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The Enron problem — managers becoming extraordinarily wealthy while misleading
shareholders, credtars and employees about thecompany’ s prospeds and evendriving itinto
the ground —iswiddy understood to be theresult of too weak alegal mandate supporting the
shar e-center ed paradigm of corporate law. Paradoxically, and less widely recognized, it is
also the predictableresult of too strong ashare- centered view of the corpor @ion. Thesingle-
valued profit maximization ehos of the share centered corporation demandsthat managers
teach themsdves to expldt everyore around them: it is inevitable that some will learn this
lesson so wdl that they will expldt even thosefor whase benefit they are supposed to be
exploiting.

‘©Daniel J.H. Greenwood, Prof., S.J. Quinney College of Law at the University of Utah; J.D. Yale‘84; A.B. Harvard
*79. Spedal thanksto Martha Fineman and the partidpantsinthe 2002Cornell Law School Feminism and C orporate Law Project
Conference at Osgoode Hall, Torontg; to the participants atthe Rutgers (Camden) Law School Faculty Colloquium; and to my
colleagues Darren Bush, Martha E rtman, John Flynn, L aura Kessler, Mitchel Lasser, Alex Skibine, John Tehranian and M anuel
Utset for helpful comments. | am also grateful for the comments and | received and disussions | benefitted from in presenting
related work to the Sloane Program for the Study of Busines in Scciety -George Washington University summer corporate law
retreat. The paper ismuchimproved asaresult. Thisessay was funded by the S.J. Quinney College of Law summer research fund.
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I. The Problem

According to the shar e-center ed view of the corporation, the corporation hasonly one
legitimate god: maximization of share vdue.* All other goals and participants in the firm
should be considered as mare tools towards this end: in particular, professional managers
acting as the share value norm directs them to, should consider al firm participants (other
thanthe shares) as autside's, with respect to whom one should decide to cooper ate, defect or
exploit according to arational analysis of which practice will maximizesharevaue. Even if
thedecisionisto cooperate, however, therelationship isbasically exploit ative: the only reason
amanager adingin goodfaithas a professional ded catedto share value maximization would
giveanything to any corparate participant (ather thanthe shares) isbecauseheor shebelieves
that doing sowill reault in mare profits for thefirm' s shares.

The share-centered view of the corparation, thus, dreds manegers to take an
essentialy amoral, instrumental view of the relationships in which they are enmeshed: al
relationships are for an ulterior purpose and when they cease to serve that purpose, they
should be abandoned. Indeed, the share-centered profit maximization view suggests that a
manager who treats corporate participants in any other way is acting wrongfully, violating
role morality and perhaps even the law (although the business judgment rule will make
enforcement rather difficult.) For example, itisimproper —aviolation of role marality —to
view employees or suppliers as members of ateam to whom long term commitments have
been made: managers are expected to treat al of the firnis relationships as arms|length
bargai ning between competitors.

The short trek from the convertional share-centered view of the managerial role to
Enronitis is over-determined: severa independent aspectslink thetwo. But the centrd theme
that ties together the routes to Enroritisis the paradox of the manageria role in a share-
centered corporation. Managers are expected simultaneously to be selfless servants and
selfish masters.  On theonehand, managers are drectedto be faithful agents, setting aside
their owninterests entirdy inorder to act only on behalf of their principals, theshares. But
ontheother hand, inthe service of thisextremeatruism, they must ruthlessly exploit everyone
around them, projecting onto theshares an extremeselfishnessthat takes no account of any

*For judicial statement of the share-centered view, seeDodge v. Ford M otor Co., 204 Mich. 459 (1919). | do not use
the usual term, “maximization of shareholder value,” because it mislead ngly suggeds that share prices arethe only values that
human shareholders hold. As discussed below, it is a dangerou sly essentializing fiction to pretend that a human shareholder is
necessarily better off if her sharesincreasein price,regardless of the impact of the company’ s share-val ue maximizing behavior on
other asp ects of her life.
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interests but the shares themselves, narrowly understood. Having maximally exploited their
fellow human corpor ate participants, manager sar e then expected to selflessly hand over their
gains, ill and justly gotten, to the face ess legal abstraction o the fictional shareholder.
Altruism and rationdly self-interested exploitation are extreme and radicaly opposed
positions, psychol ogicdly and politically. Themanagerid roleisdeeply unstable and unlikely
to hdd.

A. Selfish Shares

In acting dtruistically in theinterests of ther principals (the shares), the manager-
agents are directed to ignore the actua human beingswho own (oftenindirectly) the shares.?
In actual fact, many pubically hdd shares are held by pension funds represanting the very
employees (and their predecessars) wham manage's are directed to treat as arms-length
opporentsin a competitive negotiating game. Indeed, roughly haf the shares of publicly-
traded corporations are held by ingtitutions that, in turn, represent roughly the top half of the
Amaicanincomedistribution.

For most of these indirect shareholders, sharehol d ngs areonly asmall portion of their
wealth (most of whichiis, rather, their future earning capacity)?; thus actions that arein their

?| have discussed this paradoxical implication of the share-centered analysis at greater length in prior and forthcoming
work. Seegenerally Daniel JH. G reenwood, Delaware and Democracy: The Puzzle ofCorporate Law(indraft); Book Review:
Corp orate Irresp onsib ility by Lawre nce M itchell, 121 .& POLITICSBK REV.201-204(2002); Essen tial Sp eech : Why C orpo rate
Speech Is Not Free, 83 |IOWA L. REV. 995-107 0 (1998); Fictional S hareholders: ‘For Whom is the Corporation Managed,’
Revisited, 69 S. CALIF. L. REV. 1021-1104 (1996). For further discussion of the implications of taking a share-centered view
seriously while ack nowledging the actual reality of institutional sharehdders, e Herry Hu, New Financial Products and the
Puzzle of Shareholder Welfare, 69 TEXASL.REV. 1273 (1991); Henry Hu, Risk, Time and Fiduciary Princip les in C orpo rate
Investment, 38 U.C.LA.L.REV. 27 (1990).

3Most shareholdershold very small amou nts of stock directly or indirectly. See, e.g., EDWARDW OLFF, TOPHEAVY 27
(2000) (stating thatin 1998, 48% of households ow ned stocks directly or indirectly, but the bottom 99% of ho useholds own only
aboutas much asthetop 1%); LAWRENCEM ISHEL ET AL., THE STATE OF W ORK ING AMERICA 2000/2001 (2001) table4.3 at 260
(indicating that median net worth, including all assets and liabilities, for A mericans was about $60,700 in 1998); table 4.4
(indicating that median financial wealth waslessthan $37,000); table 4.7 (while nealy half of Americansheldequitiesin 1998,
directly or indirectly, only 36.3% of househ olds held m ore than $50 00 w orth).

Most stock is owned by the very rich, and for those few individuals, equities area major part of their wealth. W OLFF,
ToOP HEAVY 27 (stating that in 1998, almost half of all stock by value was held by the richest 1%, those with net worth over
$3.35million. Thisnumber, how ever, does not include pension wealth, which is somewhat less skewed); Edward W olff, Recent
Trendsin Wealth Ownership,1983-1998 (availableat http://www.levy.org/docs/wrk pap/pap ers/300.html ), Table 6 (in 1998, top
1% held 49.4% of stocks and mutual funds, or 42.1% if retirementfunds are included); Mishel, supra, at table 4.9 (indicating that
in 1998 roughly half of all publicly traded stock was held by hou seholdsin the top 1.6% of incomes; including indirectly held stock
and pension plans, 2/3 of equitieswere held by households in thetop 8.5%).

However, even among the very rich, most incomeisfrom wages (suggesting, but not by any means demongdrating, that
even for many of the extremely rich most wealthisin the form of job prospeds). See ThomasPiketty & Emmanuel Saez, Income
Inequality intheUS, 1913-1998, NBE R W orking Paper Series# 8467 (availableat http/Aww.nber.org/papers/w8467) at figure

3
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interestsin thar shareholder rdearelikely to often bein conflict with other, mare important,
interests. If a firm inaeases share value by $1 per share by shading its environmental
standards or reducing employee benefits, a shareholder holding 100 shareswould lose value
if she cares morethan $100 warth about the environmental damage or the benefits, or asis
often thecase, i s ore of those employees. Thus, maximization of share value may or may not
maximize value to the human shareholders, depending on the relative importance of the
indvidual shareholder’s sharesas opposed to his or he othe relationships with thefirm
Even if maximization of share value wee in a particular human shareholder’s
finarcial interests, real human beings have other interestsbeyond their finances, and rarely
are as disconnected from sodal relaionships asthe constructed fiction that drives theshare
valuemaximization model. It would bevirtualy inconceivablethat theentirehalf of America
that holds shares would agreeon how to balancetheir desire for prafits inthe stock market,
on the one hand, with their desiresfor the many political goods that may conflict with profit.
Although it may not beimmediately obvious in a market centered pditics, scone or later
nearly every human value will conflict with profit, and nearly everyone will find some value
that is moreimportant than profit at some pant. To name arandom few: Safety regulations,
whether protecting the environrmert, consumers, employees or imocent bystanders, generally
increase private costs to the hazard-creator, thus reducing its profits, evenwhen they reduce
social costs. Maximum pr ofit for particular companies will require eforts that will conflict
withparticular vduesof i ndividua investors: adverti sing produ cts incr easesdemand for them,
and most human shareholders will have some product made by apublicly traded company -
violent movies, dgarettes, jurk foad, gldoal warming gases, themusic thar kids listen to,
direct mail, realy shoddy plastic toys -- that they wish the world had less of. Particular
companies may find foreégn trade (or limits on it) profit enhancing while their indvidual
shareholders may find that position in conflict with other values they hdd, evenas sinpleas

6 (indicating thatin 1998, 6 0% of theincom e of householdsinthetop.1% of taxpayerswasfromsalary). Piketty & Saez’sfigures
likely overstate the influence of salary income since, first, they do not include capital gainsin income, and second, they appear to
includestock grantsassalary. Moreover, Piketty & Saez’ swork is derived from income tax returnsand thereforelikely understates
inequality (therich are more likely to hav e the sorts of income that are harder to define and capturein an income tax regime).

By lumping together theentiretop 1% these numb ersunderstate th etrue extent of inequ ality inwealth holdings. W ealth
is far more unequally distributed than income. See e.g., M ishel supra table 4.1 (top 1% receive 16.6% of all income but hold
47.3% of financial asses). Piketty & Saez’ swork onincomeindicatesthat about 42% of incomeisreceived by thetop 10% (supra,
Figure 1), but of theincomereceived by the top 10 %, about 1/3 goesto the top 1% (Figures 3, 15), about 40 % of that is received
by the top .1% (Figure 16) and about half of that is received by the top .01% (calculated from T able 1, Figure 4). Itissafeto
assume that the fractal character of inequality is even more extr eme with respect to wealth, so that if half our financial wealth is
held by the top 1%, the bulk of that is held by the top .1%, and so on.
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whether the trading partners who are enriched (or impoverished) are countries or elites that
shoud beour alliesor eremies.

Maximum prdfit oftenwill requirethat acompany pick up and abandon aparticuar
locale (espedally since, under theperverseAmerican labor unionization rules, that isusualy
the easiest way to escapeunionization and because American loca ism encourageslocalities
to invitecompanies to jump ship as they compee in lowering dfective enterprise taxation),
but human investorslive in particular places and oftenwou d prefa mare stability than profit
maximization demands.

Perhapsmost significantly for American politicsasa whole, maximum profit requir es
employees whoare maximally flexi ble: thefamous American flexibl e labor market. But that
means that we must bewilling to be at work rather than raising children or caring for parents;
that we must be willing to move locations rather than build deeply rooted communities or
multi-generational families; that we must bewilling to putoneor two careers ahead of merital
depth. We are willing to do those things (at least by comparison, for example, with the
French). But even so, we al have somelimit to our flexibil ity; the share value maximization
diredivedoes not.

Managers are required to ignore these human complexities, instead imagining their
sharéholdas to be essmtialized, fictionalized, one-dimensona investors with no
commitments, values or reationships beyond the desiretha their sharesincreasein vadue.*
Thus, manager sar edirect ed to de-humanize even the one group they are not explicitly directed
totreatasexplatable resources. Thinkingof shareholdersasif they ware no morethan shares
— thin fictions interestad in nathing but increasing thevalue of aparticuar stockholding at
any cog to ahea moral, pditical or evenfinancial vd ues— managersstep out of relationship
even with their alleged bendiciaries.

B. Agency v. Market

Ameicanlaw, and American culturegeneraly, present two radically dif ferent norms
for treating others. T he market norm is deeply impersonal, individualistic and competitive:
each party is expectad to actin his or ha own best interest, without regard for personal
relationships or personal characteristics. A truly competitive market, likeour stock marke,

“Indeed, managers are urged even to ignore the compl exities of shareholders' investment role: adiversified sharehol der
is likely to have a different financial interest, even in the most narrow sense, than the undiversfied fiction. A publicly traded
company successfully sizing market share from another publicly traded company does nothing whatsoever for the finances of an
index investor: what thestock of the one company gains, the stock of the other will lose. See, Fictional Shareholders, supran.
(citing Henry Hu).
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is even anonymous. All that countsisthe product that is offered for saleand the money that
is offered to purchase it. Even whereanonymity isimpossible, we seek to exclude personal
relationships and personal characteistics to the extent possible: nepotism is illegal in the
public sector andnot wonderful in the private one; discrimination is presumptivelyimprope.
Inthissphere, it isacceptable — even commendable — for persons with superior information
toact onit to the detriment of their trading counterparts: if | recognize that the painting in the
flea market is a Rembrandt, I’ m entitled to thecoup o buying it for thepriceof a renmant.
In the world of the market, people are imagined to be isolated monads, interested only in
getting ahead, with no interest in other s except as instruments to their own good.®
In contrast, the agency normisrelationship based, altruistic and coopeative Agents
are ex pected to set aside their own inter ests and work for the benefit of their principal. The
imageis not o an anonymous market but of parents who sacrifice for their child. Far from
anonymity, in this sphee, the agent must treat different pegpledifferently; rdationships are
dl that caunt. Nepotism is not scandalous but required: a mother who treated her child and
a stranger indifferently would be acting grossly improperly. Thisisthe world of families or
of the Three Musketeers: all for oneand onefor all. No self-interested rational maximizers
invited
Corporatelaw corstructs the carporation as an casis of agency law inthe market.

In the market, employees ar e arms-length contractor s each out for their own sdl f-interested
good; as contracting opposites, they and their employers are competitors, entitl ed (within the
rules of afair battle) tofight for themselves as hard asthey are capable. But inthefirm, they
areagents, required to set aside their own intereststo work for their principal, the firmitself.
As Cardozo put it in Meinhard v. Salmon,®

“copartner s owe to one ancther... the duty of thefinest loyalty.

[Flormsof conduct permissible in a workaday world for those

actingat arm’ slength are forbidden to those bound byfiduciary

ties A trugeeis held to omething gtri cter than the mord s of

the marketplace Not honesty alone but the punctilio of an

honor themost sensitive ... Loyalty and comradeship are not so

easily abjured.”

*This section summarizesviews| expounded at length in Daniel J.H. Greenwood, Beyond the Counter-Majoritarian
Difficulty: Rec ons truc ting th e Law/Politic s Dis tinction Through A Typ olog y of D emo crat ic De cisio n-m akin g, 53 RUTGERSL AW
REVIEW 781-864 (200 1).

*249 N.Y. 458 (NY 1928).
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The agency rulesand the market rules obvioudy conflict, and much of theinter esting
areas of corporate law concern the prablems that result from the dual role of employeesas
self-interested market capitalists and atruistic, sdf-less, agents.

But the share value maximization principle disruptsthe delicate baance (or churning
conflict) of corparatelaw. It canmands managers, in their roleas self-less agents, to treat all
their fellow agents accordi ng to the workaday norms of sd f-interested arms length conduct
in a competitive market place while simultaneoudy demanding that they, and the managers
themsdlves, act sdlflesdy. Thisisan impossible task.

In thelongrun, pegole learn to cooperat e only with those who cooperate back; only
fools and marks will continue to selflessly sacrifice for a firm once they redlize that it will
uninhibitedly take advantage of ther self-lessness as if they werearms-length conmpetitors.
Managers, treating firm memberslike arms-length conpetitors, destroy the plausibility of the
agencyrole Once they figure out what is going on, employees treated by the firm at arms
length are going totreat it in the ssmeway, whatever the law may say about the obligations
of agents. Managersthemsalves, seeing thefirm’srd ationship wi th their subordinates asone
of mutual exploitation, are likely quickly to see their own rel ati onship in the same light. In
short, where share value maximization wins, agency will socon lose

Thiskeyroute from share val ue maximizationto Enronitis, then, is straightforwar dly
psychologica. The principle is incompatible with the selfless sacrifice for shares that it
demands.

Managersconstructingthe firm asatool tothe endof share value maximization treat
the people with whom they wark as means not ends. Because they see themselves as
conpetitorswiththepeoplewith whomthey areworking, they learn as part o ther ordinary
lifeto break ordinary social solidarity. This learning to exploit ruthlessly is difficult and
transfor mative, as we saw in the first wave of the 1980s LBO boom, when a generation of
manage's fought bitterly in opposition to the new dispensation of abandoning ordinary sccial
norms and getting extraordinarily rich. Learning to be a rational maximizer is simply
incompatible with being afaithful, selflessagent. Asarule, one doesnot learn to be a saint
by daily sinning.”

In the end, thecynidsm o the share value maximization view must eat itself dive.
The principle commands managers to abandon the ordirery ties of human sdidarity: to
maximizeprofit, they must be prepar edto sacrificetheir co-workers, their suppliers, thecities

Cf. Aristotle (habit creates character).



N:\DOC\New A rticle ConsolidatedEnronitis 9-15.wpd
© Daniel J.H. Greenwood
Preliminary Draft - Not For Publication

Printed on April 9, 2003

or communities they operate in. Successful managerslearn to livein aworld in which there
isnoloyalty and al relationships are purely instrumental, lasting only so long asthey remain
mutually beneficial. Only the share relationship is said to be different: but thereis no good
explanation for why. The rootless, commitmentless, valueless, manage is unlikdy to
suddenly become loyal, rooted and spiritual just because shares are at stake.

The share vaue maximization principle teaches managers that they are acting
properly only if they treat the people around them as mere tools, tobe used o discarded as
needed to fulfill the firm’s share value maximization ends. But if it is permissble, even
required, to treat all the human participants in a firm astools, why are sharesdifferent? Why
not exploit themas well?

C. Corporate Finance and the Specialness of Shares

The psychologicd difficulty of maintaining an extreme lack of commitment in every
aspect of professional life but one, of treating every corpor ate participant as a meretool but
one, of competing withevery corporate participant but one is compoundedby the prablemthat
on modern views of corporate finance — views that are part of every MBA curriculum —
shares are not different from other corporate participants inany sgnificant way.

1. Shares as factors of production

Inordinary usage, the share-centered view of thefirmis conflated with the daimthat
the corporation should profit maximize. Accounting corventions deive from and reinfarce
this view by treating berefits to shares as profit while benefits to all othe corporate
participarts aretreated as costs (with the anamal ous exception of stock option grants). As
theaccountantspor tray thefirm, dividends—unlike payment to any other factor of production
—do not reduce prdfitsand —in stark contrast to the lega reality — shareshavethe sole claim
on whatever is |&t over afte othe firm claimants are paid (“ sharehddes’ equity”).

But from the firm’'s perspective, dividends are an expense and sales of shares are
simply away of raising money, to a lar ge extent fungiblewith other methods of raisingcapital
(such as retained earnings o borrowing).

This view, which iscommon in corporate finance circlesand is likely adaily part of
most CFOs' decision-making process, corflicts at themast fundamental level with the share
centered view, because it treats shares as a cost like al others: just as all othe inputsto the
firm shoud be given as little as possible, so too shares Indeed for a manager who is
accustomed to financing the firm in the cheapest way possible, of fering gifts to shares may
seam like aviolation of the profit maximization principle itself.
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From the perspective of corparate managers and the bankerswho advisethem, shares
are fundamentally a way of raising capital, largely inter changeable with the other ways of
raising capital — borrowing money or retaining earnings (i.e., paying the various factors of
production of the firm less than the revenues from sale of their product). As the nexus of
contracts image of the firm makes clear, shares are merely one role among many that make
up thefirm To besure sharéholders who purchase ther shares inan IPO contribute cash
and some risk holding services, accepting returns that are closdly tied to the success of the
company.® But bond buye's al so contributecash to thefir m, and the value and retur ns of junk
bonds fluctuate in close connection with the fortunes of the company. Similarly, employees,
especidly if they are paid in part in options or stock, if they have significant reti rement
savings in the company’s stock, if they are compensated based on company-seniority, or if
they have developed company based skills or commitment not easily marketable or
transferable elsewhere, dso find their fortunes closdly tied to the company’s. Indeed,
whenever 1abor markets are not perfectly flexible, enployees arelikely to be the most closely
tied to the company of al: unlike either shareholders or bondholders, they cannot diversify.

The largest source of investment capital in modernlarge firms is retained earnings,
not share or bord issuance If the firm is able to retain earnings by definition it must be
paying its various factars of production less than it is able to sdl its product for. This
suggests, however, that all the factor s of production have contributed capital to the firm: not
only have shares faregone dividends, but employees have foregone raises, creditors have
foregone higher rates, citizen-taxpayers have foregone higher taxes, and customers have
foregore lower prices.

There is no moral or economic reason to assume that one of these factors has a
dronger claim on thesurplus than the athers: the productis ajoint effort of all the fadtorsof
production, any one of which islikely to be a but-for cause of the company’s success. Still,
common sense suggests that shares usualy will have the weakest economic claim to the
surplus. Public shareholders, after dl, are perfectly fungible providersof aperfectly fungible
commodty in a quite competitive market; it is hard to see why an arms-length contractor
would eve give them morethanthemarket price Of all the various contributars to the final
corporate product, they are the most easily replaced.

80f coursg theactual sharehddersat any given timeare likely to have purch ased their sharesin the secondary mark et
and did not contribute anything at all to the company.
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If shares are just factors of production, though, then the share value maximization
normimplodes. That norm teaches manage's to treat factors of production as tools to be
exploited, or at least given no more than necessary in arms length negotiation. Predictably,
some manager swill aoply precisdy the same logic to the shares themselves. What is sauce
for thegoose is sauce far thegander. If investorshave agreed to buy sharesthat have ro legal
right to adi vidend, why shoul d they get one? To give them one would be afree gift, and the
maximization prind pleteaches manage's that they should nat give gifts.

At this point, the situation gds even worse If managers have learnad to be
maximizers, but reject theargument that they must sacrifice themselves for the shares, for
whom will they maximize? The cynic’s answer must be cor rect: share value maximization
produces cynics, and cynics wark only for thenselves. All bonds of loyalty and mutual
respect broken, nathing is left for managers but to maximize their owvn individual wealth
beforethe (alwaysimminent) retirement (or firing) date. Thisisthelagicof caruption: steal
as much as possible before the next group of reformers (or aspiring corruptionists) pushyou
out to do the same. For the cynic trained in share value maximization, even the only value
permitted by that norm, the only loyalty left, will soon seemjust atool. Thenew rulewill be:
maximize share value only to the extent that it is usdul for personal pocket lining.

Often, of course increasing share value will be the best way for managerstolinetheir
own pockets. It iseasier totake abig piece of piewhenthepieisbig and growing. Similarly,
often themod cyrical and instrumentd of managerswill find that it isinstrumentally useful
to createa quality product ar have happy employess. But thereis no necessary connection:
anillusion of aquality produa will oftendo just aswell as an actual one, particularly inthe
short term, and similarly, illusions of profitswill often do just aswell for awhile.® Inthelong
run, of course, illusions tend to be exposed; but top managers rarely have along run, and
chances are excellent they will be gone before the fictions are apparent even to ther authors.

2. The ownership metaphor

If sharesare not different becausethey makeacontributiontothefirmthat isdifferent
in kind thanother factorsof production, perhapsthey are entitled to be the special objects of
managerial concernfor another reason. Thetraditional daimisthat theshares” own” thefirm

°See, e.g., Kaminv. American E xpress, 383 N.Y.S. 2d 807 (19 76), in which corporate managers successfully defended
their decision to characterize a transaction in away which made the company appear more profitable although it in fact made the
company’s expensesrise (by increasng itstax liability). Whileone might imagine thata court might simply hold that the decigon
to pay taxesvoluntarily is commend ableand paatriotic, in fact the court rested its decision solely on the astonishing rational e of fered
by managem ent: deceiving investors was good for them.

10
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and therefareare entitled to haveit berun for them. The problemis, the reason shares need
the ownership metaphor to justify their claim to the corporate sur plus is precisey because,
unlike owners, they have no power to take it on their own.

The ownrership maaphor, meant todifferentiate shares from other corporateroles, is
deeply implausible. Inapublic firm, shareholders do not act like owners and do not havethe
normal significancein the firmas a sodological entity of owners (and indeed have few of the
legal rights of owne's of the firm).*

Anowner of afee smple absoluteinreal estate or the holder of titleto chattel hasthe
rights(subject to general legal regulation such as zoning or environmental laws) to decideto
what use her propeaty shall be put, hastheright torefuse to useit in profit- maximizing ways
or even to destroy it, may consume it or save it, aoply it to good works or the opposite.
Shares, solongas the company remains public, have none of these rights with respect to the
corporation. Our sygemof carporatelaw and securities markets has no mechanismby which
a majority of shareholdes could direct (or authorize) thedirectors to change the use of the
corporation’ sproperty, place another valueahead of share valuemaximi zationor even pursue
profitin a particular way. They only have the rightsto a pro rata share of any distributions
the corporateboard chooses to make; the right tovotefor that board; and theright to approve
or reject certainchanges intheir rightsproposad by the board, without, however, the right to
initiate suchdecisions In practice, boardmembersare nominated by incumbent management
and usually elected without opposition. On the rar e occasi ons where opposition appears, the
rules are anything but fair: management’ s candidates have full accessto corpor ate resour ces
whileopponents areon their own. Evenif they elect aboard, shareshave no right to havethe
boardact accarding to the wishes of the mgjority of theshares or sharehdde's. Rathe, board
membe's have a fiduciary obligation to act in the best interests of the shares as constructed
by the courts without regard for the expressed desires of the shareholders, and that duty is
enforceable by evena singe share.

Only if shares act with one voice, unanimoudly, so that there is no plaintiff to enfarce
fiduciary duties and the board may be disregarded, do shares have the rights of ownrers.
Accordingly, theoneserious owneshipright that public shareholdas haveisthepotertial to
sdl ther shares to a single buyer, that is, to take the company private. But since the

°In the seminal study, Berle & Means recognized that the public sharehd ders arenot ownersin any normal sens, but
then created decades of confusion by referring to them as “owners” nonetheless. See generally, ADOLFA.BERLE AND GARDINER
C. MEANS, THE M ODERN CORPORATION AND PRIVATE PROPERTY (rev. ed. 1968).
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development of the poison pill and its statutory equivalents, shares no longer have the right
evento sdl thecompany unilaterally: prior board approval isrequired for sdeof al theshares
just asit always was for sale of the company. Far from being owners, in the usual course
shares are just another input into the firm, aswe saw above largely fungible with other
financing sources. It isthus hard to see why they should get something that others do not.

Ownersin acapitalist society justify their rights by their function: asholders of the
right to decide how property should be used, they are potentialy entrepreneurial decision-
makers. If there isanything that the shareholders of a public firm are not, it isthat. Indeed,
the closest equivalent to the entrepreneur in the public firm is the top manage's themsel ves,
who are the ores to deddewhat risksto take. Itis a short ideological step, and an almost
inevitable psychological one, for managers who act likeownrersto begin to view themsel ves
as theowrersin fact.

3. The diversification problem

Shareholders in amodern publicly held firm ar e diversified portfolios, the interests
of which are often contrary to the integests of individual firms in a competitive market.
(Diverdfied portfolios do not benefit when a portfolio company out-competes another
portfolio company, particularly if the competition results, as it is supposed to, in collateral
benefit to non-publicly traded consumers.)

Moreove, while shareholders do not own the corporation in any meaningf ul sense,
they do have most of the usual pangply of owvneship rights with respect to their shares.
Shar eholders, that is, actually own shares. It is shares that they buy and sell — often with
considerations other than the interests of the company represented by the shares they are
trading. Every shareholder who buys or sell sbased on aview that the market hastemporarily
misval ued afirm’s securitiesis acting in away that is not congruent with the inter ests of the
company itself.

Shareholders do not consistently act as if they have the interests of the company at
heart. Purely fungible providers of a purely fungible commodity, inputs like every other
corporateparticipart, lackingtheusual attributes of entr epreneurship or ownershipincluding
legal rightsto use and control the assets, dehumanized and deracinated by the market and the
legal demands of best interest analyss, the shares don’t ook like the company. Nowonder
it isdffiault for company managers to mairtain the fiction thet the shares are the company.

D. The Highly Paid Executive Problem

Under the share vaue maximization principle, managers are directed to view
themsealves as sdlfless agents acting only on behdf of the shares. In their mission to maximize
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sharevdue, they should treeat all employees, including themselves, as mere means to that
overriding end: they —likeall corpaorate participants —are valued not for themselvesor as ends
or values in themsdves but merely astools to increase share value. Perversdy, the view of
managers as obligated to exploit themselves can lead to an enormous over-valuation of
managers.

Since managers are drected to treat themselves as tools, it means that the only
justifiable reason to pay themselves is that they are worth more than they are paid: their
contribution to the firm islarge than their paychecks. But that basic pay principle works
both directions. Employees should be paid less thanthey contribute. It follows, then, that
either managersare not doing their jobs, or they are paidless than they contributeto thefirm;
which is to say, either they shoud befired, or they deservearaise

Asiswdl known, top manager pay packageshavesoared in thelast sevaa decades,
reaching astronomical levels previoudly enjoyed anly by entrepreneurial owner/founder s and
their descendants.* On the logic of the share value maximization modd, this high pay
suggeststhat CEOs ar e moreimportant and more deserving of high pay than ever before. For
when CEOs are seen as outsiders —factars of produdionand arm-length market partici pants
to be negotiated with according to the norms of the marketplace — there are only two
possibilities. Either the CEO is contributing more to the firm than he is taking from it, in
which case the firm is exploiting him and he is fulfilling his fiduciary obligation (in hisrole
as an agent of thefirm) but dearly is entitled to demanda raise (in his personal capacity as
afree-market free agent). Or, heisnot pulling hisweight, he is exploiting the firm, and heis
not merdy presunptively incompetent and overpaid, butal so dishonest—in breach of his duty
as an agert and a professional. In short, he should be fired summarily. The logcal
conclusion is simple: if the CEO does not deserve to be fired, he deserves to be paid more.
Presumably, ordinary processes of cognitive dissonance will prevent most CEOs from
concluding that they deserveto befired; instead, they will concludethat they deserve an ever
increasing share of the carporatepie

"See, e.g., Thomas Piketty & Em manuel Saez, Income Inequality intheUS, 1913-1988, NBER Working P aper Series
#8467 (available at http://www.nber.org/paperdw8467), Figure 18 (showing that between 1970 and 1999, a period in which
average US salaries were virtually unchangedin red temms, the annual pay of the average CEO of the top 100 US corporations
increased from roughly $1.25 million to almost $40 million); id., Figure 21 (showing that the income share of the top .1% of
American taxpaying households is now aimost as high as it was in the Roaring Tw enties); id., Figure 6 -7 (showing that whilein
1913 thetop .1% received most of their income from capital, in 1998, they received 60% from wages: CEO s have overtaken the
heirs of the robber barons as our economic elite).
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Themodel hereissimilar to but more dramatic than the well-understood way inwhich
the reform of having CEO salaries set by independent committees employing independent
consutants led torapid increasesin CEOsalaries Any board that hires a medioarity to run
itscompany issurely derdict initsduty. By the logicof cognitivedissonance, it follows that
boards must believe that the CEO they enploy is not mediccre: otherwise they would be
obliged to fire him (rarely her). But if heisnot mediocre, it would beinsulting to pay him a
mediccresalary. Simlarly, intimesof transition, offering a mediocre salary tothe newcomer
suggests that the board is seeking mediocrity, which would be a derdiction of duty.
Accordingly, board membe's whowishto bdieve that they are acting in good faithappear to
have only three choices. pay the CEO an above average salary, fire the CEO, or resign.
Whenall boards seek to beaboveaverage inflationis a highly predictableresult.

Thus, the share value maximization modd invites CEQOs, acting in good faith on
behalf of thefirm, to see themsalves as underpaid. Simultaneoudy, it invites directorsto see
themsalves as required to pay above average salaries to top managers. At the same time
again, it tells CEQs, in their personal capacities, that their persona interests are, and should
be, opposed to the firm's. They, after dl, are mere factors of production that the firm should
explat. Butthat also meansthat ascontracting parties, evenif not asagents, they are entitl ed
to exploit thefirmif they can get away withit. Inmost firms, | imagine, theformer processes
are enough to make CEOs rich beyond imagiration. In a few, apparently including
WorldCom and Enron, thelatter encourages outright theft.

E. Team Spirit

The share val ue maximization ethos treats all the people with whom managers have
day-to-day rdations as competitive goponents. Onthis view — given its clearest academic
representation in the metaphor of the firm as amoment in the market — the firmisimagined
to be conposad of sdf-interested market participants whose only interest in othe human
beings is to use them to maximize their own wedth. There are no office romances, or even
friendships, in this world.

Contrarytothisindividuali stideology of mutual exploitation, firmsinfact have many
team-like and communitari an aspects, and, indeed, successf ul firmsgenerally are quite unlike
momentsin the market (if the key to success were to be market-like firmswould be out-
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competed by real markets, which are dways more market-like than the most market-like
firm).t?

Most Americans spend a good part of their waking day at work; workplaces,
therefore, are likely to be major sources of our social lives, relationship building and
communities. Not al capitalist labor is alienated, Marx, the share value maximization
principle and the human resour ces depart ment notwithstanding.** Many of us make friends
at work, see our fdlow workers as team members engaged in a common enterprise, and
identify with the common prged as our own project.

All thisisnatural, norma and usually for the best: human beings are social animals
who seem to seek out opportunitiesfor canmunity building.

Most often, team spirit and community are a so hel pful to the success of the firm.
When people believe they are part of ateam, they work harder, demand less in return and
enjoy themsdves more. Membae's of ateam pull together for the common goal, setting aside
indvidual egos and nexds (at least outside of NBA basketbdl) in order to focus their
cooperation in competing with the other side. Soldiers, perhaps the quintessertial team
members, risk their own lives to protect fellow teammembers (most personally, their squad
merrbers, more abdractly, their fellow countrymen). In risking their lives, they show the
highest form of atruism within the team — no profit maximizer would ever bewilling to give
up life itself for omeoneel ' s bendfit.

1. Team competitiveness

At the sametime, theinternal atruism of the team is usually accampanied by intense
competition with non-team members, generaly seen as opponents in a zero-sum game.
Solders and football playe's alikeuse their intra-group cogperation and altruismin order to
attack the enemy, often dehumanized or devaued into gooks, wogs or simply those jerks on
the othe sideof the stadum. Nationalists combine love of the nation with hetred, or at least

2See, OSCARW ILLIAMSON, ECONOMIC INSTITUTIONSOF CAPITALISM 132, 13 7-40 (describing failureof high-powered
incentives inside firms).

Marx mak es a distinction between the market and the workplace that, like the arms-length vs. agency distinction |
make, emphasizes the differences between the two spheres. However, in his usual heavy handed irony, he describes the market
sphere as “a vey Eden of the imaterights of man. There donerule Freedom, Equality, Property and Bentham” in order to
emphasize that therights of the market disappear in the working relationship, which he describesasunmitigated oppression, closely
echoing Adam Smith’ s discussion of pin making. KARL MARX, CAPITAL (Modern Library edition) at 195-6; ADAM SMITH, AN
INQUIRY INTO THE NATURE AND CAUSES OF THE WEALTH OF NATIONS Ultimately, both Marx’'s characterizations are
unilluminating with respect to the modernworkplace and labor market. For my purposes, the workplace has aspects of attractive
human commu nity not seenin Marx or Smith, and the mo st important aspect of the mark et isnot the“innaterightsof man” but that,
for good and ill, it isimpersonal.
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intolerance, of non-nationals; patriots arewilling to sacrifice for the good of the country, but
understand that good to be incompetition with thegoaod of the neighbars. We should al pull
togethe, to pull ahead of them.

In the corporate world, team competitiveness isreflected in thewar-like metaphars
of thetakeover world —hostiletakeovers, barbariansat the gate, whiteknights, scarchedearth
and poison pill defense— as wdl asthe zero-sum games of market share competition and the
fundamental market rule o ‘exploit thy business partner’ or take advantages when the
opportunity offers.

2. Team pathology

Team spirit isagood so powveful that team players with strong communities seem
to livelonger and healthie lives.™* Yet it can easily become pathological: good citizenship
easily moves from patriotismto nationalismto xenophabia or worse. Intra-group solidarity
and mutual aid can often be accompani ed by extreme disregard of larger normsor thecdams
and humanity of non-group membes. In the corporate context, team pathology is common
enough, manifesting itsdf in cheating and law violation. Carporate team membeas can
become so concerned about winning for theteam that they disregar d external normsrequiring
solidarity with larger groupsd people:driventowin, carporateplayesbegintofesl carporate
solidarity justifies cheating customers, evading nationd taxes, regulatory schemes, or
environmental laws. Playingdirty, in short.

Much of Enronitis seems to relate to this pathology of competitive team spirit:
outddes don't court; rules are made to be broken; winning is all that matters. One may
digegard the inerests of Californians, because the mission is to promote the inter ests of
Enron

3. In praise of teams

Humancommunities, theteams |’ vereferredto above oftencoupleextreme altruism
and mutual concern within the group with a striking lack of concen or hostility to those
outside the group. The two processes, atruism on the one hand and competitive hogtility or
arms-length ind fference on the other, seem tightly linked in our psychology. Many people
have fond mamories of war (or a peace movement) as a time when ordinary people came

*E.g., RICHARD WILKINSON, M IND THE GAP: HIERARCHIES HEALTH ANDHUMANEVOLUTION (2001) 1 1-13 (reporting
that social cohesionincreasespublichealth; inaeased inequality worsens hedth of lower status individuals while more equal
societies have better health largely because equaality cor relates with cohesion).
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together in a common enteprise far the common good, escaping the alienating individuality
of ordinary times — even though the common enterprise was hodtil ity to some other group.®

In the cor porate context, forming theteam is one of the key advantages of firms over
markets. Markes price beter, can incorparate more infarmation than any plan, and have
obviaus and predse mativators. Firms generaly blur and dull those mechanisms and
incentives — for example by delinking pay from direct measures of productivity, qudlity or
demand for theindividual’s products.® Teamspirit, withits solidarity andinternal altruism
combined with aggressive campetition with outsiders, can be the tool that overcomes the
inherent limitations of command and control market dsplacanent, allowing firms to out-
compee spot markets.

4. The instability of teams in the share value maximization world

The importance o intra-group team spirit in corporate enterpriseis no rews: it isa
commonplace of managerial training. But the share value maximization principle puts a
strangetwi st on team spirit: it teaches managersthat the humanswho work for the corporation
are na its team but rather the opponerts.

Manager s who accept the commonplacethat team spirit works and al so accept that
their job is to maximize share value, are bound to live a doublelife. In order to maximize
sharevaue, they must convincether fellow employeesthat they are al in thegame together,
part of acommon enterprise, sacrificing for acommon goal. But the gameand the gaal isto
extract the most valueout o thesupposed team membe's and gveit away to someone else,
a fidional bystander not even presert at the ggme At the sametime that marege's are
building team spirit, they arerequired to be looking around for oppor tunities to shaft their
fellow team mambes.

Indeed, a key advantage of team spirit for rational managers is thatteamplayersare
not rationd maximizers. they give towards the canmon goal without expeding precise
compensation for every act. They aremotivated not by self-inter est but by community feeling
— positive towards fellow community membersand negative towards cutsiders. But thisvery
altruism opens them to exploitation by a supposed team menber who is really an opporent.
When someone is giving their al, they are particularly open to being taken al the way.

Wilkinson reports that dvilian healthwent up in Britain during both World Wars, despite the economic shortages.
Idat 12.

*See generally, WILLIAMSON, supra; L AURENCEJ. PETER & RAYMOND HULL, THE PETER PRINCIPLE (1969); HENRY
HANSMANN, THE OWNERSHIP OF ENTERPRISE (1996 )(each describing apects of problematic internal incentive structures of firms).

17



N:\DOC\New A rticle ConsolidatedEnronitis 9-15.wpd
© Daniel J.H. Greenwood
Preliminary Draft - Not For Publication

Printed on April 9, 2003

Managers, then, are caught in a doude gogme The dhare value maximization
principletdlsthemthat their real team isthe shares: they are meant to compete with everyone
elseinorder to win one for the shares To serve their true masters, they must convince their
fellow employees, customers and suppliers that they are al on the sameteam-- that is, that
they are engaged in a common enterprisefor a canmon goal. Or, in other words, that they,
as manage's, are not saving their true masters. Then, they must betray them. Surely only
themog extrame of cynicscan succeed in this role

But a manager who has learned to betray those he or she works with every day,
pretending to be thar teammate while constantly seeking gpportunities to exploit their
communal good feeling, isamanager who has learned to be dishonest, adissembler, atraitor
to his smal community, a bresker of trug. Why, having bdrayed his trust totheteam that
he works with every day, should heremain loyal to a fictional shareholder that doesn’'t even
exist except as alegal abstraction or an investment portfolio?

The share value maximization scheme teaches managers to betray the people with
whom they haverel ationshipsinorde to servetheir ultimate master. It should beno surprise
that some learn this lesson well enough to betray the master as well. Double agents, in the
end, work only for themsdves.

In short, share val ue maximization teaches that the real team is the shares and their
servants the managers; but enterprise success depends on creating a team composed of
employees and often cusomersand suppliersas well. T hetwo team notions areincompatible.
Whilethe latter requiresmutua concern and trust, the former constr ucts members of thefirm
as opporents, to be treated samewhere between arms-length according to the norms of the
marke, in which mutual concern is absent, and active competitive hostility, ina zero sum
game inwhich every gain for onesideisal ossfor theother. T he onereguirestrust; the other
barsit.

Enronitis is a predictable pathological result. The team breaks down into a one-on-
one competition of every man to himself and the devil take the hindmost. All that remains of
theteamspirit isthedisregar d of rules, thedesiretowin at al costs, and the depersonalization
of opporents now undestood as everyone

II. Proposed Reforms
Many of the proposed post-Enron reforms are steps in the right direction, although
teken as a whole they seem unlikely to solve the problem. A few, however, may well
accentuate the pathology, much as the indgoendent compensation conmittee and tax-law
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insistence that salaries over $1 million be paformance-based worsened the problem of
overpaid executives.

A. Disclosure

First, improved disclosure most likely is agood thing. The prices of publicly traded
stocks arerelated to the profits of the underlying corporation, but as anyone who followed the
market on its way up and down in the last few years isaware the comection can be very
loose. Stock markets often price shares based on expected earnings (or on expected price
gains resulting from expectations of expected earnings), placing greater weight on trends and
patterns than on the current absolute numbers and increasing or decreasing stock prices
disproportionately for changesin trends. This providescynical managers a great incentive to
massage the numbers or even lie: afew well timed disclosures can cause a terrific price
increase (or avoid a decrease) alowing top managers, who are nearly always near the end of
their employment, to cash aut before the truth energes

Moreove, even managers who have not succumbed to ultimate cynicism may
convincethemselves that they are doing their jobs by managing reported earnings. The share
value maximization ided ogy perversdy suggests that corporations aught to manage their
disclosuresin the way that maximizes market valuation of their securities, rather than in the
way that most accur ately reflectstheir underlying condition: if thegoal istoincreasethe value
of shares, and any means will do, why not deceive shareholders for their own good? (Of
course, deception cannot be to the good of adual sharéholders as a group, but it can
effectively increase share pricefor some period of time, and the latter may bethe more salient
effect even to managers still trying to act as good faith agents.)

Much marke behavior seenms to bethe result of this perverseincentive: because the
market is quite sensitive to changesin dsclosure companies find that they can affect stock
price as much by mani pulating discl osure as by the more difficult task of out-competing their
competition. If reported earnings can be increased, or reported debt decr eased, by changes
in financing or reporting or strategic acquisitions, the share value maximization ideology
suggests that managers ought to do so, even if there isno real economic justification for the
action.

The basic problem is managing the company according to the whims and pre udices
of the stock mar ket; reforming accounting rules or forcing CEOs to swear that they have not
lied will not changethet. But accountinganomalies makeabad problemworse. If companies
can create reported earnings by “rourd trip” trades, they will waste socia resources and
distort thdr reported earnings by making rourd trip trades. If executive stock options have
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no effect on the company’s reported financials, they will be used more If accounting for
merger rulesalow the combined company to have higher reported earningsthandidthe parts
of which it was made, campanies will combine even when no €ficiencies result.

The reforms, of course, will create new and sometimes odd market incentives. |If
stock options arer eported as an expense at the time of issuance based on thei r Black-Scholes
value, and then companies corr ect the accounting when they are actually cashed in, the effect
may beto smooth earnings oddly: when stock pricesaredown, optionswill expireunused, and
the company will be ableto report “earnings” resulting from reversing the too- high estimate
of thecost d theoptions. Marking to market quarterly would lessen the jumps in earnings
but na change the dfed of generating “ earnings” just becausethe stock pricedrops

But overall, surely, honesty is beter than deception. The fierce resistence to
disclosing options suggests that executives, at least, bdieve that the market responds to the
repor ted bottom line numbers rather than the underlying reality or even thetotal infor mation
publicly available (which these disclosure reforms will not change), and it seems most likely
that they areright.

Moreover, the end-stages of Enronitis involve ddiberate deception and outright
fabrication. Reforms that seek to increase the independence of auditors, demand stronger
audit committees, requir e rotati on of audit partners, separ ate auditors from consultants, and
the like, seem quite likely to catch more fraud and perhaps even limit some of the semi-bad
faithgameplaying. Increasing nominal criminal penalties seemslesslikdy tohave any effect.
Theserefamsdo na, however, changethe underlying incentivesto cheat, so we should expect
that as we close up some olvious routes, clever oynics will find ahers

B. Independent Directors

There has been a good deal of discussion of continuing and accentuating the reforms
of the last decade, primarily by increasing the number of independent directors;, marginaly
tightening the definition of indgoendence to exclude some farme employees cortractual
benefici ari es of the company or relatives who might be considered independent today; andby
increasing thenumbe of consultants used by audit, hiring and compensation committees.

The model autlined in this paper suggests that these refor ms are unlikely to work as
expected. If independent directors and their consultants view themselves asworking for the
shares or fictiond shareholder s, they will smply increase the perver sities of thesharevalue
maximization modd. Bydemanding that managers conformto themodel, theywill accentuate
itsincoheaence: managers will be driven to exploit their corporate team members even more,
thus leading former team membe's to see themsdves instead as free agents; top manage's
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attempting selfless selfishnesswill sinkinto self-interested cynicism; corpor ations attempting
to maximize share valuewill still find that often the easiest way to do that is to show Wall
Stred what it wants to see, regardless of whethe it iswhat otherwise would make business
sense. Top managers will, after abrief dowdown during the current scandals, continue to
increasetheir shar e of the take, as the ingluctable logic of L ake Wobegon drives conaultants
and independent directors to conclude that they must pay abov e-aver age employ ees above-
average salaries, and the agency principle requires that they convince themselves that their
ovapaid executives arecontributing ever moreto thefirm asthey take more from it.

The redlity is that most independent directors are not particularly independent, and
that seemsunlikely to change: consultants and incumbent managersalikearelikdy to | ook for,
basically, other CEOs, who in turn are unlikely to criticize their peerstoo stringently. Inany
event, evenif they hadtheindination, directorsrarely havethetime o information necessary
for serious review of conpany managers (and this problem is likely to be even worse for
directorswho are not themselves senior managers elsewhere). Thus, directors, nominally
independent or nat, are nat likelyto standin the way of any but the nost egreg ousmanagerial
abuses. But the point of this essay is that truly independent directors, if they are or view
themselves as answerable to the portfolios or fictional shares, will just make the problems
worse.  Enronitis ends in betrayal of the shares, but it begns in share-centerethess itself.
Increasing shar e-center edness wil | not cure this disease.

III. Alternatives

A more effective reform program must begin by recognizing the perversity of the
sharevduemaximizationmode and offering an alternativeideology of cor porate gover nance.
But it cannot end there: the sdlfish shareholder may be a legdly congtr ucted fiction, but the
law and our stock market have given it enormous market power to enforce its fictionalized,
congtructed will. Directors and managers have only limited ability to unilaterally reject the
demands of the share value centered model beforethemarket, ascurrently regulated, will oust
them. Moreover, theeasiest refor ms— shifting power from themarket to managersor boards
they efectively dom nate — aremore likely to empower the truly cynical among manage's,
the solo playerswho have lost al social congtrai nts, than they areto creste a more desirable
corporateethos. If wefree managersfrom shares, themost likely immediateresultisthat they
will steal mare freely.

A. An Alternative Ideology of Corporate Governance
For astart, we need an aternative metaphor to the corporation as its shares, and a
different explanation of the purpose and reality of public corporations, onethat doesnat invite
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a destructive war of al against all. Hobbes proposad to end his war of all against all by
characterizing thestate asacorpor ation.*’ | proposeto reversethe process, and recharacterize
the carporation as a polis, a community of all its human affiliates, not the shares.

The advantages of the metaphor of the corporation as aquasi-municipality or quasi-
state go wdl beyond the probability that it woud induce law faculties to seek political
thearists or moral philosophers rather than law& economists to gaff their corporate law
curriculum

Principally, the polis metaphor emphasizes the comnon erterprise o the various
corporateparticipants. Corparate managersinstead of conceiving of themselves as selfless,
unstuated rational maximizers could rather see themsalves as statesmen, promoting the
common good of all corporate participants, and, in our multiple-sovereigned system, as
participarts in the American governance system required to promotethe good of all citizens.

Onthismodel, it is clear that the corporate team extends wdl beyond the shares. It
would, theref ore, offe aratiorale for acting for thegoad of corpaorate participants asendsin
themselves, rather than simply because treating them in an apparently good way is the best
way toextradt more out of them.

Statesmanship isdifficult and many aspir antsto t hetitle have been cynical charlatans
or self-interested deluders (even self-deluders). No doubt many managers will be able to
explain to their own satisfaction why the common good requires precisely their private good.
But unlike the reigning share centered ideology, working for the good of all corporate
participants does not require managers to take inconsistent positions, play cynica double
games, or deliberately Iull peopleinto trusting them when they know they will be requiredto
take advartage of whatever trust they achieve.

Second, the corporation as polis emphasi zes the open-endedness of the struggle over
corporatesurplus. Share-centered model sdefineprofit as whet isleft ove after all corporate
factors other than shares have been paid, and insists that all those corpor ate factors be paid
as little as possble. The corporation as polis matches economic reality more closdy:
corporations can aut-campete markets only when the combined contributions of al the
corporatefactorsof production (including labor as well asinvestment capital, whether in the
form of debt, equity or retained earnings) produce more in cooperation than they would in

“THOMAS HOBBES, LEVIATHAN (MacPherson, ed.) 226-7 (describing commonwealth as “artificial ... covenant”);
THOMAS HOBBES, ELEMENTS OF THE LAW, bk 2, ch 8, para 7 (analogizing body politic to corpor ation). Cf. EDMUND BURKE,
REFLECTIONS ON THEREVOLUTION IN FRANCE (“N ations themselves are such corporations”).
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market competition. That excessisthe corporatesurplus, and it isavailable to begivento any
factor of praduction, noneof which has ana priori exclusive claim to it.

Onthisunderstanding of corporate surplus, the surplusiscalled profit if it isretained
by the corporation or paid out toshares. If itispaid out tobondholders, it iscaled attractive
interest rates; if it is paid out to employees, it is caled decent working conditions, good
benefits, competitive wages/salary or hard earned executive stock optiors; if it ispaid out to
consuners, it is called every day low pricing; to the government, taxes; to suppliers, high
prices; to stockholder sof other companies, investment bankersand lawyers, acquisition cods;
to architects and builders, a landmark headquarters. Like the gpocryphal Aleut |anguages
with 35 wards for snow, we have many words for corporate surplus. For political and
economic purposes, however, the digtinctions are not as important as the commonality: this
is morey thet is available fa someone to take and no one “owns’ it until the struggle to
allocate it has concluded

Third, thepolitical metaphor emphasizes the political nature of the decisionsthat must
be made. Corporations are not only about increasing share value. They are also about
creating jobs for employees and suppliers, and thosejobs corsist not only of paychecks but
also of quality of lifeandquality o work issues: relationships, individual empoweament, self-
improvement and education, health and saf ety, hours that allow for families, movement and
stability in our various conmunities, support in sickness and old age and for dependents.
Corporations also exist to beautify our cities, to provide praducts for corsumers, to support
charities to enhance and nat merely degroy our environment.

The shar e-center ed view tells manager s that these concerns ar e illegiti mate ex cept
when they are illusions. Thus, on the share-centered view, cor porate charity is improper
unlessit is really advertising designed to incr ease shar e returns rather than to accomplish a
charitable purpose.*® Working conditions wages and retirement benefits are just coststo the
corporation, justifiableonlyif they induce workers to work harder or stick around longer and
that in turnincreases returns to shares.

In contrast, on thepolis view, the inhuman and uncivil clains of selfish shares can
easily be rejected. Inprovingworking corditions is agood thing because it is a good thing,
not because it is a subterfuge to extract more out of employees. Manage's who causetheir
corporations to contribute to social needs are fulfilling their roles as trustees for major

See, e.9., A. P. Smith Mfg.Co. v.Barlow, 98 A.2d581 (N.J. 1953) (upholding charitable contribution on ground tha
itisreally self-interested).
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accumulations of social wedlth, not stealing from shares. To be sure, firms can do none of
these things unless they generate erough income to cover the experses, but thee is a
difference between a constraint and a goal.’* The sharecentered vision has the world
backwards. far from al of us existing to make shares worth more, the only reason a decent
capitalist sociay allows some sharehol ders to become indecently rich is because the market
isacritical part of improvingworking corditions and fulfilling social neads. Those arenot
the means, they are theends; it is nat us who are the tools but the shares.

B. Changes in the Law

Finally, theview of corporationaspolis placesfront and center the democratic deficit
of our current corparate governance system Externaly, corporate governance law largely
comes from Delaware, not even formally approved by the citizens whom it goverrs.
Internally, corporations are governed by managers who are answerable to boards e ected,
formally at least, by shares on a basis of ddlar proportionality. Thisis in political terns, a
“herrendemocracy” in which the “ herren” — the dite group that adopts democrati c norms
among its ovn memberswhile exploiting non-voting inhabitants — are not even people but
dollars.”

Managers who are expected to manage on behdf of the entire corporation and
possibly the public at large, not just its shares, ought to be arswerable to the entire
corporation and the public at large, not just its hares

Bringing thepublic at large into the corporate gover nance system may be the easier
part. First, it requires ending the bizarre choice of law regime under which managers (with
share gpprova) get to choose the corporate law that will govern them. Instead, we should
have a genuinely federalist system, in which different states govern corpor ations under their

°Sometimes, indeed, working to make the world better can also redound to private profit. Bruce D . Butterfield, Test
by Fire: The Story of Malden M ills, 9/8/96 BOSTON GLOBE 1996 WL 6876498 (recounting that after 1995 fire, Malden M ills
decided to retain all employees during rebuilding). A lthough Malden Mills stated that its decision was not based on profit-
maximization calculations, it appears to have redounded to the benefit of company, assalesof its Polartec soared and the u nionized
plant is strikefree. Oneshouldn’t over emphasize thispoint: Malden Mills has since filed for bankruptcy. See, SMARTM ONEY
2002 WL 21916 91(interview with CEO and owner Aaron Feuerstein in which he denies that bankruptcy was related to fire and
aftermath). Curiously, even though Malden M illsisclosely held, at |east one business ethicist claimed that Feuerstein’s decision
to retain his employees was unethical becau seit violaed the profitmaximizationprind ple(and without offering any evidence that
in fact the coststo the firm did exceed the berefits). 8/25/02 WASH. POST B0O7, 2002 WL 25998598.

2|’ ve discussal the varieties of democratic governance at greater length in Daniel JH. Greenwood, Beyond the
Counter-Majoritarian Difficulty: Reconstructing the Law/Politics Distinction Through A Typology ofDemocratic Decision-
making, 53 RUTGERSL . REV. 781-864 (2001); Akhnai, 1997 UTAH L.REV. 309-358 (199 7 Symposium Issue -- New Approaches
to Comparative Law) and Beyond Dworkin's Dominions: Investments, Memberships, The Tree of Life and the Abortion
Question, 72 TEXAS L. REV. 559-630 (1994)
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jurisdiction in substantialy diff erent ways — and no state purports to govern corporations
that exist primarily outsideits borde's. Corporations should begovened by the law of the
dates in which they opeate; if the laws appear to cause corflicting regulation, trans-
jurisdictional (i.e., mational or multi-national) corporations should create legally separate
subsidaries to hold assetsin dffeent states— as European corparations long did.

Second, corporate boards should include board members whose portfolio is
specifically to represent the public and to promote the interest of the public at large —
undergood as citizens rather than shareholders, consumers or employess — and who are
selected, directly or indirectly, by the public or its representatives.

Third, the fiduciary duty of board members should be clarified to be a duty to the
corporation as a whde, understood toinclude al the people whom it affects, and not (asin
themoreextremeversions o theshare-centered ided ogy) asamere dutyto shares or fictional
shareholders

In order for this broader duty to function as something more than a defense to
shareholders' derivative actions, it must be enforceable by someone ot her than repr esentatives
of the shares — perhaps a public officid, if staffing can be found, ar perhaps private
attorneys gengral. The courts, no doubt, will continueto emphasize goad faith, procedural
safeguards and lack of drect persoral corflicts of interest, permitting boards great discretion
under the business judgment rule. Given the current leniency of judicial review of board
action, | do not think that t he more amor phous duties of atrustee for the corporation as polis
would generate a radicaly different judicial approach. However, it seems likely to put a
significantly different cast on the deliberations of directors attempting to act in good faith,
without much affecting those who are rnot.

Finaly, corporateintervention into the general political debate ought to be restricted.
As| have argued € sewhere, corporations, particular ly when they are governed in accordance
with the share value maximization model, are not legitimate participants in democratic
debat e.** At aminimum, direct corpor ateinterventioninto campaigns should be restricted well
beyond histarical norms ar the limits of cur rent Supreme Court doctrine.” More broadly, we
need to find effective ways of limiting corporate lobbying or placing it under the control of all

% Seegener ally, D aniel J.H . Greenwood, Essen tial Speech: Why Corporate Speech Is Not Free, 83 |IOWA L. REV. 995,
1057-64 (1998).

22See, Adam Wink ler, The Corporation in Election Law, 32 LOYOLA L.A.L.REV. 1243 (19 99)(describing election
law’s treatment of corporations.
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the people concerned, not merely managers and their purported beneficiaries the fictional
shareholders

Indeed, the image of corporations as polis emphasizes that in general corporations
ought to be seen as on the state side of the great libera divide between state and society: we
need to be protected from them far more than they need protection from our collective will.
Current constitutional law, which for over a century has granted corpor ations the rights of
citizens, is precisely backwards: citizens ought to have rights against these government-like
entities and should be as unrestrained in using other govermmental entities to regulate them
asthey arein using state law to regulate municipal corparationsor federal law to regulate
administrative agencies.”®

Representing more defined corpor ate congtituencies inside thefirmisamore difficult
problemand| have only preliminarythoughtsonit. Themode of thecorporation | have used,
like the nexus of contracts model from which it borrows, tends to blur the edges of the
corporation: thisfirmis anything butfirm. Areconsumers, or supplie's, or munidpal hosts,
membe's of the corporateteam or not? For purposes of corporate governance, and in light
of theunexpected results likely from radical changes, | am inclined to take the conservative
position that such people, athough undoubtably dependent on the firm and necessary for its
success, probably should be classified as members o thepublic at large and represented as
disaussed above

In contrast, employees who spend significant parts of their waking livesworking for
and at the corporation must have some farm of representation in the carporate governance
sructure if the team or polis concept isto be anything other than yet another cynical tool to
delude marks into thinking they are bei ng befriended rather thantaken. For dl the problems
of democracy, itremainsafar superior alternative to autocracy, kleptocracy ar Enronitis. We
rgected Parliament’s claim to virtually represent the American coloniesin 1776; the dams
of public corporations to represent the public — or even the corporate team — while granting
thevoteonly to sharesare evenweaker.

#5ee generally, Daniel J.H. Greenwood, Fictional Shareholders: For Whom are Managers Trustees Revisited, 69
S.CAL.L.REV. 1021 (1996) (arguing, inter dia,that corporations are not citizensthat require protection from the state but rather
state-like entities from which citi zens need to be protected); Adolf A. Berle, Jr., Constitutional Limitations on C orpo rate
Activity--Protections of Personal Rights from Invasion Through Economic Power, 100 U. PA. L. REV. 933, 94253 (1952)
(arguing that the state action doctrine does or should not apply to corpor ations: “T he emerging principle appears to be that the
corporation, itsdf acreation of the state, is assubject to constitutional limitations which limit action as is the gate itself").
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