free marketpagition. While we offer a qualified endorsement of
the SPN as a corporate norm of governance, consigith Friedman, we find support for the SPN in
Rawls’ theory so long as there are the exogenonstiints in place which would direct actions todeaa
fair outcome, primarily—but not solely—in the fomhlegislation.

Simply put, there is nothing wrong with shareholgémacy, provided the basic structure is in
place and thus the demands of Rawls’ two principlegistice are met. Political theories idealizet b
given that no countries in the real world have idawvlsian societies it is not possible to fullyderse the
pursuit of shareholder interest within constraifitee postulated system of fair constraints isomplete.

Evidence of the inadequacy of exogenous constreartfor example be found to the extent that
the 2008 financial crisis is attributable to regoitg failure. Areas of suggested regulatory refemfar
include capping bankers’ bonuses, increasing bapkat requirements, and changing the rules that
govern international financial institutions (Fin&@iclimes, 2009b). The main implication of this bs&
for CSR is that criticism of shareholder primacynisplaced and, instead, CSR advocates shouldtdook

the adequacy of exogenous constraints on the ereotithat primacy.
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ENDNOTES

! The American Law Institute's (1994: S%jinciples of Corporate Governance also provide considerable latitude for
managers to act beyond the apparent dictates &Rihe Section 2.01 states: “Even if corporate penfd
shareholder gain are not thereby enhanced, theipn, in the conduct of its business: 1) Is gddi, to the same
extent as a natural person, to act within the batied set by law; 2) May take into account ethixaisiderations
that are reasonably regarded as appropriate t@fipensible conduct of business; and, 3) May desoeasonable
amount of resources to public welfare, humanitaraucational and philanthropic purposes.” Thissemsus
document has been regularly cited and relied uydd.B. courts.

2 That managersdlieve that the SPN is legally enforceable might be imietled as something more than a social
norm. Although legal action against corporate manaant for breaching the SPN is unlikely to be sssis the
threat of such action might act as a reinforcenoétitte SPN. This does not make the SPN a legal msrsuch
managerial belief is based on a misinterpretatidhelaw. However, this misinterpretation reinfes¢he SPN as a
social norm because managduslieve that they are legally required to follow the SPN.

% Rawls introduces a further five core ideas in otdgustify his principles of justice: the idea@fvell-ordered
society; the idea of the basic structure as thaamy subject of justice; the idea of an originasifion; the idea of
free and equal citizens; and, the idea of pubBtification.

“ The SEN could also be formulated by removing shaltker voting rights thus making all stakeholdegsa with
respect to lacking voting rights. In this manner gnimacy of shareholders would be removed. Inraimestablish
equal stakeholder consideration (in the absengetafg rights) one could envisage that managergtareugh
statutory law) charged with duties of equal consitien for all stakeholders. By formulating the SENhis manner
one overcomes the problems of identifying relex&akeholders to give equal voting rights to. Howetlee
problem of who the “relevant stakeholders” are thahagement owes equal consideration to is dftilbfgaque as
well as creating the difficulty of who should apptoihe board of directors if there are no voteet ttecide. Nothing
in this paper crucially hinges on the “no votinghtis” or “equal voting rights” interpretation ofgfSEN as long as
no constituency can impose themselves as primaeywil¥ focus on the “equal voting rights” interpagibn of the
SEN despite its practical difficulties becauseitruer to the spirit of stakeholder theory agéks to empower
stakeholders equally with voting rights.

® Since Freeman (1984) introduced stakeholder thietigs come to mean many things to many peopl&ingat
difficult to speak of generically. However, as Frem is undoubtedly the “father” of stakeholder tiyewve use his
writings to represent the core of the theory ant titne normative (rather than the instrumentadrpretation
(Boatright 2002; Donaldson and Preston, 1995).iReges views have changed over the years; in péaticthe
position that management should balance stakehitkgests (1984) has evolved into a form of midtip
stakeholder value creation (Freeman et al., 20@3\vever, neither position speaks directly to stakaér equality.
Indeed, most treatments of stakeholder theory daliscuss stakeholder equality, yet this is an oitable
consequence of removing the primacy of one stakieh@roup (that has sole voting rights). The SEéslogical
counter norm to the SPN once one realizes how goigints dictate primary consideration by managemen

® It might be objected that a single value objecforethe corporation expressed purely in finantains will not
enable the corporation to properly value or malkeafsociety’s resources that are not part ofrieglpction function
(for example, negative externality effects on thei@nment). This is correct if we are to regard torporation as
an atomistic entity decoupled from a political @it However, in a Rawlsian society it is esserttiat corporations
are embedded in a political context. For examphe, would imagine the existence of environmentaliizggn that
either prohibits certain behavior or taxes the bihdo internalize the cost of pollution into theoduction function.
It should also be noted that the argument hereston theconomic efficiency of the corporation as a producer of
goods and services, and it is with regard to thés tve maintain that a single objective is moredpotive than
multiple objectives. Note that Jensen (2002) argliassociety’s resources are most efficientlyized when
corporations aim to maximize theng-term total firm value as distinct from shareholder wataore specifically.
"One way of distinguishing between the instrumeatal normative interpretations of stakeholder théotg say
that as a managerial (instrumental) theory theettaklers are those groups that can affect the catipa’s ability to
achieve its goals, while as a normative theoryedialders are those groups that can affeetre affected by the
corporation, thus including constituencies whoserigsts should matter in a non-financial sensbeabrporation.

8 Does the assignment of voting rights have to ieqfahe corporate legal form? Strictly speakitig corporate
legal form can be agnostic with regard to the itigtion of voting rights to stakeholders. Howevaran economic
system with private ownership in the means of patidn the SPN will obtain as a norm of governangel&fault.
The concept of ownership involves a significanteat of control over the property owned. The vesinpof an
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economic system with private ownership in the mednmoduction is that citizens, as opposed tostage, control
the means of production. Corporations are creayedvestors coming together and incorporating. Tthen elect a
board that employs managers that in turn contssittsdifferent stakeholders. They may even, if tkeywish,
extend voting rights to other stakeholders. Thatpgithat this is done at the discretion of tharsholders. Simply
by being the first stakeholders they become thmamy stakeholders. In a private property systemtrobover
assets is exercised by the owners, and you caawetdshareholderless for-profit corporation (tHoalgarly there
are models where the owners might be employeesTbe)shareholders arrive first. Therefore, uniesswritten
into the corporate legal form that all stakeholdatsst have an equal right to vote, then argualdydifault becomes
shareholder primacy.

° A potential argument against assigning contrditsgo shareholders of public corporations relaghe liquidity
of such shares (Aglietta & Rebérioux, 2005). Shaladrs can enter and exit a position almost inktavitich
suggests that they should not have influence owgrocate operations in order to avoid short-tematsgies at the
expense of the long-term. This argument is sountlitlis also largely a description of the status.gShareholders
do not have operational control. They only voteuailly for the board of directors. This incentiviseanagement to
stay focused on creating a residual, while appab@lincentive schemes for management should ettsatréhe goal
is to create a long-term residual. Arguably a cqneace of this is that shareholders should havielhtontrol
rights over management remuneration in order tadestoort-term incentive packages.

10 justice as Fairness is not a moral theory that jpskple (or managers) to be impartial in theattrent of other
people (or stakeholders); rather it is a polititedory that asks the basic institutions of sodetfpllow the two
impartial principles of justice in their treatmagitall citizens (irrespective of what stakeholdesup they belong to).
Citizens do not fall into discrete stakeholder grjueach individual citizen can belong to any nundfestakeholder
groups depending on their numerous relationshigis edrporations throughout society. As a polititedory Justice
as Fairness covers the concerns of all stakehadbigevstue of their status as citizens. (Furtheregan an empirical
note, the SPN directly benefits most citizens imyndeveloped countries as they are part of volyriar
compulsory pension schemes that invest in the staket.)

1 Note that voting rights for the board of directorss Rawlsian society qualify as an exogenousgsefiel because
they are part of the corporate legal form thatag pf the basic structure. However, voting righase the property
of operating internally by making directors and mgers responsive to the interests of the votirig tiglders.

12 Rawls and other liberals do not consider rightaari-interference, especially not the right to hofivate property,
to be absolute. They hold that positive rights,clhihinay interfere with some negative rights, areeesary to make
the negative rights meaningful. For example, therty to pursue one’s own destiny is vacuous urdegshas some
means (income and wealth) with which to pursudlégel, 1975).
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