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Preface


This work has a long and distinguished genesis, beginning with the definitive analysis of the continuing dilemmas of the corporate form evolving from the epochal book by Berle and Means, Modern Corporation and Private Property (1932). The debate on the purpose of the corporation was continued by Edward Mason, the Dean of the forerunner of the Harvard University Kennedy School, who noted in The Corporation in Modern Society (1959: 19) that “the rise of the large corporation and attending circumstances have confronted us with a long series of questions concerning rights and duties, privileges and immunities, responsibility and authority, that political and legal philosophy have not yet assimilated.” Meanwhile there was a multiplying array of competing theoretical perspectives on the nature of the firm, the substantial works of authorities such as Schumpeter, Galbraith, Chandler, and Penrose were drafted and rediscovered, and new more integrative theoretical approaches explored in defiance to the intellectual hegemony of agency theory imposed on the theory of the firm from the 1980s onwards in the revival of neoclassical economics. The lineage of critical anthologies on the corporation continued with Carl Kaysen’s (1996) The American Corporation Today: Examining the Questions of Power and Efficiency at the Century’s End. Just as Berle and Means’ work reconceived the corporation for the twentieth century, the aspiration of this Oxford Handbook of the Corporation is to redefine the roles and responsibilities of the corporation in its many forms in the twenty-first century.

Many hands have contributed to this endeavor. The Adolf A. Berle, Jr. Center on Corporations, Law and Society at Seattle University Law School has conducted a series of ten Berle Symposia focusing on transforming theories of the firm, capital markets, corporate law, governance, and accountability, commencing in 2010. From this series, conceptions of the future of the corporation and the possibilities of social enterprise have emerged. At the Centre for Law, Markets and Regulation at UNSW Sydney, Australia, a parallel series of symposia took place examining corporate structure and regulation, market conduct, prudential regulation, and commercial law. At the Trust Project, research on trust in corporations, corporate law, and accountability has continued. The Centre for Corporate Governance at UTS Sydney conducted research on the changing roles and responsibilities of company boards and directors, the regulation of small corporations, and diversity and contingency in international comparative corporate governance and compounding inequality, and most importantly, governance and sustainability.

We have engaged with, and learned from, wide networks of academics and practitioners interested in the changing nature of the corporation. This engagement began with the Royal Society of Arts’ Tomorrow’s Company inquiry (1992–5), investigating the sources of sustainable business success with a network of twenty-five international corporations (Clarke and Monkhouse 1994). This research contributed to the thinking of the Modern Company Law Review (1998–2001) (Company Law Review Steering Group 2001), that considered shareholder primacy and stakeholder orientations of the corporation, resulting in the new Section 172 of the UK Companies Act 2006 (UK Government 2006) which outlines the wider responsibilities of company directors. On an international scale the interest in responsible investment in corporations for the long term was developed through the International Corporate Governance Network (ICGN) body of large global institutional investors. In the United States, Bill Lazonick has worked assiduously to secure wider public recognition of the impact of shareholder primacy on the investment horizons of corporations, including research with the Institute for New Economic Thinking on the impact of share buy-backs and dividend payments on long-term investment in business innovation. The Critical Corporation Project (2012–18) at the Cass Business School at City University, London, has investigated the contemporary corporation from a critical perspective, and the Frank Bold international law firm is conducting the Purpose of the Corporation Project. Most recently, the British Academy Future of the Corporation (2018–20) project seeks to examine the contemporary purpose of corporations, and redefine law and regulation to enable a new model of business with wider purposes and accomplishments (Mayer 2013).

The academic discourse on the corporation has resonated widely in the political arena in recent times in practical proposals for legislative change. Just as the work of Berle and Means informed many of the reforms of Roosevelt’s New Deal in America in the 1930s and remained influential through to the Kennedy era of the early 1960s, so today the academic critique of the corporations has impacted on political deliberations. In the US Congress there has occurred a sequence of attempts to transform corporate legislation—including by Elizabeth Warren and John McCain in the Senate in 2017 to introduce a 21st Century Glass–Steagall Bill (US Senate 2017) intended to reintroduce the separation of retail and investment banking to reduce the possibility of further financial crises; and in 2018 the Reward Work Bill by Senator Tammy Baldwin to rein in the hundreds of billions of dollars of share buy-backs by corporations that benefit their executives, and to introduce the election of one third of company boards by their employees (US Senate 2018).

At the European Commission radical proposals to advance sustainable investment are aimed at ensuring disclosure of investors and asset managers in order to integrate environmental, social, and governance processes into their risk-management processes, including benchmarks for low-carbon and positive carbon impact (European Commission 2018). The French government has proposed a policy L’entreprise, objet d’intérêt collectif (République Français 2018) proposing the formulation of a raison d’être by French companies to manage the company in its own interests while considering its social mission and environmental obligations. Finally, in the UK a parliamentary inquiry into corporate governance failings highlighted problems with executive pay, directors’ duties, and the gender balance and worker representation on corporate boards (BEISC 2017). This prompted a radical report subtitled Democratising Corporations for their Long-Term Success (Sikka et al. 2018) commissioned by the UK Labour Party, which returned with conviction to the concept of worker directors after a hiatus of over forty years since the publication of the UK Bullock Report (Bullock 1977) that considered the prospects of industrial democracy.

Of all the many friends and companions that have accompanied us in this search for more accountable and responsible business corporations, none has proved more resolute than Professor Lynn Stout of Cornell University Law School. Lynn’s work on team production theory with Margaret Blair of Vanderbilt University (Blair and Stout 1999) has inspired a generation of colleagues. Lynn was brilliant, fearless, and intellectually formidable. She contributed a chapter to this Oxford Handbook of the Corporation, but did not live to see it published, and we respectfully dedicate this work to her memory.

Thomas Clarke

Justin O’Brien

Charles R. T. O’Kelley
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CHAPTER 1

The Evolving Corporation

economy, law, and society

Thomas Clarke, Justin O’Brien, and Charles R. T. O’Kelley



Introduction


The primary objective of this Handbook of the Corporation is to contribute to the contemporary development of the theory and practice of the corporation. Continuously evolving, the corporation, as the primary instrument for wealth generation in contemporary economies, demands frequent assessment and reinterpretation. The corporation is a remarkably adaptive mechanism for stimulating innovation, production, and capital investment in many different societies and under many different political systems. The focus of this work is the transformative impact of innovation and change on corporate structure, purpose, and operation. Corporate innovation is at the heart of the value creation process in increasingly internationalized and competitive market economies, as Aoki (2010) suggests: “Corporations are undoubtedly one of the most important societal devices that human beings have ever invented.”

Yet the direction and effectiveness of corporate law, corporate governance, and corporate performance are being challenged as never before. In questioning its fundamental purpose and performance, this work is informed by the methods and influence of Berle and Means (1932) and Christopher Mason (1959). What is the corporation and what is it becoming? How do we define its form and purpose and how are these changing? To whom is the corporation responsible and to whom accountable among transient and competing interests? Who judges or should judge the ultimate performance of corporations and by what measures?

This questioning of the purpose and performance of the corporation is a global phenomenon, and applies across all industry sectors from technology to finance, resources extraction to manufacturing. As the UK government recently acknowledged:

For people to retain faith in capitalism and free markets, big business must earn and keep the trust and confidence of their customers, employees and the wider public. For many ordinary working people—who work hard and have paid into the system all their lives—it’s not always clear that business is playing by the same rules as they are. And when individual businesses lose the confidence of the public, faith in the business community as a whole diminishes—to the detriment of all. It is clear that in recent years, the behaviour of a limited few has damaged the reputation of the many. It is clear that something has to change. (BEIS 2016: 2)

In other jurisdictions similar public concerns on the responsibility of corporations can be seen, for example in debates on the environment and emissions, and tax base erosion and profit shifting. There is a need to navigate the role and responsibilities of the corporation in an age of global markets, the reprise of mercantilism, and the fraying of the international order (Niblett 2017). Specifically, we need to map how the intersection of law and regulation impacts on corporate purpose at the national and international level. Critical issues presently include tax base erosion and profit shifting, bribery and corruption, the impact of the fossil fuel industries on climate change, and the continuing extension of the social license to operate in the finance sector, linking sectoral analysis to the defining policy questions of the day. There is a need for a richer theoretical account of the corporation to inform and influence the trajectory of public debate on the design and development of innovative, accountable, and sustainable corporations.

The challenge of the corporation laid down by Berle, one of the most influential theorists of the corporation, remains unanswered:

A commercial instrument of formidable effectiveness, feared because of its power, hated because of the excesses with which that power was used, suspect because of the extent of its political manipulations within the political State, admired because of its capacity to get things done. From the turn of the twentieth century to the present, nevertheless, its position as a major method of business organisation has been assured. Although it was abused, no substitute form of organisation was found. The problem was to make it a restrained, mature and socially useful instrument. (Berle 1959: x)

The corporation remains one of the most significant, if contested, innovations in human history (Coase 1937; Polanyi 2001 [1944]; Schumpeter 1994 [1942]). “It is not exaggeration to suggest that, with the possible exception of political democracy, the corporation has contributed more to human welfare than any other Western institution” (see Chapter 9). The scale and influence of global corporations continues to expand, even as their composition, structure, and operations are transformed. The largest international corporations have much greater economic clout than most countries in the world: if companies’ revenues and selected emerging markets’ GDPs are compared, the leading corporations are much richer than most countries. The economies of most developing countries are diminutive compared to the revenues and assets of the largest international corporations (Figure 1.1). If we compare government total revenues with corporate turnover, of the world’s largest 100 economies, thirty-one are countries and sixty-nine are corporations (World Bank 2016). And, of course, there are a lot more corporations, with perhaps two hundred viable countries in the world, and several thousand large international corporations.


[image: image]
Figure 1.1 Selected international companies’ revenues and selected emerging economies’ GDPs (2017)

Sources: Nasdaq NasdaqGS—NasdaqGS Real Time Price. Currency in US$
World Bank (2018) http://www.worldbank.org/en/country/ghana/overview#1
International Monetary Fund 2018 http://www.imf.org/external/pubs/ft/weo/2017/02/weodata/index.aspx.



The corporation still potentially has a unique capacity for advancing the institutions of innovation, production, and investment in building economies and societies (Galbraith 1952, 1967; Micklethwait and Wooldridge 2003). Unresolved, however, are the existential normative questions of purpose and control: “The rise of the large corporation and attending circumstances have confronted us with a long series of questions concerning rights and duties, privileges and immunities, responsibility and authority, that political and legal philosophy have not yet assimilated” (Mason 1959: 19).

Meanwhile the dynamics of globalization, regulatory arbitrage, taxation of ephemeral entities, mercantile impulses, and interconnected financial markets have further complicated questions of responsibility, competition, and sustainability. In tracing how and why this has occurred and placing it in the context of the existential conflicts facing the liberal international order, this analysis of the corporation has national and global significance, for example in inquiring whether the development of a social license to operate can provide a more accountable framework for the finance sector, or whether industry can commit to zero carbon emissions.


Corporate Purpose and Performance



The definition of corporate purpose and performance has evolved through a succession of paradigmatic shifts in the last century. Berle and Means proposed a collective and collaborative theorization (Weinstein 2012). Their recognition of the shift from owner-entrepreneurs to the professional managers of the modern corporation defined the debate for the next fifty years, with the remarkable contributions of Galbraith (1952, 1967) and Chandler (1977) on the nature of the new industrial state and the managerial revolution during the expansionary years of post-war recovery. In the more troubled economic times of the closing decades of the twentieth century Jensen and Meckling (1976) inspired a narrower theorization that was individualistic and contractual in agency theory and shareholder value, augmenting an ideational shift from the communitarian impulses of Schumpeter (1994 [1942]) and Polanyi (2001 [1944]) to the individual rights and freedom to contract approach favored by Hayek (1943). This meta-framing informed both the possibilities and limitations of corporate purpose and control with team production theory offering a rationale and justification for voluntary restraint (Alchian and Demsetz 1972).

The reformulation of team production theory more recently by Blair and Stout (1999) elucidates the increasing complexity of the business enterprise, and the role of the board of directors as a mediating hierarch to secure a balance of interests among different stakeholders. Compared to the stark and binary assumptions of agency theory, Blair and Stout’s team production theory conceives of the expansiveness of corporate purpose, and the extensive demands on boards of directors and managers in defining and securing performance. These broader conceptions of corporate purpose and performance were to a degree embedded in the European corporation, but had become marginalized in the Anglo-American corporation ( Clarke 2017; Clarke and Chanlat 2009). At a practical level, this has informed broader discussions of corporate purpose, corporate governance, and directors’ duties more recently in the UK (for example the Modern Company Law Review Steering Group 2000). This review resulted in section 172 of the UK Companies Act 2006, which the Labour government claimed “marks a radical departure in articulating the connection between what is good for a company and what is good for society at large” (Hodge 2007). However, the practical results of the new legislation have proved modest (Clarke 2016; Keay 2010).

The impact of the global financial crisis—in many countries across the liberal international order involving a social and political crisis as well as an economic one—suggests much more attention must be placed on the duties and responsibilities of the corporation, not least because innovative tax strategies and regulatory arbitrage continuously erode the fiscal capacity of nation states to fulfill their most basic responsibilities to the public. In particular, the leading financial institutions’ protected existence under a too big to fail regime of government support, while the same corporations fail to recognize their fiscal and other duties as corporate citizens, cannot continue. The reassessment of corporate purpose must take into account how and why regulatory frameworks are developed and the impact of these approaches on political possibility and corporate purpose.


Developing and Renewing the Intellectual Legacy of Berle and Means


A fundamental reconceiving and reconfiguration of the corporation was at the heart of the definitive work of Berle and Means early in the twentieth century, which continued through to the Kennedy administration. The Modern Corporation and Private Property (1932) has become one of the most cited, if misunderstood, critiques of corporate power and purpose. The roots of the misunderstanding go back to the rise of managerial capitalism, a fact acknowledged by Berle in a once equally influential, but since forgotten volume, The Corporation in Modern Society (1959). This collection derives from a symposium led by Professor Edward Mason (then dean of the forerunner of the Kennedy School of Government), at a time when US corporations were internationally dominant. For Mason (1959: 1) “to suggest a drastic change in the scope or character of corporate activity is to suggest a drastic alteration in the structure of society … All of this is to suggest not that the corporation cannot be touched but that to touch the corporation deeply is to touch much else beside.” The lineage of critical anthologies on the corporation continued with Carl Kaysen’s (1996) The American Corporation Today: Examining the Questions of Power and Efficiency at the Century’s End. The global financial crisis, the rise of state capitalism and its impact on capital markets, and the management of imminent crises such as climate change demand a more substantial account than a defeatist return to the politics of mercantilism.

A core rationale of this Handbook is to review and question how the debates on the corporation have evolved from Berle and Means (1932) onward to the present day—to examine the relevance of Berle and Mean’s insights to contemporary corporate dilemmas. However, the analysis must be set in a totally different context. Berle and Means were writing about American corporations that were becoming increasingly dominant in the US economy at the time. It is now a different world. Contemporary multinationals have been transformed by globalization and digital technology to become more complex and virtual organizations. Deregulation, increasing international competition, the impact of interconnected financial markets, increasing demands for responsibility and sustainability, and the precipitous rise of the Asian economies have transformed the existence and identity of corporations. Just as The Modern Corporation and Private Property (1932) reconceived the corporation for the twentieth century, the aim of this Handbook is to help to redefine the roles and responsibilities of the corporation for the twenty-first century.


Corporate Responsibility and Sustainability


The corporate responsibility and sustainability movement has developed extensively over recent decades, with many interpretations and applications (Clarke 2017; Crane et al. 2008; Crane, Matten, and Spence 2013; Matten and Crane 2005). Sophisticated corporate social responsibility and sustainability policies are projected by many leading international corporations and detailed reporting on responsible performance is becoming almost universal. However, the question remains whether this renewed commitment to corporate responsibility and sustainability has in any way changed fundamental business models, operations, and profit imperatives. Integrating corporate social and environmental responsibility into all significant corporate decisions and activities is some way from being recognized as an essential and inescapable duty of boards of directors and executives (Barker et al. 2016; Clarke 2016; Klettner 2016; Klettner, Clarke, and Boersma 2013).

Studies dealing with corporate responsibility come from a wide range of perspectives and cover a broad spectrum of issues. For example, accounting scholars tend to look at theories of non-financial reporting and auditing issues (Berthelot, Cormier, and Magnan 2003; Gray, Kouhy, and Lavers 1995; Nitkin and Brooks 1998). Lawyers tend to look at the scope of directors’ duties and regulatory mechanisms (Gill 2008; McBarnet, Voiculescu, and Campbell 2007; Redmond 2012), whereas management scholars examine organizational theories (Benn 2012; Garriga and Mele 2004; Matten and Crane 2005). These studies can come from a background of concern for the environment (Halme and Huse 1997; Jose and Lee 2007; Russo and Harrison 2005), social justice (Aguilera et al. 2007; Deakin and Whittaker 2007), or economic success (McWilliams and Siegel 2000; Orlitzky, Schmidt, and Rynes 2003; Porter and Kramer 2011; Visser 2011).

The externalities associated with phenomena such as climate change have a profound impact on the corporate bottom line and regulatory thinking (Baker 2011; Clarke 2016). In other words, directors need to incorporate environmental and social responsibility into their decision-making as part of a balanced assessment of the risks and opportunities facing the company. The re-evaluation of fiduciary duty has potentially profound implications for the theory and practice of the corporation. The integration of environmental, social, and governance consideration into investment decisions is a continually evolving process conditional on the nature of external threats and the corporate and political ability and willingness to address them. Ultimately only a fundamental redesign of corporate forms, objectives, and value measures can fully meet the emerging realities of corporate responsibility.


Contributing Toward a New Theory of the Firm


The integration of the analysis across corporate purpose, corporate performance, corporate responsibility and sustainability, corporate reporting, and corporate law and regulation in this Handbook allows the development of a more comprehensive and nuanced conception of the corporation. This illuminates the two main theoretical approaches to the corporation and its governance. The first canvasses communitarian approaches with conceptions of the corporation as a social institution involving citizenship, participation, and legitimacy (Parkinson 2003). In this conception, the corporation has responsibilities to protect social welfare as well as rights (see Greenfield 2006; Ireland 2000; Sen 2009), and the normative assumptions that underpin the Mason (1959) analysis that company directors have a multi-fiduciary duty to safeguard and balance all interests that have a legitimate claim on the business.

The alternative approach privileges a law and economics framework, which emphasizes a freedom to contract model. The critical distinction is that this paradigm leaves it to the corporation to decide what constitutes the optimal balance between narrow self-interest and societal obligation. Contractual approaches to governance have dominated the field of corporate governance in law and finance for some decades (Alchian and Demsetz 1972). Yet the ideational triumph of the Coasian (Coase 1937) conception of the corporation as nothing more than a “nexus of contracts” (Jensen and Meckling 1976) has been demonstrated to be simply that. Maximizing shareholder value, for example, has been increasingly demonstrated to be a relatively hollow construct ( Greenfield 2009; Mason 2015; Stout 2012). The contract approach claims a logical and technocratic lineage in contrast to the claimed normative foundations of the social institution conception of the corporation, which looks to regulatory intervention; however, the non-intervention in the internal governance of the firm of the contract approach itself privileges the normative stance of freedom to contract, a fact recognized by its intellectual architects (Hayek 1943: 29).

Much of this analysis presupposes the dominance of Western, particularly Anglo-Saxon conceptions of the corporation. But the scale of the global financial crisis and its continuing residual impact, together with the challenges associated with the rise of state capitalism forces in large parts of the globe, require a reconceptualization of the corporation. This, in turn, necessitates a revisiting of its contemporary rationale. Vigorous debates are occurring internationally concerning the fundamentals of the governance and direction of corporations, including for example the relevance of principal/principal rather than principal/agent problems in the Asian business context (Peng and Sauerwald 2013; Young et al. 2008); the enduring significance of the stakeholder theory of the firm (Donaldson and Lee 1995; Phillips and Freeman 2010); and a multiplying array of contemporary competing theoretical perspectives on the nature of the firm (Crouch and Maclean 2011; Williams and Zumbansen 2011).

Significant recent contributions to this debate on the future purpose and direction of the corporation in the UK include Mayer’s (2013, 2017) call for the corporation to be reconceived as a means of commitment to the promotion of the interests of its customers and communities as well as enhancing the wealth of its investors, echoed in the deliberations of the UK parliamentary committee on corporate governance which expressed strong concerns about the short-termism of companies, and the worrying lack of trust in business of the general public (BEISC 2017). Similarly, in the United States the implementation of the extensive legislation of the Dodd-Frank Wall Street Reform and Consumer Protection Act, that continued long after the Act was formally passed by the Obama administration in 2010, as different clauses and rules were interpreted, was designed to ensure that the interests of too-big-to-fail banks could not overwhelm the interests of main street. While this resonated with the general public, the US financial institutions continuously have sought every means at their disposal to limit Dodd-Frank’s impact (O’Brien and Gilligan 2013). The intensifying inequality in the United States, in which corporations are the engine, was condemned by Reich (2016), who called for a reinvention of the corporation, and acknowledged as unacceptable by the US Federal Reserve:

The past several decades have seen the most sustained rise in inequality since the 19th century after more than 40 years of narrowing inequality following the Great Depression. By some estimates, income and wealth inequality are near their highest levels in the past 100 years, much higher than the average during that time span and probably higher than for much of American history before then. It is no secret that the past few decades of widening inequality can be summed up as significant income and wealth gains for those at the very top and stagnant living standards for the majority. I think it is appropriate to ask whether this trend is compatible with values rooted in our nation’s history. (Yellen 2014: 1)

In contrast, in the continental European tradition large companies are still regarded as partially public bodies, with responsibilities and constituencies that extend beyond the shareholders to include other groups, such as the employees and local communities—though in recent times this belief has been subject to some erosion, as European companies increasingly have been subject to the disciplines of the capital market (Clarke and Chanlat 2009; Parkinson 2003). Among extensive intellectual contributions to the discussion on the future direction of the corporation in Europe are included the work of Biondi, and the purposes of the corporation campaign of law firm Frank Bold and the Cass Business School. Reflecting the deeper European view of the purposes of the corporation, Biondi (Biondi 2013; Biondi, Canziani, and Kirat 2007) characterizes the corporation as a complex dynamic system generating wealth related to individual and social needs, in contrast to the shallow nexus of the market prices view of the firm populated by neoclassical economics. The law firm Frank Bold has asked fundamental questions about the purpose of corporations, the largest 500 of which they suggest control about 70 percent of world trade, yet are often increasingly trapped into a narrow focus on short-term returns by the insistent pressure to maximize shareholder value. They call for a revisioning of the corporation to reflect a broader societal purpose and environmental responsibility, and examine future scenarios of the sustainable corporation (Frank Bold 2016; Morrow, Gregor, and Veldman 2016; Veldman and Willmott 2013). In a similar, vein Baars and Spicer (2017) ask profound questions about the existence and purpose of the corporation: “A handful of large corporations dominate most key global markets. Corporations—and their extended value chains—are an important source of employment. Governments rely on corporations—directly and indirectly—for tax revenues, expertise, and economic development” and yet with the constant transformation and reconfiguring of corporations, most recently through information and communications technologies, and through financialization, “The central challenge for understanding corporations today involves trying to comprehend how they are simultaneously all-powerful and evanescent” (Baars and Spicer 2017: 1, 10).

What is required is to add clarity and coherence to the theory of the firm to inform the analysis and recalibration of the purpose and performance of the corporation, and to reconceive corporate governance, policy development, and responsive regulation. The contributions to the Handbook are intended to provide this informed analysis of the contemporary corporation and its future.


The Approach of This Handbook




The Genesis of the Corporation


The origins of the corporation offer many insights into its dynamism and potential: a vehicle that offers unprecedented opportunities for entrepreneurship while encapsulating all of the risks that this involves. In the first chapter in the Handbook, Paul Frentrop illustrates in fine detail the birth of the corporate enterprise, which occurred in the bloody trade of the Portuguese, English, and Dutch in the East Indies. He analyzes the experience of the Dutch East India Company, the first company in which thousands of investors participated. This dispersed shareholder base gave rise to two new institutional developments: the spontaneous growth of a lively securities market and agency problems, as investors soon had reason to complain about lack of strategic focus, lack of dividends, lack of accountability, self-enrichment by managers, fraud, and mismanagement. Nonetheless after two hazardous first decades—helped by the opportunity for exit that the stock market provided to investors—the Dutch East India company managed to stay in existence for almost two centuries although the agency problems were only partially addressed. Frentrop demonstrates clearly a continuous intertwining of commercial, military, and political interests in the competing efforts of the Dutch, English, Portuguese, and Spanish companies to conquer access to the rich spices and minerals of the East Indies, which prefigures the troubled involvement of multinational corporations in the twentieth century with the regimes of the developing world. Meanwhile the interests of the shareholders were systemically neglected.

This is followed by Philip Stern’s analysis of the rival English East India Company in the seventeenth and eighteenth centuries. The focus is on the corporation in the British Empire, early modern economic thought, the history of companies and colonization, and approaches to the problem of colonial sovereignty. The implications for the understanding of the modern international corporation are then considered. Stern seeks to evaluate the claims that the English East India Company sired the modern corporation, and that there are lessons to be derived from its history. His historiographical analysis examines the tendency to search for answers in the East India Company’s history, as it developed and evolved over time, as a bellwether of the concerns and anxieties regarding the role of the corporation.

While often considered a harbinger of modern global capitalist organization, for other historians, including Adam Smith, the East India Company was the exemplar of capitalism’s antecedent and antithesis—monopolism, protectionism, and mercantilism. Indeed, the founding elements of the modern corporation, such as limited liability, freely tradeable shares, administrative rather than political processes of incorporation, and divorce of incorporation from exclusive or monopoly rights, only came about in England with the reforms of the mid-nineteenth century, as the hegemony of the East India Company was in decline.

The demise of the East India Company was associated with the rapid proliferation of joint-stock companies and other hybrid forms early in the nineteenth century “saturating Victorian Britain, its culture, and its empire with corporations.” The reach of British commercial interests grew further during this period with plantations, banking, and transportation that stretched across much of the world. The East India Company, for Stern, is a reminder of the historicity and contingency of any assumed distinction between the public and private—as in the modern transnational conglomerate ascendant today which can amount to private empires, compliant regimes, global footprints, and sovereign CEOs. How such corporations may be effectively subjected to international law, though the subject of considerable policy and international institutional development, is yet to be resolved.

In Chapter 2, William G. Roy reviews the history of how the modern industrial corporation developed as a form of socialized property and enumerates some of the important consequences of those developments. The empirical focus is the corporate revolution of the late nineteenth and early twentieth centuries when the large publicly traded corporation became the dominant form of enterprise. The main point is that the socialization of property originated in the corporation when it was an extension of state power, and over time retained its social character, while shedding its accountability to the public. The corporate form of property was originally conceived as an extension of state power but, once privatized, became a haven from government. What had been a set of privileges (perpetual existence, limited liability, etc.) designed for specific companies, was increasingly replaced by general incorporation laws that allowed any business enterprise to incorporate, regardless of direct public benefit, though most of the privileges justified on the basis of public interest remained.

At the beginning financial institutions had little equity stake in industrial corporations, but in the twentieth century a merger of finance and industrial capital occurred in large corporations that developed a greater and more continuous need for finance capital. Over time finance played a more determining role in the fortunes of industry. Before, industrial capital changed hands slowly and was personalized around families and individuals. After the transformation of finance and industrial capital, finance capital “became a fungible commodity sold in a market, changing hands as quickly as the market allowed, and impersonalized collectively around financial institutions” and was socialized for a different purpose. This was the dawn of a new era of the financialization of the corporation, associated with a dramatic rise in the profits attributed to finance and the reorientation of other manufacturing and service industries toward financial activities. Corporations became deflected from the service of the consumer to service of the financial markets.


Corporate Purpose and Accountability


Charles O’Kelley traces in Chapter 2 the evolution of the corporation through different eras of the past century, with a focus on the development of competing primacies of corporate law. Successive eras of managerialism, technocracy, and shareholder primacy are examined in the Darwinian struggle for corporate power and business success. The foundations of different theories of the firm are examined by O’Kelley, who argues the importance of these theoretical frameworks in determining the direction and responsibilities exercised by corporations. Berle and Means championed a new commitment to a greater social responsibility led by managers who accepted the need for wider accountability. This formed one of the cornerstones of Roosevelt’s New Deal, and in the post-war reconstruction of the economy, Galbraith (1952), Chandler (1977), and others celebrated the arrival of a new industrial state with a leadership technostructure of committed managers. The goals of this technostructure for the firms they led were broad and deep, including the success of the corporation, maintaining financial independence, and technological virtuosity. The technostructure and associated benefits of the New Deal were stripped away in the corrosive markets of the 1970s and 1980s with increasing international competition and more aggressive financial institutions. Securing the commitment of business executives to the shareholder primacy mantra was readily achieved with the universal adoption in US large corporations of executive stock options: “Almost overnight, pecuniary gain became the primary motivating force in the operation of the modern corporation.” The scene was set for the hegemony of shareholder value to infuse the direction of the corporation, and the financial, legal, and political institutions that impacted on the corporation.

The origins of the doctrine of shareholder primacy, in the inversion of the ideals of Berle and Means by the financial economists who developed agency theory, are examined by Olivier Weinstein. An emerging collective conception of the corporation was conveyed in the early work of Berle and Means (1932), who identified the collective nature of the corporate entity, the importance of managing multidimensional relationships, and the increasing accountability of the corporate entity with profound obligations to the wider community. Paradoxically, Berle and Means left an ambiguous legacy (Cioffi 2011) that was subsequently interpreted in two alternative and sharply contrasting theoretical approaches, one collective and collaborative, the other individualistic and contractual (Weinstein 2012). Throughout much of the twentieth century the large modern enterprise was represented as a social institution, an organization formed through collective action and technological advance (Chandler 1977; Galbraith 1952, 1967). Chandler is identified with the conception of the large corporation as an integrated, unified, collective entity that could not possibly be reduced to the sum of the individuals it comprises.

This was the era of Galbraith’s The New Industrial State (1967) in which corporate growth and brand prestige appeared to displace profit maximization as the goal of technocratic managers (Henwood 1998: 259). In a technocratic milieu, the shareholder was rendered “passive and functionless, remarkable only in his capacity to share without effort or appreciable risk, the gains from growth by which the technostructure measures its success” (Galbraith 1967: 356). This Galbraithian idyll was disintegrating by the time of the severe recession of the early 1970s, with the incapacity of US corporations to compete effectively with Japanese and European products in important consumer market sectors, accompanied by a push by Wall Street toward conglomerate formation, in the interests of managing multiple businesses by financial performance.

As Weinstein insists, agency theory was a reply to those who have presented the large modern firm as establishing the predominance of an economic coordination based on organization and planning, completely different to the market (Coase 1937; Galbraith 1967). The contractualist view of the firm opposed this approach, reaffirming the primacy of the market, drawing on conceptions that take private property, contractual freedom, and the free market as the founding principles of a new social order. As Weinstein maintains, this re-privatization of the corporation was powerfully supported by the recasting of neoclassical microeconomics that accompanies the affirmation of neoliberal thought from the late 1960s. In reality, the corporation needs to be analyzed as a multidimensional institution, embedded in an institutional and political system, with a deeper and more expansive set of objectives than simply conforming to the immediate demands of the financial markets.

The issues raised by Berle and Means regarding the purposes of the corporation and the means of ensuring the accountability of the exercise of corporate power for the public good continue to the present day. Marshall and Ramsay consider the contemporary role of corporate law and directors’ duties in enforcing this accountability. They find in their empirical research that a substantial minority of companies do not publicly identify their business objective as being “to give priority to the interests of shareholders.” This can be compared to the legal interpretation of the duty imposed on directors to act in the best interests of the company, with the interests of the company typically being taken by courts to be the interests of shareholders. They highlight an inconsistency between what courts are saying should be the priority of directors when they make decisions, and what many companies themselves are actually saying in their business objectives. Just over half of the directors they surveyed believed that acting in the best interests of the company meant they are required to balance the interests of all stakeholders. Directors are already balancing the interests of stakeholders and they are not looking to formal rules to guide them in this process. They are guided by business imperatives to achieve the success of the company alongside other considerations.


Theories of the Firm


There are many divergent theoretical explanations of the firm. However, three theories have predominated: the shareholder primacy approach of agency theory, the nexus of contracts approach, and the conceptions of the company as a social institution approach. Continuing the analysis of the evident weaknesses in the shareholder primacy approach and the viability of alternative explanations of the functioning of corporations, Margaret Blair in Chapter 8 explains the team production problem as described in economic theory, and presents the argument, first developed in Blair and Stout (1999), that boards of directors fit the description in the economics literature of a key solution to the team production problem. She reviews the legal structure and duties of boards of directors under corporate law to show that directors are called on to make many of the most conflict-laden decisions that must be made in corporations. Thus, many of the details of corporate law are consistent with the idea that a primary function of boards of directors is to mediate among important competing interests in the corporation, and thereby resolve or head off disputes. Blair explains that the essence of team production theory is that the assets are owned by the corporation itself, which is its own distinct legal entity, formed for the specific purpose of holding the assets used jointly by the team. This is why corporate law gives boards of directors total authority over corporations.

This is a practical approach that allows the board of directors to find solutions that allow the board to go forward, and in no statute is the board required to always select the solution which makes the shareholders happiest. Boards of directors are further protected by the business judgment rule to act in their interpretation of the long-run interests of the corporation. As Blair insists, “throughout most of the twentieth century, many directors believed they were supposed to make decisions by balancing the competing interests in their corporations” and “this continued to be a mainstream idea well into the 1980s.” Yet this view began to be abandoned in the early 1980s under the pressure for shareholder value, which may have yielded benefits to shareholders in the short term, but arguably has damaged the longer-term prospects of many corporations, and indeed shareholders as a body themselves.

Lynn Stout, in Chapter 9, develops the analysis, arguing that the power and importance of the corporate form essentially arises from allowing individuals to invest collectively, enabling corporations to create huge pools of private capital that make enormous projects feasible, including the infrastructure, utilities, and technology which laid the basis for the industrialism and prosperity of the twentieth century. This is achieved through two principal means. Firstly asset lock-in: asset lock-in permits both nonprofit and for-profit corporations to pursue large-scale, long-term, uncertain projects with reasonable assurance that the enterprise will not be disrupted by the death, withdrawal, or bankruptcy of any of its donors or shareholders. Asset lock-in also serves the purpose of reducing the risk of corporate disruption, reassuring important corporate stakeholders like creditors, customers, and employees that the corporation is more likely to survive. This reassurance encourages stakeholders to make their own firm-specific corporate “investments” as commitments to the future.

Secondly the corporation offers perpetual existence, which Stout describes as one of the most curious and unique characteristics of corporate entities: a perpetual corporate entity’s capacity to accumulate and lock in assets can have weighty consequences not only for its current shareholders and stakeholders, but for multiple future generations of shareholders and stakeholders as well. Stout concludes that these essential functions of the corporation are now systemically threatened:

Contemporary Anglo-American discussions of corporate governance typically adopt a shareholder primacy perspective that fails to recognize that empowering short-term shareholders, and encouraging directors and executives to focus on immediate shareholder returns, makes it difficult for corporate entities to lock in resources. And, when stock markets are less than perfectly fundamental value efficient, the unfortunate result is to discourage large publicly traded corporations from pursuing exactly the sorts of long-term, large-scale, uncertain projects they are otherwise ideally suited to pursue.


Political Theory of the Corporation


How corporations were dislodged from their commitments to the wider community is considered in the chapter by John Cioffi. The classic analysis in John Kenneth Galbraith’s American Capitalism: The Concept of Countervailing Power articulated a theory of post-war liberalism characterized by a rough balance among opposing organized economic interests in the political economy. This theory of countervailing power offered a way to harmonize post-New Deal and post-war industrial capitalism with the ideological and institutional features of political pluralism and free enterprise. Countervailing power ostensibly reconciled free enterprise, democracy, the regulatory state created by the New Deal, Keynesian economics, and fiscal policy—but only during an exceptional historical period that attenuated the tensions among them. Once these conditions abated, the ostensibly spontaneous and voluntary formation of organized interest groups and forms of economic organization no longer produced the economy-wide, organic form of checks and balances on economic power, but its opposite—the aggregation of power to an ever narrower set of already powerful economic constituencies. Countervailing power in the current form of finance capitalism pits the resurgent interests and organizations of finance against the managers of non-financial firms. Ultimately, the defection of business from the post-war consensus and its political mobilization would lay the political foundation for the neoliberalism of the New Right.

David Ciepley highlights the unique characteristics of the neoliberal corporation further, arguing that corporations are a distinct category—neither public nor private, but “corporate” with distinct rules and norms. They are not simply private, yet they are privately organized and financed and therefore they are not simply public. This chapter analyzes the contractual theory of the corporation and argues for replacing it with a political theory of the corporation. The neoliberal corporation is a novel theoretical and organizational construct that treats the pecuniary interests of shareholders as the sole end of the corporation and gears corporate governance toward maximizing shareholder returns against the assumed opportunism of managers and workers. This construct originated in the post-war effort of Chicago neoliberals to revive free market principles, which the rise of the monopolistic corporation appeared to have rendered obsolete. First, neoliberals declared the problem of monopoly a non-problem. Then, to “marketize” the corporation, they cast it as a glorified private partnership. Finally, they applied to it a perverse game-theoretic version of agency theory, with the shareholders as the “principal” and management (and workers) as their opportunistic agent. Ciepley critiques both the descriptive cogency of this account and its practical contemporary consequences, which include exploding executive pay, short-termism, institutionalized irresponsibility, worker surveillance and coercion, and soulless management focused on value extraction rather than value creation.

However, there are alternatives to the neoliberal corporation. Economic theories of the firm, and the legal analyses of corporation law that build on them, are formulated in universal terms, as if “the firm” were in fact a singular category of economic organization. In Chapter 12 Teemu Ruskola takes as his starting point the diverse and globalized world in which we exist. Beyond the familiar forms of “Western” capitalism—which itself is plural—much of the development in East Asia and Latin America, for example, has been characterized by strongly statist forms of capitalism, challenging many of the standard assumptions about the proper boundary between the market and the state. In the late twentieth century, “Confucian capitalism” became the rallying cry in many East Asian economies, suggesting that delimiting a clear boundary between the market and the family might be equally difficult. Insofar as these developments reconfigure the division of labor among the institutions of the state, the market, and the family, how can we account for them theoretically? Ruskola’s aim is to allow us to think more creatively and flexibly about corporations in the twenty-first century:

The idea of “corporation” has no transhistorical meaning, nor is there a single correct way to analyze economic enterprise … To apply liberal economic analysis without modification to non-liberal legal, political, and economic orders risks assuming precisely what we cannot know in advance. If we take it for granted which phenomena are best analyzed as economic rather than political, for example, we will fail to attend to what should properly be one of the main objects of our analysis—trying to ascertain what is the boundary between the economic and political in the system under examination … In the end, there is no single answer to the question, “What is a corporation?,” nor is there a single theory of the corporation to account for its existence, legally or otherwise.


Strategies of Contemporary Corporations


Many of the celebrated vast international corporations of the past have largely been disembodied into global value chains. Thomas Clarke and Martijn Boersma consider the implications of the continued advance of global value chains as the mode of production for an increasing number of goods and services, and how this has impacted considerably on the economies and societies both of the developed world, and of the emerging economies. However, the disaggregation of the corporation physically into complex networks and productive ecosystems to contractors and subcontractors distributed around the world, should not be accompanied by a disaggregation of moral responsibility and fiscal accountability. Multinational corporations with elaborate global value chains cannot subcontract the moral responsibility for the actions they are ultimately accountable for, as a case analysis of the Chinese contractors for the richest and most successful corporation in the world, Apple Inc., amply illustrates.

Multinational corporations have conventionally been conceived of as firms based in the West, extending their operations throughout the emerging economies of the rest of the world. However, Mauro Guillén and Esteban Garcia-Canal, in Chapter 14, document how new emerging market multinationals have expanded around the world and upgraded their capabilities at the speed of light using aggressive growth strategies. They argue in their chapter that the success of these companies lies in new axioms of global competitiveness. They ask two questions: Do these firms share some common distinctive features that distinguish them from traditional multinational enterprises? And secondly how have they been able to expand abroad at such speed, in defiance of the conventional wisdom about the virtues of a staged, incremental approach to international expansion? Before being in a position to answer these questions, they begin by outlining the established theory of the multinational enterprise and explore the extent to which its basic postulates need to be re-examined.


Diversity of Institutions and Corporations


Developing the theme of the diversity of institutions, Jean-François Chanlat explores the rich variety of capitalism that exists in Europe, the distinctive qualities of each system, and how each system is developing. The defining features of European corporations are their institutional diversity, and he questions whether convergence is occurring. He offers a critique of the anthropology of modern management as homo economicus: an economic utility-maximizing man. After long neglecting what occurs within business, the neoclassical economists perceived the business organization as a place of transaction costs. Human relationships are distilled to principal/agent bargains. The company is then defined as a nexus of specific contracts between owners and clients. The universality of the principal/agent relationship was proclaimed. Yet this model is a “human being amputated of many essential elements of social life.” For Chanlat, the desocialization and dehumanization that are associated with this neoclassical vision of human life is not sustainable in the long term due to its fundamental inadequacies as an explanation of how and why people work in corporations.

The Asian corporation provides distinct contrasts to the Anglo-American corporation in orientation toward the community, purpose, and strategy, Takaya Seki, in Chapter 16, reveals in an analysis of the developments of corporate governance in Japanese corporations. The majority of Japanese companies have taken what they regard as significant steps in this direction of accountability. In Japan, however, there is a different conception of the role of the board, the function of corporate governance, and the purpose of the corporation. Japanese companies are still resistant to the philosophy of shareholder value and attribute more significance to wider stakeholders. But with the increasing role of international institutional investors, the arrival of shareholder value and a market for corporate control gives rise to a tension in Japan between the concept of the company as a community, and the company as property. Seki argues that significant changes in these enduring Japanese corporate values and practices can only be accomplished if a more convincing theory and model of the corporation is proposed. In important respects, the contemporary evolution of corporate governance in Japan reflects the fundamental dilemmas inherent in defining corporate purpose, first recognized by Berle and Means. The negotiation of the contemporary corporate community, purpose, and strategy in Japan will be of relevance to the definition of the distinctive orientations of Asian corporations.


The Innovative Corporation


Corporations are regarded as significant drivers of innovation, and the next three chapters examine different dimensions of this claim. Christos Pitelis and David Teece argue that multinational enterprises (MNEs) exist because of entrepreneurial managements’ actions to create and capture value through the establishment and design of organizations that help develop cross-border markets, shape business ecosystems, and leverage capabilities. They submit that the concepts of co-specialization, market and business ecosystem creation and co-creation, and dynamic capabilities are essential to explicating the nature and essence of the MNE. Embracing critical developments in organization, international strategic management, and entrepreneurship scholarship, they claim, can help the theory of the MNE move toward a multidisciplinary perspective that is both richer in descriptive content and stronger in predictive power. The appropriability of returns from creative and innovative activity often requires the entrepreneurial creation and co-creation of markets. Accordingly, market failure and transaction cost approaches need to be revamped to capture the essence of entrepreneurial and managerial activity that extends beyond the mere exercise of authority. The capability to orchestrate and leverage multiple co-specialized and complementary assets across multiple jurisdictions in order to co-create cross-border markets is arguably the grandest of all dynamic capabilities and an important reason behind the spectacular advances of business globalization, notwithstanding the current crisis and setbacks.

In Chapter 18 William Lazonick takes issue with the neoclassical theory of the market economy, which focuses on an ideal notion of perfect competition and neglects the contribution of innovative enterprise. In setting out a theory of innovative enterprise, he calls for an understanding of the economy as a collective, cumulative, and uncertain process in which markets are outcomes rather causes of economic development. While in no way rejecting the importance of markets in providing opportunities for individual choice, the theory of innovative enterprise rejects the ideology that individual choice exercised through markets drives economic development. Politically, the theory of innovative enterprise provides a framework for structuring governance, employment, and investment institutions to support the social conditions of innovative enterprise—strategic control, organizational integration, and financial commitment—and to regulate markets in products, labor, and capital so that the operation of business enterprises contributes to equitable and stable economic growth. In this process a key to the success of the corporation is organizational integration, which is a set of social relations that provides participants in a complex division of labor with the incentives to cooperate in contributing their skills and efforts toward the achievement of common goals. Organizational integration provides an essential social condition for an enterprise to engage in, and make use of, collective and cumulative organizational learning. Through organizational integration, people in a hierarchical and functional division of labor work together to create value that would otherwise not exist.

In Chapter 19 Danielle Logue considers the historical changes in the way corporations engage in innovation, the conceptualizations of disruptive innovation, and the consequences of recent developments in technology, models, and movements for the corporate form, and particularly the boundaries of the corporation, together with management practices and leadership. Disruptive technologies can take many forms—from new markets, new products, new legislation and political rules, new business models, new needs, and consumer behaviors. Corporations need to simultaneously exploit what they are currently good at (sustaining innovations) and explore new markets and products (disruptive innovations) that might challenge their market leadership or sustainability. The conceptualization of disruptive or sustaining innovations reflects the ongoing challenge for corporations today in allocating attention and resources to all forms of innovation. It remains a difficult task when it challenges a corporation’s status quo and cannibalizes existing success. Logue concludes with a consideration of how disruptive innovations are impacting the role and significance of the corporation in modern society.


The Responsible Corporation


In a rapidly changing context, Nicolai Foss and Stefan Linder consider new directions in the theory of the firm. The economic theory of the firm has strongly influenced our current understanding of the raison d’être, functioning, and internal organization of corporations. Yet organizations today operate under quite different conditions than the ones that prevailed when some of the foundations for the contemporary theory of the firm were laid (i.e., the 1930s to the 1970s). The unfolding knowledge economy and the growing pressure for corporate social responsibility promise to profoundly affect the nature of corporations. Taken together, the two challenges faced by corporations today imply a growth in importance of team production with non-homogeneous knowledge workers, render contracts less complete, heighten performance measurement problems, and suggest a stronger role of implicit and relational contracts to complement the increasingly incomplete explicit ones. Foss and Linder discuss what the economic theory of the firm has to offer for understanding these challenges that corporations face today and where the knowledge economy and corporate social responsibility push the limits of the economics of organization. Such a dialogue may also further our understanding of the rationales, functioning, and internal organization of corporations in the twenty-first century and hence lead to further refinement of the theory of the firm.

In a further exploration of corporate social responsibility in the knowledge economy, Cynthia Williams, in Chapter 21, examines how corporations are both shaping, and responding to, social reality, including the rapidly changing views of citizens in different countries concerning responsible business behavior. She investigates how the responsibility of corporations in law was depoliticized by treating this as a question of duties of directors within the firm, while corporations themselves had a more political understanding of corporate responsibility as a means of protecting capitalism from collectivist politics. By the beginning of the 1980s the movement began to conceptualize directors’ fiduciary duties as to maximize shareholder value. This was accompanied by the withdrawal of the state from a range of social protection, while corporate responsibility was advanced as society reacted to the destabilizing effects of unrestrained markets. Corporations embarked on a partial embrace of corporate responsibility ideas and methods, yet in a context of continuing resistance to the fundamental principles of corporate responsibility. These tensions continue to the present day with corporate commitment to principles of corporate social responsibility, yet without the commitment to change their fundamental business models in alignment with these principles.


The Sustainable Corporation


In a hopeful assessment of the greening of the corporation, Thomas Clarke in Chapter 22 highlights how the dawning realization of the global consequences of imminent climate change now provides a series of inescapable challenges for business enterprises. Responding to these climate challenges involves the exploration and development of new paradigms of corporate purpose and activity. A series of international institutional initiatives are inspiring, facilitating, and guiding the progress of companies toward new conceptualizations of their responsibilities. These policy initiatives are increasingly reinforced by market indices which recognize and measure the performance of companies according to social and environmental criteria. This effort is endorsed by a wide array of business and civil society bodies that are researching and disseminating knowledge and practical analytical skills regarding sustainability. This amounts to a changing corporate landscape where risk, strategy, and investment are closely calibrated with social and environmental responsibility.

The possibilities of corporate sustainability in an increasingly fragile planet are explored by Suzanne Benn and Melissa Edwards. Corporations are faced with global market challenges such as incorporating the cost of environmental externalities, capitalizing on impact investing, developing integrated frameworks to account for sustainability performance, and enhancing corporate resilience and adaptation in regard to climate change and other environmental and social issues. New business models forming in the circular and sharing economies are enabling transitions to the adoption of sustainable business practices. Such new business models address resource depletion, issues associated with waste management, and innovative design of products and services. Transition requires new management practices and resource stewardship models that go beyond the traditional product life cycle, requiring collaborative or inter-organizational governance structures. The array of responses to the implementation of sustainability are illustrative of the scope of the challenge, as they range from business as usual managerial implications, to more radical and transformative models that frame an entirely new economy.


The Future of the Corporation


The private proprietary corporation may have been the special purpose vehicle of the extractive sharing economy, however new legal structures that braid together profit and social purpose are increasingly available. Bronwen Morgan assesses how social enterprise may be transcending the traditional corporation. Structural experimentation is stirring conceptual rethinking about the legal structure of economic entities. This chapter explores different approaches to the sharing economy and social enterprise. Recent developments in experiments with legal organizational forms are injecting diversity into the relative monoculture of the corporate form. Two threads are of particular interest in this chapter. The first concerns the creation of hybrid legal structures for “social enterprise.” The second stems from a revival of interest in cooperative structures, particularly in tandem with the digital economy. The chapter places these two threads in dialogue with Simon Deakin’s recent stimulating argument that the commons provides the most convincing conceptual foundation for understanding corporate governance. The chapter concludes with a brief overview of governance experimentation in small-scale food enterprises. Since debates around the production and distribution of food increasingly center around the notion of food as a “commons,” this provides a useful illustration of some of the key implications of the chapter’s argument.

The final chapter of the Handbook by Simon Deakin concerns the corporation and the commons. The theoretical argument is that the firm is best seen as a collectively managed resource or “commons” which is subject to a number of multiple, overlapping, and potentially conflicting property-type claims on the part of the different constituencies or stakeholders who provide value to the firm. The sustainability of the corporation depends on ensuring proportionality of benefits and costs with respect to the inputs made to corporate resources, and on the participation of the different stakeholder groups in the formulation of rules governing the management and use of resources. Viewing the corporation as a commons in this sense is the first step toward a better understanding of the role that the corporate form can play in ensuring wider social and natural sustainability.

A further refining of communitarian restraint extends beyond the corporation itself by suggesting that it is an essentially collaborative institution. This builds on an influential political economy framework. As Deakin points out, alongside “shareholders’ rights of exclusion and alienation identified by corporate law scholarship” are

rights of access, withdrawal, and management which frequently vest in other stakeholder groups, including employees and creditors, but also fiscal and regulatory bodies. The task of governing the corporation is the same as that of governing all other commons, which is to devise a set of norms which will enable the overlapping and competing claims of the different stakeholder groups to be reconciled, with a view to sustaining the common resource on which they all, in different ways, depend.


New Directions for the Corporation



As is clear from the foregoing analysis, the corporation is under considerable strain as an institutional form, and is being pulled in different, and sometimes new directions. The corporation is transforming out of all recognition but remains a determining force in the global economy for the future. There is considerable evidence that the corporation internationally is developing in many new and different directions. In the United States the traditional large corporation has declined progressively in public listings, which has provoked a debate about the impact of capital markets on corporate longevity (Davis 2017; Lazonick 2017). Meanwhile the extensive financialization of corporations continues in the West, and the leading platform technology companies including Apple, Google, and Facebook have asserted a global domination earlier monopolists could only have dreamed of.

In other parts of the world, corporations generally have consolidated in Europe, where, although capital markets have grown and become more demanding, they are not as dominant as in the Anglo-American world (Clarke and Chanlat 2009). There is a burgeoning growth of corporations in the dynamic emerging economies. In Asia the corporation is in the ascendant, with Chinese and Indian corporations now becoming global brands. The increasing influence of Asian corporations in sectors stretching from resources, through manufacturing, to finance is becoming apparent, together with the realization that many of these companies are either state owned or influenced. Overshadowing all this continuing corporate activity is the vast shadow of climate change, which directs all corporations toward the realization that wealth generation cannot be at the expense of the systemic depletion of the natural capital of the world to the point of extinction.


The Failure of the Corporation?


Though the origins of the corporation are associated with the colonial trade of Europe, and European corporations were among the first multinationals, the analysis of corporations over the last century has focused heavily on the ascendancy of the corporation in the United States, with corporations such as General Motors, Exxon, Proctor & Gamble, General Electric, Ford, and IBM dominating the American economy. Yet, critically informed analysis of the contemporary corporation in the United States would suggest that this institutional form is presently failing in some fundamental ways. There is a crisis now in American corporations, as there was a crisis when Berle and Means began writing, though of a different origin and order. Davis (2017, 2013) records how for the past two decades listed public corporations in the United States have been disappearing in the new economy. As Figure 1.2 illustrates, the number of US-based companies listed on the Nasdaq and New York Stock Exchange dropped by over half between 1996 and 2016—from 8,090 corporations to 4,331 ( Credit Suisse 2017; Davis 2017; World Bank 2017a).
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Figure 1.2 Decline in the number of listed corporations in the United States 1975–2017

Source: World Bank (2017a) https://data.worldbank.org/indicator/CM.MKT.LDOM.NO?locations=US.



While many historically eminent US corporations are no longer in existence, this could be simply part of a dynamic process of industrial change: “change and not stability is the permanent feature defining these very important institutions of capitalism… Turbulence is the future, just as it was in the past of these giant firms … Economies, firms and social actors are part of a sweeping process of change … And this is both the condition and the opportunity for progress” (Louçã and Mendonça 2002: 840; see also Chandler 1977, 1990). A concern highlighted by Davis (2017) is that entrepreneurial young technology companies are avoiding public listing because of both the regulatory rigors involved, and the insistent demands of external shareholders.

A strong sense of a deeper malaise in the American capital market system impacting on US corporations caused a meeting to gather, in July 2016 at the head office of JP Morgan in New York, of leading investor fund CEOs from BlackRock, Vanguard, Fidelity, and Berkshire Hathaway and industrialists including the CEOs of GE, GM, Verizon, and JP Morgan. They drafted an open letter outlining their concerns, beginning “The health of America’s public corporations and financial markets—and public trust in both—is critical to economic growth and a better financial future for American workers, retirees, and investors” (Sorkin 2016). The conclusion of the investors and industrialists was that higher standards of corporation governance and more congenial regulation might encourage corporations back to the stock exchanges. Reviewing the vanishing listed companies, the precipitous fall in initial public offerings, and many delistings, the more damning verdict of Davis (2017: 5) is that “the public corporation was an ideal vehicle for the twentieth-century economy, characterized by long-lived assets and economies of scale. But it is increasingly out of sync with the 21st century economy.”

As Chandler (1969) recounted, public corporations originated in the US with the railroads, expanding with the large-scale manufacturers such as US Steel and General Motors, and with infrastructure firms such as AT&T and national retailers such as Sears who required large investments for their vast scale of operations. The stock market provided the resources to build great vertically integrated factories and to hire the thousands of people necessary to staff them. But the leading corporations today need little in the way of dedicated assets, and tend to employ comparatively few workers. If these contemporary companies engage in public offerings it is often to enable venture capitalists, early employees, and other investors to cash out, and to use their public stock as a currency for making acquisitions, as in the case of Facebook and other high-tech and software companies (Davis 2017: 18).

Four major causes of the loss of US publicly listed companies are highlighted by Davis (2017, 2013):



• The bursting of the Internet bubble with a huge wave of dot.com collapses commencing in 1999; followed by the Nasdaq crash, and the failures of Enron, Worldcom, and a string of over-leveraged telecoms corporations in 2001/2.

• The computer and electronics manufacturing industry progressively moving offshore from the early 2000s, with the rapid growth of China as the manufacturing hub for electronics, and the growth of India as the center for data processing.

• The deregulation of finance with the Riegle-Neal Act in 1994, allowing banks to acquire competitors across state lines, and the repeal of the Glass-Steagall Act in 1999, leading to a rapid consolidation through merger of the thousands of US commercial banks and savings banks, and the emergence of the vast international banks including JP Morgan Chase, Citigroup, Bank of America, and Wells Fargo. This was abruptly followed by the global financial crisis of 2007/8 leading to a wave of investment bank failures including Bear Stearns, Lehman Brothers, and Merrill Lynch, and savings bank failures including Wachovia and Washington Mutual.

• The economies of scale that encourage extensive consolidation throughout pharmaceuticals, as small biotech and medical devices companies are acquired by giant pharmaceutical companies, sometimes by large pharma firms merging with small overseas companies to attain “inversion,” that is, retaining foreign incorporation status for tax reasons.



Substantially the decline in the number of US public listed companies could be regarded as largely a process of merger and takeover leading to greater concentration of industrial capital in larger corporations. Though the number of listed corporations in the US is dwindling, the market capitalization of the remaining leading corporations has compounded massively: World Bank (2017b) figures show the US market capitalization of listed domestic companies increased from $8.48 trillion in 1996 to $27.35 trillion in 2016 (Figure 1.3). This suggests that what is occurring is essentially a concentration and monopolization of corporate power rather than a disappearance of the corporation. As Credit Suisse (2017) concludes, “As a consequence of this trend, industries are more concentrated and the average company that has a listed stock is bigger, older, more profitable, and has a higher propensity to disburse cash to shareholders.”
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Figure 1.3 Listed corporations market capitalization 1975–2017 in United States (US$ trillions)

Source: World Bank (2017b) https://data.worldbank.org/indicator/CM.MKT.LCAP.CD?locations=US.





The Financialization of the Anglo-American Corporation


Together the large industry sectors of computer programming and data processing, commercial banking and savings institutions, and pharmaceuticals accounted for the great majority of firms leaving the public stock markets. However, rather than a failing inherent in the corporation as an institution, it was the impact of irresponsible capital markets that overwhelmed corporations and oriented them singularly toward narrow and ultimately self-defeating financial measures as the guiding controls of their destiny.

A deeper explanation of the diminishing attraction of public listing on the New York Stock Exchange or Nasdaq is the arrival of the doctrine of shareholder primacy. The falling numbers of listed companies correlates closely with the increasing virulence of the demand for the delivery of shareholder value as the primary purpose of corporations over the last few decades. In the United States, any balanced conception that the purpose of the corporation was not only to produce returns to investors, but to provide useful employment, to produce quality products for customers, and to be responsible corporate citizens, was replaced at the insistence of the Chicago School of free-market economics with the sole purpose of delivering shareholder value (Jensen 2002; Jensen and Meckling 1976, 1978). This simplistic prescription was built into the self-interest of executives with the explosion of stock options, which increased from zero in the 1980s to 60 percent of median pay for CEOs of Fortune 500 companies by 2001 (Clarke 2013; Stout 2012). In effect, this incentive mechanism has displaced corporate goals from investing in the long-term future of their success to disbursing as much money as possible in the immediate term to shareholders:

Shareholder primacy thinking is discouraging US corporations from pursuing long-term projects. For example, in the middle of the twentieth century it was common for public companies to retain about 50% of their profits for reinvestment. Over the past 30 years, however, companies have started to retain much less, and to pay out much more in the form of dividends and share repurchases. Indeed, in the last few years, aggregate corporate payouts to shareholders have actually matched or exceeded aggregate corporate profits. (Mason 2015)

Lazonick (2017) highlights the perverse results of the increasing distribution toward shareholders, particularly in the form of stock repurchases: that corporations have become suppliers of capital to the stock market in the US over the last three decades, rather than the stock market supplying capital to the corporations. Buy-backs surpassed dividend payments in 1997 for the first time, and since then in recent stock market booms buy-backs have far exceeded dividend payments. Lazonick (2017: 2) examines net equity issues, that is, new corporate stock minus outstanding stock retired through stock repurchases and merger and acquisition activity, in the United States between 1946 and 2016. From the mid-1980s net equity issues for non-financial corporations have proved generally negative, but since the mid-2000s they have been massively negative, amounting to minus US$4,466 billion (Figure 1.4). That is, the investors in the US stock exchanges in recent decades have been increasingly draining capital out of corporations, rather than investing capital in corporations.
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Figure 1.4 Net equity issues, US non-financial and financial companies 1946–2016

Source: Board of Governors of the Federal Reserve System, Federal Reserve Statistical Release Z.1, “Financial Accounts of the United States: Flow of Funds, Balance Sheets, and Integrated Macroeconomic Accounts,” Table F-223: Corporate Equities, March 9, 2017, at https://www.federalreserve.gov/releases/z1/current/.



Lazonick (2017: 3) concludes: “Over the past three decades, in aggregate, US stock markets, of which the New York Stock Exchange and the NASDAQ exchange are by far the most important, have extracted trillions of dollars from business corporations in the form of stock buy-backs. Of course, some companies raise funds on the stock market, particularly when they are doing initial public offerings (IPOs). But these amounts tend to be relatively small, swamped overall by the stock repurchases that have made net equity issues hugely negative.”

This enrichment of the investment institutions has benefited investors (though 92 percent of business equity is held by just 10 percent of the US population, and the majority of this equity is owned by the richest 1 percent (Clarke, Jarvis, and Gholamshahi 2018; Wolff 2012). This draining of the capital of companies by activist investors has serious consequences for the capacity of corporations to invest in innovation for their future, to provide employment, and to develop their products and markets. These insistent pressures are felt by the largest and richest companies in the world. For example, Apple, which raised approximately $100 million at its IPO in 1980, has emerged in recent years as the largest corporation by market capitalization on Earth, reaching in excess of US$900 billion in 2018—becoming, briefly at least, the first trillion dollar corporation by market capitalization in August 2018. But at the height of its commercial success Apple has had to face repeated attempts by hedge fund managers and other activists to pay hundreds of billions of dollars in dividends and share buy-backs, and has only secured respite by proposing its own program of massive disbursements to shareholders (see Chapter 13).

These pressures often impact more cruelly on the aspirations of smaller companies with potential, who are more vulnerable financially. Marc Andreessen, who took Netscape public in 1994 when it was worth around US$2.2 billion, commented on factors discouraging young firms from going public in the present context, focusing on the demands of activist investors and short sellers. “For young companies, everything is connected: stock price, employee morale, ability to recruit new employees, ability to retain employees, ability to sign customer contracts, ability to raise debt financing, ability to deal with regulators. Every single part of your business ends up being connected, and it ends up being tied back to your stock price” (Lee 2015: 6). For small firms, the volatility of the financial markets since 2008 may simply create too much uncertainty for IPOs to be worth it (Davis 2017: 17).

As non-financial corporations have been drawn increasingly into an all-encompassing financial paradigm, they have less capital available for productive activity despite increasing profits. The obsessive emphasis on financial measures of performance leads to increasingly short-term business horizons, with little recognition of the need for reinvestment, and maximum focus on distribution to shareholders (Clarke 2014; Kay 2012; Stout 2012). In a startling analysis in the Harvard Business Review, Bower and Paine (2017) highlight some unacceptable ways the results are delivered to achieve improvement in shareholder returns:

The activists’ claim of value creation is clouded by indications that some of the value purportedly created for shareholders is actually value transferred from other parties or from the general public. Large-sample research on this question is limited, but one study suggests that the positive abnormal returns associated with the announcement of a hedge fund intervention are, in part, a transfer of wealth from workers to shareholders. The study found that workers’ hours decreased and their wages stagnated in the three years after an intervention. Other studies have found that some of the gains for shareholders come at the expense of bondholders. Still other academic work links aggressive pay-for-stock-performance arrangements to various misdeeds involving harm to consumers, damage to the environment, and irregularities in accounting and financial reporting.

Wider implications for the economy and society of the insistent influence of financialization in Western economies are identified by Foroohar (2016: 33), who recognizes a symbiotic embrace between finance and the underlying social and economic malaise. As the finance sector rapidly expands, productivity declines in other industrial sectors, for example in advanced manufacturing, which is critical in many economies for long-term growth and jobs. This is because finance prefers to invest in areas such as real estate and construction, which are less productive but offer quicker and more reliable short-term gains together with collateral that can be sold in a crisis or securitized in boom times:

The deep structural dysfunction in our economy, emanating from the financial system, remains in place. The size of the sector itself is still close to record highs … But what’s quite clear is that the reorientation of the economy toward finance and the dominance of financial thinking in daily management of non-financial firms have warped the way both business and society work. The sway of the markets over the real economy has skewed the playing field and created growing inequality and capture of resources at the top of the socioeconomic pyramid. It has also led to dramatic inefficiencies in resource allocation that may be a cause, rather than a symptom of slower economic growth. (Foroohar 2016: 32)

Being managed by the financial markets has many implications for corporations (Davis 2009). The most fundamental is that “the business of corporate America is no longer business—it is finance. It is easier for chief executives with a shelf life of three years to try to please investors by jacking up short-term share prices than to invest in things that will grow a company over the long haul” (Foroohar 2017). The financial markets, which delivered the twin booms in credit and real estate that ignited the global financial crisis, have continued to encourage the financialization of businesses to focus on trading, hedging, issuing debt, tax optimization, and other methods of moving money around rather than their core business (Krippner 2012; Lazonick 2012; Porter 1992; Useem 1996; van der Zwan 2013). These impulses toward an increasingly financial focus have impacted industries across the spectrum, ranging from airlines to biotech, and even the digital titans of Silicon Valley are coming to resemble investment banks in many of their operations.


The Digital Hegemony of Platform Technology Corporations


However difficult the financial market environment, continuous advances in technology present rich possibilities for new pathologies of globalization, intensifying automation and the powerfully disruptive impact of the digital revolution (MGI 2016; OECD 2017a; Reuver, Sørenson, and Basole 2018). Though now underway for half a century, digital transformation has entered a new phase built on high speed and mobile connectivity: an era of cloud computing and the rise of the platform economy (Brynjolfsson and McAfee 2016; Kenny and Zysman 2016; McAfee and Brynjolfsson 2017). Cloud computing releases digital platforms, big data, and computational-intensive automation, which enable the reconception of firms, institutions, and markets (MGI 2017). As the OECD (2017a) comments, “Underpinned by information and communication technology (ICT) investment, business dynamism, entrepreneurship and data-driven innovation (DDI), traditional goods and services are increasingly enhanced by digital technology, new digital products and business models emerge, and more and more services are being traded or delivered over online platforms.”

Digital platforms provide a new basis for business ecosystems with many possibilities, as even small businesses can become micro-multinationals employing platform technologies. Emerging digital business ecosystems will disrupt traditional value chains. Greenberg, Hirt, and Smit (2017) suggest three types of ecosystem emerging for businesses with different sources of value creation and competition:



• Linear value chains dominated for most of the twentieth century, comprising value-adding steps with the goal of producing and selling products, most notably in automotive assembly.

• Horizontal platforms gained prominence due to the rise of personal computing and the Internet, cutting across value chains. Companies with horizontal platforms own hard assets and sophisticated architecture, with value added software and technology stacks.

• Any-to-any platforms have emerged recently such as Uber and Airbnb which operate based on existing platforms, but are themselves asset-light while providing valuable services internationally (Greenberg, Hirt, and Smit 2017; OECD 2017a).



The OECD states how this technology is creating a new sharing and collaborative economy: “Online platforms not only scale fast while gaining little mass through matching several networks in two, or multisided, markets, which fuels high valuation of the operating companies; they also lower transaction costs to a point at which individuals can compete directly with firms, in particular in service markets” (OECD 2016: 5). The hegemonic transcendence of new business ecosystems with their distinctive business models is nowhere clearer than in the domination of the US stock exchanges by platform-oriented companies: in April 2018 Apple ($939 billon), Amazon ($776 billion), Microsoft ($739 billion), Alphabet (Google) ($733 billion), Facebook ($515 billion), Alibaba ($501 billion), and Tencent ($545 billion) claimed seven of the eight largest corporations by market capitalization in the Nasdaq (Figure 1.5). The universality of Microsoft was achieved decades ago, but the more recent arrival of the FAANGs (Facebook, Apple, Amazon, Netflix, and Google) to such platform hegemony has astonished the world and overwhelmed the US public stock market. Yet they are not alone. Once Silicon Valley appeared to have a monopoly on platform technology, but Asia is now demonstrating that it too can innovate. In China, a start-up culture is developing rapidly, and meteoric success is occurring with the BAT (Baidu, Alibaba, and Tencent) (Lucas and Wells 2017). (Though smaller with a market capitalization of $89 billion in January 2018, the shift of Baidu from being simply a search engine to artificial intelligence in China’s booming advanced engineering industry is an important sign of the Internet of Things to come.)
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Figure 1.5 World’s largest corporations by market capitalization in US$ billions (April 2018)

Source: NasdaqGS—NasdaqGS Real Time Price. Currency in US$.



The transformation to a digital world is accelerating rapidly, with the exponential increase in data flows internationally far exceeding any increase in international trade. Online connectivity is becoming universal, with estimates of 26 billion connected devices in the world by 2020 providing the infrastructure for the Internet of Things (Greenberg, Hirt, and Smit 2017). This compounding connectivity combines to promote further innovation and connection (Arthur 2009). In Germany the confluence of these multiple trends has come to be known as Industry 4.0, the fourth industrial revolution. That is, as robotics, 3D printing, data analytics, the Internet of Things, and digital fabrication are joined together, they integrate the physical and virtual worlds in productive endeavor (Deloitte 2018).

European corporations are not as dependent as companies in the United States on public stock markets for access to capital, and their market capitalization has tended to be more subdued as a result. In both Europe and Asia, a combination of financial indicators such as sales, profits, assets, and market value are a more accurate guide to the worth of companies. However, in terms of relative industry position, as Figure 1.6 and Table 1.1 indicate, three of the largest twelve corporations in Europe by market capitalization are in the advanced pharmaceuticals and biotechnology fields (Roche, Novartis, and Sanofi) and only one in technology (SAP).
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Figure 1.6 Europe’s largest corporations by market capitalization (March 2017)

Source: Financial Times database: https://www.ft.com/ft500.
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Associated with the evident success of European businesses in automotive (VW) and advanced manufacturing (Siemens), the continuing sway of traditional fossil fuel companies in Europe is apparent (Table 1.1). The sudden conversion of the European car industry to electric power in recent years may, over time, convince the fossil fuel companies to move more quickly to renewable sources of energy, and the alternative new technologies this encompasses.

However, the renewed global enthusiasm for all things digital may be somewhat misplaced. The predominance of American information technology and software in Europe are causes for concern which the European Union has expressed forcefully. Digital disruption was never simply the benign force for efficiency and service it is often claimed to be. Concealed beyond the image of rampant success often lies a more disturbing reality. The platform companies in particular have long since moved from their original exploration, innovation, and discovery phase to one of exploitation, domination, and monopoly.

As commercial ventures, they have claimed the right to universal access without the attendant responsibilities and have portrayed themselves as model corporate citizens while systematically refusing to pay taxes to the communities from which they benefit in ever-increasing revenue flows (Clarke and Boersma 2017; Foer 2017). The ingenuity with which internet and other high-tech companies manage their tax avoidance is astonishing given their well-honed public images as responsible and caring corporations. For example, the IMF has identified one tax avoidance technique, the use by high-tech companies of the “Double Irish Dutch Sandwich” involving subsidiary companies in Ireland, Holland, and a tax haven such as Bermuda. In 2012, Google revenues in the UK were £3 billion, but the company paid just £11.5 million in corporation tax (0.4 percent of its sales in England), because its sales there were billed to Google Ireland Ltd. This Irish subsidiary also paid low corporation tax (£14m) because it channeled £7bn in royalties through “Google Netherlands Holding Bv” (the Dutch company in between) to Google Ireland Holdings, the Irish/Bermuda resident company which owns the intellectual property that Google Ireland Ltd. is licensed to sell (Ethical Consumer 2014). In 2016, the European Commission concluded that Ireland had granted Apple undue tax benefits of up to 13 billion Euro and ordered Ireland to recover this from the company (European Commission 2016). This may all be part of an increasingly universal pattern of systematic corporate tax avoidance throughout the world (Seabrooke and Wigan 2017). However, the platform technology companies have portrayed themselves as enlightened corporate citizens intent on improving the world, and this is hardly consistent with a studious avoidance of taxes to fund the public services that support their companies and the communities their companies are located in.

Abuse of market power is also present. For example, having already fined Google US$2.7 billion in an anti-trust case in June 2017, Margrethe Vestager, the EU’s competition commissioner, issued two further “statements of objections,” or formal legal complaints, accusing the company of misusing its market clout in online advertising and shopping. “Google has come up with many innovative products that have made a difference to our lives. But that doesn’t give Google the right to deny other companies the chance to compete and innovate,” she said. (European Commission 2017)

As Stephens (2017) concludes regarding the implications of the increasing dominance of the platform technology companies:

In truth, of course the anarchic promise of an internet under the benign oversight of entrepreneurs, innovators and well-meaning geeks was always an unachievable ideal. Today’s web is dominated by a handful of global corporations whose self-serving sense of “otherness” has become an excuse to avoid the responsibilities demanded of everyone else. One-time disrupters—think of Amazon—are now rent seekers. This market power—Google has three-quarters of global search; Google and Facebook together account for three-fifths of digital advertising revenues—allows companies to set their own tax rates, to shut out competitors, and to choose what rules to apply.

The hegemony of the Western platform corporations may not last forever. Already Tencent and Alibaba in China are growing exponentially to rival their US-based counterparts: in January 2018 Tencent briefly achieved a larger market capitalization than Facebook, and the uptake of financial technology for transactions in China exceeds the United States by many trillions of dollars (Wildau and Hook 2017). The fast cycle of innovation and growth of corporations throughout the emerging economies, and particularly of Asian corporations, represents a profound shift in economic power in the global economy (Clarke and Lee 2017).


The Ascendant Corporations of the Emerging Economies


While the number of listings fell by roughly 50 percent in the US from 1996 through 2016, it rose by about 50 percent in thirteen developed countries that have complete data. Over the same period, listings rose by 30 percent for a larger population of seventy-one non-US countries (Credit Suisse 2017: 4). As Carlson (2017) advises, “The number of companies listed on global stock market exchanges has increased … While the number of companies in the US has shrunk the number of companies worldwide has exploded.” The World Bank reveals over 43,000 listed corporations in 2015 worldwide, an increase from 25,000 corporations listed in 1992 (Figure 1.7).
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Figure 1.7 Increase in the number of global listed domestic companies 1975–2016.

Source: World Bank (2017c) https://data.worldbank.org/indicator/CM.MKT.LDOM.NO.



The World Bank records a value of nearly US$80 trillion for the market capitalization of listed domestic companies in the world in 2017 (Figure 1.8). With a more rapid growth rate than the developed economies, emerging markets now account for an increasing share of global gross domestic product.
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Figure 1.8 Market capitalization of global listed domestic companies 1975–2017 (current US$ trillion)

Source: World Bank (2017d) https://data.worldbank.org/indicator/CM.MKT.LCAP.CD.



The emerging economies have become increasingly attractive to the leading foreign multinationals searching for new markets, resources, and skills. The evolution and sophistication of local markets has been enhanced by the activity of foreign multinationals, while home-grown multinational enterprises have evolved, and are having an effect overseas entering developed markets (BCG 2016; Lee 2013). Santiso charts the growth of multinational companies from the emerging economies, including China, India, Brazil, and Mexico, with China alone listing 109 companies among the Fortune 500 companies (Santiso 2013: 6) This is reflected in the increasing presence of emerging markets in labor-intensive manufactured goods including automobiles and computers; however, the emerging markets are beginning to advance from production capability to innovation capability (Amann and Cantwell 2012; Clarke and Lee 2017). While the developed economies continue to dominate the flows of knowledge-intensive industries, the emerging economies are developing their foothold in this sector, with China having the second-largest knowledge-intensive flows following the United States (McKinsey Global Institute 2014). As Kearney suggests, the emerging markets and their corporations are becoming an international economic and social force of growing significance:

Emerging markets comprise the majority of the world’s people and land, and they continue to grow faster than the developed world. They are increasingly recognised as a diverse set of business, cultural, economic, financial, institutional, legal, political and social environments within which to test, reassess and renew received wisdoms about how the business world works, to gain deeper insights into prevailing theories and their supporting evidence, and to make new discoveries that will enhance human welfare in all environments including the world’s poorest countries, the developing world, the transition countries and the developed world. (Kearney 2012: 160)

The corporate governance institutions and practices in emerging markets traditionally were founded on markedly different values from the preconceptions that inform the dominant international standards, and despite often adopting some of the rhetoric of Western governance, different cultural and institutional orientations frequently survive in emerging markets. The separation of ownership and control was heralded by Berle and Means (1932) and transformed by agency theorists into the key problem of a conflict of interest between diffuse outside shareholders and managers with small amounts of equity in the firm (Jensen and Meckling 1976). However, international survey research finds that the separation of ownership and control is the exception worldwide, and particularly in emerging markets (Aguilera et al. 2012; Claessens, Djankov, and Lang 2000; Fazio 2008). In reality, the assumed hegemonic market-based conception of corporate governance, with managers acting as agents for dispersed shareholders, is present (and only to a degree) in the Anglo-American economies; but throughout the rest of the world, encompassing Asia, Europe, Africa, and South America, more relationship-based modes of governance are widely practiced (Hall and Soskice 2001; Kogut 2012; Seki and Clarke 2014). As the emerging economies continue to develop their social institutions and economic infrastructure there will be a continuing tension between their values and objectives, and international market pressures.


The Dominant State-Owned Corporations of Asia


Corporations in Asia compared to the West have two outstanding characteristics: firstly the lingering presence of family influence in the majority insider shareholder structure of Asian corporations, and secondly the overshadowing influence of the state, whether in dominant state-owned corporations or state-influenced corporations (family influence often also extends to the state institutions) (Claessens, Djankov, and Lang 2000; Claessens and Fan 2002; Claessens and Yurtoglu 2012; Clarke 2017). Family ownership remains prevalent in Asia, including many of the largest corporations where ownership of major shareholdings guarantees family control. The widespread and influential state-owned enterprises of Asia are corporate entities in which the government exercises ownership and control, and can include joint-stock companies and limited liability companies as well as statutory corporations. The OECD (2017b: 8) report on the global scale of state-owned enterprises (SOEs) indicates that SOEs have remained significant corporate vehicles in many economies, and particularly in the developing economies. However, China’s state-owned enterprise portfolio with 51,000 enterprises, valued at over US$29 trillion and employing over 20 million people, is larger than the SOE sector of all other countries in their survey combined.

The increasing domination of Chinese state-owned corporations in Asia is illustrated in Table 1.2, listing Asia’s largest corporations by revenues (in Asia market capitalization is a less useful guide to the scale and activity of corporations, due to the prevalence of vast state-owned corporations in many industry sectors). The massive growth of Chinese corporations in resources, utilities, banking, and construction is testament to the immense rebuilding of the infrastructure in China over the last three decades. Now that this work is nearing completion the Chinese government has directed the efforts of these gargantuan corporations externally to the heroic task of connecting the Chinese economy to the world in the Belt and Road initiative (Cai 2017; Lim et al. 2016). The Chinese banks, which after the global financial crisis became the largest banks in the world, are continuing to expand their global operations. For some decades China had been the leading emerging economy for the receipt of direct foreign investment, though “A historic turning point was reached in Chinese economic development in 2014, when the nation’s direct foreign investments surpassed foreign countries’ direct investments in China.” This was a critical stage in the globalization of the Chinese economy, with Jiang Jianquing (2015: 1), the ICBC Chairman, announcing to the world that China had become a global player.
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The Chinese state-owned corporations are among the largest corporations in the world. By way of comparison, in 2016 the only company in the world to exceed the revenues of the leading three Chinese corporations was Walmart (with revenues of US$482 billion). The leading corporations in the world by market capitalization had revenues significantly less than the largest Chinese SOEs—for example Apple Inc. in 2016 had revenues of US$234 billion, and Microsoft US$94 billion. Only twelve countries in the world had national government revenues greater than the revenues of the largest three Chinese corporations (World Bank 2016).

As the reach of China’s multinational corporations has extended further overseas, only limited efforts have been made to distance these corporations from the state. Since the time of Deng Xiaoping’s opening up strategy, there have been attempts to introduce market mechanisms into the operation of all of China’s corporations. However, the resolution to move SOEs gradually into the market sector was recently replaced by President Xi to impose a reinvigorated commitment to maintain the Communist Party influence in China’s great corporations. This has included more formally recognizing the role of the Party committee in all corporations, including Hong Kong listed entities, which some Western investors have accepted as at least a move toward greater transparency in the control of Chinese corporations (Hughes 2017; Mitchell 2017). In these circumstances the OECD has raised concerns regarding the internationalization of state-owned enterprises, which benefit from being state national champions and impact on global competition. SOEs on average have lower rates of return and higher leverage than private competitors, and they have continued to produce when faced with falling profitability. The OECD is concerned that this may have contributed to overcapacity and broader systemic risks in sectors such as steel and petroleum (OECD 2017c). This asymmetric competitive landscape may encourage other governments toward protectionism, in a world where agreement and regulation in the common interest is less effective.


Natural Capital and the Corporation


It is at this very time when the competitive forces of the global economy are at their most uncertain, and world market volatility at its least predictable, that the corporations and governments of the world must confront an impending reality of immense significance: the economic activity and growth of the last two centuries of industrialism have left the planet in a vulnerable state of climate change and environmental danger. Without urgent and immediate action we are placing at risk the environment and the ecology of the world for future generations. Climate change has reminded industrial civilization we have to reconnect with the wisdom which primitive human civilizations possessed thousands of years ago, that first and foremost we must have regard for our natural environment if we are to continue to survive. The realization that natural capital is not a free good, not an externality to be ruthlessly exploited at will in the generation of financial wealth, is a shock that corporations and governments worldwide have had to absorb (Helm 2015).

Natural capital “refers to the elements of nature that produce value or benefits to people (directly or indirectly) such as the stock of forests, rivers, land, minerals and oceans, as well as the natural processes and functions that underpin their operation” (NCC 2013: 10; see also Barbier 2011; Helm and Hepburn 2013). While human culture has celebrated the majesty and beauty of this natural capital, this has not prevented industrial civilizations from destroying our physical environment and ecology with almost reckless abandon. “The Earth’s natural capital yields an annual dividend of resources that form the bedrock of the human economy and the life support system for the planet’s inhabitants. However, as the world’s population grows, its cumulative consumption is increasingly biting into that productive capital” (Hackmann and Boulton 2016: 12).

The impact of human activity is transmitted globally through the oceans, atmosphere, and economy. Conversely these global systems have a local impact that varies according to geography in a complex relationship between social and biological and geophysical processes that have reconfigured the ecology of the world. “On account of multiple interdependences and non-linear, chaotic relationships that unfold differently depending on context, this coupling means that attempts to address a problem affecting one aspect of this ecology necessarily have implications for others” (Hackmann and Boulton 2016: 12). This presents a central challenge to decouple economic growth from any further damaging environmental impact. It is possible to achieve this decoupling with the rapid emergence of new renewable forms of energy and other sustainable technologies.

Successive United Nations conferences climaxing in the COP 21 agreement in Paris in 2015 have committed governments throughout the world to sustainable development, which was originally defined as “A process of change in which the exploitation of resources, the direction of investments, the orientation of technological development, and institutional change are all in harmony and enhance both current and future potential to meet human needs and aspirations” (WCED 1987). Corporations, as the largest economic entities in existence, and which have the greatest impact on emissions, have a profound obligation to respond to this sustainability challenge, and many corporations have embarked on fulfilling this commitment. Both at government and corporate level, policies are beginning to be introduced around the world to progressively and substantially reduce carbon emissions toward zero before the end of the century in order to keep global warming to a maximum of two degrees (IPCC 2014). Decarbonizing development will be the greatest challenge of the twenty-first century (World Bank 2015). This is an imperative which financial markets and institutions are beginning to accept and to pursue (Carney 2015; EIU 2017; OECD 2017d).

This amounts to a new sustainability industrial revolution based on renewable energy and green technology which will prove as all-encompassing as earlier industrial revolutions. This will include new green ideas, behaviors, products, and processes contributing to reducing emissions, relieving the environment, and improving the ecology. Corporations will become increasingly engaged in creating the elements of the circular economy, replacing a linear economy that defines its existence by converting natural resources into pollution and waste. In contrast, the circular economy seeks to maintain and enhance the natural environment, through a circular process of using only renewable resources and eliminating emissions and waste (Murray, Skene, and Haynes 2017; Webster 2017). This represents a systemic change from an exploitative to a regenerative economy.

This systemic and compelling commitment to reducing emissions and containing climate change will involve the investment, strategies, operations, products, and markets of all corporations including those engaged in finance, resources, agriculture, energy, construction, manufacturing, and transport. It will necessitate the transformation and integration of global value chains for sustainability and the transformation of corporations.


Conclusion


The corporation, since its inception, has demonstrated a remarkable capacity for adaptation and evolution as new threats to its existence and operations occurred. Large business corporations have provided the ambition and dynamism for the most dramatic advances in the industrial economy, and maintained the central thrust for the building of the global market economy. This historical process began with the colonial trading corporations, followed by the giant international resources companies, and the vast manufacturing corporations of the twentieth century. Towards the end of the last century the rise of the telecoms and pharmaceutical companies was apparent, with the increasingly clear ascendancy of international financial corporations. At the beginning of the twenty-first century the technology platform companies are becoming ubiquitous in their aspirations and capacity to transform the global economy. At each stage in the successive developments in corporate activity, structure, and impact, the very existence and purpose of corporations has been challenged. The interests served by the corporation have continuously been found to be too narrow, and the responsibility exercised by the corporation too limited.

Today the license to operate of contemporary corporations continues to be contested. This profound challenge will prove the greatest test of purpose, viability, performance, and relevance the corporation has faced since its inception. The reason corporations will be tested more seriously than ever before is that we have reached the limits of the capacity of the earth to sustain economic and industrial development as we have experienced it for the last two hundred years. Both socially and environmentally the limits to conventional economic growth have been reached. The enterprise that corporations must now commit to, with even more ingenuity and inspiration than exhibited in the past, is the challenge of becoming sustainable, and working in support of, rather than destroying, the natural and social environment. To achieve success in this great venture, the reinvention of the corporation itself will be required.
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Introduction


The United East India Company (“Verenigde Oost-Indische Compagnie,” VOC), founded in The Hague in 1602, was not the first big trading company in the world. The British East India Company, for example, was founded two years earlier. But due to unique political circumstances, the VOC was the first company in which thousands of investors participated. This dispersed shareholder base gave rise to two new institutional developments: the spontaneous growth of a lively securities market (“There will always be people who wish to sell their shares. It is truly so that one third of everything in the world is for sale at all times” (van Oldenbarnevelt, 1601; see van Oldenbarnevelt 2002)); and secondly, agency problems as investors soon had reason to complain about lack of strategic focus, lack of dividends, lack of accountability, self-enrichment by managers, fraud, and mismanagement. Nonetheless, after two hazardous first decades—helped by the exit that the stock market provided to investors—the company managed to stay in existence for almost two centuries (the company was nationalized in 1795 and liquidated on December 31, 1799), although the agency problems were only partially addressed.


Institutional Frame


A corporation is an organization formed within a framework of laws and rules, which in turn are defined within a country. The VOC was a new variety of the corporation, formed in a nation on the North Sea coast that was only twenty years old at the time. To understand the structure of the VOC one has to understand the structure of that new nation, born on July 26, 1581, when the Akte van Verlatinghe (Deed of Abjuration) was signed in The Hague (based on a resolution that the States-General had passed in Antwerp four days previously). With this document Flanders, Brabant, and Holland—as well as Mechelen, Frisia, Zeeland, Utrecht, Gelre, and Zutphen—formally declared their independence from their Habsburg ruler, Philip II, king of Castile, of Aragon, of Naples, of Sicily and, briefly, king of England (1554–6). Since 1580 Philip had been king of Portugal also. The Low Countries that separated themselves boasted no fewer than 200 towns and cities, of which nineteen were home to more than 10,000 people (at the time, England had only three cities that size). In Holland, with its abundance of water, half the population lived in towns and cities, a percentage that was achieved nowhere else in Europe. This urbanization had political consequences because fortified towns and cities were difficult for rulers in the premodern era to control (Parker 1998). The Spanish army managed to reconquer the southern parts (Flanders and most of Brabant) but in the swampy North the townspeople of the Seven United Provinces held the most formidable troops of those days at bay in a war that lasted eighty years (1568–1648).

The insurgents made their living mostly from fishing and trade. Around the turn of the seventeenth century, Holland alone already had nearly 800 herring busses in operation, while around 700 ships were actively trading in Scandinavia and the Baltic: the “mother of all trade” (in Dutch: moedernegotie). There they purchased bulk commodities, such as grain, timber, tar, copper, and iron. They then shipped these cargoes to France, Spain, and Portugal, where people were in dire need of the grain from Poland and timber from Scandinavia. Merchants from Holland then brought back the salt that was vital to the fishing industry, as well as wool, olive oil, and the wine that was in such high demand in the frigid North. A new type of ship, called a “flute,” proved highly efficient for this coastal trade. Amsterdam grew into the entrepôt for these bulk commodities, while other towns and cities in Holland and Zeeland also grew rapidly, despite the ongoing war. On the Zuiderzee bay, Hoorn and Enkhuizen were important centers of the fish trade. In Zeeland, Vlissingen and Veere concentrated on the trade in dry fish, Arnemuiden was the center of the salt refinery industry, and Middelburg was where French wines were transferred for onward shipment.

One trade that was entirely unknown was the trade in luxury items such as spices that could be found in the East Indies. That trade was controlled by the Portuguese. But in 1595 nine merchants from Amsterdam had invested in a trade route by way of the Cape of Good Hope and onward to Asia. They did not act on impulse: they had spent years carefully gathering information, including from sailors who had visited the East Indies under the Spanish or Portuguese flags, such as Jan Huygen van Linschoten, who had returned to his hometown of Enkhuizen in 1592. He recorded his experiences in a book entitled Itinerario, for which he requested a copyright in 1594. Late that year, the nine merchants sent Cornelis and Frederick de Houtman to Lisbon to gather information secretly. While the brothers were there, they learned that the Portuguese trade with the Indies was in very poor condition because the returning vessels were constantly being attacked and captured by English privateers. Bearing this information, they returned to Amsterdam in 1594. Of the thirty-one ships that Portugal had sent east between 1586 and 1591, only nineteen returned. In 1591 not a single ship of the five that had set out came back. In 1592 only two ships succeeded in reaching Lisbon. “The English stole the pepper out from under the noses of the Lusitanians” (translated from Mollema 1936). King Sebastian I of Portugal, who had died in battle in Morocco in 1578, had toyed with the idea of giving up on the East Indies and focusing all his country’s efforts on the trade with Africa. He banned the construction of large ships for sailing to India (Ratelband 2000).

The Amsterdam merchants’ principals decided that the Compagnie van Verre, the Company of Far Away, would make two journeys to the East Indies. (It is curious that the decision was made to conduct two voyages. Possibly the merchants reasoned that the first voyage would provide new information about commerce in Asia, which could then be put to use during the second voyage.) When, in August 1597, De Houtman returned with a rich cargo, the response was general euphoria. Not only had he discovered the route to Asia, more importantly “the weakness of the Portuguese was discovered, not being able to prevent those dealings there” (translated from De Stoppelaar 1901).The fact that he had lost two of his four ships and returned with only 87 of his original crew of 240 was deemed immaterial. His brother Frederick was among those who did not make the journey home: he was taken prisoner by the Sultan of Aceh.

In the month of August of the year 1597, upon their return to the fatherland, the Houtmans, luckier than the Polar voyagers,1 were greeted everywhere with joy. Not only had their voyage provided certainty that the route around the Cape of Good Hope was as much open to us as for the Spaniards and the Portuguese: it had also become apparent that people had, in their minds, exaggerated how daunting their power was in those parts. The result was that new companies were formed all over the place, to which everyone was willing to give their money.

(Translated by author from De Stoppelaar 1901)

Between 1595 and 1601, fourteen fleets, a total of sixty-five ships, set sail from the Seven Provinces: more ships than Portugal had in its entire fleet. Only around fifty Portuguese ships set sail between 1591 and 1601. Although the Portuguese ships were much larger than those of the Dutch, the depredations by English privateers meant that few of the ships that set sail ever returned to Lisbon. Each of the Dutch fleets was a company in itself—a group of entrepreneurs joining with capital partners. Competition was fierce. They fought each other tooth and nail, while the government would have preferred them to fight the Portuguese subjects of archenemy Spain. Also, trading the Cape Route was quite different from trading between the Baltic and the Mediterranean:

This trade required a leap in capital investment compared with short-distance trade. The merchants had to finance larger ships, a larger quantity of export goods (mostly silver), and particularly, they had to be able to provide this finance for a longer period of time—typically 2–4 years per round-trip voyage that included several Asian stops. (Harris 2009)

Combined with the greater uncertainties involved, this called for spreading of risks. None of the merchants, however, was much inclined to do so.


Market Ordering by the Government


It was the government that broke this deadlock, but not without difficulty. On January 19, 1598, the States-General called on the merchants “to tolerate each other and to make the journey together according to a uniform order and basis.” The government of the young nation could not enforce cooperation, however. The States could only issue a missive in which they urged “honorable, dear, notable [individuals] … to treat each other in all friendship, unity, and understanding” (translated from van der Heijden 1908). This would allow them to both make money and annoy the Spanish:

To ensure the voyage to the East Indies, through proper unity and a uniform order and mutual understanding and management of affairs, holding it to be certain that those companies, by doing so, will greatly benefit and profit from this and with God’s help will enjoy the full results of that voyage and trade, which will similarly further the honor and reputation of the United Netherlands and harm the king of Spain. (Translated from De Stoppelaar 1901)

The enterprising merchants, however, had little time for cooperation, let alone a joint “management of affairs,” even when Raadspensionaris Johan van Oldenbarnevelt (more or less acting as a prime minister) threatened that the Indies trade would otherwise be conducted in the name of the States-General, or of Prince Maurice.

That was in fact how international trade was organized in other countries. In Venice, from the fourteenth century onward, galleys built and owned by the government held the exclusive right to trade in spices. Management of those voyages was contracted out to merchants by auction. The government set the price at which those merchants were required to make cargo space available to their fellows. Venice’s muda system had been set up deliberately to prevent an oligopoly and to ensure that smaller market operators also retained their access to the market. The major investments were made by the government. Management was contracted out to entrepreneurs, who could enter into a wide range of partnership forms (McNeill 1974). Portugal had faced the same problem a century before. That nation state had existed for some time, in the form of a monarchy, so in 1504, five years after Vasco de Gama had returned from the first voyage to India, all trading activity with Africa and Asia was brought under the authority of the crown-owned Case da India that launched ships on which merchants could send their wares in exchange for paying 30 percent of the value of the goods. On their return, the royal treasurer (Vedor da Fadenza) saw to it that all imports were taxed and sold at a prearranged price and that the merchants received their shares in what remained.

In the Seven Provinces, though, the government had much less control over local merchants than the king of Portugal, or even the doge of Venice. The merchants therefore were unimpressed by van Oldenbarnevelt’s threats: if they were to work together, they would decide for themselves what organizational structure to adopt. As has been argued by Chandler (1977), that structure would be determined by the company’s strategy: an organization’s form depends on its goals, after all. The founders of the forerunners of the VOC did not have a common goal, however. All they knew was that riches were to be found in Asia. How to get there, and precisely what to expect once they got there, were still unknown factors.

Merchants were willing to cooperate only with their own partners. Investors from Amsterdam lobbied the government for a monopoly on trade with the Orient, for which they would merge their companies. The States of Holland rejected this request, however, arguing that they preferred “the common cause” to profit from that trade. In response, the merchants involved other towns and cities in the province of Holland in their plans. The public interest was not limited to Holland, however. The province of Zeeland was also home to large numbers of merchants, who were in fierce competition with those from Holland. It was said that “they sailed the shoes from each other’s feet and the money from their purses” (translated from Roos 1987). The fleet of three ships that set sail from Amsterdam in 1599, under the command of Steven van der Haghen, was explicitly warned “that they should at all times bear in mind, that those from Zeeland are enemies to our work, and that these people should therefore not be lightly trusted” (translated from van Rees 1868). In 1601 no fewer than fourteen fleets set out. (One of them—three ships under Joris van Spilbergen—sailed for De Moucheron. This demonstrates the experiences that seamen from Holland gained. Van Spilbergen had traveled to Novaya Zemlya with Willem Barentz, had then sailed to Africa and the West Indies for De Moucheron, and was now to become the first Dutchman to set foot on Ceylon. By the time he returned in 1603, the Dutch East India Company (VOC) had already been formed. One factor that caused his late return was his decision to make one final attempt to look for the Northwest Passage past Siberia, this time venturing from the other side. He sailed north from Java, but was forced to turn back.) They were all supplied with cannon and powder by their municipal administrations, provincial administrations, or Admiralties, and in the East Indies competed more fiercely with each other than with the Portuguese. In the same year, authorities in Amsterdam urged their captains to make their purchases quickly before the Zeeland merchants reached the Spice Islands: “You must make sure that our fleet does not suffer the least bit of damage before the Zeeland fleet arrives. We do not have any contract or agreement at all with them about commerce” (translated from van Rees 1868).


Market Drivers for Cooperation


The States-General gloomily saw these events unfold, and on May 17, 1601 once again wondered “whether it would not be wise to combine all the Companies into one company, to be licensed for the aforesaid acts for some years.” As they learned more about trade in Asia, the merchants became more and more inclined to agree. A fleet from Zeeland that reached Aceh on August 23, 1601, shortly after Amsterdam’s van Caerden had seized a number of ships—when pepper for which he had paid was not delivered—had to convince the Sultan that they had nothing to do with the Hollanders. Miraculously, the Zeelanders succeeded. Besides indigo and pepper, Laurens Bicker was permitted to take with him Frederick de Houtman, who had been held captive there since the First Voyage. Moreover, he also brought various emissaries from Aceh back with him to Middelburg, to negotiate with Prince Maurice on behalf of the Sultan about combining their efforts in the war against the Portuguese, who had built their large fortress on Malaya opposite Aceh.

Upon their arrival the delegation from Aceh, consisting of an ambassador, an admiral, a kinsman of the Sultan’s, and a number of servants, paid a visit to Prince Maurice [ … ] The head of the delegation, Abdul Hamid, was already seventy-one years old and paid with his life for the voyage to the cold northern parts; he was buried in Middelburg amid much pomp. The remaining members of the delegation spent no less than fifteen months in the Low Countries.

(Translated from Wennekes 1996)

The court awarded the Sultan of Aceh 50,000 guilders in compensation for the damage caused by the actions of van Caerden and Cornelis de Houtman. In exchange, the Sultan permitted some of the Zeelanders to build a factory in Aceh, and he gave merchants DeWolff and Lafer, who sought to trade in Gujarat, letters of recommendation for the Mogul Emperor (Furber 1976). The Sultan of Aceh was hoping to find new allies to fight the Portuguese. As far back as in 1565, his predecessor had already sent a request for aid to the Ottoman Empire, whose Indian Ocean fleet was moored in Suez and who had important ports in Aden and Basra. Sultan of the Ottoman empire, Selim II, had sent a fleet of twenty-two ships and had declared to the Portuguese that Aceh was under his protection and that any attack on Aceh would mean war with the Ottoman Empire. The Portuguese had subsequently left Aceh alone. However, since the Ottomans had been defeated by the Spanish in the Mediterranean, Aceh saw the Hollanders as a potentially valuable ally against the combined Iberian powers. Selim II had attacked Cyprus in 1570, with the aim of driving the Venetians from the eastern part of the Mediterranean. Venice then allied with Philip II of Spain, and in 1571 the Turks were defeated in a sea battle at Lepanto. This heralded the end of the Turkish threat to Europe at sea, although on land it continued until the Siege of Vienna in 1683.

Moreover, it had become apparent to the merchants that they could not—as they had perhaps originally hoped—trade in the parts of Asia where the Portuguese did not have agents. The Estada da India—that chain of factories and settlements that the Portuguese had spent a century building from Africa’s east coast to the Spice Islands thousands of miles away—commanded every strategic route. Political connections needed to be built up with local governments in Asia to undermine the position of the Portuguese, which was not something that the individual merchants could achieve by themselves.

This newfound knowledge of the political situation in Asia brought the merchants’ position closer in line with that of van Oldenbarnevelt, who wanted the merchants in Asia to attack the soft underbelly of Spain’s empire in Asia, while Maurice and his army would be fighting them on land.

By a resolution of November 6, 1601 the States-General summoned the directors of the Amsterdam company and their colleagues from Zeeland, Delft, Rotterdam, Enkhuizen, and Hoorn to The Hague to—as the summons stated—“draw up a good and reasonable policy and order for the present sea voyages and trade for several years, and approve how the common cause will profit therefrom.”

This meeting is well documented (Witteveen 2002). The parties quickly came to an agreement about the “exchange ratios” of their respective contributions to the merger. Half would go to Amsterdam, a quarter to Zeeland and one-eighth to each of the other towns and cities. However the merchants from Zeeland (Zeeland was represented by six merchants: Laurens Bacx, Adriaan Bommenee, Adriaen Ten Haeff, Cornelis Meunicx, Sebalt de Weert, and Balthasar de Moucheron) could not agree among themselves and also—as so frequently happens during merger negotiations—the meeting became stranded on the disagreement about the composition of the board (“generael collegie”). More political pressure was necessary. Raadspensionaris van Oldenbarnevelt traveled to Middelburg and presented his arguments to the provincial government of the States of Zeeland about “the great importance and consequence, depending on the unification of the merchants sailing for the East Indies.” Stadtholder Maurice also traveled to Zeeland in March 1602 to conduct personal meetings with some merchants. That clinched the deal. On March 20, 1602 the States-General granted the Verenigde Oost-Indische Compagnie (the United East India Company) its charter.

That charter of the VOC was both a license for trade and imports and a charter of incorporation. It is even possible that interested investors also considered the document as an issuance prospectus of sorts, although the relationship between investors and management was given very little consideration in the text. It was the relationship between the merchants that took primacy. The first Article set out the “exchange ratio,” the contributions of the six separate chambers:



1. That half of the equipment would be provided by the Amsterdam chamber, a quarter by Zeeland and an eighth by each of the Rotterdam, Delft, Hoorn, and Enkhuizen chambers.

2. That general meetings would be held, as often as necessary, of seventeen persons: eight from Amsterdam, four from Zeeland, two from Rotterdam and Delft, and two from Hoorn and Enkhuizen, with the seventeenth being chosen in turn by Zeeland, by Rotterdam/Delft, and by Hoorn/Enkhuizen. This administrative board (the “Heren Zeventien,” i.e., the Seventeen Gentlemen) would pass resolutions by a majority of the votes.

3. These Seventeen Gentlemen would decide when to equip voyages, with how many ships, where they would be sent, and all other matters concerning trade.

4. The Seventeen Gentlemen would meet in Amsterdam for the first six years, in Zeeland for the next two, and so on.

5. A daily allowance of four guilders would be paid for those meetings. (The daily allowances were intended for “food.” Travel expenses, whether by barge or by wagon, were not compensated, as was explicitly stated.)



Articles 18 through 26 stated that all existing directors would take part in those chambers, and their names were listed by chamber. (In total there were seventy-three merchants: twenty-three from Amsterdam, fourteen from Zeeland, twelve from Delft, nine from Rotterdam, four from Hoorn, and eleven from Enkhuizen. If one of them died or resigned for any reason, his position would not be filled until the numbers had been brought down to twenty from Amsterdam, twelve from Zeeland, and seven from each of the other four towns and cities, i.e., a total of sixty. The chief implication here is that the four smaller towns would have to take a step back.) Article 27 governed the conduct of the directors: they were required to promise to keep accurate accounts (“carry out their administration properly and honestly, keep good and honest accounts”). To whom they were to render accounts was not mentioned: to each other, the merchants probably thought, not to investors. However, they were required to promise not to give large investors preferential treatment over small investors: “and in collecting the moneys for the equipping and in the distribution of profits obtained from the return cargoes shall not favor the greater shareholders over the lesser ones.”

There was not much new in this. Such contractual arrangements had been made between uncounted merchants temporarily joining forces in trade. What set the VOC apart from all previous companies was Article 10 of the charter, which said: “All of the residents of these United Provinces shall be allowed to participate in this Company and to do so with as little or as great an amount of money as they choose.”

This condition was imposed by the States-General. The government was willing to grant a monopoly to the merchants who joined forces. Yet, unlike in a monarchy, in the Republic that monopoly could not be granted to one, or a small group, of the ruler’s favorites, not even to the seventy-six merchants who, in various combinations, had already equipped ships to sail to the Indies. The Republic’s political composition meant that the new trade with Asia had to be open to everyone, and that meant that the VOC could become a company with large numbers of shareholders. It also meant that the majority of those shareholders were not actively involved in running the business, but would subscribe as passive investors, interested only in financial returns. The deliberate efforts to make VOC stock a stock of the people is evidenced by the further text of the same article, which states that small investors would be given preference when subscribing: “Should it occur that there are more monies offered than are needed for the voyage, those who have more than 30,000 guilders in the Company will have to decrease their capital pro rata in order to make place for others.”

Article 10 held great meaning for the company’s corporate governance structure: where a company’s organizational structure depends on the strategy that it will pursue, the number of shareholders that the company has is one of the deciding factors for corporate governance, i.e., the relationship between capital providers and managers. Spreading the share ownership will influence the relationship between capital providers and management by increasing the freedom of management (Berle and Means 1932).


Company Strategy and Capital Formation


However, as with so many official documents, the most important elements were not described in the charter. What would the company do? What was its strategy?

No reason exists to assume that the founders had overlooked this important issue. In fact, a clear strategy had been imposed on the merchants by the government. They were required to attack the Portuguese network of forts and settlements in Asia. However, that was not a proposition that would attract investors. Most of the Company’s forerunners had, so far, not asked investors to finance warfare, and those that had dared to do so had not fared well. This was true of merchant Balthasar de Moucheron, who had tried to capture Portuguese forts in Africa, and for two of the Company’s forerunners from Rotterdam, which had navigated the Strait of Magellan to attack Spanish forts in South America. Trading in the East Indies was not the same as privateering, which could be a lucrative business, but only on a small scale. For privateering, all that was needed was to equip one or two ships, obtain letters of marque from the government, and hope to come across rich cargoes on the prizes. Attacking strongly manned fortifications on the other side of the world was not something in which any sensible person would invest money. (It is also something that no sensible military expert will do, as evidenced by a quote from a US policymaker in 2013: “We cannot conduct effective counter terrorism operations without having bases near the targets. The American military will rightly not send its forces to fight beyond the range of medevac and rapid reinforcement.”)

Although most directors of the VOC therefore probably were more inclined to look for opportunities for peaceful trade, it was the “war” strategy of the government that gave shape to the company’s structure. This was demonstrated once more by something that was not set out in the charter: the number of voyages that the new company would undertake. Until then most companies were formed for only one trip. They were short-term contractual agreements among partners. The English East India Company, for example, clearly stipulated that investors would only commit to a single voyage. On their return, the ships and their cargoes were sold and the profits divided among the participants. The VOC’s charter, however, made no mention of the number of voyages. So for how long was the money of the participating merchants and investors to be tied up?

Article 7 of the charter stated that the VOC would commence in 1602 and would last for twenty-one years, that being the duration of the monopoly and tax exemption. Every ten years, however, the company would make a “general closing of accounts,” and each participant would be at liberty to exit:

This United Company shall commence operations in the year 1602, and shall continue for a period of twenty-one consecutive years provided that there is a general audit every ten years. After ten years anyone may depart the Company and take his capital with him.

Dividends would be paid out in the meantime, but exactly when was left somewhat vague, as defined in Article 17: “As soon as 5% of a return cargo has been cashed shall it be distributed to the participants.”

The participating merchants and the investors that they brought in were therefore asked to tie up their funds for at least ten years, with an option of continuing for a further ten years. That term was a compromise: the merchants felt ten years to be too long. During the negotiations they had argued that investors (participants) would not accept a term that long. It was unheard of for a trading company. Yet Johan van Oldenbarnevelt, who wanted a war company to capture the Portuguese trade network and establish its own trading posts, felt that ten years was too short for this strategy, and wrote:

It may be, after all, that at the end of each ten-year period unexpected circumstances arise that cause the directors to be suddenly abandoned by their participants … Say that large groups of people (and no small portion of the assets of the VOC) are on those East Indian shores and in other wild barbaric lands that have been brought there in the service of the VOC and put ashore. “Absent continuity in newcomers, they will die or go native there, to the eternal shame of not only the directors but also the ordinary participants.” (van Oldenbarnevelt 2002)

Moreover, it would be impossible to calculate how the income and expense should be divided after ten years, if some of the assets were to remain in the enterprise:

And how difficult or even impossible it would be for the directors to conscientiously divide the ten-year accounts between poor widows and orphans, their own interests, and all over numerous investments, I leave for all accountants (computists).

(van Oldenbarnevelt 2002)

The term of ten years would limit the company’s possibilities for making long-term investments:

That a mandatory variable transitory company, combined with a limited charter and a ten-year opening of accounts, would be highly detrimental to ordinary ship owners and participants and widows and orphans is also evident from the following: The suggested ten-year account would leave many good works and necessary investments undone, which would otherwise initially be funded by the VOC if it were an enduring enterprise, which is not only harmful to these Low Countries but will also cause loss and harm to the ordinary participants.

(van Oldenbarnevelt 2002)

What the merchants perhaps failed to understand, but van Oldenbarnevelt saw clearly, was that it was possible to attract that long-term capital if the shares were marketable, allowing investors to exit prematurely. He understood that trade in the shares would automatically emerge if the VOC attracted investors in large numbers. He explained it as follows in 1601:

If the VOC is replete with money, nobody will be denied entry into the company, if one person wishes to sell his interest to another coin for coin. Because however profitable the shipping lanes of the East Indies may be, there will always be those who wish to sell their shares. It is truly so that one third of everything in the world is for sale at all times!…

The ten-year opening entries are therefore wholly unnecessary both for those who wish to invest new money and for those who are forced to take out their monies.

(van Oldenbarnevelt 2002)

Van Oldenbarnevelt refuted the merchants’ argument that small investors—“widows and orphans”—could not tie up their money for any length of time by stating that they would be better served if the shares were continually marketable than by arrangements about moments at which the enterprise would distribute profits:

If the desire is to protect the poor widows and orphans from such discomforts then it is much better that an unchanging company be formed in which the invested capitals increase annually and will improve in price and in addition also yield favorable distributions … Then it will be possible also to sell the participations at any moment.

(van Oldenbarnevelt 2002)

That is why I believe it to be certain that all reasonable and sensible people will be in favor of an unchanging and enduring company rather than a ten-year account [ … ] My conclusion is that it would be beneficial, profitable and advisable both for this country and for the directors and the ordinary participants for an unchanging East India Company to be formed that prepares a proper balance of its accounts every year, just as all other merchants generally do. (van Oldenbarnevelt 2002)

Van Oldenbarnevelt would most likely emphatically have subscribed to the statement that “The stock market and the public corporation are not separate phenomena” (Lowenstein 1988). He also realized that small investors needed some protection, and reasoning from this perspective, he set out the two basic conditions for a properly functioning listed company: regular dividends (favorable distributions) and clear annual reporting (proper balance).

Yet van Oldenbarnevelt’s dream of an “enduring company” was too far ahead of its time. The merchants got their “ten-year account” and early in 1602 somewhere in the region of 2,000 people subscribed to the newly issued shares on this condition, which meant that twenty-one years after the birth of the new nation state the first enterprise with widely diffuse share ownership was born. The English East India Company, which had been formed in London in 1600, had over 200 participants, yet no market in its stock emerged, in part because the profits were liquidated after each separate voyage. It was not until the latter half of the seventeenth century that the English company was reorganized according to the VOC’s structure.

And a market for this stock did indeed emerge straight away. As van Oldenbarnevelt had predicted, 30 percent of the shares changed hands during the first few years (Gelderblom and Jonker 2004). However, the problem of corporate governance also entered the world: the sixty-seven enterprising merchants chosen to manage the VOC would do precisely the opposite of what was needed—as van Oldenbarnevelt had explained—for a properly functioning listed company. They barely paid out any dividends and they did not supply any information to their investors. It is not to be wondered that disagreements quickly arose between the directors and the investors—especially since both the government’s strategy and the merchants’ strategy failed completely.


Strategic Failure


The VOC had raised the sum of 6.4 million guilders, an enormous amount: the annual cost of the army fighting the Spanish forces, by comparison, was around 2.4 million guilders. At least, that was the annual sum that the States-General had offered the brother of the king of France, the Duke of Anjou, when they invited him to become their ruler and commander-in-chief after having renounced their loyalty to Philip II of Spain. From that 6.4 million guilders, the VOC equipped and launched four fleets which, however, did not destroy the Estado da India, Portugal’s trading network in Asia.

The Fort of São Sebastião in Mozambique, an important stopover on the voyage around the Cape, fended off repeated attacks. Goa, Portugal’s headquarters on the west coast of India, was impervious to threats as the Portuguese there enjoyed the support of the Mogul Emperor. Malaya, the eastern trading center, was the most important objective for the States-General: situated between the Muslim realms of Aceh and Johor, this was where the Portuguese collected the wealth of Eastern Asia to be loaded onto large ships and transported directly to Lisbon. Yet the VOC was unable to conquer Malaya, despite spending three months besieging it in an alliance with the Sultan of Johor at a cost of 6,000 lives on both sides. It was not until twenty years later, in 1641, that Malaya fell and the VOC’s trade truly began to flourish.

Only on the Maluku Islands, more than 2,000 kilometers east of Java and the original source of cloves, did Holland’s merchants manage to profit from the friction between two local Mohammedan rulers, the Sultan of Tidore and the Sultan of the neighboring island of Ternate. The VOC built forts on Ternate and Ambon, yet the Spanish also had a base on Ternate, with a steady line of supply from Manila. Moreover, the English were in the vicinity also buying spices, as were local merchants from Celebes, Java, India, Arabia, and China. And then there were the Banda Islands, the only place on the planet where nutmeg grew and about which the Seventeen Gentlemen had written in their instructions to the captains, “the islands of Banda and the Malukus are the principal target at which we are aiming.”

The remote and isolated Banda Islands were not home to any warring parties, and did not present any opportunity for the VOC to involve itself in any conflict. These tiny volcanic islands, boasting virtually no natural harbors, have a combined surface area of 42 square kilometers. The main group consists of Banda Neira, the volcano Banda Api, and Lonthor, the largest island (measuring 12 by 3 kilometers), sometimes called Banda Besar. The natives obtained clothing, foods, and other necessities by trading nutmeg seeds and mace (the dried covering of nutmeg) with the Chinese, Gujaratis, Portuguese, and any other visitors. The VOC stock initially performed excellently. However: “Shortly after the subscription the actions rose to 15% above par, followed by a decline, yet the high expectations generated by the homecoming of Steven van der Haghen caused the price to rise to more than 200% by 1606” (translated from Gaastra 2002).

So when Pieter Willemsz Verhoeff, admiral of the fourth VOC fleet, reached Banda Neira in 1609, he had nothing new to offer the local populace. All he could do was try to convince them that from then on they should only sell their nutmeg to Holland’s merchants, arguing that he would build a fort on the island for their protection. The Bandanese were not stupid, however. For a century they had refused the Portuguese permission to construct fortifications. After dithering and delaying the negotiations, they succeeded in luring Verhoeff to their village, accompanied only by two bodyguards. The three were beheaded, and a further forty-six crew died on the beach. (One of the survivors was Jan Pieterszoon Coen, the later governor general.)

All in all, results from the first four Dutch fleets were not encouraging. The Portuguese had not been driven from Malacca, nor the Spaniards from the Moluccas.2 Friction was increasing, especially in the Bandas, and it was attributable to two causes, the activities of the English and the Islanders’ opposition to a monopoly.

(Furber 1976)

There was little that the Dutch East India Company could do but conduct its trade from Bantam on the island of Java, where merchants from countless countries competed to make life difficult for each other. By 1622 Jan Pieterszoon Coen, who was appointed the fourth Governor-General of the Dutch Indies in 1617, firmly believed that the VOC could not continue along these lines. The same thing had been written previously in strategic memorandums by Cornelis Matelieff (1608 and 1609) and Laurens Reael (1620). The only solution would be to colonize large parts of Asia, but that would require men and ships, which the VOC was unable to supply. As he explained to the States-General,

A large portion of the initial resources of the United Company [i.e., the Dutch East India Company] have been consumed to secure the Malukus, Ambon, and Banda; after that, when good profits could have been realized with money, there was a shortage of money, and the English made off with the profits; when reasonable sums of money were sent, the money came at inopportune moments, the goods in the Indies were very expensive and not easy to obtain, and a shortage of ships arose. This situation having been observed by the English, they decided to ruin the Dutch Company with open violence, and as it was necessary that a force of ships and men be sent to the Indies in response, the Dutch Company has incurred extraordinarily high costs, through this extraordinarily large equipping and the poor sales of spices in Europe, at a time when many thought this least likely, and had hoped for rich distributions, which has caused a great deal of displeasure among many.

This last factor was what displeased the shareholders. During the twenty years of the VOC’s existence they had barely received any dividends. Dividends had only been paid in 1610 and 1612, and then primarily in the form of spices, and barely in cash. No account had ever been rendered, even though the charter stipulated that a balance would be drawn up every ten years.

To some historians, the sudden announcement of a 37.5 percent payout—in cash—in 1619 is an indication that the company was finally financially sound. To the hardened businessmen participating in the VOC, however, this distribution did not in any way offer cause to believe that the trade in Asia had improved all of a sudden. Dividends did not serve as market signals at the time. For a company that provides no information, its dividends hold no clues about its expected profits. Moreover, skeptical investors believed that the distribution was to be financed using borrowed money. In fact, it was suspected to be a trick on the part of the directors to serve their own interests: the charter, which had been granted for twenty-one years in 1602, would end in 1623. Were the directors perhaps seeking to have the charter renewed, i.e., to make sure that they, and they alone, would be granted the sole right to trade in Asia?

It is quite possible that the dividend payment was related to such an attempt, considering the “value” of the dividends paid out as calculated by the directors (Table 2.1).



Table 2.1 VOC dividend payments 1610–20



	Year
	Dividend
	Value

	1610
	Pepper
	75%


	Mace
	50%


	Cash
	7.5%


	1610 total
	132.5%


	1612
	Nutmeg
	30%


	1620
	Cash
	37.5%


	Total
	200%



The 1620 dividend payment brought the total distributions for the two ten-year periods (1602–22) to 200 percent of the investment. The directors appeared to be saying: Look, we’ve already paid the participants their entire investment plus another 100 percent profit. Their returns have been 10 percent a year. We owe them nothing further. The incumbent directors could carry on without them. If this line of reasoning was adopted in political circles and the incumbents were reappointed in a new charter, the VOC would no longer be a public company, but instead would have experienced the first management buyout in history.

This was the issue in the first public conflict between managers and shareholders.


Shareholder Activism



In 1621 some of the major shareholders mutinied against the Company’s managers. That was not without risk. Two years earlier Prince Maurice, in charge of the army, had staged a coup. On May 13, 1619 Raadspensionaris van Oldenbarnevelt, aged 71, was charged with high treason and beheaded. Prince Maurice appointed numerous of his cronies to the municipal and provincial administrations. It required, then, a great deal of courage, as well as a clear understanding of the political situation, to challenge the directors of the VOC, as many of the sixty directors who elected the Seventeen Gentlemen from among their number, were regents governing the towns, cities, and provinces. The republic was not a democracy. The regents were not accountable to anyone, nor were the directors of the VOC (it should also be noted that many of the shareholders, particularly the major shareholders, in the VOC were from the southern provinces. As a rule they did not hold administrative positions in the towns and cities).

The almost unrestricted power granted to the Directors in the Charter, the limitations on their responsibility to render account every ten years, while even that obligation had been repealed the first time, had increasingly put them in the same position in respect of the participants as that which the Regents occupied in respect of the citizens of the towns and cities. Nobody by then believed that the participants had any other rights besides receiving what the Directors consented to distribute from time to time. (Translated from van Rees 1868)

The international political context also had a bearing on the matter. During a truce in the war, Spain had prepared for the resumption of hostilities by reinforcing the port of Dunkirk in the Spanish Netherlands. From their base there, privateers began attacking the Republic’s merchant vessels and fishing boats in 1621 (until this nest of privateers was captured by French forces in 1641). The Republic intended to wage war against Spain on a global scale. A West Indian Company was to be formed, financed with private capital, to seize Spanish trade in the Caribbean and Africa. Then there was also the government’s secret plan (the Groot Deseign, or Grand Design) to eliminate Spain’s power in South America once and for all by sending out two fleets: one to conquer Brazil and one to sail all the way around the southernmost point of South America to Peru to capture the source of all of Spain’s wealth, the Potosi silver mines.

What part would the VOC play in this imminent global war? What would the company need to do in Asia? What strategy would it pursue? Would the VOC need to merge with the English East India Company? What did the French want? A company in Dieppe had equipped a ship for a voyage to the Indies that limped into port in Batavia in December 1620. The captain’s request to buy pepper on Bantam was granted, on the condition that on the ship’s return the pepper was divided between the French, the English, and the Dutch. However, when the French captain returned home he refused to keep his side of the bargain, leading to a diplomatic incident between France and the Netherlands that was not settled until 1648 (Opstall 1979). The participants did not know what the directors had planned, and they saw confirmation of their suspicions when the directors, not very subtly, tried to buy the government’s support by investing 1 million guilders in the formation of the Dutch West Indian Company (WIC). The WIC had been granted a charter by the States-General on June 3, 1621 and was supposed to capture Spanish silver fleets. With the exception of a group formed around the strictly Calvinist merchant Reynier Pauw from Amsterdam, most investors did not display a great deal of enthusiasm for this plan. Unlike with the formation of the VOC, the WIC received barely any subscriptions. Major shareholders who approached the directors, individually seeking information, were arrogantly turned away, however, and letters went unanswered.

The pleading participants were turned away by directors as impudent individuals wishing to put their noses in everywhere, and brazen enough to want to call “their own lords and masters” to account. They were met with the threat that, if they permitted themselves any further impudence, no dividends would be paid out for another seven years. (van der Heijden 1908)


The Activist Shareholders Seek Publicity


So the mutinous shareholders, calling themselves Doleanten or dolerende participanten (“disappointed participants”), had sufficient cause to take action and did not allow themselves to be put off so easily. By their own count, they represented an investment of 2.5 million guilders (almost 40 percent of the outstanding capital). As the directors originally owned around half the share capital, we must assume that the “mutineers” owned almost the entire free float of VOC stock. They were prominent merchants who were well represented in the States of Zeeland, but were unable to gain any political power in Holland, where power was controlled by a bloc from Amsterdam led by strictly Calvinist merchants such as Reynier Pauw and his friend Gerrit Jacob Witsen, who claimed that the complaining participants—merchants who had fled to Zeeland from Flanders and Brabant—were likely secret agents working for Spain. In Amsterdam, therefore, the mutineers only dared to voice anonymous complaints. But despite the risk, investors kept pushing.

When the participants received no reply to their petitions, neither from the Amsterdam Chamber nor from the States-General, and moreover the rumor began to circulate that the expiring charter would be renewed under the existing conditions, a flood of pamphlets were published. (Translated from van der Heijden 1908)

One of these pamphlets, entitled Nootwendig Discours (“Necessary Debate”), beautifully phrased a series of corporate governance questions that are still current in this day and age. They concerned key issues such as clarity of disclosure, remuneration of managers, and the right to appoint managers. The pamphlet opened by stating that shareholders naturally did not wish to assume the role of management. The following comparison was made in the descriptive language of the time:

On board a ship the person at the helm must be trusted until it seems that he will bring everyone to ruin. Only then is it permitted to angrily warn the helmsman that he is at risk of running aground. If he then refuses to change course, the helm must be seized for everyone’s sake and turned to prevent the ship from running aground and forcing everyone to abandon ship and man the lifeboats.

This is the situation that the shareholders felt had come about as a result of mismanagement, or “any self-serving government of the directors.” They argued that ominous rumors were circulating about the finances but that the Company’s directors refused to provide the necessary openness: “All remained darkness. Never has anything come to light, except a confused mess instead of the accounts, which they must have rubbed with bacon and fed to the dogs, we suspect.” This fanned their suspicions: “No one seeks to hide unless he is tainted—a clear set of accounts can stand the sunlight. When our progenitors Adam and Eve hid themselves and sought to conceal their shame behind fig leaves, it was because they did not wish to render account to God of the bite they had taken from the apple.” They noted that directors purchased spices from the company and from each other, and that this must necessarily lead to unwelcome conflicts of interest:

Because it is impossible that they would set aside their own interests in this matter and seek the Company’s profit, which they are in fact obliged to do under oath (starting in 1614 directors had sworn an oath declaring that they would not unnecessarily drive up the costs of equipment) and for which they in fact receive a double salary, given how little some of them do.

The investors had never seen any figures and rarely, over twenty years, received any dividends, yet the directors had become suspiciously rich:

[b]ecause many of these people seem like mushrooms, having grown in one night in the eyes of those who had previously known them to be more modestly off.

Work on the Herengracht, Keizersgracht, and Prinsengracht canals in Amsterdam, where wealthy merchants built homes in around 1620, began in 1613. For all these reasons the shareholders asked the States-General for an improvement in the company’s formal organization, i.e., the structure that nowadays would be laid down in its articles of incorporation, and what the Doleanten referred to as “redressing the order.” They had one legal argument to support them in this. They had the right to liquidate the company now its prearranged life was nearing its end:

[a]lthough they had cause and authority to dissolve the Company in accordance with the Charter and take their monies out of it. Yet … they hoped that [through] the wise actions of the High Provident Gentlemen of the States-General things would improve through good order.

If the company had a better corporate governance structure they would leave their capital invested in it, as the national interests demanded, provided that the directors supplied clear reports:

And because the State’s situation does not appear to necessitate the dissolution, they are happy to leave their monies where they are, provided that their fair request for accounting is granted.

The most important change to the governance structure that the protesting participants requested was a restriction on the directors’ term of office. They proposed that one-third of the directors were to step down every two years (“in the same manner as has now been well found in the Company of the West Indies”) “[b]ecause experience shows that perpetual administrations devolve into unfavorable usurpations. For this reason in political circles also new burgomasters and gentlemen are elected every year.”

On the subject of how to fill the resulting vacancies, they proposed that any person who owned 100,000 guilders (one sixtieth of the capital) would be entitled to appoint a director (there being sixty seats). That limit was considerably high. The charter stated that each director was required to contribute 6,000 guilders. In 1602, only a handful of individuals had subscribed for more than 100,000 guilders.

They had even drawn up a form of international comparative law to demonstrate that similar appointment policies were in common use everywhere:

In England it can be seen that the participants in the East India Company have most authority and remain masters of their own goods. Every year they elect and dismiss the governor, his deputy, and 24 mandate holders from among their entire body, adding whatever accounting arbitrators as they wish. Each individual adventurer [merchant] is permitted to inspect the books and assets and to see how they benefit.

The Doleanten enclosed copies of the regulations of the English East India Company to prove this: “Does this not take the wind out of your sails, Oh shameless directors? Or have none of you red blood in your veins, that neither justice nor reason can persuade you?”

To underline their proposals, the protestors’ arguments described the other disciplinary mechanisms of which they could avail themselves. The first concerned the directors’ personal liability: “It will have to be seen, when the accounts emerge, whether the Company has rightfully been charged such large sums in interest and whether the interest should not, to a large extent, be charged to the directors.” (A copy of an acknowledgment of debt was enclosed, signed by some of the directors.)

However, it was the possibility of disciplining by the capital market that was explained at greatest length. The Doleanten threatened that the formation of the Dutch West India Company would fail if the VOC’s management structure were not improved (the Dutch West India Company was a pet project of both Stadtholder Maurice and the political bloc headed by Reynier Pauw in Amsterdam. Of the seven board positions in the Dutch West India Company for Amsterdam, three were to be occupied by Pauw and his friends)—an argument that likely carried a great deal of weight with the States-General and the Stadtholder:

You directors are destabilizing and undermining the West India Company also, the fatherland’s anchor, for the fear that has taken control of all of you, that—in order to obtain an abundance of money—in that company’s Charter the participants will be given satisfaction and license to elect and dismiss directors of their own goods—as it should be—and to appoint the auditors of accounts—as they wish—which is so reasonable that no one should argue against this. Without granting that satisfaction to the subscribers it will be impossible to ever again obtain sufficient money … That is why you directors are covertly hindering and holding back the Dutch West India Company, because you will have to follow such a Charter as a prescribed rule, as a result of which some of you fear to be disposed.

The “covert hindering” was a reference to the VOC’s decision to subscribe to the issuance of the Dutch West India Company for 10 tons of gold (1 million guilders). The protestors also believed that the VOC’s directors were using their money in this fashion to procure lucrative positions in the Dutch West India Company for themselves or for their relations.


Government Involvement


The VOC’s directors presented their case to the States-General on July 20, as evidenced by the resolutions of the highest state authority:

It was decided to quickly consider a remonstrance from the Directors, requesting—among other things—a renewal of the Charter. The delegates for Holland, acting on behalf of their principals, sought punitive action against the writers and printer of an exceptionally scandalous and libelous pamphlet, published in the name of the participants in the Dutch East India Company and addressed to the Directors. Their High Honors will consider the matter. (Resolutions (of the States-General) 3762)

Although no national ban was imposed on the scandalous and libelous pamphlet, the Provincial States of Holland, by memorandum dated July 22, 1622, prohibited the Nootwendig Discours as “extreme libel” and offered a reward of 400 guilders for anyone who disclosed the names of the pamphlet’s writer or printer. (This was not an uncommon measure in that intolerant age. Four months later, on November 24, 1622, the States-General pronounced it illegal to buy, read, or distribute the apologia of Hugo de Groot, recently fled to Paris from Castle Loevestein, which in Dutch bore the title Verantwoordingh van de Wettelycke Regieringh van Holland ende West-Vriesland (“Accounting of the Lawful Government of Holland and West-Frisia”), on the grounds that the publication was deemed insulting to the highest level of government and the Prince of Orange, and was thought to engender resistance and disobedience. The book was an international bestseller nevertheless.) The directors of the VOC, on the other hand, were placed “under special safeguard and protection.” (This can be seen as a first form of insurance against directors’ liability.)

Yet even though Holland was the most powerful province, the VOC’s charter was a matter that concerned all seven provinces. Three days later, the protestors also were given the opportunity to present their objections in person and in writing to the States-General, who became more and more accommodating as the position of Pauw’s bloc within Amsterdam’s administration weakened.

The meeting took note of a request from participants in the Dutch East India Company. They demand firstly that the Directors render account when the Charter expires. Secondly that one third of their number change every three years, as in the WIC, or a quarter every two years. Thirdly that new directors be appointed by main participants, without the incumbent directors having any vote in the matter. Fourthly they wish to know whether the VOC will now invest monies in the WIC. Fifthly the participants, being once more on an equal footing with the directors when the Charter has expired, wish a favorable decision on the regulations of the new Charter. They wish to be made aware, in sufficient time, of the liquidation, which may best be effected in The Hague.

But nothing happened, and around Christmas the Doleanten issued a new pamphlet in which they once more asked to view the accounts and for the right to appoint and dismiss managers. They described the agency relationship that they thought to exist: the shareholders are the owners of the goods that the Company trades and the directors are their “factors.” This was not well received. The delegates from Holland expressed their fury at the next meeting of the States-General. They demanded to know who had written those libelous texts. On December 27 the States-General decided to summon the participants in the VOC to ask them whether they had any knowledge about the defamatory publication against the directors. “Many of the participants appeared at the meeting. They declared with a clear conscience that they had no knowledge about the pamphlet. Their High Honors decide to have the Delegated Councils of all the Provinces in the towns and cities inquire about the author, printer, and publisher, and punish the guilty parties” (Resolutions 4737).


Governance Improvements


Yet decisions needed to be made. If the matter was not resolved before year-end, it was unclear whether the VOC would still exist and what the status of the incumbent directors would be. It was Maurice, the dictator, who decided. On December 31, 1622 he stated: “The nomination will be made by directors from the various Chambers and an equal number of main participants belonging to the same Chamber” (Resolutions 26). Maurice, who wanted to go on with the West India Company, had granted the opposition a degree of control in the appointment of the new directors of the VOC. In today’s language we would say that a nominating committee was formed, consisting in equal parts of the incumbent executives and non-executives appointed by major shareholders, who would have to agree together on binding nominations. At the same time other improvements were made to the corporate governance structure: the directors were given six months to render overall account for their management to date “according to the style; and in proper form, as is commonly done between Merchants.” (This may be seen as a first call to apply generally accepted accounting standards.) Their report and account had to be made to delegates from the States-General, but “with open doors and windows,” meaning that all participants could attend. (When the charter was renewed for the second time in 1647, those open doors and windows were closed once more and the directors gave their account to a special committee consisting of four main participants and four delegates from the States-General.)

The same process would be repeated in the future: every ten years the directors would have to render account in the same manner. In 1647 it was ruled that the directors would be required to report every four years, on the grounds that investors prefer to see accounts over the shortest possible time frame.

A body was also formed that in today’s terminology would be called an audit committee, made up entirely of non-executives. In future, the main participants (i.e., all participants who held the number of shares needed for directorship) would choose nine from among their number to inspect the Chambers’ annual accounts (four from Amsterdam, two from Middelburg, and three from the towns and cities where the other chambers were based). These “nine men” were given access to information about the affairs. They were permitted to “hear the reading” of the letters from the Indies, visit warehouses, and inspect goods, for which they were awarded the same attendance fee as the directors.

Directors would no longer be appointed for life, but instead were required to step down after three years by rotation and were only eligible again after a further three years. The remuneration policy became more restrained too. The standard commission awarded to directors based on their equipment purchases was abolished, though they did retain their commission on goods imported from the Indies: the returns. During the negotiations for the first charter in 1602, the States of Zeeland had already advocated a remuneration structure in which the directors only received a percentage of the returns. This “cheap” concept had been rejected at the time. It was not until 1647 that the entire system of commissions was abolished, following which the directors were awarded a non-variable remuneration: members of the Amsterdam Chamber received 3,000 guilders per year, members from Zeeland 2,600 guilders, and members from the smaller chambers 1,200 guilders.

The most important new clause was that the shareholders were given a degree of influence over major decisions, which until then had only been made by the Seventeen Gentlemen. Not only did the main participants now have an auditing function within the separate chambers, they were also given an advisory function. The “nine men” would sit in on meetings of the Seventeen Gentlemen, who in future were required to seek their advice on “major and important business.”

This signaled the end of the shareholders’ mutiny, although in practice the improvements in the corporate governance structure of the VOC were soon ignored after some of the Doleanten had obtained board seats for themselves. That the company could go on nonetheless had a different cause.

Effectively the most important permanent change to the charter was that the dividend policy had been defined in clearer details. Dividends would now be paid out annually, business permitting. However, it was some time before this change could be put into practice. It was not until the English were driven from the Malukus (following the “Amboyna Massacre” of 1623) and from Java that the VOC’s trade network in the East Indies was strong enough to turn a profit. Historians point toward 1630 as the year in which the tide turned (de Jong 2005): after that the VOC paid out more or less regular dividends of 12.5 percent of the par value. (According to Steensgaard (1982) the turnaround came in 1632. A 6.25 percent return was perhaps considered to be a risk-free return, comparable to interest on government bonds today. In those days 6.25 percent was called weeskinderen rente, or “orphans’ interest.” In the Nootwendich Discours the protestors complained that their returns to date were not even 6.25 percent: “Above the assurance the participants have not obtained an orphans’ interest of six and a quarter as interest on their invested money over the past 19 years.”)


Conclusion


It can be concluded that the corporate governance problem at the VOC was resolved by making the “open” contract between investors and directors more “closed.” With regular dividends the investors knew where they stood and they felt less need to interfere with policy matters. By paying predictable dividends, the directors purchased the freedom to make decisions. The upshot was that the VOC stock took on the characteristics of a preferred stock or perpetual bond. The participants owned marketable securities that could be used as collateral for (commodity) trade transactions. But participants could not derive from them any more influence on the company’s policy than holders of government bonds can on the government’s policies. Steensgaard (1982) finds it curious that this metamorphosis did not turn the VOC into a state-owned non-profit organization, but that instead it remained a commercial enterprise.

The first recorded shareholder activism in history had not led to a greater say for investors, and, lacking a solution for corporate governance problems, companies with a dispersed shareholder base would not be very successful in the centuries that followed. In fact, the whole industrial revolution would take place without the companies involved being funded by the public market. It was not until the twentieth century that the issues raised by the Doleanten of the VOC would be tackled seriously.
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1 A reference to expeditions that had been equipped by other merchants and that had, unsuccessfully, sought a route to China by way of Novaya Zemlya.

2 ‘Malacca’ is another name for Malaya, and ‘the Moluccas’ are the Maluku Islands.



CHAPTER 3

English East India Company-State and The Modern Corporation

the google of its time?

Philip J. Stern



Introduction


For generations of scholars, the English East India Company has come to be seen by many as the very model of the modern corporation (Stern 2009, 2016). A joint-stock company with a global reach, it has for generations been seemingly irresistible as a point of comparison and an origin story. And such appeal only seems to be growing. It has been compared to start-ups (Rasquinha 2016), modern private military contractors (Kinsey 2006), and transnational commerce in the European Union (Pellé 2008). The financial press has frequently invoked the Company, and its European brethren, to help illustrate or explain distinctly modern (and postmodern) concerns ranging from “corporate longevity” to shareholder primacy, from government bailouts to “work–life balance” and “unpaid internships” (Dalrymple 2015; Gevurtz 2011; Husain 2016; Kazmin 2015; Phelan 2013; Robins 2013; Ruggeri 2016; Tong 2016). According to one executive, Google’s parent company, Alphabet, was “the single most ambitious company that ever existed,” except the Dutch East India Company, because it, after all, had an army (Orlowski 2016). To the owner of the newly revived London-based luxury goods and gold retailer, operating under the East India Company’s name, the early Company was nothing short of “the Google of its time” (Straus 2010).

Of course, the fact that the East India Company grew into one of the largest and most pervasive monopolies—and empires—in modern history has made it equally available as a cautionary tale. The author and investor Nicholas Robins has prolifically suggested that the Company represents the natural consequences of the unchecked power of private enterprise (Robins 2006). Yet, he is hardly alone. Contemporary scandals surrounding the East India Company’s substantial wealth and power—from corruption and fraud to the “consumer boycotts,” like the Boston Tea Party—tempt prophetic warnings about the excesses of current transnational business practices (Micklethwait and Wooldridge 2003; Rezaee and Riley 2010; Stephens 2002). As early as the 1950s, antitrust lawyer Sigmund Timberg suggested the Company and its contemporaries were simply early versions of “international combines” like Philips, Unilever, and ITT (Timberg 1952). In more recent years, one can find scholars, activists, bloggers, and journalists identifying corporations like Walmart, Monsanto, and NHPC (an Indian hydropower company), “Big Pharma,” and even China as “new” East India Companies (George 2016, 2013; Kanthan 2013; Mehdudia 2012; NHPC 2016; Richter 2004). And if the Company can be lionized as the early modern Google, it can just as easily be vilified as a harbinger of the now more diffuse imperialism of the Internet age; the comparison of Facebook’s proposed “Free Basics” program in India to a second coming of the East India Company even prompted #EastIndiaCompany to trend momentarily on Twitter (Rai 2016; Riley 2015, 2016).

From professional brokers to casual day traders, in the Company’s history there has been a pervasive assumption that, as Tirthankar Roy has put it, “the modern corporation, is, indeed, a child of the East India Company and there is much to learn from the mother’s failures and successes” (Roy 2012). This metaphor of the genetic relationship between the East India Company and the modern corporation is not uncommon, whether as parent or embryo (Das 2016: x; Micklethwait and Wooldridge 2003: 21; White 2016: 69). Even more common is the sentiment that the northern European East India Companies, along with contemporaries such as the Hudson’s Bay and Royal Africa Companies, were simply the “first” modern multinationals (Carlos and Nicholas 1988; Goetzmann and Rouwenhorst 2005: 13; Spencer 2004: 6).

This chapter seeks to evaluate both aspects of that claim: that the East India Company sired the modern corporation and that there are, as such, lessons for contemporary business to be derived from its history. Its approach, however, will be more historiographical than historical, assessing not the validity of any particular claim to the Company’s genealogy but rather exploring how this tendency to search for answers in the Company’s history itself has developed and evolved over time. Since its very origins, the Company’s outsized political, economic, and cultural influence has made it—and its history—a marker of its times. Thus, while not denying that there may be ways to study the East India Company for its management or marketing techniques, this chapter suggests an alternative way of looking at the Company’s past: not as corporate history’s IPO or its blue chip, but rather its bellwether: a leading indicator of the concerns, preoccupations, and even anxieties of the world around us.

The founding of the English East India Company on New Year’s Eve, 1600, came at the confluence of a number of short- and long-term circumstances. Of course, East Indian trade had been part of the European commercial landscape via overland trade since the days of Marco Polo, if not Alexander. Since the late fifteenth century, however, Portuguese maritime expansion, coupled with influxes of silver from Spanish America, had transformed the means and nature of European contact with the East Indies. More recently, various Dutch companies, which would in 1602 conglomerate into the Verenigde Oost-Indische Compagnie (VOC), had been making inroads into Portuguese Asia, while English eastward expansion via other joint-stock corporations—notably the Russia Company (1555) and the Levant Company (1581)—seemed to suggest the need for an English enterprise dedicated to overseas trade in the East Indies (Andrews and Tittler 1985; Rowse 2003 [1955]). Long thought to be the brainchild of Levant merchants looking to expand their portfolios, recent research and network analysis has shown early political and financial capital in the East India Company to have been broadly spread among those interested in many different domestic and overseas enterprises (Brenner 1993; Smith 2016). The acquisition of a confidential digest of Portuguese trading interests in the East Indies—captured by English privateers in the Caribbean from the Portuguese ship Madre de Dios—seemed to seal the deal. After almost a decade of trying to convince Elizabethan state officials to offer a charter, the would-be Company investors, via the efforts of the colonial promoter Richard Hakluyt, successfully suggested that these finds offered evidence of the great riches to be found in the Eurasian trade, a documentation of the limits of Portuguese power, concrete intelligence on how best to interlope on the Portuguese monopoly, and, of course, the will of divine providence that the English get into the game (Grotius 2004 [1609]; Hackel and Mancall 2004: 423–31; Rowse 2003 [1955]; Scammell 1982).

Thus, the East India Company emerged only after a confluence of circumstances, extensive lobbying, and not without some hesitation on the part of the Elizabethan state. Monopolies were a not uncontroversial subject in late sixteenth-century England (Sacks 1995, 1998) and despite—or perhaps owing to—ongoing conflict with the Iberian Crown, English officials were wary of aggressively imposing upon what the Portuguese regarded to be an exclusive right among Europeans, by virtue of the papal bull inter caetara (1492) and the subsequent Luso-Spanish treaty of Tordesillas (1494), to trade and traffic in the East Indies (Muldoon 1979). The Company’s charter announced it to be “a Body Corporate and Politick,” with all of the usual prerogatives of an early modern corporation: to own and dispose of property, to “plead and be impleaded,” to administer oaths, and to have a common seal (and thus act as a legal person); the charter also acted as a sort of constitution, detailing the patterns and obligations of such things as elections, succession, and the eligibility of corporators to the “freedoms” of the corporation. It also outlined its exclusive trading jurisdiction, between the Cape of Good Hope and the Straits of Magellan, which was roughly (but not precisely) coterminous with the Iberian line of demarcation.

Yet, the Company’s first charter, not unlike others of its kind in England, outlined a project that was essentially tentative and experimental. It was limited to fifteen years, and its joint-stock capital was organized around individual ventures, not a permanent stock. Though its privileges were confirmed and extended, including the conditions for perpetual corporate existence, before that expiration, the Company required almost two dozen more special licenses or patents before 1640 to add, revise, or clarify various additional privileges, from the right to export specie or sell ungarbled bulk spices to certain immunities from lawsuits, rights to exercise judicial power and martial law, and for the manufacture of gunpowder. It was not until 1657 that the East India Company would have a permanent, single joint-stock, though this charter, issued by Oliver Cromwell, only came after a four-year stint where the Company’s monopoly had been revoked and its very existence was in question. The charter has also been lost to posterity. It was only in the 1660s and 1670s that the Company was confidently established as a permanent institution, with the rights to coin money, erect courts and exact justice, and even—through patents for proprietorships in St. Helena and Bombay—to govern colonies (Chaudhuri 1965; Shaw 1887; Stern 2011: 10–11).

There were thus many features about the East India Company through which—if only in hindsight—one can see the germs of the modern global corporation. As K. N. Chaudhuri showed some time ago, the challenges of global decision-making and of market prediction the Company faced perhaps even exceeded those faced by modern corporations (Chaudhuri 1978: 19). Yet, differences mattered. The seventeenth-century East India Company existed in a global space defined by uncertainty and great distances of time and space. It was a world held together by correspondence (Ogborn 2007). It could take upwards of a year, if not longer, for correspondence to travel from London to Asia and back. Ships were delayed or destroyed and cargo lost or ruined. Economic, commercial, or political conditions could easily change in that time.

In shaping a commercial system that could produce the liquidity, stability, and flexibility to respond to such uncertainty, the East India Company experimented with many of what resemble the features of modern corporate organization. Perhaps the two most salient among these were the issuing of transferable shares and the separation of managers (directors) from owners (shareholders) (Chaudhuri 1981; Marks 2007: 98). As natural, indeed almost charmingly antiquated, as such an idea may seem now, in the early modern world it was both rare and controversial. The corporation as a legal and political form originated not in the efforts of commercial enterprise, but rather in the form of municipalities, the church, and other enterprises organized to exercise some form of voluntary or coercive governance over their corporators. As merchants—many of whom were themselves not infrequently members or leaders of other forms of corporations, particularly towns—began to structure their enterprises on these medieval constitutional models, they both evolved out of but also came to challenge more traditionally accepted forms of mercantile organization: individual trade, guild structures, and the incorporated regulated company (Scott 1912: I: 1–14).

Certainly the notion that collective organization—protected by perpetual succession, determined by royal charter, and supported by a form of exclusive access to the trade—was necessary and beneficial for overseas commerce linked the regulated and joint-stock models (Scott 1912: I: 10). However, the two models diverged in both theoretically and pragmatically significant ways. Guilds and regulated companies represented a closed model of membership, restricted by both procedures of access as well as expertise. Though regulated companies, like the Merchant Adventurers or the later Levant Company, pooled certain kinds of infrastructural and diplomatic resources and were collectively governed, investment came from the traders themselves; there were no members of a regulated company who were not themselves qualified merchants in that trade. Joint-stock, on the other hand, distinguished ownership (and capital) from management. Those who governed the English East India Company had to be shareholders, but shareholders did not need to be—and indeed, ideally were not—themselves participants, let alone experts, in the East India trade itself.

In more than one sense, the East India Company evolved from both guilds and regulated forms, but through the seventeenth century the two models increasingly came to be seen as incompatible, and their respective proponents locked in ideological warfare with one another: the regulated model representing a conservative model that privileged expertise, and the joint-stock model proposing, in a sense, freer access to the management and profits of that trade. It is in this sense that some historians of political economy have argued there is a lineage between the ideological defense of the early seventeenth-century East India Company—such as from the political economist Thomas Mun—and later, modern discourses of “free trade,” despite the obvious irony that both rested on both a theory and practice of monopoly and an antipathy toward independent, free trade as akin to anarchy (Hewins 1892: 68; Magnusson 2015: 179–83; Scott 1912: I: 17).

Thus, the joint-stock principles on which the East India Company rested both resembled but significantly diverged from the “modern” organizational practices of business corporations. Yet, this hardly has been the only point of comparison. If it is not modern forms of bookkeeping and accounting practices (Bryer 2000; Ó Hógartaigh 2009: 164; Robertson and Funnell 2012, 2013), it is how the early chartered companies pioneered modern forms of management structure, emerging from similar organizational problems, most notably how to cope with high volumes of transactions and regulate the principal–agent relationship over such long distances in space and time (Buchan 2003; Carlos and Nicholas 1988: 402–3, 1996; Gevurtz 2004: 929–30). On the other hand, recent scholarship has suggested that the Company can be studied for the ways in which its decentralized system of independent actors—interlopers, private traders, ship captains, and others—was in fact central to its success: a feature, not a bug, in the system (Erikson 2014). The East India Company, like its Dutch brethren, has also been seen against the backdrop of an emerging set of practices that seemed to herald more modern concepts of investment practices, and in particular the nature of the relationship between the development of joint-stock corporations and the emergence of a stock market ( Forman 2008; Harris 2013; Miles 2013: 30–41).

Yet, there was also a great distance between that world and this one. Indeed, the very languages of early Company administration signaled some distance from the modern world. It was administered not, in the commercial language of modern business, by a CEO and board of directors, but rather, in the political languages of early modern corporations, by a Governor and a Court of Committees, i.e., one to whom a trust or charge is committed. Its trading posts, in the parlance of the time, were “factories,” and its employees “factors,” or more generically, “servants.” Company leadership and subordinates certainly spoke, and thought, in distinctly early modern terms about the nature of obligation and obedience (Stern 2011: 6). Moreover, there is a tension in regarding the East India Company as a harbinger of modern global capitalist organization at the same time as it serves for many historians, as it did for many eighteenth- and nineteenth-century interpreters such as Adam Smith, as the exemplar par excellence of capitalism’s very antecedent and antithesis: monopolism, protectionism, bullionism, and so on—in a word, “mercantilism” (Ekelund and Tollison 1981, 1997; Irwin 1991; Stern and Wennerlind 2014; Thomas 1926).

There is little doubt that the East India Companies dramatically transformed European contact with Asia; for historians such as Niels Steensgaard, the advent of armed, maritime trade within joint-stock operations that could internalize the costs of their own protection led to nothing short of a “revolution” in the nature and patterns of Indian Ocean trade (Steensgaard 1973). Yet, as Steensgaard argued, those early modern companies “have nothing in common but the name” with their modern counterparts. As he continued, “The assumption that the chartered companies may be placed in a chain of evolution linking the medieval forms of enterprise to the modern business corporation has further confused the issue” (Steensgaard 1981: 247). The emergence of modern financial markets, for example, came in fits and starts, with great struggle, and required a range of actors beyond the East India Company, from the Bank of England to middling brokers and jobbers, to become something approximating a modern free market in stocks (Murphy 2009). More broadly, the “marks” of modern corporateness—limited liability, freely tradable shares, administrative rather than political processes of incorporation, and the divorce of incorporation from exclusive or monopoly rights—only came about in the “reforms” of the mid-nineteenth century (Blumberg 1993: 6; Dam 2006). Indeed, it could be argued that it was not the East India Company’s example as a trading enterprise but the controversy over ending its commercial functions—prompted by its evolution as a political power and territorial empire in South Asia—that laid the intellectual and political groundwork for the emergence of the modern form of joint-stock incorporation. This was a process that perhaps began as early as disputes over monopoly in the seventeenth century, gaining steam in the damning late eighteenth-century critiques of the Company and corporations more generally, and culminating in periodic debates over the Company’s charter renewal between 1813 and 1833 (Anderson and Tollison 1982; Blumberg 1993; Buchan 1995; Muthu 2008).

One of the problems with attempting to locate the origin of the modern corporation in the English East India Company is not the question per se, but the failure to recognize that such a lineage, if it does exist, is one that cannot be confined exclusively to economic or business history. From its very origins, and especially after the mid-seventeenth century, the East India Company was neither a merchant nor a sovereign: it was both. This was not necessarily unique: the legal form of the corporation by its very nature merged the public features of governance with the private rights of personhood, most notably the right to own and dispose of property and contracts. The East India Company was in this sense no different (Steensgaard 1981: 247). Even very public instruments, such as charters, Company lawyers came to argue, were a form of inalienable property, and thus vested that public power in an inalienable private right (Stern 2011: 204).

What separated the East India Company alongside other large overseas trading corporations from many other corporations with more local footprints, such as towns or universities, was its size, scale, and spatial dimensions. Company advocates continually argued that the distance of Asia and the nature of inter-religious and cross-cultural contact required not only incorporation but especial prerogatives and powers (Stern 2014: 183). The European East India companies fought wars, conducted diplomacy and made treaties, made laws, and understood themselves as subject to multiple jurisdictions as well as independent actors within the law of nations itself (Anghie 2004: 68; Fitzmaurice 2014). To Hugo Grotius, the early seventeenth-century Dutch jurist, bodies like the Dutch East India Company had the right to wage war as any individual might outside the bounds of Christendom, in an international arena he conceived of as a state of nature. In this sense, as groups of individuals from whom this right devolved, public states and public companies in Asia were categorically similar (Grotius 2006: 158–9, 302; Tuck 2001: 85). Almost from its very origins, English Company officials were quite aware of these arguments, initially pushing back against them but ultimately, as its power and presence in Asia grew, coming to adopt many of the same tenets (Armitage 2000: 112, 2004; Stern 2011: 53). The result was a conception—and many practices—of sovereignty in which (private) property and (public) jurisdiction were mutable, divisible, and pluralistic (Borschberg 2011; Jeffery 2006; Keene 2002; Ross and Stern 2013: 109–41; Stapelbroek 2012: 348–9; van Gelderen 2003: 86–7; Wilson 2008).

It could be argued that in this sense bodies like the East India Company did not match the power of early modern states but in some aspects exceeded them—in their ability to move freely among various jurisdictions, tolerate pluralistic religious and legal regimes, leverage their ability to act as a liaison among regimes, and oscillate between belligerent defenses of their rights and deference to other intermediate powers in both their “Publick” and “Private Capacityes” (Fischer 1972; Stern 2011: 157–8; Stern 2013).

By the turn of the eighteenth century, the English East India Company had built a commercial and colonial system that was rooted in enclaves that stretched from St. Helena in the South Atlantic to Bengkulu in Sumatra, and buttressed by what would come to be the backbone of the British Empire in India: the fortified city-states of Calcutta, Bombay, and Madras. At the same time, it had a growing footprint as a commercial network, including factories, merchants, and envoys resident in other jurisdictions in Persia, and Southern, Southeast, and East Asia. This linked together a trading system that continued its seventeenth-century investment in spices, textiles, and other goods, while branching out into a relatively new commodity with which the Company would soon become synonymous: tea (Nierstrasz 2015).

The very nature of the Company’s relationship with the state, if not its basic constitution, was deeply affected by the transformation in the later seventeenth century of British politics, from the Glorious Revolution of 1688–9, which resulted in an epochal shift in the power of Parliament with respect to the Crown, and the subsequent creation of the “British” state itself, in the Union of Scotland and England in 1707. This was followed in 1709 by the union of the East India Company with its upstart rival, the so-called “new” English East India Company, which had been authorized by Parliament in 1698. At the same time, the Company’s history was inexorably altered by a sea change in South Asian politics as well. The year 1707 also marked the death of the Mughal Emperor Aurangzeb, who had reigned for nearly a half-century and stewarded the vast territorial expansion of the Mughal empire, especially into southern and western India. The quick turnover in his successors—over the next fifty years, there would be ten emperors, seven before 1720—produced a decentralization of Mughal power, laying bare the layered and hybrid forms of sovereignty shared with regional states and leaders, for instance tributaries, such as the nawab of Bengal, or rivals, such as the Maratha empire (Stern 2011: chs. 7–9).

These changes on either side of the world impacted the development of the Company’s commercial and political system. In Britain, the near simultaneous Anglo-Scottish union and union of the English East India companies occasioned a reimagining of the East India Company’s fiscal relationship with the “public”; along with other institutions, like the newly created Bank of England, the Company’s entire capital stock was invested in the British state, essentially forming the foundation of the creation of a national debt that fueled Britain’s state-making and imperial expansion over the next century (Brewer 1989; Carruthers 1996; Dickson 1967). Meanwhile, the meteoric rise of the Company’s commercial enterprise, and particularly the dramatic increase in the amount and value of tea traded, produced a remarkable amount of financial and political power for the Company, not to mention the deepening cultural ties between the commodities the Company imported (and re-exported) and social and cultural identity, both in Britain as well as its Atlantic colonial world ( Berg 2005; Bowen, Lincoln, and Rigby 2002; Eacott 2016; Lawson 1997; Walvin 1997).

Thus, by the later half of the eighteenth century, as the East India Company was growing exponentially in commercial power in Europe, it was expanding its political power in South Asia in remarkable ways. The Company’s assumption of the Mughal office of diwan, or revenue collector, in Bengal and neighboring provinces in 1765 solidified its claims to sovereign power in one of the wealthiest provinces in the Mughal empire; at the same time, its assumption of the qilidari, or governance of the fort, of Surat on the west coast ensconced its maritime power in the western Indian littoral. Subsequent expansion of Company army and treaty regimes, especially against the Marathas and Mysore in western and southern India, left the Company by the first decade of the nineteenth century the predominant maritime and territorial power in South Asia.

But how much of this had to do with its status as a corporation? There is no doubt that the Company’s distance from the British Crown, and its centuries-long experience in Asia, underwrote this expansive regime, but at the same time, beginning with the War of the Austrian Succession (1739–48), the Company’s fortunes were somewhat inseparable from the geopolitical ambitions of the British state, particularly with respect to its French rivals. (Both English and French Company attempts to remain neutral in that war and the subsequent Seven Years’ War ultimately failed.) Once more, the evidence is mixed, and if nothing else, the consequences of the Company’s territorial expansion raised legal and political quandaries that perhaps produced more ambiguity than certainty.

The Company’s vast and rapid expansion into territorial power sent shocks through the British political establishment, raising questions not only about who—the Company or the State—was to partake in the immense revenues predicted (but never realized) from that expansion, but also about changing ideas about the very nature of “private” and “public” enterprise. From 1757 to 1813, debates raged, often in the form of controversy in Parliament over legislation concerning Company regulation or renewals of its charter, about the proper dimensions of financial and political oversight. In 1773, a royally appointed Supreme Court was created for Calcutta. In 1784, Parliament erected a Board of Control to balance out the decision-making powers of the Company’s directors. And beginning in 1813, Parliament progressively eroded the Company’s exclusive trading rights, until any commercial functions were removed from the Company—rendering it solely an imperial government—after 1833 (Bowen 1991). These rebalancings in the relationship between the Company’s commercial and political functions, as well as its relative independence from state structures, also occasioned transformation in its organizational and institutional structure, including the advent of an East India College, a civil service, and of course massive expansion of the Company’s military power on land and at sea ( Auber 1826; Bowen 2005).

Meanwhile, in Asia, the logical and legal consequences of the Company’s expansion required a reckoning with its particular status as a sovereign power. Thus, when in 1791 the nawab of Arcot brought a suit against the East India Company in the British Chancery court for settlements of an outstanding debt, the court found that it could not exert jurisdiction, because the matter depended on a treaty between two powers acting as independent sovereigns: “The power, which the Company exercise upon these occasions, is in fact that of a state,” the court found, and “a treaty between sovereigns acting the public business of their respective sovereignties actio non oritur … that by the law and municipal constitution of this country the Company having a right to make war for the defence and melioration of their trade, are advised, that they being armed by the charters and municipal authority of this country with that power, stand in all respects relating to the exercise of it in the same condition as if sovereigns.” Similar principles—that when acting as a treaty-maker the Company were no “mere subjects,” but rather a form of polity itself—were cited in several cases through to the 1830s (Nabob of the Carnatic v. East India Company 1791; Ilbert 1916: 198; Poole 2015: 188; Stern 2016: 434).

If the courts confirmed the East India Company as an international actor to be a form of independent sovereign, the Company itself also consistently argued that its “domestic” colonial law was distinct as well from English law. This was not only because India, the Company suggested, had different histories, conditions, and peoples that prevented the application of English principles of common law, but also that Company rule itself was different and distinct from British rule in the first place (Halliday and White 2008: 651–66).

Seen from this perspective, the Company’s growth in South Asia might have been made possible by its status as a corporation, but the organizational and political adjustment to its growing role as a territorial power, as Huw Bowen has argued, rendered it “much less like a modern firm” than marking any evolution toward it (Bowen 2005: 23).

Moreover, there were any number of forces that pushed back against the Company’s independence, and any number of legislative interventions in the eighteenth and nineteenth century deliberately sought to expand the reach of English law to India and over the East India Company (India 1842). The Company’s charter renewals in 1813 stripped it of many of its long-held autonomies, including much of its exclusive trade as well as its much coveted ability to control the movement of English subjects to the East Indies, and particularly missionaries. In 1833, the trading capacity of the Company was eliminated altogether. Finally, in the aftermath of the Indian Rebellion of 1857–8, the Crown took over governance of India entirely, leaving the East India Company an entity largely only on paper, which took about two more decades to wind up.

The assault on the East India Company was not simply a “reform” of the corporation gone to excess. It can only be understood in fact in the context of changing norms about the corporation and corporate law more generally. Adam Smith’s assault on corporations rested, in no small part, on the “strange absurdity” of the corporate territorial power of the East India Company. More generally, it represented a large and famous version of a form that had been proliferating across England, and exported out into the world: a model of capital organization that separated ownership from management, Smith argued, and (with only a few exceptions) inherently encouraged risky, irresponsible, and dangerous behavior. In such a state, “negligence and profusion,” he famously predicted, “must always prevail” (Smith 1776: I: 118; 3:124, 129).

Smith’s criticism obviously did not put a halt to the growth of the corporation, but it was part of a radical intellectual and legal transformation in its form. A series of legislative interventions, most notably the Joint-Stock Companies Acts of 1844 and 1856, the Limited Liabilities Act of 1855, and the Companies Act of 1862, fundamentally altered the procedure and nature of incorporation. Most centrally, the introduction of a bureaucratic and administrative system, including an office of Registrar of Joint Stock Companies, undermined the process on which the East India Company’s system rested: namely, a political one which relied on Crown or Parliamentary intervention. These “reforms” radically increased the number of corporations operating at home and abroad, saturating Victorian Britain, its culture, and its empire with corporations (Jones 2000; Lobban 2010: 622–3; Taylor 2006).

In this sense, “reform” of the corporation and “reform” of the East India Company were related enterprises, occupying the same legislative space and political universe. As the East India Company faded from commercial presence in India, it was replaced by a proliferation of other companies—joint-stock, partnership, and hybrid forms—which perhaps even expanded British investment and management of the markets in everything ranging from plantations to banking and transportation (Aldous 2015; Webster 2009).

If the East India Company, in a somewhat indirect way, opened up a space for the proliferation of smaller, more particular forms of corporate organization in colonial India, it also continued to provide a conceptual model for the expansion of colonial ventures. Despite this history of corporate reform and the simultaneous intense political debates over the East India Company, chartered incorporation for overseas ventures did not disappear. Legislation in 1837 preserved to the Crown its right not only to charter, but indeed to confer charter-like rights on unchartered bodies. Moreover, through all this debate, the East India Company had many advocates and supporters, who continued to suggest, like the political theorist and Company employee John Stuart Mill, that bodies like the East India Company governed foreign dependencies far better than the British government, while also insulating the liberal polity from the necessary illiberal policies of empire. Meanwhile, colonial projectors from James MacQueen to George Goldie called on the East India Company as the ideal model when conceptualizing their colonial companies, especially in nineteenth-century Africa (Stern 2015).

Seen from this perspective, the East India Company’s legacy as a corporation is perhaps less as an exemplar for business management or even organizational modeling than as a reminder of the historicity, flexibility, and contingency of any assumed distinctions between public and private. From chartered banks to state-owned companies to transnational conglomerates, the East India Company can help highlight the ambiguity of where supposedly “private” institutions fall on the spectrum between profit and governance (McLean 2004: 374–5). As Steve Coll put it in his study of ExxonMobil, such companies operate “private empires,” with global footprints, independent security regimes, foreign policies, and CEOs who can regard themselves “as a confident sovereign, a peer of the White House’s rotating occupants” (Coll 2012: 19).

The East India Company was thus neither the origin of the modern multinational nor a “deviation”; it was in fact one possible consequence of what happens when a corporation, as a legal and political form, encounters the spatial dimensions of global operations and, as Steensgaard put it, the “time perspectives of power and the time perspectives of profit” (Steensgaard 1981: 251, 264). That the East India Company operated as both a legal, fictional person and a form of governance and society raises any number of interesting questions about the exclusivity of the state as an actor in international law, and the very nature of the corporation as a legal subject—even if it does not readily offer any immediate answers (Karavias, 2013: 6; McLean 2004: 377). Figuring out what to do with the corporation as a body that also governs, rather than one solely subject to other forms of government, is a subject that modern international law has yet to reckon with, even if such questions were quite often at the center of the early modern law of nations (Martinez 2013: 1412).

In the end, the early East India Company was both a subject and a sovereign, and the easy elision of the two, especially over such long distances and time scales, cannot be divorced from any legacy the East India Company might suggest for how we understand the modern corporation. There is no clear answer—nor need there be—to the question of the English East India Company’s relationship to the modern corporation. In some ways, perhaps, it was its parent or its infant-self; in others, it was an origin only as something that had to be dispensed with in order for more modern forms to emerge. Some comparisons run deep and meaningful; others only superficially instructive. It could be argued, in perhaps the most abstract sense, that there are some lessons, both encouraging and cautionary, in the Company’s dramatic rise and fall from the seventeenth to the nineteenth centuries. In the end, it would seem best to embrace neither the Company’s modernity nor its pre-modernity, but rather, as has been argued for the VOC as well, its “transitional” character—that is, the very “early modernity” of its organizational and institutional disposition (Blussé 2015; Vink 2007).

The very concept of early modernity is embodied in its Janus-faced nature, sometimes looking to the medieval and deeper pasts, and at others projecting into the future and “putting down” roots of recognizably modern modes of science, economics, and state (Winterbottom 2016: 6). Thus, another way to approach the question of the Company’s “modernity” is to consider the continued and persistent “early modernity” of modern corporate organization and business. Finally, of course, this suggests that there is much to be learned from early modernity about the ways in which regional and global legal regimes may choose to comprehend the subjecthood and obligations of multinational corporate persons. Such an issue is as important for understanding modern business practice as it is for considering the very nature of modern sovereignty and subjecthood itself in an ever-globalizing world.
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CHAPTER 4

Socializing Capital

the rise of the industrial corporation

William G. Roy



Introduction


The modern corporation is as much a novel form of property as a type of organization. Compared to earlier forms of property in the West, the corporate form is distinctive in two ways. First, there are important differences in the specific rights, entitlements, and responsibilities entailed in corporate property and individual property, though those differences have declined over the centuries. Second, the social organization of property is socialized: instead of each enterprise being owned by one or a few individuals, each enterprise is owned by many individuals and typically individual owners own pieces of many enterprises. Socialization refers not only to common ownership through the state, as is socialism, but also to common ownership through private institutions such as stock markets. Insofar as the corporation is now the dominant form of property in modern capitalism, capital itself is now socialized. This chapter will review the history of how the modern corporation developed as a form of socialized property, enumerate some of the important consequences of those developments, and briefly mention recent trends. “The attributes of peculiar economic efficiency, of limited liability, and of perpetual freedom from state inference were … not present at the birth of the American business corporation. Divested of these characteristics, the form assumes a new significance. At its origin in Massachusetts the corporation was conceived an agency of the government, endowed with public attributes, exclusive privileges, and political power, and designed to serve a social function for the State” (Handlin and Handlin 1945: 22). The empirical focus of this chapter is the corporate revolution of the late nineteenth and early twentieth centuries, when the large publicly traded corporation became the dominant form of enterprise. The main point is that the socialization of property originated in the corporation when it was an extension of state power and over time retained its social character while shedding its accountability to the public.


Property


It is common to think of property in simple dichotomous terms—a person owns something or does not. Ownership is often seen as near absolute, according the right to do anything one wants with owned items. At the extreme, some proponents of property rights reject any accountability to society, including equal treatment of others or such externalities as environmental consequences. But property is more accurately variable and multidimensional. It can be considered as the rights, entitlements, and responsibilities in relationship to an item and varies by types of items and the jurisdiction within which they are enforced. Rights involve what owners can do with the property, for example what they can use it for, whether they can sell it, whether they can destroy it. Zoning laws, for example, restrict uses of land. Intellectual property rights are typically very different from the ownership of physical entities. When a person buys a hammer, her property rights include the rights to use it for any legal purpose and the previous owner forfeits all rights. But when a person buys a book or DVD, she cannot use the contents to make money without paying royalties because the previous owner retains rights over the content. Entitlements are what an owner can garner from ownership, most obviously income from sale, rents, or usage. Property rights give an owner the power to use a factory to manufacture a product; entitlements give to the owner any income that accrues from products manufactured. As with rights of usage, entitlements differ between physical property and intellectual property. The entitlement to income from intellectual property is very complicated. For example, composers, arrangers, publishers, performers, recorders, distributors, broadcasters, and rebroadcasters have different entitlements that have been legislated and litigated continuously since the emergence of the music industry (Sanjek 1988). Responsibilities involve the actions that owners are obliged to take with ownership. Most notable are taxes and liabilities that owners assume for the misuse or negligence of property. One of the most commonly cited advantages of corporate ownership is limited liability by which owners are liable for nothing more than what they invested in the corporation, unlike personal property in which all personal assets can be at risk.

Carruthers and Ariovich identify five dimensions of property: the objects of property—what can be owned, for example whether land, labor, ideas, human beings, or bioengineered bacteria can be treated as property; the subjects of property—who can own various kinds of property, including different categories of people and types of organizations that can own; the uses of property—what can be done with it, for example whether it can be sold, rented, built on, destroyed, etc.; the enforcement of property—what institutions, rules, protections, etc. apply; and the transfer of property, including sales, inheritance, and various forms of usufruct (Carruthers and Ariovich 2004).

The most important dimensions for the socialization of capital are the objects of property and the subjects of property. The socialization of capital requires that ownership becomes fungible, so that an entity such as a company can be divvied up into small pieces and shared among many owners. Capital becomes even more socialized when the pieces of fungible property such as stocks or bonds are combined into secondary objects of property that are themselves fungible and sold as commodities, as happens in mutual funds, or crystallized as durable rights to the collective ownership, as happens in pension funds. In large corporations, mutual funds, and pensions, the objects of property become subjects of property. In American corporate history, one of the most important events leading to the socialization of capital was the 1896 New Jersey law that permitted corporations to own the stock of other corporations. Corporate charters had long limited the objects of property to which corporations could be subjects of property. Other states had recently considered and rejected allowing corporations to own stock of each other. Virginia passed such a law in 1891, but it was vetoed by the governor, winning the approval of the National Corporation Reporter, which wrote, “If such a measure is to go upon the statute books as law, the legislative attempts which have been made by Congress and by this State to suppress trusts and combinations will appear strangely feeble and idle” (National Corporation Reporter 1891: 351). When they gained the right to own stocks and bonds of other corporations, socialized capital became a practical possibility. Although socialized property is anomalous in classical capitalism, where individual ownership is the defining feature, historically the subjects of ownership were collectivities such as clans, tribes, villages, and lineages though the uses of property were highly restricted.

The history of property rights is a fundamental aspect of the history of corporations. The bundle of rights, entitlements, and responsibilities that constituted the corporation in general and the socialization of capital have been fundamental to the rise and transformation of the corporation.

Most fundamentally, corporate property carries the right to be treated as an entity that can do things recognized by other actors, especially the law. Coleman (1974) describes the dilemma faced by the medieval Catholic church concerning ownership of church property. Ownership by individual priests risked confiscation by rogue clergy. In principle God might own the property but was not available to sign legal documents. So the law created a juridical entity that collectively exercised property rights in the form of a group of live individuals—that is, trustees—with the power to act on behalf of the entity. This entity was described as a “body” because it was associated with the church, which Christians characterized as the body of Christ—hence the common Latin root for corporation and corpse. According to Padgett (2012), Tuscan bankers doing business with the papacy borrowed from banking organizational features such as centralized administration, the differentiation of home and branch offices, and corporate language, resulting in new forms and practices found in neither banking nor religion. The corporate entity was legally separate from the individuals trusted with the authority to make decisions for it.

The specific rights, entitlements, and responsibilities given to the corporation differed from those of the individuals who acted on its behalf. First of all the corporation itself was property and could be owned, with devices such as stock ownership that gave owners of the corporation such rights as the right to choose officers and the entitlement to corporate profits, while liabilities for failure or malfeasance remained in the corporation itself. As an entity, the corporation had a right that business entities such as the partnership lacked, the right of perpetuity beyond the life of the constituting individuals, though that perpetuity could be limited in advance.

While corporations were entities, their rights, entitlements, and responsibilities were initially distinguished from individual property. Individual rights are those rights accorded to persons merely because they are individuals, in contrast to rights accorded to persons as members of classes or other categorical distinctions. It was a revolutionary idea that people could have the right of free speech, congregating together, owning property, or voting merely by being an individual rather than belonging to an estate, class, or city (though, of course, “individual” was restricted to free white males before being extended to other categories). While the corporation was legally accorded the status of a specific entity with the authority to act, the extent to which it was accorded the status of “individual” in the legal sense has changed over time. In the United States, several momentous Supreme Court decisions crystallized the status of corporations as private entities with individual rights. At a time when corporations were quasi-public agencies expected to serve a public purpose, Dartmouth College v. Woodward (1819) declared that corporate charters could not be altered at the whim of the state so that corporations were autonomous from political accountability. The New Hampshire legislature attempted to de-privatize the college but the Court ruled that Dartmouth College had a right to its existence, buildings, seal, and charter and was an inviolable entity. The corporation, the Court declared, was a “legal person” separable from its officers, stockholders, or employees. Thus the entity had the right to property, a fundamental individual right. A few decades later, the Court in Louisville, C. & C.R. Co. v. Letson (1844) ruled that the corporation is “capable of being treated as a citizen of [the State which created it], as much as a natural person.” The extent to which the corporation could be given the legal protection of individual rights was further enhanced in Santa Clara County v. Southern Pacific Railroad Company (1866), which declared that corporations enjoyed protection under the Fourteenth Amendment which guarantees equal protection, further equating the juridical individual of the corporation with natural persons (Berle and Means 1932; Horwitz 1977, 1978, 1985).

Just what kind of person the corporation is has long been a matter of debate. The “fictive individual” doctrine articulated in Dartmouth was challenged in the late nineteenth century because it retained the assumption that corporations were creations of the state. Judges and lawyers rejected the artificial entity theory of the corporation in favor of a natural entity doctrine that treated the corporation as analytically prior to and autonomous from the law. Charles Fisk Beach in the late nineteenth century noted growing sentiment that “the fiction of a legal person, as they term it, has survived its usefulness, while, on the other hand, there is much authority for a strict insistence upon the earlier and more artificial theory of a body corporate as a distinct and personal entity” (Beach 1891: 2, 3). The doctrine of a natural entity fortified the movement toward the deregulation of corporate property. As Davis wrote in the early twentieth century, “To fit the corporation for American service, the first task was to strip away the communal overtones, the garments of special restrictionism that still clung to it … As a legal person it was qualified to bear all the rights with which an age of individual generously clothed persons of flesh and blood” (J. P. Davis 1905: v).

Most recently the Court in Citizens United v. FEC (2010), extended the individual rights of corporations to political activity, including free speech, which by their definition includes spending money on behalf of political speech. While many rights of natural persons such as voting and marriage have not been extended to corporations, the legal line between juridical and natural individuals continues to blur.


Privatization


The business corporation originally arose as a device for states to conduct projects in collaboration with private interests, especially infrastructural projects, colonial ventures, or state financing (Berle and Means 1932; J. P. Davis 1897; Williston 1888). According to Livermore, “A charter was needed only for some exclusive privilege which included the right to govern an area (for example, the proprietary colonies) or the right to engage in a business otherwise closed to private enterprise for reasons of public policy (as banking, turnpike roads)” (1939: 215). Because corporations were performing a public service, states would grant charters that delegated a piece of state sovereignty into a juridical entity with powers and entitlements unavailable to other enterprises, including immunity from personal liability, existence past the life of owners, and a monopoly on whatever they were doing. These powers were seen as privileges because of the public benefit. The public/private partnerships took different forms in different countries, with different institutional structures and different divisions of labor between public and private depending on the strength of the state and different legacies from the past (Dobbin 1994; Dunlavy 1994). As a delegation of sovereignty, corporations were to be organized as quasi-republics with defined “citizenship” (stockholders) an elected “legislature” (board of directors), executive officers accountable to the directors, and explicitly defined rights and powers in a charter (Hurst 1970). And only the sovereign could grant such charters—the monarchy or legislature, which was supposed to justify the special rights and privileges on the basis of public benefit. The oldest corporation in the US was Harvard University (founded in 1636).

As the corporate form of property diffused outward from the state into the private realm of the economy, the corporation itself lost its mooring in public accountability and became itself a form of private property. Thus there was a dual movement of socialization outward from the state to the economy and privatization inward to the corporation. Parts of the economy that were originally seen as critical to the developmental state and which states not only supported but actively invested in became privatized.

Several European states used corporations to administer colonies, beginning with the Dutch East India Company and continuing through several North American colonies such as the Massachusetts Bay Colony. Immediately upon winning independence, the Continental Congress in 1781 chartered the Bank of North America, the first wholly owned business corporation (Callender 1902). George Washington spearheaded an effort for the Virginia legislature to create the Potomac Company to make the Potomac River navigable, which they did shortly after the American Revolution, with himself as president and Thomas Jefferson on the board of directors. They overcame setbacks and some scandal to open 338 miles at a cost of about half a million dollars, much of it supplied by the states of Maryland and Virginia (J. S. Davis 1917; Littlefield 1984). In 1808 Secretary of the Treasury Albert Gallatin’s Report on the Subject of Public Roads and Canals recommended that the federal government spend $20 million a year for ten years to construct a full system of roads and canals, including a turnpike from Georgia to Maine and several into the interior. The Cumberland Road was the beginning of this plan, but further progress was forestalled by several executive vetoes. So it was left to the states to carry out construction of the infrastructure, which many did until nearly the entire system was completed (Myers 1970). Most of the states in the early republic invested in corporations, especially for canals, turnpikes, water supply, wharf companies, and banks. Development was seen as necessary to the population in general but especially to large cities, which competed with each other to become the gateway to the west. New York’s Erie Canal was the most famous of these endeavors, the success of which inspired others connecting the west to Boston, Baltimore, Philadelphia, and other port cities. Inland states such as Ohio also invested in canals. Pennsylvania alone incurred a nearly $17 million debt to build a thousand miles of canal (Studenski and Krooss 1963). Over the course of the nineteenth century, governments throughout the developed world used the corporate form to foster growth through infrastructure development, finance, and land distribution. In 1838, for example, the federal government spent over a million dollars on rivers and harbors, a substantial chunk of its $15 million non-military budget (US Bureau of the Census 1975). Throughout the century, infrastructure investment belied the belief that laissez-faire ideologies prevented developmental activism (Berk 1987; Goodrich 1960; Hartz 1968; O’Neill 2006).

But those ideologies did change the nature of developmental activism. Hartz (1968) writes that for much of the first half of the century, government support of infrastructure corporations was so much taken for granted that it was rarely articulated. It was only when the issue became controversial that partisans on both sides made it an explicit case. The turning point was a confluence of events around mid-century. Canals, which had been the primary mode of commercial transportation, were challenged by the rise of the railroads, which could operate year round in nearly any terrain. The depression of 1838 eviscerated the ability of capital markets to cushion the failures of canals and turnpikes. The spread of Jacksonian democracy challenged government activism at all levels. And regional conflict solidified political coalitions against northern policies and institutions.

Over the course of the eighteenth and early nineteenth centuries, this original conceptualization and the practices around it were undermined and challenged, first for the failure to live up to the promise of serving the public and later as a demand to abandon any semblance of public service. In the United States, early banks, highways, and canals not only facilitated commerce in the fledgling economy but enriched the owners. A crisis was reached when numerous states and cities that had invested in canals were bankrupted. While some proposed that the events warranted stronger accountability and closer oversight, the argument that unlimited or general incorporation would reduce corruption prevailed. The corporate form of property, which had originally been an extension of state power, became privatized and thus a haven from government “interference.” What had been a set of privileges (perpetual existence, limited liability, etc.) became increasingly seen as a right as the system of special charter was progressively replaced by general incorporation laws that allowed any business enterprise to incorporate regardless of direct public benefit. By the 1870s the movement toward general incorporation was complete (J. P. Davis 1905). But most of the privileges that had been justified on the basis of public benefit remained.

There had always been some opposition to corporations, but the mid-century anti-corporate movement turned the earlier arguments on their head. Corporations previously had been criticized most frequently as insufficiently public. For example, John Taylor, a militant republican, argued in 1792 that “corporations are only deeds of gift, or of bargain and sale, for portions of valuable common rights; and part may be disposed of, until the whole is distributed among a few individuals” (quoted in J. S. Davis 1917: 305). In the early American republic the most common opposition to the corporation objected to the privileges not enjoyed by other businesses. Critics characterized limited liability as an abrogation of responsibility, the separation of ownership and control as an incentive for lax management, and most vociferously, monopoly rights as an abuse of power that would further enrich the wealthy and well connected. For example, William Gouge in A Short History of Paper Money and Banking in the United States (1833) wrote

Against corporations of every kind, the objection may be brought that whatever power is given to them is so much taken from either the government or the people. As the object of charters is to give to members of companies powers which they would not possess in their individual capacity, the very existence of monied [sic] corporations is incompatible with the equality of rights … Such are the inherent defects of corporations that they can never succeed, except when the laws or circumstances give them a monopoly or advantages partaking of the nature of a monopoly. (Quoted in Hurst 1970: 30)

In rebuttal to the Jacksonian critics, pro-corporate arguments characterized corporations as “ ‘a system of joint associations’ whereby ‘every man may become a capitalist and … a stockholder’ ” (Berthoff 1980). Jacksonian democratic thought hammered at the special privileges given to corporations and demanded that they be extended to all by unlinking them to special actions of the sovereign—that is, by instituting general charters rather than special charters. As the debate was formulated in the first decades of the nineteenth century, the criticism implied either greater government oversight by insisting that the privileges were tied to public benefit or weaker government oversight by egalitarian access to incorporation through general charters. In fact, early in the century corporate denunciation prodded legislatures to become more restrictive in their charters, inserting clauses limiting the amount of capital, the length of the charter, the powers exercised (Livermore 1939). Jacksonian democracy advocated the latter, but arguably would not have had the influence to tip the scales without the contingent event of the 1837 Depression, the ascendency of railroads over canals, and the political scandals around political corruption.

The replacement of special incorporation with general incorporation made the legal form available to all. But for most of the next half-century, it was confined to a narrow though formidable segment of the economy—transportation, especially railroads, communication, especially telegraph, banking, and insurance. It was around those sectors that the infrastructure of socialized capital arose—the stock markets, investment banking, brokerages, and the financial press. While some manufacturing firms incorporated, they were generally closely held and outside the organizational infrastructure of finance. The culture of manufacturing and commerce remained entrepreneurial, holding that individual ownership was morally superior. Large corporations were associated with monopoly in much of the popular press. Even the New York Times expressed dismay when trust certificates were sold to the public because it blurred the meaning of ownership: “Who owns the Sugar Trust’s refineries? Who owns the oil mills and lard factories of the Cotton Oil Trust? Are the manufacturers themselves still in possession? Do they still hold as owners the properties on account of which they were elected Trustees for a term of years, or by means of which they were able to govern the election of the Trustees?” (New York Times 1889). This system was transformed in the “corporate revolution” or “great merger movement” from 1898 to 1905 (see later in the chapter). In the 1880s and 1890s, several major industries including petroleum, steel, sugar, and tobacco organized monopolistic trusts that were ruled illegal, though the law allowed them to reorganize as corporate holding companies. The famous E. C. Knight case, for example, ruled that even though the American Sugar Refining Co., the former Sugar Trust, refined 98 percent of cane sugar in the country, it was not a monopoly (Eichner 1969; McCurdy 1979). About the same time, the depression of 1893, the largest America had ever seen, pummeled large publicly held corporations and sparked a search for new investment opportunities; at one point a quarter of all railroad mileage was in receivership (Swain 1898). By 1905, most major industries in the American economy were dominated by large, publicly traded corporations (Berle and Means 1932; Chandler 1977; Fligstein 1990; Lamoreaux 1985; Porter 1992; Sklar 1988; Zunz 1990). American capital as a system had been socialized. To be sure, most firms remained small and individually held, even when legally incorporated. But the commanding heights and the foundations on which the small firms depended were large, publicly financed, national (and increasingly international) firms.

The result was that most of the privileges were institutionalized into corporate form except for monopoly rights and eminent domain, which were still restricted to corporations fulfilling manifestly public functions. Corporations could be created by merely filing forms with the state and paying nominal fees. Charters became a right rather than a privilege. The main difference between corporate property and entrepreneurial property was the socialization of ownership, which was structured within two different institutional settings. Major corporations became embedded in a system of stock markets, investment banks, brokerages, and business press, tied together in a web of overlapping membership, capital flow, and a corporate class. Entrepreneurial capital was embedded in a system of commercial banks, families, trade associations, and local elites.


Socialization


The socialization of capital through the corporation operates at two levels. At the level of the corporation itself, ownership is spread among many individuals. Because the corporation is considered an entity in and of itself apart from the owners, ownership is fungible and changes in ownership can happen without affecting the entity itself. So ownership becomes a new form of property, embedded in a set of institutions dedicated to it. Stock and bond exchanges, investment banks, brokerage houses, and the business press engage primarily in generating, marketing, and regulating socialized corporate property. At the individual corporation level the corporate entity stands in a complicated, evolving, interdependent, and at times contentious relationship with the putative owners. Until the corporate revolution around the turn of the twentieth century, owners tended to exercise authority, but a series of legal changes gave increasing authority to managers apart from owners (Berle and Means 1932) (though scholars continued to debate how fully owners were disenfranchised (Fama and Jensen 1983; Zeitlin 1974). For example, a series of court decisions in the late nineteenth century shifted the responsibility for allocating assets to different stakeholders in bankruptcy proceedings from stock owner committees to management, thereby defining managers as the human actors embodying the juridical individual and relegating owners into a more passive role (Berk 1990).

At least as consequential for the operation of capitalism as socialization at the level of the firm, fungible capital was socialized at the broader level among firms. In terms of individual ownership, instead of one or two people owning individual firms, the economically most powerful individuals owned parts of many firms and the most powerful corporations were owned by many individuals. The institutional system around the corporation provided the organizational infrastructure that allowed it to operate as a system with markets (in capital and credit) and hierarchies (credit rating agencies, government regulation, and the legal system). Two consequences were especially important: autonomy from short-term market failure and the growth of a class segment based on relationship to corporate capital.

Under entrepreneurial capitalism, companies are highly vulnerable to market swings, cushioned only by the owners’ individual or family resources and access to credit from individual creditors or banks. If the product market cannot generate revenue, the owners must invest more of their own money or borrow from friends, relatives, individual investors, or banks. In contrast, when capital is socialized there is a much greater cushion between market failure and the fate of individual firms. Firms hit by market downturns can turn to the capital market as a whole by issuing stocks or bonds in addition to short-term credit. But they become more dependent on the market of socialized capital. Firms can weather product market downturns as long as the capital market will sustain them. And the capital market tends to operate as a system, extending or withholding credit based on the collective wisdom of other buyers and sellers, mediated by brokers and the financial media. While this cushions volatility for individual firms, it adds a new dimension of volatility in the capital market which is only loosely coupled to the general health of the product market.

Just as individual firms become dependent on the financial market of socialized capital, individual capitalists can tie their fate to the system of socialized capital. The rise of the large-scale corporation fostered the rise of a class segment based on one’s relationship to the system of socialized capital (Edwards 1938; Perrow 2002; Scott 1979; Zeitlin 1974, 1980, 1989). Whether an individual owned corporate securities, had authority over corporations, depended on non-corporate businesses and organizations that interacted with corporations, or worked in the entrepreneurial sector increasingly shaped one’s life chances. Many scholars have posited the rise of a corporate class, with two main variants. Those coming out of a Weberian tradition emphasize the concentrated power of a managerial class. When legal ownership is diffused among thousands or millions of owners, managers can wield practical power (Berle and Means 1932). While some emphasize the benevolent side of managerial power, others describe the high concentration of power inherent in massive bureaucracies with authority over vast resources and manpower. C. Wright Mills, for example, identified the “power elite” as those at the top of the large corporations, military, and executive branch of government. Others from a more Marxian perspective have focused on the differences between those who depend on capital gains or finance and those who live on wages and salaries. The socialization of capital is not evenly distributed, but highly concentrated, with a small percentage of the population owning the preponderance of corporate capital. Moreover when corporate property is socialized, owning a small proportion of a company’s capital can render practical control over it, potentially in conflict with those that have a different relationship to corporate property. Zeitlin, for example, analyzes how political conflict operates not just between classes, but also between class segments, treating financiers, manufacturers, and finance capitalists, which bridge the two, as different class segments (Zeitlin 1984, 1989; Zeitlin, Neuman, and Ratcliff 1976). Wright synthesizes Marxian and Weberian approaches. He sees the emergence of a managerial class with the rise of corporations: “In nineteenth century capitalism, these two dimensions tended to be united in the entrepreneurial capitalist; today, especially in the large corporation, they tend to be partly differentiated. This implies the emergence of a new social category, generally referred to as managers” (Wright and Perrone 1977: 34). But he also identifies capitalists—those who own the means of production—as a class, along with workers and petty bourgeoisie (Wright 1980a, 1980b, 1985). Scholars have also differentiated the working class between those related to the corporate sector and those related to the entrepreneurial sector. Some scholars describe the system as a dual economy (Averitt 1968; Hodson and Kaufman 1982; Tolbert, Horan, and Beck 1980) and others as a system of monopoly capitalism (Baran and Sweezy 1966; Braverman 1974; O’Connor 1973, 1974). Braverman, for example, argues that the deskilling of labor around the turn of the twentieth century was systemically tied to the concentration of capital in the corporate revolution (Braverman 1974).


Institutions


The system of property is not just a set of laws or rules; it is a set of practices embedded within institutions. We can define an institution as a set of organizations, taken-for-granted categories, and agreed-upon modes of relationships that administer a major social task (Campbell 2004; DiMaggio and Powell 1983; Dobbin 1994; Granovetter 1992; Meyer and Scott 1983; Padgett and Powell 2012; Powell and DiMaggio 1991; Scott 1995; Thelen 2004; Thornton, Ocasio, and Lounsbury 2012; Tolbert and Zucker 1983; Zucker 1983, 1987). The operation of the corporation as an entity is embedded within and dependent on an infrastructure of investment banks, stock exchanges, business press, brokerage houses, and other corporations that do the actual work of operating the rights, entitlements, and obligations of socialized ownership (Roy 1997). And of course, the law itself is an institution that regulates and rationalizes the system. These organizations mobilize and distribute capital, define and distribute profits, adjudicate and distribute liabilities.

Institutions use a set of taken-for-granted categories and practices that are understood to be the “way things are done” (Meyer and Rowan 1977). Fligstein has shown how large corporations have practiced a sequence of “conceptions of control” by which managers, investors, and others in the corporate system define success. Early large corporations developed a “direct” conception of control in which firms sought to control their environment and the internal organization of the firm by predatory trade practices, cartelization, and monopolization (Fligstein 1990). This was the period when capital was becoming socialized around the turn of the twentieth century. This conception of control proved to be ineffective in either controlling the environment or winning legal legitimacy. It was superseded by a manufacturing conception of control, which employed Taylorist production practices and oligopolistic pricing. Success came to be defined in terms of market share as firms attempted to control entire industries, not just particular markets. In the second half of the twentieth century, a finance conception of control arose that measured performance according to profit rates, shifting toward a particular variation that defines success in terms of shareholder value (Fligstein 1990). The trend is toward greater priority for the dynamics of socialized capital. The earlier conceptions of control were adaptations of entrepreneurial capital to the rise of large-scale manufacturing, attempting to maximize features that had been relevant in entrepreneurial capitalism—control of markets and prices, and later market shares. The financial conception of control and the current shareholder conception of the corporation are inherently relevant only in a system of socialized capital that embeds the corporation within a broader institutional structure.

The institutional approach to corporations addresses the important question of the relationship between the internal dynamics of the firm—who governs, toward what ends, through what kinds of structures—and the external effects—the relationship between ownership and control, the opportunities and constraints of capital markets, the centralization or diffusion of power, and the processes of evolutionary selection that change corporations. G. F. Davis (2005, 2009) succinctly and insightfully contrasts the conventional contractualist approach to corporate governance generally favored by law and economics scholars with the more institutionalist approach commonly articulated by sociologists. In the contractualist approach the corporation arose to serve the functional need for large-scale enterprises. As framed most notably by Berle and Means (1932), capital investment was widely dispersed, allowing managers to govern according to organizational priorities, treating profit as only one of many goals, institutionalizing the separation of ownership and control. Thus the socialization of capital diffused economic power away from individual owners and toward the dynamics of the (socialized) capital market as a system. But subsequent scholars have questioned the extent to which managers could prioritize goals besides profit, maintaining that managers had a stake in stockholder share value and governed on that basis. This approach also emphasizes that surrounding institutions such as stock markets, brokerage houses, even corporate law have been shaped by the same shareholder value conception of the corporation (G. F. Davis 2005, 2009). “The causal imagery in this approach to corporate governance is of intersecting markets acting to orient the corporation toward shareholder value … Underlying all these markets is the stock market” (G. F. Davis 2005: 147). Thus the framework for the effect of socialized capital on the corporation is through the market, with all the implications of decentralization, invisible hands, rational decision-making, that go along with markets.

Davis contrasts the contractualist, functional approach toward the corporation with a more institutionalist, power-oriented approach that understands the rise of the corporation in less functional terms and treats the relationship between the broader structure of capital and internal governance less in market terms and more according to the dynamics of power. Fligstein, as mentioned earlier, explains the succession of conceptions of control in political and cultural, not just economistic terms. Others have argued that the market is not immune to the dynamics of power, and that some actors have inordinate power, either relative to particular firms or in the system as a whole.


Diffusion of Socialized Capital


The system of corporate (socialized) capital grew outward from the core of public interest infrastructure and finance sectors that had enjoyed special charters and government investment, first to industries closely related to that core, then at the turn of the twentieth century to other large-scale sectors. The rise of the corporate system was thus less like a field of grass and more like the radial expansion of ivy from an initial sprig. This is clearly seen in the sectors active in the New York Stock Exchange. The New York Stock Exchange was founded in 1817 for the resale of corporate stocks and bonds, most commonly government subsidized canal securities along with municipal and state bonds. As railroads were developed in the 1830s and later, they became the largest component. During the American Civil War and after, partly tied up with financing the war, investment bankers played a larger role and other sectors associated with the railroads were brought into the system (Sobel 1965). But even as late as 1890, there were only ten “industrial” firms listed on the exchange, mainly businesses functionally and financially close to railroads such as telegraph companies (Manual of Statistics 1886–1905). But then a revolutionary transformation metamorphosed the economy. By 1904, nearly 400 industrial firms were listed on the major stock exchanges (Manual of Statistics 1886–1905). The aggregate value of stocks and bonds increased from a few million to nearly $8 billion (see Figure 4.1), with nearly all the growth concentrated in the years between 1898 and 1903.
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Figure 4.1 Aggregate of stocks and bonds for firms on major US stock exchanges, 1888–1913

Source: Manual of Statistics, 1888–1913.



The early trusts, most of which became large corporations, were generally found in industries with high transportation costs and close relations to the railroad, such as petroleum (Standard Oil), sugar (American Sugar Refining Company), cotton oil (American Cotton Oil Company), and tobacco (American Tobacco Company). Later the movement spread to other industries, though some large industries (in aggregate terms) were relatively absent and remained characterized more by entrepreneurial than corporate capital, for example shoes, clothing, bakery products. Some such as textiles widely adopted the corporate form but were closely held rather than publicly traded.


The Rise of Large-Scale Industrial Corporations


For much of the twentieth century, the prevailing explanation for the rise of the large-scale, publicly financed corporation was the advancing technology that created economies of scale, stimulating a need for organizational forms of aggregating capital, and a Darwinian process of selection by which larger, more efficient firms displaced smaller firms (Chandler 1977, 1990; Williamson 1981). This explanation of the rise of the corporation was articulated as early as the beginning of the twentieth century. As Smith argued in 1905:

There became apparent the imperative economic need for some form of doing business by means of which the surplus capital of numerous individuals might be combined and directed upon a single enterprise. The application of this mass of capital must, for business efficiency, be centered in a few hands. The many small investors, necessarily thus deprived of personal responsibility, control, and supervision over the use of their individual contributions, must in equity also be relieved of personal responsibility for mismanagement. (Smith 1905: 388)

In recent decades, economic historians and social scientists have challenged this “efficiency theory” as theoretically misguided and empirically unsustainable, offering an explanation of the rise of the corporation emphasizing the dynamics of power (Berk 1990, 1994; Creighton 1990; Dobbin 1994; Fligstein 1990; Lamoreaux 1985; Mizruchi 1982; Roy 1990, 1997; Sklar 1988; Zeitlin 1974).

The analysis of socializing capital developed as part of this debate between efficiency and power orientations toward the corporation. In the efficiency account, rational managers making pragmatic decisions in reaction to technological change in the context of expanding markets explains the rise of the large-scale industrial corporation. In a power-based explanation, the state, corporation institutions, and ambitious owners overcome opposition from small-scale capital and agrarian interests to dominate the economy and eventually society. Roy (1997) quantitatively tested efficiency theory by showing that industries predicted to include large-scale industrial firms during the corporate revolution—rapidly growing industries, those with high worker productivity, capital intensity, and large firms—were no more inclined to have large corporations than other industries. Regression analysis showed that large corporations arose in industries with a large number of establishments, high capital intensity, and large firms. Average size per se is not inconsistent with efficiency theory, but should have been less causal than the technological and market factors. All three variables are consistent with both efficiency theory and power theory. However, growth of the industry and productivity had no net effects on the propensity of industries to spawn large corporations. Given that these two variables index the two most central concepts of efficiency theory, productivity for technological innovation and growth for expanding markets, efficiency theory is challenged by these results. The methodological flaw in efficiency theory, at least as practiced by its most notable proponent Alfred D. Chandler, is sampling on the dependent variable. Chandler (1959, 1962, 1977, 1984, 1990) paints vivid accounts of particular industries in which new technologies and expanding markets motivated managers to consolidate firms and create managerial hierarchies. But he is silent on industries that were equally capital-intensive, highly productive, and quickly growing. In fact, according to the Census of Manufactures at the turn of the last century, the most capital-intensive industries were malt, linseed oil, varnishes, and bones, carbon, and lamp black, none of which spawned large corporations (Roy 1997).


Other Forms of Private Socialization of Capital


Since the epochal rise of large, publicly traded corporations at the turn of the last century that radically socialized capital, the institutional forms that underlie socialized capital have been extended in breadth and depth. The epochal transformations of the late twentieth and early twenty-first centuries are all built on the foundations that were laid in the late nineteenth and early twentieth centuries. Financialization, securitization, and even globalization are basically intensification of socialized capital. Socialized capital has been a necessary but far from sufficient basis for the political economy we live with today. While the large corporation is the archetypical form of socializing capital, other kinds of economic entities similarly aggregate ownership and investment. For centuries, banks socialized savings and the accompanying risk as well by socializing credit and investment, using deposits to leverage loans and the purchase of securities. For the past several centuries, insurance companies have socialized risk and investment, using client premiums to purchase securities.

The twentieth century witnessed the invention of new instruments that further extended the stake of middle- and working-class people in the financial and corporate system. Pensions typically arose through the negotiation of labor unions and employers, both of whom contributed to large-scale funds that could be invested in public and private securities. Mutual funds, mushrooming in popularity since the mid-twentieth century, have attracted personal savings, further socializing the socialized securities of corporations. In 1980, only 6 percent of American households owned any mutual funds, while in 2016, 44 percent did (ICI 2016: 3). In recent decades new investment instruments have securitized mortgages and collateralized debt obligations (CDOs), index funds, and various other derivatives. They all aggregate assets and diffuse risk, making the link between revenue and profits more and more indirect.


Insurance


The modern insurance firm developed to share risk among shipping companies and property at risk of fires or other accidents, spreading to other forms of business, health, and life insurance. America’s first business corporation was the Philadelphia Contributionship for Insuring Houses from Loss by Fire, a mutual insurance company organized in 1752 and chartered in 1768, the only business corporation prior to the Declaration of Independence (Williston 1888). Many insurance firms have been mutual companies, in which the policyholders were also owners, socializing ownership among the insured, though with the trend toward conversion of mutually owned insurance firms to equity firms. The difference between the two forms is a matter of the population over which ownership is socialized. Mutual insurance socializes ownership among the policyholders while, conventionally, insurance does so among equity holders.

At least as important for the socialization of capital as the socialization of risk is the role that insurance companies play as investors in the rest of the economy. Premiums have become a major source of capital in modern economies. As Orren has written, “Life insurance is a thoroughgoing example of the socialization of enterprise … [T]he very principle of insurance rests on a collectivizing of private needs for financial security … Economically, the industry’s function is to aggregate individual savings and channel them into various commercial and industrial ventures” (Orren 1976: 14). In contrast to early business corporations that relied on a limited number of major investors, insurance companies required little upfront capital other than the premiums of policyholders. But similar to the public accountability of other business corporations, insurance companies were held accountable to serving the public. Early charters for insurance corporations often stipulated that the companies invest in publicly beneficial enterprises including government bonds. Over the nineteenth century, the movement for general incorporation of insurance companies was slower than for other businesses because state governments needed insurance companies as a mandatory customer of state bonds. Even when they adopted general incorporation laws for insurance companies, some states continued to mandate public investment. For example, the Illinois general incorporation law of 1869 mandated that any insurance company doing business in Illinois invest at least $100,000 in the bonds or securities of Illinois government or municipalities (Orren 1976). Throughout much of the twentieth century, legislatures and courts channeled insurance investment toward some sectors and away from others, though the justification shifted away from a sense of public purpose and toward judicious protection of policyholders’ assets.

The insurance industry had its greatest spurt of growth in the late nineteenth and early twentieth centuries when capital in general was socialized. Between 1875 and 1900 the resources of private insurance companies grew from $403 million to $1.7 billion (Carosso 1970) and by 1929 had grown to $17.5 billion (Goldsmith 1958). Large national companies were closely allied with investment banks, connected together by personal and organizational ties.


Pension Funds


More than a quarter-century ago, Peter Drucker provocatively declared that the United States was socialist on the basis of pension funds. “If ‘socialism’ is defined as ‘ownership of the means of production by the workers’—and this is both the orthodox and the only rigorous definition—then the United States is the first truly socialist country” (Drucker 2013: 1). However, “ownership” in this claim is a misleading term. While workers do gain access to some of the entitlements of property through benefits paid by pensions, the rights and responsibilities of ownership are vested in the pension fund managers, who generally behave similarly to other investors. Overall, the property rights of the policyholders are weak and unclear (Blackburn 1999). Still, workers do gain a collective stake in corporate system, and as shown in the 2008 meltdown, carry considerable risk when that system falters.

Over the course of the last century and a half, the provision for the elderly has been socialized in various forms. While individual families continue to provide material and social support for the elderly, three large-scale institutions have become the major force in more developed societies—the state, employers, and unions, though private insurance has become an important factor in recent decades. All developed states now have entitlement programs for the elderly with considerable variation in benefits and organizational forms. The most common form shared by employers and unions is the pension plan. In the last half-century or so, pension funds have become among the largest institutional investors, thus a major form of socialized capital. As of 2014, pension fund assets topped $25 trillion in OECD countries, more than half of which ($14.7 trillion) was by the United States alone (OECD 2015). The Economist has identified pension funds as the largest holder of management funds, exceeding mutual funds, insurance companies, hedge funds, and private equity (Economist 2008). For the most part, there is relatively little difference in the operation of public and private supplementary pension funds (pension funds other than the government’s primary pension plan).

Not only has the scale of pension funds influenced the shape of the economy by directing the flow of capital among sectors, their impact has helped reshape the form that socialized capital has taken. Pension funds have been major contributors to the development of new forms of securitization and derivatives.


Finance


The thread tying the system of socialized capital together is finance. In classical capitalism, finance was the system of pipes that capital and credit flowed through, easily distinguishable from commercial and industrial capital by function and ownership. Different financial institutions played different roles such as savings and credit, brokering the sales of securities, and underwriting new securities, both corporate and government. Finance was a relatively distinguishable sector with specific kinds of relationships with other sectors. It was more closely aligned with government than industry or commerce, underwriting debt, issuing currency, and facilitating infrastructure development. It extended credit and managed cash deposits for industry and mediated currency exchange for commerce, but had little equity stake in either. “Finance capital” refers to the merging of industrial and financial capital with the development of large industrial corporations around the end of the nineteenth century. Some Marxists see this merger as the defining characteristic of capitalism in the twentieth century that gave hegemonic power to financiers (Hilferding 1981; Lenin 1971; Soref 1980). Many non-Marxists see the form of finance as secondary to technological, market, and organizational developments in the same period (Chandler and Tedlow 1985, 1977; Coase 1937; Williamson 1981). In either case, it is clear that the relationship between financial and industrial capital was transformed. Industrial capital had been distinct from financial capital, virtually illiquid, changing hands slowly, and personalized around individuals and families, for the dominating parts of the economy. Then it became a fungible commodity sold in a market, changing hands as quickly as the market allowed, and impersonalized collectively around financial institutions. That is, it was socialized. But that was not a static achievement. The form, distribution, and functioning has continued to change.

Financialization has been identified as a process leading to a new stage (Carruthers and Kim 2011; G. F. Davis 2009; Dore 2008; Epstein 2005; Krippner 2005, 2007, 2011; Tomaskovic-Devey and Lin 2011) that has characterized contemporary political economy. The literature generally follows Krippner’s definition of financialization as “a broad-based transformation in which financial activities (rather than services generally) have become increasingly dominant in the U.S. economy over the last several decades” (2011: 2). She identifies as “financial” “the provision (or transfer) of capital in expectation of future interest, dividends, or capital gains” (2011: 4), emphasizing that financial activities are not necessarily unproductive. Her prodigious evidence for the financialization of the American economy in the second half of the twentieth century includes a dramatic rise in the percentage of profits attributable to finance and the reorientation of leading manufacturing corporations toward financial activities. For example, the financial, insurance, and real estate (FIRE) sector of the economy accounted for about 10 percent of corporate profits in 1950 and over 40 percent in 2001.

While financialization is closely related to the socialization of capital, not all finance qualifies as socialized capital. Personal credit per se is rarely a form of capital since it generally enables consumption rather than investment, though financial firms aggregate such forms as credit card debt into assets which they invest as capital. At the scale of American credit card debt, substantial socialized capital is generated.

Krippner’s emphasis on the shift of large corporations from productive to financial activities aligns with Fligstein’s emphasis on the financial conception of the firm (Fligstein 1987, 1990, 2001; Fligstein and Dauber 1989; Fligstein and Dauter 2007) and Davis’ emphasis on the shareholder value conception of the firm (G. F. Davis 2009), by which firms have become increasingly viewed as a bundle of assets rather than producers of goods and services. Davis argues that corporations are governed according to various strategies of control that dictate the criteria of success and efficiency. At various times, success has been defined in terms of productive efficiency (cost-cutting), market share, and return on shareholder investment. In the 1970s and 1980s, partly in reaction to the enforcement of anti-trust laws that restrained vertical and horizontal integration, firms acquired and merged with unrelated industries, increasingly treating the firm merely as a bundle of assets. This is taking the socialization of capital to a new stage. The shareholder value conception of the firm implies that effectiveness is defined less in terms of serving the consumer or even the individual shareholder, but rather the financial market as a whole because shareholder interests are defined in terms of the market value of corporate securities (G. F. Davis 2009; Espeland and Hirsch 1990; Fligstein 1990, 2001; Lazonick and O’Sullivan 2000; Zorn et al. 2004).

Another important aspect of financialization has been the securitization of assets that had previously been relatively nonfungible, including mortgage-based securities, money market mutual funds, foreign currency instruments, and futures contracts. Such financial assets as mortgages, accounts receivable, credit card payments, and leasing revenues, which previously were held by local banks and savings and loan associations, have been combined into new types of securities that can be marketed as investments. While they were held by local entities, they could be converted into capital as collateral for business loans, thus socialized on a small scale. But with bank deregulation, especially the repeal of the Glass-Steagall Act’s firewall between commercial and financial banking, along with such legislation as the creation of the Government National Mortgage Association to support a market for mortgage-based securities, the scale and scope of socialized capital based on securitized assets mushroomed, precipitating the 2008 economic collapse. Many bank operations shifted from the practice of “originate and hold” to one of “originate and distribute” (Carruthers and Kim 2011).


Conclusion


The use of the term “socialization” is potentially fraught with misunderstanding because of its association with “socialism,” which describes a system of political economy and an ideology about past, present, and future systems. The term is a rhetorical weapon across the political landscape, a specter threatening capitalism and democracy and a dream transcending capitalism and achieving full economic democracy. The extent to which socialized capital, in the form of large corporations, pension funds, insurance, and new financial instruments, fundamentally changes capitalism has been long debated between those like Peter Drucker who foresee a potential for democratizing capitalism and those who fear the potential for greater inequality, accelerated concentration of wealth, and the speculative nature of a financialized economy under neoliberal mayhem.

I have used the term “socialization” in a structural sense—the relationship among entities in a system—seeking to explain how the corporation became a socialized form of property, while highlighting a few of the consequences. From a structural perspective, the most remarkable change has been the relationship between the enterprise and the individual. As noted earlier, the corporation reconfigured the structure of ownership from one in which the typical enterprise was owned by one or a few individuals to one where the typical enterprise was owned by many individuals while the typical shareholder owned pieces of many enterprises. The meaning of ownership, that is, the rights, entitlements, and responsibilities thereby constituted, also changed. The enterprise itself became an individual under the law, and insofar as individuality involves agency, the individuality of owners abated. Under entrepreneurial capitalism, individual owners competed with each other, mitigated by social fraternity and informal cooperation. Corporate capitalism created a dualism between competition among firms and cross-cutting webs of common ownership. As the corporation became more of an identifiable entity and legal individual, capital became more fungible, and the more capital became fungible, the more it was socialized. Concurrently owners became more distant from the substantive business and the products or services offered. Ownership became the abstract management of a portfolio while the corporation, now operating under the shareholder conception of control, became an instrument for maximizing shareholder value. Though not inevitable, this has been an inexorable trend. The history of socialized capital helps us understand why.
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From Berle to the Present

the shifting primacies of corporation theory

Charles R. T. O’Kelley



Introduction


The past 100 years have been a period of American economic and political dominance. In the economic sphere American hegemony is exercised by the “modern corporation” which, following Adolf Berle, must be understood as both a type of corporation and as a governing ideological system. In a typological sense, the modern corporation is an American business firm characterized by separation of ownership and control: the voting stock is publicly owned and widely dispersed, making collective action difficult, which difficulty vests corporate managers with de facto control of the firm’s assets, policies, and management-succession decisions (Berle and Means 1932). In a systemic sense, theories of the modern corporation are couched in terms of primacy and profess to explain why power over the corporation is allocated as it is, and whose interests are and should be served. Viewed typologically or systemically, all theories address the implications of the separation of share ownership and control which is the defining characteristic of the modern corporation. Implicitly or explicitly, these theories both rest on and shape the modern corporation’s legitimacy and role in society and determine how the risks and rewards of business activity may and should be distributed.

Currently, “shareholder primacy” explains the nature of the modern corporation: while operational control is entrusted to a firm’s CEO and directors, the use of such power is considered legitimate if the goal or end pursued is maximizing shareholder value, either in the short or long term (Fisch 2006). Managers are protected from intrusion into their sphere of control by the business judgment role, but do not stray from the pursuit of shareholder value for a variety of reasons, including contractual incentives, judicial and administrative oversight, and, perhaps most importantly, the strong shareholder value ideology and culture which permeates the intellectual, social, and cultural framework in which the modern corporation operates.

Viewed from the narrow lens of the present, the currently dominant corporate law theory appears stable and scientifically determined. For example, shareholder primacy is often described as solving the problem of separation of ownership and control famously identified by Adolf Berle in 1931, thus claiming that this now dominant ideology represents not a sharp break with the past, but the successful completion of a reform journey begun long ago (Rock 2013). However, viewed through a broader historical lens theories of the modern corporation have shifted quite dramatically, and continue to shift. These ongoing changes in our understanding of the modern corporation do not represent the triumph of new and better scientific theories. Rather, they represent fundamental shifts in the political and economic balance of power in society, both locally and globally. As noted by Quentin Skinner, “even the most abstract works of political theory are never above the battle; they are always part of the battle itself” (Skinner 2008). So it is with competing theories of the corporation and the competing assertions of whose interests should hold primacy in the governance of the modern corporation.

Our understanding of the modern corporation over the last 100 years cannot be separated from the nature of American hegemony over the world system during that time frame. Likewise, it cannot be separated from America’s unique twin ideologies—individualism and American exceptionalism. Nor can it be separated from the struggle for power between the modern corporation, viewed as a system, and the American nation state. This chapter deconstructs our changing understandings as to whose interests hold primacy in governance of the modern corporation, with a constant eye on the underlying political struggle for power and meaning, and the role which theories of the corporation play in these struggles. Central to our story will be Frank Knight, the early twentieth century’s seminal theorist of the entrepreneur, and Adolf Berle, the claimed paterfamilias of the shareholder value revolution, but in reality the principal theorist of technostructure primacy. Our story concludes with the ascendancy of shareholder primacy.


Frank Knight—Laissez-Faire Individualism and Entrepreneur Primacy—World War I and the Roaring Twenties


The commencement of America’s hegemony over the world system cannot be exactly dated, but the transition was clearly underway, and accelerated, by World War I. At the onset of World War I, the United States economy, led by its large industrial corporations, had transformed into the world’s most efficient producer. World War I further fueled the growth and power of the American industrial empire. At the same time the Great War laid waste to the wealth and power of competitor nations (Arrighi 1994). From its birth, the United States had transformed from a nation of remarkably autonomous and self-reliant individuals, dominated by small enterprises and farmers, into a country dominated by the modern corporation. However, America’s governing ideology had not changed apace. From the outset, America was a nation wedded to individualism and wary of government intervention in any sphere of life (Berle 1935).

During the Progressive Era, as the modern corporation came into being and took control of American economic life, reformers successfully fought for government interventions that ameliorated some of the harms spun off by the modern corporation, particularly as they affected consumers (Gilmore and Sugrue 2015). And during this era, scholars, lawmakers, and statesmen sounded various alarms about the modern corporation and the problem of separation of ownership and control (Wells 2010). For the first quarter of the twentieth century Thorstein Veblen railed against the modern corporation and its absentee owners (O’Kelley 2011). And Louis Brandeis argued that separation of ownership from control had resulted in over-consolidation of enterprise, to the detriment of competing small business owners and society (Schlesinger 1957: 29–31). The huge modern corporations were simply too large and complex to be responsibly managed. Accordingly, reformers asserted, the benefits from the modern corporation were more than offset by the costs it imposed.

But, despite these dissident voices, the ideology of laissez-faire individualism remained firmly in control of the American mind. Rapidly increasing prosperity during World War I and the “Roaring Twenties” and the psychological effects of America’s emerging world dominance propelled laissez-faire Republicans into power, first Harding, then Coolidge, and finally and most powerfully, Herbert Hoover, a highly successful businessman, the epitome of the self-made man and a strong proponent of “rugged individualism” (Schlesinger 1957: 54–89).

In the quieter world of theory, progressive dissidents met their match as well. In mainstream economics, the modern corporation and laissez-faire individualism were fully reconciled. Rather than a threat to individual autonomy and freedom, the modern corporation was a function of and inseparable from that autonomy and freedom. Most influential of the mainstreamers was Frank Knight (Burgin 2009), who in Risk, Uncertainty and Profit (Knight 1921) developed a theory of the entrepreneur that ranks even today as the seminal text on that subject (Foss 1993; Leigh 1974; Velamuri and Venkataraman 2005). Knight viewed “the entrepreneur system of organization, with production for the market impersonally, and concentration of direction” as the defining characteristic of the real-world free enterprise system (1921: 351). Knight’s account explained the unique, creative function played by the entrepreneur in dealing with uncertainty (1921: 264–76), and argued that the modern corporation was operated as if by a classical entrepreneur. In other words, Knight theorized entrepreneur primacy as the driving force behind the modern corporation.

Uncertainty, explained Knight, was the reason that the great tycoons and the modern corporation had come to exist. If future economic wants, needs, and outcomes could be forecast with precision, there would be no need for profit or the free enterprise system. But in the real world, individuals must chart their life course as best they can. In doing so, individuals voluntarily assume roles in life, and by this process the economy voluntarily falls under the direction of entrepreneurs—“the individuals with superior managerial ability (foresight and capacity of ruling others)” who, because they have “confidence in their [own] judgment … ‘back it up’ ” by guaranteeing the wages of their employees and putting their own capital at ultimate risk (1921: 270). The entrepreneur carries out two key functions: she manages—that is, she determines what to do and how to do it—and she assumes the risk of her decisions—that is, she puts her personal wealth at risk as a means of guaranteeing to her employees that even if the venture fails, they will receive the compensation for which they bargained (1921: 269–76). This unification of ownership and control is the essence of the classic entrepreneur and is essential to the proper working of the free market system (1921: 308).

Moving to the modern corporation, Knight acknowledged that with its salaried manager and apparently powerless shareholders it seemed to be an institution in which ownership had been separated from control, and thus an institution operating without an entrepreneur. Knight asserted, however, that an empirical analysis of actual corporations, coupled with an understanding of the psychological makeup of entrepreneurs, would reveal that ownership and control remained effectively unified in the modern corporation (1921: 291–9). “The apparent separation between ownership and control turns out to be illusory” (1921: 297). “Whenever we find an apparent separation between control and uncertainty-bearing, examination will show that we’re confusing essentially routine activities with real control” (1921: 298).

Knight debunked fears that the controlling insider could not or would not manage the large industrial firm similarly to a classic entrepreneur’s operation of a small business. Brandeis’ argument that effective control was impossible because of size and complexity simply misunderstood the role of the entrepreneurial leader of the modern corporation. “The first step necessary to understanding the distribution of control and responsibility in modern business is to grasp this fact: what we call ‘control,’ consists mainly of selecting someone else to do the ‘controlling.’ Business judgment is chiefly the judgment of men and women.” (1921: 291). The magnitude and range of decisions facing the leader of the modern corporation are minimized by hierarchical organization. As Knight puts it, “[t]he true uncertainty in organized life is the uncertainty in the estimate of human capacity, which is always a capacity to meet uncertainty” (1921: 309). Control is exercised at every level in the firm by a superior choosing whether to perform a particular task (solve a particular problem) or, instead, to assign part or all of the task to someone below her in the hierarchy, which itself may require judgment as to whether to self-perform some or all of the assigned task or pass it down to someone else. Since each person lower in the hierarchy has been judged and told what tasks to perform and what problems to pass back to a superior for guidance if encountered, no subordinate is exercising control, because they are doing only the task they have been assigned. So, in addition to determining the principal goals and strategies of the firm, the businessmen leading the modern corporations exercise effective and ultimate control by making the limited in number (but critically important) decisions about who to hire as seconds-in-command, and what tasks to delegate to these top deputies (1921: 297).

Likewise, Knight discredited the notion that the businessmen controlling the modern corporations would not take risks or be motivated in the same way as the archetypal sole proprietor who stood to glean 100 percent of the profit from his venture. “The conventional view is, of course, to regard risk-taking as repugnant and irksome and to treat profit as the ‘reward’ of assuming the ‘burden’ …” (1921: 362); “it appears [however] that risk-taking is the opposite of irksome” (1921: 367); “business men … are not the critical and hesitant individuals, but rather those with restless energy, buoyant optimism, and large faith in things generally and themselves in particular” (1921: 366). What drove the leaders of the modern corporation was not pecuniary self-interest as such. Rather, “it is clear that the ‘personal’ interests which our rich and powerful business men work so hard to promote are not personal interests at all … The real motive is the desire to excel, to win at a game, the biggest and most fascinating game yet invented, not excepting even statecraft and war” (1921: 360).

Knight’s work fit with the world of Hoover and the Roaring Twenties. Far from being robber barons, the great tycoons, and their successors inside and astride the modern corporations, were “entrepreneurs”—the engines that propelled society forward and on whom prosperity depended. Far from being lumbering behemoths, within each modern corporation a great businessman qua entrepreneur exercised primacy and effective control. However, the ideology of entrepreneur primacy would not survive the onslaught of the Great Depression.


Adolf Berle—the Modern Corporation and the Claims of Society—the Great Depression and the Coming of the New Deal


Throughout the Roaring Twenties Americans had experienced a love affair with the stock market. Individuals invested hard-won savings, and professional investors bought heavily on margin. Initial public offerings increased threefold from 1923 to 1927. Sales in the secondary trading markets increased fourfold from 1923 to 1928. Shares traded on the New York stock exchange rose in market value by almost 250 percent between 1925 and 1929 (Schlesinger 1957: 68). Great wealth was seemingly being created for the already rich, the aspiring new professional classes, and America’s burgeoning middle class. In reality, the seeming widespread prosperity masked a sharp increase in inequality—most of the gains went to the upper crust. Unfortunately it all, both the perception and the reality, rested on a mountain of debt and unfounded expectations of the future (Schlesinger 1957: 67–8). The bubble burst in the fall of 1929. After peaking on September 3, the Dow Jones average fell 5 percent on September 5, and then slowly declined for the next seven weeks. The bottom dropped out in late October as the market lost more than a third of its value in four trading days. The Dow Jones averages would not again reach their September peak for twenty-five years (Eichengreen 2015: 106–7).

The panic soon spread from Wall Street to Main Street. In the next three years one out of every four American workers would be jobless (Schlesinger 1957: 3). Rather than suffer lower profits, the modern corporations cut wages, reduced production, and laid off workers. The modern corporations got leaner but retained full functionality and the ability to make a profit (Schlesinger 1957: 249–51). “The Year 1932 brought more anguish. By spring, when United States Steel made its second large wage slash, the attempt to maintain pay scales had pretty well foundered” (Schlesinger 1957: 249). Many Americans, adults and children, felt the increasingly severe consequences of wrenching poverty. The following is a small excerpt from Arthur Schlesinger’s account:

The Philadelphia Community Council described its situation in July, 1932 as one of “slow starvation and progressive disintegration of family life ….” In the Pennsylvania coal fields, miners kept up a subdued battle against starvation, freezing in rickety one-room houses, subsisting on wild weed-roots and dandelions, struggling for life in the black and blasted valleys. In Kentucky … wan children attended school without coats, shoes or underclothes. (Schlesinger 1957: 250)

“Faith in life itself seemed to be ebbing away; the national birthrate for 1931 was 17 per cent below 1921 and 10 per cent below 1926” (Schlesinger 1957: 251). Fear of revolution grew in the halls of power, and the looming presidential election of 1932 became a referendum on America’s understanding of individualism and the relationship between the modern corporation and society. In one corner stood Herbert Hoover, defender until the end of the entrepreneur and individualism. In the other corner stood Franklin Roosevelt, certain that change must occur, uncertain of the proper remedy to employ, but aware that he could do nothing at all if not elected (Gilmore and Sugrue 2015: 167). And, as Roosevelt sought the presidency, gradually finding a place among his small brain trust of closest advisers, was Adolf Berle.

As the Great Depression began to unfold Berle was hard at work analyzing the modern corporation. A Wall Street corporate lawyer, Columbia Law School professor, creator of the first law text on corporate finance, and gifted amateur social scientist, Berle was uniquely qualified and in the right place at the right time. In 1930, he published a law review article documenting the modern corporation’s growing control of the American economy (Berle and Means 1930). This report, along with earlier law review articles written by Berle, formed the backbone of Berle’s seminal work, The Modern Corporation and Private Property, published first in 1931, and then republished in 1932 (Bratton and Wachter 2008). In it, Berle detailed the fundamental nature of the modern corporation, and the unfettered power that separation of ownership and control had bestowed on corporate insiders—the Princes of Industry. The book was hailed by progressive policymakers, established Berle as a prominent public intellectual, and provided Berle with critical access to Roosevelt as he fought to become president.

Whether Berle had so intended, The Modern Corporation and Private Property served as an ideological road map for a central issue to be decided by the looming 1932 election: how would the modern corporation be theorized, and what would be its fate? Like Brandeis and other reformers of the prior generation, Berle sounded an alarm concerning separation of ownership and control. However, unlike Brandeis, Berle’s was no defense of small business or dream of a return to an idealized pre-industrial world (Schlesinger 1960). In Justice Brandeis’ view, “bigness was always badness.”

Breaking up the modern corporation was off the table. Unlike the Brandeis camp, Berle saw the success of the modern corporation as an economic force that would inevitably come to dominate every sector of the economy.

The real question was who should govern the great industrial firms, and to what ends. Berle closed The Modern Corporation and Private Property with a detailed examination of three possibilities. The first possibility was to embrace shareholder primacy as the governing rationale for the modern corporation. Then as now the common view was that “a corporation ‘belongs’ to its shareholders” (Berle and Means 1932: 310). To make reality match this traditional view, corporate fiduciary duties could be strengthened to the point where separation of ownership and control was no longer an issue. In its most extreme form, this recasting of corporation law could subject corporate managers to duties akin to true trustees. While shareholders would remain passive, managers would be required to account for every business decision without any presumption that such decisions had been made in shareholders’ best interest. The obvious downside would be diminution of risk-taking and innovation (Berle and Means 1932: 311). And politically, of course, there would be no popular support for this solution. America believed in individualism not paternalism. America glorified the entrepreneur, not the rentier (Berle 1935: 45). Instead of attempting to create an equalitarianism, we have endeavored as far as possible to liberate inequalities, or to permit a more just recognition of inequalities. And in that desire, so far from being able to join in the totalitarian doctrines proposed by the fascists, or the almost equally inclusive doctrines proposed by our communist friends, we constantly seek an individual attack, a method which our constitutional forebears would have perfectly approved, I believe, of endeavoring to make something available to that individual so that he thereafter can take care of himself.

So Berle could throw out shareholder primacy as a possibility without any concern that it would be taken seriously. It was just an intellectual straw man posing as a legitimate solution.

No, the only two realistic choices were those facing the American people. A vote for Hoover would affirm the continuation of laissez-faire and unfettered power for the insiders controlling the modern corporation. A vote for Roosevelt would sanction a change of course, with a heightened role for government and a lessening of the power of the Princes of Industry. It was Berle’s analysis of these two choices that captured not only the essence of the battle between Hoover and Roosevelt, but also the new theory of the modern corporation that the New Deal would embrace.

What Berle challenged was the central tenet of laissez-faire doctrine from Adam Smith to Frank Knight: the workings of a free market will result in each worker receiving the value of his or her contribution to the firm’s overall product, whether the worker is a sole proprietor or an employee of the modern corporation. For an analysis of The Modern Corporation and Private Property as, in part, a response to Knight’s Risk, Uncertainty and Profit, see O’Kelley (2010).

As Frank Knight put it, “even in a complex organization the separate contribution of each separate productive agency can be identified, and … free competitive relations tend to impute to each agency its specific contribution as its reward for participation in productive activity” (Knight 1921: 57; emphasis added). In the late eighteenth century world imagined by Adam Smith, markets worked competitively and without structural inequality of bargaining power. Products were made by time-tested methods that had been in existence for centuries. There was no concentration of productive property into a small number of hands. And there was relatively little profit or surplus to distribute. Consequently, what a worker could expect to receive for her services in the market would in most cases be perceived as a “fair” return for the value that she had contributed in the creation of the product.

But the world Berle and his anticipated readers lived in was one in which the laissez-faire economy, dominated by the modern corporation, was perceived as failing to deliver the promised optimal allocation of economic resources. On the production side of the economy, factories, equipment, and workers stood idle; industry seemed unable or unwilling to use its capacity. On the supply side of the equation, workers were unemployed in unprecedented numbers (Schlesinger 1957: 167–71), and those who were employed earned wages and worked in conditions that were widely viewed as unfair (Schlesinger 1957: 113–16; Tugwell 1952). This failing could not be addressed within traditional economic theory because allocating rewards efficiently was assumed to equate with allocating them fairly.

The failure of the laissez-faire system and the modern corporation to allocate rewards fairly was part of the disease Berle diagnosed, along with the associated failure to fully use the country’s productive capacity (Allen 2000). The two failures worked hand in hand. The underpayment and poor treatment of workers created the chaos that laissez-faire theory itself predicted would occur if an economic system did not fairly reward workers for their contributions (Schlesinger 1957: 159–60). Workers had little to spend and their lack of security made them reluctant to spend what they had. The twin failures of under-compensation of workers and underutilization of productive capacity reinforced each other, resulting in a deflationary spiral with no end in sight.

What Berle described was the role of the modern corporation in the unfolding disaster. Importantly, Berle viewed separation of ownership and control as merely a symptom of the deeper problem—“a concentration of power in the economic field comparable to the concentration of religious power in the mediaeval church or of political power in the national state” (Berle and Means 1932: 352)—coupled with how the laissez-faire system compelled corporate insiders to use that power. Because of the structural imbalance of power between corporate insiders and others, labor was not receiving its just rewards, consumers were not receiving fair prices, and society as a whole, including the unemployed, was not receiving the full utilization of the nation’s productive property. The problem was not that those in control of the modern corporation would not ruthlessly pursue self-interest and profit. The problem was that they would. Put in terms of Knight’s theory, the problem was not that the modern corporation was not managed as if by a classic entrepreneur. The problem was that it was. And the ultimate problem was that those in control of the modern corporation coupled their selfish pursuit of profit with overwhelming bargaining power. As a result, the controlling group caused the modern corporation to expropriate a portion of the gains from trade that fairly were attributable to the contributions of labor, consumers, and society as a whole (Tugwell 1952).

The truth of this matter was beginning to make itself felt rather widely even before 1933. People were beginning to understand that the so-called capitalist system could not continue to run as the capitalists were running it. It would simply slow down and stop. The year 1929 had looked, to many of them, like the often predicted end of the world. The way income was abstracted and made inert had been ruinous. There had to be immediate, complete connection between input and output, between goods turned out and purchasing power with which to buy them. There were glaring difficulties which anyone could see. Some income was abstracted by the nonproductive or spent in nonregenerative activities; more was immobilized to provide security for favored groups; and some was being used for wasteful competition which resulted in no social benefits. These leaks, running off into stagnant, sometimes stinking pools, were sufficient to stop everything occasionally, and most of the time they prevented full activity. Only once in a while did a period occur when wastes were stopped or when purchasing power was, for the moment, equal to productive power (Tugwell 1952: 498).

But neither Berle nor Roosevelt could state the case quite this starkly. Individualism still held sway in the American imagination as the very essence of freedom. And reverence for the tycoon remained strong. In calling for a stronger role for government and a redistribution of corporate wealth, the case had to be made in a way that embraced rather than challenged these core American beliefs. Thus, Berle ended The Modern Corporation and Private Property with a corporatist vision that placed business leaders at the forefront of needed change:

When a convincing system of community obligations is worked out and is generally accepted, in that moment the passive property right of today must yield before the larger interests of society. Should the corporate leaders, for example, set forth a program comprising fair wages, security to employees, reasonable service to their public, and stabilization of business, all of which would divert a portion of the profits from the owners of passive property, and should the community accept such a scheme as a logical and human solution of industrial difficulties, the interests of passive property owners would have to give way. (Berle and Means 1932: 356)

What Berle was describing was a framework for the coming 1932 presidential campaign. He hoped Roosevelt would make the case for a new social contract between government and the modern corporation, and that he would make that case in a way that would draw the support of all members of society including enlightened business leaders. His hopes were answered. Roosevelt signaled agreement with Berle’s vision, framework, and strategy in his famous campaign speech, ‘The New Individualism’ (Roosevelt 1932), which was authored entirely by Berle (O’Kelley 2013). Delivered in San Francisco on the evening of September 22, 1932 at the prestigious Commonwealth Club, a gathering dominated by business and community leaders, the speech followed the script laid out in The Modern Corporation and Private Property but with care to cast no blame on the forces controlling the modern corporation. The problem was not those in power, but changes in society beyond their control. The world was in disarray and foreign markets were closed to American exports. Law forced individual firms to compete with each other when they desperately needed and wanted to cooperate. Rewards continued to be allocated as when the Great Tycoons needed great incentives to take the risks of building the great railroads and carrying out the industrial revolution. Little of the surplus value created by our industrial system was being distributed to those whose labor produced it, leaving consumers with no ability to purchase what they had collectively produced. The American frontier had closed. The second industrial revolution was essentially complete. Now was the time for a reorientation of the modern corporation and the empowerment of the American government. It was time for a new deal (O’Kelley 2013: 32). As Roosevelt put it in closing:

Clearly, all this calls for a re-appraisal of values. A mere builder of more industrial plants, a creator of more railroad systems, and organizer of more corporations, is as likely to be a danger as a help. The day of the great promoter or the financial Titan, to whom we granted anything if only he would build, or develop, is over. Our task now is not discovery or exploitation of natural resources, or necessarily producing more goods. It is the soberer, less dramatic business of administering resources and plants already in hand, of seeking to reestablish foreign markets for our surplus production, of meeting the problem of under consumption, of adjusting production to consumption, of distributing wealth and products more equitably, of adapting existing economic organizations to the service of the people. The day of enlightened administration has come. (Roosevelt 1932: 51)

The framework had now been laid for the New Deal. The American government and the modern corporation would be partners in America’s ascension to the role of world hegemon. Both would be responsible for the well-being of society, and both would hew to the banner of enlightened administration. All that remained was the assent of the American people, and the details of the new order.


Technostructure Primacy— Enlightened Administration and the New Industrial State


The New Deal emerged and transformed America and the modern corporation during Roosevelt’s four terms as president and continued its ideological grip on America until approximately 1970. In the famous first hundred days of Roosevelt’s first term a landslide of legislation began America’s transition from laissez-faire to a Keynesian activist state. During the remainder of the 1930s and over the course of World War II, the new relationships between government and the modern corporation reached maturity. Decentralized governance of the economy had failed. The modern corporations were incapable, alone, of providing opportunity, incomes, and security to the American worker. Nor were the modern corporations able to control the overall stability of the economy. It was time for government to enter the fray.

With respect to the modern corporation, the New Deal began with a radical departure from laissez-faire individualism—the adoption of the National Industrial Recovery Act of 1933 (the NRA) (Handler 1933), partially invalidated by A.L.A. Schechter Poultry Corp. v. United States 295 U.S. 495 (1935). Title I of the NRA authorized cartelization of major industries to enable coordination between the modern corporations as to prices, standards, wages, and production (Schlesinger 1959). Title II of the Act authorized a broad public works program (Schlesinger 1959: 99). The goal was to stimulate demand quickly, while putting in place the apparatus of central economic planning (Schlesinger 1959: 102). Though the Supreme Courts repealed much of the NRA in 1935 (Handler 1933: 55), the new partnership which it had created endured, and presaged the country’s swift transformation into a modern social democracy (Schlesinger 1959: 101–76). Schlesinger summarizes the NRA’s legacy as follows:

The more enduring achievements of NRA lay not in the economic but in the social field. Here NRA accomplished a fantastic series of reforms, any one of which would have staggered the nation a few years earlier. It established the principle of maximum hours and minimum wages on a national basis. It abolished child labor. It dealt a fatal blow to sweatshops. It made collective bargaining a national policy and thereby transformed the position of organized labor. It gave new status to the consumer. It stamped out a noxious collection of unfair trade practices. It set new standards of economic decency in American life—standards which could not be rolled back no matter what happened to the NRA …

More than this, NRA helped break the chains of economic fatalism which had so long bound the nation … The psychological stimulus gave people new confidence in their capacity to work out their economic salvation … Of equal importance, NRA taught the people the meaning and implications of the national economy … It accustomed the country to the feasibility of governmental regulation and taught people to think in terms of national policy for business and for labor. (Schlesinger 1959: 174–5)

As World War II approached, the New Deal’s major pieces were in place: to the changes enacted by the NRA were added retirement security and recognition of the fundamental rights of labor unions. To combat inequality, the income tax became substantially more progressive and the corporate tax established the federal government’s right to half of the modern corporation’s profits. Thus, as the New Deal evolved, its nature reflected a shared understanding between government and business elites: America could recognize its promise only through the partnership between two equal forces—the modern corporation and a strengthened, activist American government.

The New Deal also effected profound changes in the governance and culture of the modern corporation. Roosevelt’s election heralded changes, but few saw what was to unfold. Not surprisingly, Berle did. As he wrote on the concluding page of The Modern Corporation and Private Property, “[i]t is conceivable,—indeed it seems almost essential if the corporate system is to survive,—that the ‘control’ of the great corporations should develop into a purely neutral technocracy, balancing a variety of claims by various groups in the community and assigning to each a portion of the income stream on the basis of public policy rather than private cupidity” (Berle and Means 1932: 356).

Fast-forwarding to the mid-1960s, we can see the culmination of the New Deal project and the fulfillment of Berle’s vision. As Berle observed in 1967, “American economics at present is dominantly, perhaps overwhelmingly, industrial” (Berle and Means 1971: xxi). Thus, in 1932, and still in the 1950s and 1960s, it was the large industrial corporation that both dominated the economy and implemented the blueprint inherent in the second industrial revolution. Berle foresaw correctly that, in carrying out this unfolding blueprint, the modern corporation would need enlightened, but technocratic administration. By the 1950s that administration was fully in place. As Berle predicted it lay not in autocratic, top-down entrepreneurs, and not in narrow decision-making driven by self-interest. Rather, direction of the modern corporation had devolved to the internal bureaucracy of the firm, what John Kenneth Galbraith termed “the technostructure” (Galbraith 1967). The new rationale for the modern corporation was “technostructure primacy.”

Studying the modern corporation during the 1950s and 1960s, Galbraith discovered an internal decision-making society at work. Contrary to the simple world modeled by Adam Smith, the modern corporation of the 1950s and 1960s was involved in economic planning that often spanned many years between the initiation of a product development and actually bringing that product to market. The modern corporation could not depend on the market to accomplish these complex, long-term projects. For example, capital could not be invested years in advance in the “hope” that profitable sales would ultimately occur. The modern corporation must “know” that a profitable market will exist. Accordingly, product development and other decisions require foresight which depends on the information, knowledge, and specialized skills of the modern corporation’s technostructure. Importantly, the input of each member of the technostructure must be coordinated, and almost all decisions will be made by groups. The formal hierarchy of the firm—the descending chain of command envisioned by organization charts—plays almost no role in the actual functioning of the firm. It was the large mass of individuals working collaboratively within the firm who determined its actions and purpose, and at the center of this group were the engineers, scientists, and related industrial specialists—the technostructure—who dominated each large industrial firm and shaped its goals and purposes (Galbraith 1967: 65).

Traditional economic theory models the firm as a profit-maximizing unit, within which individuals primarily make decisions by pecuniary calculus (Galbraith 1967: 121–5). Adolf Berle had feared that managers of the modern corporation, if either left with unfettered power or tethered to the control of shareholders, would continue to allocate corporate profits selfishly. But, by the 1950s, Berle’s vision of enlightened technocratic administration rather than the continued reign of private cupidity was largely realized. The mature modern corporation now responded not to the dictates of shareholders, financiers, or powerful managers, but to the needs and wishes of the technostructure.

The goals of the technostructure did not include maximizing firm wealth or shareholder wealth. Rather, goal one was ensuring the survival of the corporation, and thus the survival of the technostructure (Galbraith 1967: 167). For that, seeking to maximize profit or wealth was far too risky. Instead, the modern corporation sought to maximize a dependable and safe level of earnings, while minimizing the risk of catastrophic loss. Closely related was a second goal—maintaining the autonomy of the technostructure (Galbraith 1967: 169–71). This, too, was not consistent with maximizing shareholder returns. Rather, the technostructure sought to protect itself from the need to obtain outside loans or new infusions of capital by keeping earnings at the highest possible level. A third, related, goal was growth (Galbraith 1967: 171–2). The technostructure sought to maximize growth. Because the technostructure worked in groups, firing a member of the technostructure was demoralizing and cut against members’ ability to identify with the firm. Growth provided a cushion against temporary downturns in business fortune. Finally, the technostructure sought “technological virtuosity” (Galbraith 1967: 174–5). Successful innovation meant promotions and more hiring for the technocrats in the firm (Galbraith 1967: 174–5). Pecuniary motivation still played a role, but a much more subsidiary one. Rather, members of the technostructure were motivated to differing degrees either because they identified with the goals of the firm and derived tremendous satisfaction therefrom, or because they partially identified with the goals of the firm and hoped to be able to change the firm—to adapt it to their own goals (Galbraith 1967: 166–78). Even lower level workers were not solely motivated by compensation (Galbraith 1967: 134–9).

Thus, as the 1960s came to a close technostructure primacy had transformed the modern corporation into the socially responsible engine envisioned by Berle nearly thirty years earlier. The modern corporation provided stable, often lifetime, employment and a ready path to a middle-class life, including pensions and health insurance for workers and their families. Technostructure primacy seemed firmly embedded along with the broader New Deal consensus. But just as entrepreneur primacy could not survive the Great Depression, technostructure primacy and New Deal ideology could not survive the crisis in American hegemony wrought by globalization and the coming of the third industrial revolution (O’Kelley 2013: 1045).


Corporation as Contract and Shareholder Primacy


Beginning around 1970, the governing-ideology pendulum unexpectedly began to swing away from the New Deal consensus and toward a new, decidedly more individualistic and selfish ideology. Advocates of free markets, individualism, and elimination of government regulation recaptured political and intellectual control in America, England, and, within a decade, most of the First World countries (Hobsbawm 1995). The reasons for the shift are myriad, and less well studied and understood than the shift that occurred in the shadow of the Great Depression. Near simultaneously, America was buffeted by multiple disturbances. Europe and Japan were both nearly recovered from their World War II traumas and now able to challenge America’s once clear dominance of industrial production. America had wasted a fortune on its Vietnam misadventure, and the costs would force it to abandon the gold standard (Arrighi 1994: 317–27). The costs of the war and the shock from the Arab oil embargo caused the Federal Reserve Bank to raise interest rates to unprecedented levels, and the economy felt the twin effects of stagnation and previously unseen levels of inflation (Gilmore and Sugrue 2015: 509–23). The young rebelled not only at America’s involvement in Vietnam, but also at America’s racial policies and political party corruption (Gilmore and Sugrue 2015: 420–53). Economic and policy elites also rebelled. If others in the diffuse team that constituted American society were determined to seek individual gain at the expense of social stability and long-shared values, then perhaps it was time for the doers in society to reap larger economic rewards (Bender 1995). And looming over all of this was the coming of the third industrial revolution—the age of information technology and opportunities for both radical increases in productivity and massive dislocation of displaced workers (O’Kelley 2013: 1047).

As the ideological shift away from the New Deal gained momentum, a similar ideological shift occurred in corporation theory. Disciples of the Chicago School of Law and Economics controlled the agenda. Their swift rise to dominance coincided with the ascendancy in corporation law of a new hegemonic paradigm, founded on the view that the corporation is a nexus of contracts—a consensual ordering of relations generally to be governed by private ordering and not government regulation (Bainbridge 1996: 867). “The law and economics movement remains the most successful example of intellectual arbitrage in the history of corporate jurisprudence … As a matter of intellectual interest, the debate over the contractual nature of the firm is over” (Bainbridge 1996: 888).

Gone would be Berle’s synthesis, including the understanding of the modern corporation as an institution. Gone would be technostructure primacy, to be replaced by shareholder primacy. And gone would be most of the social role of the modern corporation and the job security and sense of belonging for most employees which had characterized the modern corporation during the New Deal era. In its place would be massive increases in CEO pay and levels of inequality not seen since the Roaring Twenties (O’Kelley 2013: 1046–7).

Central to the development of both the nexus of contracts theory of the corporation and shareholder primacy ideology was the work of five neoclassical economists identified with the Chicago School of Economics—Armen Alchian, Harold Demsetz, Michael Jensen, William Meckling, and Eugene Fama—in papers published between 1972 and 1980. Like Frank Knight, these papers sought to provide a theoretical underpinning for laissez-faire economics and to explain the modern corporation as a central part of a free market system. However, unlike Knight, these scholars abhorred entrepreneur primacy and its presumption that markets must sometimes be trumped by central authority, whether governmental or private.

The first chapter in the influential nexus of contracts trilogy was Alchian and Demsetz’s paper, “Production, information costs, and economic organization,” published in 1972 (Alchian and Demsetz 1972). Like Frank Knight, Alchian and Demsetz placed the entrepreneur at the center of the firm. Like Knight, they viewed the firm as a product of ex ante self-interested, voluntary contractual choices made by the employer and each of her employees. However, Alchian and Demsetz broke sharply with Knight concerning the concept of the entrepreneur’s authority. Knight viewed the entrepreneur’s direction of the firm—her ability to command employees—as an essential aspect of the real-world firm (Alchian and Demsetz 1972: 13–19); Alchian and Demsetz emphatically disagreed.

For Alchian and Demsetz, the essence of a firm is the team use of production inputs where one team member, the entrepreneur, has the responsibility of determining and changing as needed the composition of the team and for metering the contributions of team members—employees—to ensure that rewards are allocated to each employee in accordance with his contribution to the team product (Alchian and Demsetz 1972: 777–81). In carrying out her role, the entrepreneur has no authority or power to control the actions of her employees:

To speak of managing, directing, or assigning workers to various tasks is a deceptive way of noting that the employer continually is involved in renegotiation of contracts on terms that must be acceptable to both parties … [The entrepreneur] has no power of fiat, no authority, no disciplinary action any different in the slightest degree from ordinary market contracting between any two people. I can “punish” you only by withholding future business or seeking redress in the courts for any failure to honor our exchange agreement. That is exactly all any employee can do. He can fire or sue, just as I can fire my grocer by stopping purchases from him or sue him for delivering faulty products. (Alchian and Demsetz 1972: 777)

The second chapter in the nexus of contracts trilogy is Meckling and Jensen’s paper, “Theory of the firm: managerial behavior, agency costs and ownership structure” (Jensen and Meckling 1976). The foundation on which Jensen and Meckling built was R. H. Coase’s terse assertion that “[a] firm … consists of the system of relationships which comes into existence when the direction of resources is dependent on an entrepreneur” (Coase 1937). Expanding on Coase’s insights, Jensen and Meckling emphasized that a “firm” or “corporation” is not a real individual or entity. Instead, “the firm [is] the nexus of a set of contracting relationships among individuals” (Jensen and Meckling 1976: 310). Thus, a “firm” is “only a multitude of complex relationships (i.e., contracts) between the legal fiction (the firm) and the owners of labor, material and capital inputs and the consumers of the output” (Jensen and Meckling 1976: 311).

At decade’s end, Eugene Fama’s influential “Agency problems and the theory of the firm” (Fama 1980) completed the contractarian assault on the underpinnings of traditional corporate theory, and at the same time dismissed the classic entrepreneur from any role in the developing theory of the modern corporation.

[S]eparation of ownership and control can be explained as an efficient form of economic organization within the “set of contracts” perspective. We first set aside the typical presumption that a corporation has owners in any meaningful sense. The attractive concept of the entrepreneur is also set aside, at least for the purposes of the large modern corporation. Instead, the two functions usually attributed to the entrepreneur, management and risk bearing, are treated as naturally separate factors within the set of contracts called a firm. (Fama 1980: 289–90)

The triumph of the nexus of contracts paradigm not only atomized the modern corporation into its individual constituents and legitimized separation of ownership and control, it also set the stage for the ascendancy of the shareholder primacy norm. Under the contractarian view, shareholders and managers are rational individuals who, in contracting ex ante for their respective positions in the modern corporation—residual claimants and managers—share the common goal of maximizing the value of the corporation’s shares. In a zero transaction cost world this goal could be achieved by a fully contingent contract; in the real world the contract between managers and shareholders will be incomplete, leaving unspecified how managers are to deal with most future contingencies (Hart 1995). In the real world, once the initial manager sells part of the firm’s equity to shareholders, the manager will be inclined to take advantage of the contractual gaps and shirk—divert personal and firm resources to his own benefit to a greater extent than he would as the sole equity owner—because post-sale he no longer bears the entire cost of such shirking. However, since the shareholders anticipate this inclination they will reduce the amount they will pay the manager for the offered shares, and, accordingly, the manager will bear ex ante the full cost of the shirking anticipated by the individuals purchasing shares (Fama 1980: 295–6). As a result, the manager will make monitoring and bonding expenditures, to the extent economic, to reduce the shareholders’ predicted loss from the manager’s post-sale shirking (Jensen and Meckling 1976: 325–6). This economic analysis shows why, ex ante, the prospective shareholders and the manager of the modern corporation have the common goal of maximizing the value of the firm’s shares both before and after the securities are sold. By achieving these goals the original manager will receive the maximum return on her sale of equity to the shareholders, and the shareholders will thereafter receive the expected return on their investment.

In this contractarian theory, the role of corporation law is to maximize shareholder wealth by providing rules that give shareholders appropriate rights and powers to monitor, discipline, and replace managers, and approve certain fundamental changes or conflicting interest transactions. To be value-maximizing, the corporation law regime must take into account the extent to which the risk of shirking will likely be more economically reduced by private ordering—bonding and monitoring—and by market discipline. To the extent corporation law can further reduce the risk of shirking, taking into account the marginal cost of each additional increment of legal intervention or regulation, then both the manager and prospective shareholder, ex ante, would voluntarily contract for such corporation law rules and systems. Therefore, corporation law should provide rights and remedies to shareholders—should promote shareholder primacy—exactly to the extent that in a transaction cost-free environment such rules would have been viewed, ex ante, as likely to maximize the value of the corporation’s shares. It is this concept of optimally maximizing shareholder wealth that buttressed the shareholder primacy norm that not only dominates thinking in the modern corporation’s boardroom but is also central to the work and thinking of elites in law, economics, government, and journalism.

But how could shareholder primacy take hold in the modern corporations so firmly ruled by technostructure primacy? The key was to awaken the power inherent in corporate executives. In the late stages of the New Deal era, the CEO, like other members of the technostructure, found his meaning and purpose in serving and protecting the technostructure. For him the technostructure and the corporation were one, and they were his life. His primary function was technocratic: to determine the membership of the top team members whose groups would lead and coordinate the long-term, collective, and collaborative decision-making that was essential to the corporation’s growth and security. In so doing he would have no interest in maximizing shareholder wealth, or even maximizing profit. The goals of the technostructure lay elsewhere, including the perfection of the technostructure itself. As to compensation, the late-New-Deal-era CEO looked not to pecuniary rewards, but to his place in the esteem of his colleagues in the technostructure (Galbraith 1967: 154–5). And even if he were to occasionally ponder seeking a slightly higher salary, he would remember that state and federal taxes would likely extract 75 to 80 percent of each marginal dollar so gained and that his fellows would view him most unfavorably if he seemed motivated by pay rather than the goals of the technostructure (Galbraith 1967: 138, 139).

Breaking the CEO and other senior executives from the larger technostructure proved surprisingly easy. The onslaught of unfriendly corporate takeovers beginning in the 1970s punished CEOs who refused to take drastic steps to improve the bottom line (normally involving layoffs, salary cuts, outsourcing, tax-motivated plant relocations, substantial investment in productivity-increasing information technology, and sales of divisions not critical to the creation of maximum shareholder value). At the same time, federal tax and securities law rule changes in the 1970s penalized fixed compensation of corporate executives while granting favorable treatment to incentive compensation plans, particularly stock options. In short order, every CEO had significant stock holdings and stock options, aligning their interests with those of the modern corporations’ shareholders. Almost overnight, pecuniary gain became the primary motivating force in the operation of the modern corporation (O’Kelley 2013: 1046). Corporate CEOs almost instantly became rock stars, and their compensation quickly reflected this new status. In 1980, the CEO of an S&P 500 corporation received compensation 42 times the pay of an average American worker. By 2017, that same CEO made 371 times the pay of an average American worker (AFL-CIO 2017).

Berle had feared that shareholders were powerless to influence the Princes of Industry. Ironically, then, it is the new Princes of Industry who are responsible for the ascendancy of the shareholder primacy norm, and for the associated rise of the shareholding class. It is the Princes of Industry who toil for the shareholders. And as the shareholders and new Princes of Industry prosper, the social solidarity inherent in the era of technostructure primacy is but a distant memory.


Conclusion: Shareholder Primacy Forever?


At the turn of the new millennium two prominent academics not only recognized the dominance of shareholder primacy but also asserted that the end of history for corporation law was near, not just in the United States but globally. “[T]here is today a broad normative consensus that shareholders alone are the parties to whom corporate managers should be accountable” (Hansmann and Kraakman 2001: 439–41) and “[t]here is no longer any serious competitor to the view that corporate law should principally strive to increase long-term shareholder value” (Hansmann and Kraakman 2001: 439). The authors conclude that in the near future shareholder primacy will be universally accepted throughout the developed world as the guiding metric for the modern corporation (Hansmann and Kraakman 2001: 468). Equally remarkable is the view that shareholder primacy not only protects the best interests of shareholders, but that the interests of society are also best served by making managers’ sole duty the maximization of shareholder value (Hansmann and Kraakman 2001: 441).

Viewed through the lens of the present, shareholder primacy does appear formidable. But so, in their own times, did the entrepreneur primacy theorized by Frank Knight and the technostructure primacy prophesized by Adolf Berle. The return of the laissez-faire ideology of which shareholder primacy is but a part was unimaginable to those living in the grips of New Deal ideology, particularly those who had experienced its ascendancy. As historian Eric Hobsbawm, a critic of the current order, put it, “[t]hose of us who lived through the years of the Great Slump still find it almost impossible to understand how the orthodoxies of the pure free market, then so obviously discredited, once again came to preside over a global period of depression in the late 1980s and 1990s, which, once again, they were equally unable to understand or deal with” (Hobsbawm 1995: 103).

So, just as we have seen hegemonic theories unexpectedly fall from grace as times changed, perhaps we will in due course see the same occur yet again. If this is to be the case, perhaps we already can see the emerging basis for the return of a re-theorized entrepreneur primacy in: (1) the increasing use of dual-class common shares to insulate corporate managers from shareholder influence—“The use of dual-class capital structures has become increasingly popular as large technology companies have gone public, including in the cases of Facebook, LinkedIn, Yelp, Groupon, and Zynga” (Lee 2015: 281–2)—and (2) the sharp decrease in the number of publicly traded corporations as managers choose to take their companies private (Davis 2016)—“The number of American corporations listed on US stock markets dropped by fifty-five percent between 1997 and 2012.” Alternatively, perhaps we see the stirrings of a return to a greater, Berle-like focus on the claims of society in the emergence of the benefit corporation with its embedded commitment to pursue not only profit but other social ends. All we can know is that the primacies which have claimed hegemony in theories of the corporation have shifted radically twice before in response to dramatic changes in the American nation’s fortunes, and that no nation has ever avoided dramatic changes in its power and wealth. Time will tell whether the shareholder primacy norm is immune to such expectable future shocks to the American nation and its global hegemony, or whether shareholder primacy will escape the bounds of its American lineage and assume a global mantle unaffected by changes in the global order.
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CHAPTER 6

Understanding the Roots of Shareholder Primacy

the meaning of agency theory, and the conditions of its contagion

Olivier Weinstein



Introduction


The shareholder primacy doctrine has become established over the last thirty years as the inescapable foundation of corporate governance. The key article by Hansmann and Kraakman (2001), announcing “The end of history for corporate law,” sums up this doctrine: “The point is simply that now [. . .] there is convergence on a consensus that the best means to this end—the pursuit of aggregate social welfare—is to make corporate managers strongly accountable to shareholder interests, and (at least in direct terms) only to those interests.”

This vision of corporate governance marks a profound break in the underlying conception of the “nature” of the enterprise and the corporation as opposed to the managerial view that dominated until the end of the 1960s. This new conception was one of the main ingredients in the new financial capitalism and in the neoliberalism that gradually became established from the 1980s on (see, for example, Aglietta and Rebérioux 2005). It was partly founded on a specific theorization of the enterprise, linked to the rise of contract-based theories: agency theory, first presented in the seminal article of Jensen and Meckling (1976). It would be hard to overestimate the huge practical and theoretical influence of this theory. A study by Kim, Morse, and Zingales (2006) of the articles most often cited in economic journals between 1970 and 2006 ranks the article by Jensen and Meckling (1976) in third place.

Today, the contractualist conception of the firm remains the fundamental point of reference that, incorporated into a more general representation of economic relations in a free market economy, shapes analyses of the firm. In many ways, agency theory constitutes the intellectual framework within which the question of corporate governance has been addressed since the 1980s, as a problem of (agency) relations between shareholders and managers, and of determining what the objective of managers should be (i.e., shareholder value). It is therefore essential to identify the precise content of this theorization so as to grasp the full significance of the principle of shareholder primacy.

For that purpose, we find it is useful to return to the questions raised in the founding work by Berle and Means and subsequent texts by Berle, which accompanied the development of managerial capitalism up to the 1970s. These questions are much broader and more fundamental than the simple question of “corporate governance” as formulated during the 1980s (Cioffi 2011). They touch on the meaning and implications of the emergence of the large modern firm, legally structured under the dominant form of the listed corporation, and then the group of companies, as the central institution of capitalist economies. These questions concern:



• the “nature” of the corporation, as a new institutional form, and the determination of its aims (how and for whom should this institution be managed?);

• the problems raised by the increasing power of the large firm, and of those who direct and control it.



In many respects, and particularly in the writings of Jensen and Meckling, agency theory can be seen as a response to the most important ideas advanced by Berle and Means, and then by Berle (and others) after the New Deal and World War II. These theories were—to a certain extent—in keeping with the developments of the large managerial firm up until the 1970s, and with the legal and regulatory developments and the broader social and political transformations that marked the major capitalist countries after World War II. Agency theory can also be considered a reply to those who have presented the large modern firm as establishing the predominance of an economic coordination based on organization and planning, completely different to the market. See, for example, Coase (1937) and Galbraith (1967).

The contractualist view of the firm opposed this approach, reaffirming the primacy of the market, drawing on conceptions that take private property, contractual freedom, and the free market as the founding principles of a new social order. It is in this context that the fundamentally political project contained in the article by Jensen and Meckling should be analyzed.

To address these issues, we start by considering the questions raised in the early twentieth century about the nature of the corporation and the status of managers, and how, in response to these questions, Berle constructed a certain conceptualization of the corporation and of managerial capitalism. We shall then return to the contractualist conception of Jensen and Meckling, seeking to identify the theoretical and ideological content and then show how it is actually radically opposed to the viewpoint of Berle (and Means). Finally, we shall consider how the success of agency theory and the dominance of shareholder value can only be fully understood in an institutional and political perspective, as the result of the wide dissemination of the new economic ideas concerning firms, markets, and finance, that went with a radical transformation of the capitalist system, and the institutionalization of a “shareholder system.”


Corporation, Property, and Managers: Berle (and Means) and the Modern Corporation as a New Public Institution


From the second half of the nineteenth century, the large firm organized as a corporation—what Chandler calls the “modern business enterprise” and Berle and Means the “modern corporation”—became established as the dominant form of organization of the firm and as the central institution of modern capitalism. This really did mark a radical break both in the nature of the firm (a “metamorphosis,” as Penrose (1994) put it) and in the structures of capitalism, affecting at the same time production methods, finance structures, modes of ownership and control, and systems of power. It is in this context of profound transformation of the capitalist system that we must situate Berle and Means’ book and the following writings by Berle.


Berle and Means (1932) and the Nature of the Modern Firm

Without pretending here to present a detailed discussion of the content of this book and all Berle’s subsequent writings between the 1930s and the 1960s (on this point, see Bratton and Wachter (2008, 2010), Cioffi (2011), Moore and Rebérioux (2010), and O’Kelley (2010, 2011a)), we shall endeavor to show how this thinking played a role in building a new conception of the firm, intended to account for the implications of the rise of a new managerial capitalism.

On first reading, Berle and Means seems to present two views of the corporation, which are not in fact contradictory, as Bratton and Wachter (2010) demonstrate. The first view, which takes up the position held by Berle in his debate with Dodd (1932), seems to support a shareholder conception: managers should be accountable to the shareholders. For Berle, the most important issue being to control the new managerial power, control by the shareholders remained the most realistic solution in the legal and political context of the United States, before the great reforms heralded by the New Deal.

Nonetheless Berle and Means also present elements of a totally new view of the firm and of the modern corporation, mainly in the last chapter of their work, with the explicit title: “The new concept of the corporation.” The questions that are raised relate fundamentally to the nature of the modern corporation as a new institution. The central role that the new public corporation plays in the economy and in society signifies: (a) a transformation of the nature of the firm, (b) a new logic of property, and (c) new economic, social, and political questions.


(a) Berle and Means are taking up, at the beginning of the last chapter of their book, a conception suggested by Rathenau (1918): the modern corporation should be considered as an institution with the character of a “social organization” (Berle and Means 1991 [1932]: 309; see Weinstein (2012) for some elements of Rathenau’s ideas). They stress the fact that the corporation involves a considerable concentration of power in the economic domain, “comparable to the concentration … of political power in the national state” (Berle and Means 1991 [1932]: 309). The modern corporation is thus fundamentally a public institution.

This characterization of the modern firm is combined with another key feature: the firm exists as a specific entity (on the theorizations of the firm as an entity, see the various contributions in Biondi, Canziani, and Kirat (2007)). The important point here, especially in comparison with agency theory, is the distinction between the legal entity (the corporation or corporations) and the “real” organization (the firm): “the entity commonly known as ‘corporate entity’ takes its being from the reality of the underlying enterprise, formed or in formation” (Berle 1947: 344). Beyond the financial or legal dimensions, the formation of the production and management systems of the large managerial enterprise under centralized control gives the firm its dimension of real, integrated entity, what is described as an organization.

(b) In what Berle and Means call “the traditional logic of property,” the corporation “belongs” to the shareholders, and the shareholders’ interest is therefore considered the sole object of the enterprise’s activity. It is precisely this conception which, for Berle and Means, can no longer be applied to the modern corporation, since the two attributes of ownership—risk-taking in the investment of capital in an enterprise on the one hand, and control and accountability for the management of that enterprise on the other—have been separated and allocated to different groups. The evolution of the legal system has given rise to a new type of relationship between the shareholders and the enterprise, giving highly discretionary power to managers and drastically reducing shareholders’ rights, to such an extent that they represent no more than one particular category of creditors.

In this context, “changed corporate relationships have unquestionably involved an essential alteration in the character of property” (Berle and Means 1991 [1932]: 311). Property has been split into “passive property” (that of the shareholders), with neither control nor accountability, which amounts to a (limited) set of rights of the individual with respect to the enterprise, but without power; and “active property,” defined as a power over the enterprise, and held by the managers (and possibly a few controlling shareholders). The result is the formation of new powers, detached from ownership and concentrated in the hands of a small number of individuals and groups.

(c) Thus, the development of the modern corporation means an unprecedented concentration of economic power and the rise of new economic powers, chief among which is that of the managers, defined strictly by Berle and Means as the board of directors and the senior executive officers. A key issue for Berle is to understand the nature of managerial power, and to investigate the conditions under which it can be controlled and regulated.

There are two related questions here. Firstly, in whose interest should the corporation be managed, and so with respect to whom should the managers’ obligations be defined? And secondly, how can the corporation be brought to conform to the desirable objectives?

Berle and Means see three possibilities (see also O’Kelley 2006):



• To continue applying “the traditional logic of property”: the company belongs to the shareholders and should therefore be managed solely in their interests. For the reasons just set out, this position is no longer tenable. The shareholders can no longer really be considered the “owners” of the firm.

• To consider that the large enterprise is at the service of the community, that “the modern corporation serve not alone the owners or the control but all society.” And this is, in principle, the fundamental position of Berle and Means. But as Berle wrote in reply to Dodd, it remains purely theoretical, as long as there is no legal and/or public system to ensure the enterprise is effectively managed in this fashion.

• To consider that the evolution of the large firm gives managers absolute control over the firm. Berle and Means consider this to be the worst of all solutions.



This explains Berle’s reply to Dodd. From a pragmatic viewpoint, Berle considers that maintaining the principle that the managers’ mission is to serve the shareholders’ interests remains the least bad solution, in the absence of other mechanisms to ensure that managerial power is effectively controlled.

This is Berle’s position before the New Deal. Over the following decades, the major transformations in American capitalism completely changed the situation, by producing a set of mechanisms to ensure the regulation of corporate power. This is the viewpoint that Berle defended in his post-war writing.


The Managerial Capitalism in the Post-World War II US Economy


The crisis of the 1930s and then World War II generated a series of major transformations in capitalist economies, partly resulting from the development of the modern corporation, and at the same time regulating its power through multiform transformations of the economic, social, and political system. These transformations led to the emergence of a new capitalism that took complete form after World War II, with variations in Europe and the United States. In the US, according to Berle (1963), this resulted in a new form of the “American economic republic.” Like most of the other analysts of post-war capitalism, Berle sees a decline in the role of the market, stemming both from the growing role of the organization, which has accompanied the rise of the large managerial firm, and recognition of the failures of the market brought to light by the Great Depression, which legitimized the development of the economic action of the state.

So how was corporate power regulated in this new context? The first thing to note is a shift in the field of action; for Berle, corporate law can no longer be the appropriate instrument to reshape the relationship between the enterprise and society. As he wrote in 1952, “true corporation law has abandoned the task of regulating relations between the corporation and the community” (Berle 1952: 936).

Berle also dismissed the idea, predominant among economists, at least until the crisis of 1929, that the markets—capital markets or product markets—can seriously control the power of firms and managers. Berle explicitly opposed the dominant view about the virtues of the supposedly competitive free market. He wrote: “we have lost the nineteenth-century comfort of thinking that the voice of the open economic market is regnant and is the voice of God” (Berle 1959: 87). Moreover, independently of what one thinks of its virtues, the capital market cannot fulfill the regulatory function insofar as large firms increasingly use their own resources for financing. This further strengthened the independence of corporate managers from their investors, and of industrial capitalism vis-à-vis financial capitalism. “A corporation like General Electric or General Motors, which steadily builds its own capital, does not need to submit itself and its operations to the judgment of the financial markets” (Berle 1954: 41).

So the factors that allow a certain control over corporate power are not to be found either in corporate law or in free market competition. The most important elements lie elsewhere, in the introduction of new institutions, new legal norms, and new public structures, which have reconfigured the economic system.

The first factor highlighted by Berle concerns the growing importance of state intervention. This can take various forms (see in particular Berle 1952 and 1967): specific legislation to control particular industries; legislation of more general scope, epitomized by antitrust law; the actions of new government agencies capable of strongly influencing the development of certain industries (related to defense policy, for example); and situations where the state is led to intervene in or even take charge of production. In all these cases, the state gives itself the means to influence the behavior and structures of firms. Berle also observed that the development of public spending, a large share of which benefits firms, means that “the American state is an investor in practically every substantial enterprise” (Berle 1967: xxviii). It thereby becomes legitimate to consider that the state has rights over the enterprise, on the same grounds as the shareholders.

Berle also emphasized a second factor of a very different nature: the need to protect individuals, by legal or constitutional rules, from the economic might of private entities, in the same way as they are protected against possible abuse of government powers. This led to the application to business of rules derived from the Bill of Rights, “a quiet translation of constitutional law from the field of political to the field of economic rights” (Berle 1952: 942). This idea that the enterprise should be subject to the same obligations as a public body clearly tallies with the view that the modern corporation has the characteristics of a public institution.

A third line of Berle’s analysis focuses on the considerable development of laws and regulations concerning employment relations and working conditions, limiting the discretionary power of corporate management.

There remains one aspect, of a fundamentally political nature, in which the post-war Berle saw the possibility of limiting corporate power: the role of counter-powers, and above all public opinion. Berle took up the idea of “countervailing power” proposed by Galbraith (1952). The main “institutional force” that could act as a counterbalance to managerial power, according to Berle, is the power of the “great industrial labor unions.” He also adopts the idea of a possible balance of power in the relations between firms.

The role of public opinion appears repeatedly in Berle’s work (see, for example, Berle 1952, 1954, 1959, 1962) as a means to control corporate action and guide it toward satisfaction of the “community’s desire,” either directly, or through pressure aiming to obtain state intervention or public regulation (Moore and Rebérioux 2010). This presence of public opinion obliges corporate managers to legitimize their power and their action. As regards the formation of this public opinion, Berle highlights the role played by the “conclusions of careful university professors, the reasoned opinions of specialists, the statements of responsible journalists, and at times the solid pronouncements of respected politicians” and, he adds, “these, and men like them, are thus the real tribunal to which the American system is finally accountable” (Berle 1959: 113). One might well judge Berle over-optimistic in his view of the formation of enlightened public opinion, in the light of what our societies have experienced since those lines were written. But the critical point is that, for Berle, it is indeed the political and social system and the civil society that are the precondition for the control of corporate power, through the way in which it enables the formation and expression of an active public opinion.

At this point, it is possible to say that Berle has gradually constructed an almost complete theorization of the corporation and of corporate power. It can be summarized in a few key propositions:



1 The “modern corporation” as it has developed since the second half of the nineteenth century constitutes a radically new institution. Its “nature” is encapsulated in two fundamental attributes: it is a real entity and, because of its size and power and the functions it performs in society, it has the characteristics of a public institution. As such, the large corporation should be managed in keeping with the interests of society.

2 The separation between property and control marks a radical break with the past. In the corporate system, managers form a new social group endowed with unprecedented autonomy and power, affecting the enterprise itself as well as the characteristics of capital markets and product markets. This separation has totally transformed the relationship between the investors and the firm, in such a way that the shareholders can no longer be considered the owners of the firm.

3 The fundamental challenge posed by this transformation of the economic system is the question of how to control this new power, which represents a potential threat to the economy, and to society, and how to ensure that the large corporation is really managed in keeping with the interests of the community. The question of the relationship between managers and shareholders is therefore a secondary issue. In the light of the profound transformations that followed the New Deal and World War II, Berle came to the opinion that managerial and corporate power could be controlled neither legally, through corporate law, nor economically, through market discipline. He felt that it could be (and was, to some extent) controlled only through transformations in the American social and political institutional system, marked by the development of public action, the emergence of counter-powers, and the action of public opinion.



The new contractualist theorization of the firm, especially agency theory, opposed the theories we have just presented, point by point. And it did so within the framework of a project for a radical transformation of the American economy extolled by the advocates of a return to strict economic liberalism, and even to a new “neoliberal” economic order, particularly supported by the Chicago School.


Jensen and Meckling and the New Contractual Economic Theory


It was inevitable that the theories developed in Berle and Means’ book, and even more in Berle’s (or Galbraith’s) later theories, would provoke reactions, both in terms of mainstream economics and from a more political perspective, from all those who believed private property and the free market to be the foundation of society. In particular, this concerned the questioning of the idea that shareholders are, by their nature, the owners of the enterprise and that managers can only be at their service. As Ireland (2001) observed, faced with these theories of Berle (and others), certain writers felt it was important to impose “the reprivatization of the corporation.”

This was notably true for Henry Manne and Milton Friedman. (See Manne 1962 and the analysis by Ireland 2001. Berle wrote a severe critique of Manne’s theories, drawing notably on the fact that large corporations are largely self-financing (Berle 1962).) Long before Manne and Friedman, Frank Knight can be considered as a precursor of the modern contractual theories of the firm (see O’Kelley 2006 and 2012), as he endeavored to highlight the disciplinary function of the capital market. For his part, Friedman, faced with the rise of the theme of corporate responsibility, used the whole weight of his authority to argue that the firm belongs to the shareholders, and that profit-seeking is its only legitimate objective (in a famous article published in the New York Times in 1970: “The social responsibility of business is to increase its profits”; see Robé (2012) for a criticism of Friedman’s reasoning).

But the desire to “reprivatize the corporation” was founded essentially on the construction by economists of a new representation of the firm, embedded in a recasting of the neoclassical microeconomics that accompanied the affirmation of neoliberal thought from the 1960s (in which the Chicago school of economics obviously played a central role; on this point, see Van Horn and Mirowski (2009).) It is in this context that agency theory must be analyzed, if we are to understand how it fits into a reaffirmation, stronger than ever, of the primacy of the market as the fundamental institution of society, in a return to the “nineteenth-century comfort of thinking that the voice of the open economic market [. . .] is the voice of God,” to quote Berle.


Property Rights and Contracts as the Basis of a Free Economic Order


Neoclassical economic theory in the 1960s, founded on the Walrasian general equilibrium model and microeconomic theory of markets and prices, came up against a major problem, from the viewpoint of the free marketeers: the revelation of market failure, i.e., the fact that if certain very restrictive conditions are not satisfied, the market becomes inefficient. Consequently, this theory could perfectly well provide a justification for state intervention in all the many cases where it appears that regulation by the market does not spontaneously lead to a social optimum.

It was the seminal article by Coase (1960) that formed the main foundation for the development of a new microeconomics, based on a theory of property rights and a theory of contracts, rethinking the conceptualization of market relations and serving as the basis for a new theorization of the firm. It marked a major change in the way the free market economy was analyzed and defended. (Let us just say that there was a shift from a representation of the market order as a multilateral system of simultaneous, anonymous relations to a representation in terms of bilateral relations, and from coordination through prices (and equilibrium) to coordination through negotiation and contracts.)

The definition and respect of private property rights, and contractual freedom became the basis of a free market economy.

This new approach involved the construction of an economic theory of property rights. It was developed largely by Alchian and Demsetz (Alchian (1989 [1987]) gives a clear synthesis; see also Alchian 1977; Alchian and Demsetz 1973; and Demsetz 1967) and aims primarily to show that only private property, in conjunction with the free market, is capable of ensuring the optimal allocation of resources and economic development, while at the same time securing individual freedoms. An important aspect is the possibility of partitioning property rights into several different rights that can then be attributed to different individuals and be the object of separate transactions. This is the foundation from which this theorization sets out to explain and justify what Berle and Means called the separation between “property and control,” and more generally the characteristics of corporations (limited liability, for example): “the partitionability, separability and alienability of private property rights enables the organization of cooperative joint productive activity in the modern corporate firm” (Alchian 1989 [1987]: 233).

On this basis, a particular organization or governance structure is determined by the definition of various rights on its assets, and their allocation among individuals—in other words the design of a structure of property rights, established by a system of contracts. The choice between different forms of organization, i.e., between different contractual systems, is assumed to be based on a rationale of efficiency. If individuals can negotiate and sign contracts in complete liberty, they will choose the most efficient system (after a possible period of learning).

Two non-academic articles by Jensen and Meckling (1978, 1983), following faithfully in the footsteps of Friedman (1970), bring to light the ideological and political dimension of agency theory. In these articles, Jensen and Meckling denounce the growing weight of public regulations which are, they say, undermining the corporation by restricting the managers’ freedom of action. Likewise, they denounce the idea of imposing any objective on the enterprise other than profit-seeking (for the shareholders). Jensen and Meckling’s economic and political viewpoint appears to be based on some fundamental principles:


1. The absolute respect of contractual freedom and private rights. Any governmental action that restricts or removes those rights is reprehensible, and could only have a negative effect on economic efficiency:

Our government is destroying two vital instruments of that growth—the system of contract rights and the large corporation [. . .] The corporate executive’s power to make decisions affecting owners of his firm, employees of the firm and consumers of the firm’s products is becoming more constrained every day [. . .] Government is destroying the system of contract rights, which has been the wellspring of our economic growth. (Jensen and Meckling 1978: 2–3)

2. The assertion of a strictly individualist perspective. The only rights (and duties) are those of individuals. This leads to a refusal to consider that the enterprise as an entity can have rights (and duties) or have its own income and wealth. “Corporations are not human beings [. . .] Thus, contrary to what those in the ‘corporate democracy’ movement would have us believe, it is impossible to impose costs or benefits on the corporation” (Jensen and Meckling 1978: 3).

3. The main problem is not the control of the managers, even by the shareholders. The key issue is to defend the managers’ freedom of action. The only power that needs to be controlled and limited is that of the state. Jensen and Meckling do address the question of corporate control. But for them—unlike Berle—this control is perfectly achieved without public intervention, through the combined influence of the board of directors, market constraints (market for corporate control, product markets, labor market), and contractual obligations (Jensen and Meckling 1983: 24).

4. The corporation should not be treated as a public institution. The public corporation is simply a particular private arrangement, a particular form of organization, resulting from the contractual relations freely chosen by individuals.

The New Conceptualization of the Firm and its Implications

We know the essential point of departure for agency theory: firms are “legal fictions which serve as a nexus for a set of contracting relationships among individuals” (Jensen and Meckling 1976: 311). These contracts, “written and unwritten, among owners of factors of production and customers [. . .] specify the rights of each agent in the organization, performance criteria on which agents are evaluated, and the payoff functions they face,” specify Fama and Jensen (1983: 302). The public corporation is defined by certain particularities of the contracts on which it is founded: “the existence of divisible residual claims on the assets and cash flows of the organization which can generally be sold without permission of the other contracting individuals” (Jensen and Meckling 1976: 311). Jensen and Meckling borrow from jurists the concept of “legal fiction” to oppose the conception of the firm as a real entity, distinct from the individuals that make it up. For them, the firm does not exist as a real entity; the only reality that counts is that of the contracts made between individuals. In this way, the firm, including the large corporation, is treated as a purely private arrangement.

Two characteristics of this theory deserve attention. First, the relation between managers and providers of capital is at the center of the theory of the firm set out in Jensen and Meckling’s 1976 article, based on the postulate that the managers are the agents of the shareholders. The shareholders are supposed to have hired the managers by contract, entrusting them with certain missions and delegating to them the right to make certain decisions. Clearly, this is a very particular hypothesis. Property rights are one of the cornerstones of this theory, but the theory of property is used, as far as the corporation is concerned, in a completely different manner to that found in the “traditional logic of property.” Agency theory leads to the legitimization of shareholder primacy, not because the shareholders are the owners of the enterprise, but because the contractual system that treats the shareholders as residual claimants and the managers as their agents is held to be the optimal contractual system, when the structure of production presents certain characteristics: large-scale production based on specialization and the combination of diversified skills.

Second, this conceptualization is based on a total identification of the legal form—corporation or other form of commercial company—with the enterprise in its economic and organizational dimension. The question of the relations between legal forms and forms of enterprise is in itself an essential and complex question. By confusing the two dimensions, agency theory fails to treat either of them correctly. It does not examine with any rigor the “micro-legal structure” (Robé 1999) and the characteristics of the contracts on which the activity of the enterprise is based. But it also fails to treat essential aspects of the organization of the large enterprise, particularly everything that concerns the organization of labor and production (see O’Kelley 2006 and 2011b).

In itself, the contractual definition of the firm has strong implications, which apply to practically all contractualist theories. They can be summarized in the following simple propositions (Coriat and Weinstein 1995):


1. The enterprise does not exist as such: it makes no sense to speak of the interests, income, or behavior of the firm. Asking whether the firm maximizes its profit or growth, for example, has no meaning.

2. There is no fundamental difference between firm and market. The firm is, in the words of Demsetz (1967), a form of “private market.” The relations between individuals on a market and in the context of a firm are simply governed by different contractual forms. This makes it possible to restore the view of the market—seen through the lens of the contractual paradigm—as the central institution of society.

Another consequence is that “it makes little or no sense to try to distinguish those things that are ‘inside’ the firm from those things that are ‘outside’ of it” (Jensen and Meckling 1976: 9). There is therefore no reason to distinguish between contracts made between agents within a firm and contracts made between the firm and the outside world. This has essential implications as regards the employment relationship. Jensen and Meckling adopt the proposition of Alchian and Demsetz (1972), according to which there are no hierarchical relations in the firm, in the sense that there is no fundamental difference between the contracts made with, for example, suppliers of equipment or materials and the contracts made with employees. The contractualist view does not necessarily entail such a conception. Williamson’s theory of transaction costs, like Grossman and Hart’s theory of incomplete contracts, recognizes the existence of a relationship of authority.

3. Last but not least, it makes no sense to ask who the owner of the firm is. Individuals are only owners of the factors of production, or of rights over those factors. The shareholders cannot therefore be considered owners of the corporation—which is, it must be remembered, perfectly in keeping with corporate law, as a number of jurists have remarked. See, for example, Blair and Stout (1999), Robé (1999, 2012), and Stout (2012). This proposition may seem surprising, in the context of agency theory, but it is indeed the logical consequence of defining the firm as a nexus of contracts. Fama (1980: 290) states this very clearly:

Ownership of capital should not be confused with ownership of the firm. Each factor in a firm is owned by somebody [. . .] In this “nexus of contracts” perspective, ownership of the firm is an irrelevant concept.

(This is similar to Demsetz (1967: 358): “Shareholders are essentially lenders of equity capital and not owners.” Note that Fama’s expression of “ownership of capital” is itself ambiguous, if not erroneous. The shareholders of a public corporation are not the owners of the assets of the enterprise; they are simply the owners of the shares which carry specific rights: the right to receive a share of the profits of the enterprise (at the discretion of the directors), the right to participate in shareholders’ general meetings, the right to transfer their shares, etc.)

A major issue remains: since the enterprise is considered as a nexus of contracts, notably contracts with the different suppliers of inputs, there is, a priori, no reason to assign preferential treatment to the shareholders, who are simply providers of a particular input. This appears to strip all legitimacy from the central hypothesis of agency theory, which underpins the shareholder conception: that the managers are the agents of the shareholders alone. To justify shareholder primacy, another line of reasoning was needed, not based on ownership of the firm.


The “Separation between Property and Control”: A Reassessment


For Jensen and Meckling, the delegation of decision-making powers to certain individuals (the managers) is no more than a traditional operating method of various types of institutions. There is nothing fundamentally new in the case of the “modern corporation.” This delegation of power is simply the exercise of the contractual freedom of individuals, based on the possibility of partitioning property rights and allocating different rights on the same objects to different individuals. In brief, the “separation between property and control” is perfectly in keeping with the fundamental principles of private property and contractual freedom.

Why should the governance of large corporations be based on such a delegation of decision-making powers to managers? And why should these managers be considered the agents of the shareholders alone? Fama and Jensen (1983), in a text written for a conference on the work of Berle and Means, attempted to give a reasoned reply to these questions and thus justify the principle of shareholder primacy. Let us just run through the main lines of their argument.

Different types of organization are distinguished by their contractual structure. “The central contracts in any organization,” according to Fama and Jensen, “specify (1) the nature of residual claims and (2) the allocation of the steps of the decision process among agents.” The “residual claimants” or “residual risk bearers” are the agents that bear the risk of the enterprise’s activity. The decision process can be broken down into two main functions: “decision management” and “decision control” (ratification and monitoring of decisions). The optimal organization, which can be found in the classic entrepreneurial firm of limited size, is one in which the agents who have the decision-making powers are also the residual claimants, who bear the risk (in the form of proprietorships, partnerships, and closed corporations) (Fama and Jensen 1983: 308).

However, in complex, large organizations, it is necessary to take into account the importance of the diversified skills needed to ensure good management, and therefore the advantages of the division of labor. Organizational complexity means that the “specific knowledge” (here the authors take up Hayek’s theory of knowledge (1945), which is particularly developed in Jensen and Meckling (1998 [1992])) that is useful for decision-making is possessed by a small number of agents. There is a problem if the holders of a right over the management of capital are not the same as those who possess the knowledge. The solution lies in the definition of transferable rights: “capitalist economic systems solve the rights assignment and control problems by granting alienability of decision rights to decision agents” (Jensen and Meckling 1998 [1992]: 103).

Delegation of the management function to those who have the necessary knowledge—the managers—creates problems and costs (known as “agency costs”). The puzzle is to find a contractual structure that minimizes these problems and costs. What Fama and Jensen endeavor to show is that the “optimal” solution consists in separating the functions of control and management, and separating the bearing of residual risk from the management function. The shareholders are paid, by contract, on the basis of the “residual income,” and in return for the loss of decision-making powers they have a right of control over the actions of the managers. This is what justifies the view that the managers are the agents of the shareholders. It is because it is the most efficient form of organization (in the case of “organizational complexity”) that the large corporation, run by managers, under the control of shareholders, became established historically as the dominant organization of the enterprise.

In the agency theory approach, this reasoning lies at the heart of the analysis of the corporation, and of the justification of the shareholder conception of governance that it proposes. The demonstration is, dare we say, extremely acrobatic. One point should be noted from the outset: the very manner of setting out the initial problem (concentrating on decision-making and risk-taking) tends to focus the analysis on the relationship between directors and investors, neglecting all the other stakeholders, foremost among whom are the employees, including the largest part of the managerial apparatus, i.e., what constitutes, for Chandler among others, the heart (and the brain) of the large modern enterprise. And beyond this first point, which is not negligible, the analysis raises a multitude of questions. We shall only consider some of them. (On this point, see also Coriat and Weinstein (1995: ch. 3) and Weinstein (2007)).

A first question is whether this representation of the public corporation is in keeping with the legal reality. This question has been raised in the context of the French legal system, notably by Robé (1999, 2011), and in the context of the US legal system, notably by Blair and Stout (1999). Robé presents an in-depth analysis of the legal structure of the large enterprise, leading to a global critique of the dominant analysis of corporate governance. Blair and Stout, for their part, emphasize the idea that the managers should be considered not as agents but as “trustees.” This leads them to show how corporate law increased the autonomy of managers and reduced the power of shareholders, which has led some commentators to speak of “director primacy” (Bainbridge 2002).

The second and most fundamental problem raised by the above analysis is that it reduces the entire problem of governance to a face-to-face between managers and shareholders. Even if we accept that managers are in an agency relationship, within the framework of a system of private contracts, why should they be the agents of the shareholders alone, and not also or alternatively the agents of other parties involved in the “nexus of contracts”? As we have seen, the justification cannot be founded on ownership of the enterprise. Logically, the conception of the firm as a “nexus of contracts” should in fact lead one to consider the managers as the agents (or trustees) of several principals, of diverse stakeholders. Combined with the idea of directors as trustees who “are expected to serve their beneficiaries’ interests unswervingly and to settle conflicts between beneficiaries with competing interests fairly and impartially” (Blair and Stout 1999), this leads to another conception of the corporation, closer to the “stakeholder” view.

In fact the only justification for the dominant position given to shareholders is based on the principle of efficiency, one of the pillars of standard economics. It is argued that shareholder governance and the principle of shareholder value lead to the greatest economic efficiency.

This raises at least two types of question:



• Theoretical: is the corporation and, within this framework, the choice of the “shareholder model” really the most “efficient”? As explained earlier, the demonstration of this proposition is fragile, to say the least. But in addition, the very concepts of efficiency or optimality used in these analyses call for clarification. As explained by Fligstein (1990), efficiency is a social construction. The conception of the efficiency of the firm, and the way it is evaluated, evolved throughout the twentieth century, in parallel to the transformation of the large enterprise. The shareholder model built its own conception and measurement of efficiency, notably through the formulation of performance indicators, in connection with developments in accounting systems. To this we should add the complete ignorance by the agency theory of the issues regarding the organization of production and innovation, that is, the critical factors of industrial efficiency and competitiveness.

• Empirical: the argumentation is based crucially on the idea that in the optimal configuration, the shareholders are the residual claimants, and thus bear the risk of the enterprise’s activity. The paradox is that transformations in management methods, directly inspired by the shareholder view, have had the intentional effect of reducing the risks borne by the shareholders. The management principles that accompany the shareholder model—priority given to paying dividends and supporting share prices; increasing job “flexibility” and wage variability, and the constant reorganization of business units through mergers, acquisitions, and divestitures—have had the effect of transferring a large share of the risk from the shareholders to the other stakeholders, in particular the employees. Paradoxically, it is in the managerial firm, based on a capital/labor compromise and the priority given to an objective of growth by self-financing, that it would be easiest to consider the shareholders’ income—the dividends—as a residual income.



In fact, the idea that managers are the agents of shareholders alone—and its corollary of shareholder primacy—appears as an ideological coup, a postulate (im)posed from the beginning. Agency theory then serves as the justification and legitimization of a deep transformation in the structures and operating modes of large enterprises, within the framework of broader policies of deregulation, development of market finance, and affirmation of the primacy of property, contractual freedom, and the free market as the foundations of the economic order.


From Theory to Reality: The Social Construction of the Shareholder Primacy System


Comparison of Berle and Means’ analysis with that of Jensen and Meckling brings to light two alternative representations and theorizations of the large enterprise: as a “social institution,” real entity, and form of collective action on the one hand, and as a simple private contractual arrangement—a nexus of contracts—and a particular mode of interaction between individuals, on the other.

The opposition between these two visions can be looked at in two ways:



• Either as the opposition between two positive theorizations, both aiming to explain the nature of the firm or corporation. It is the vision of their work which economists like giving: their concepts and theories simply aim to describe and analyze the economic reality as adequately as possible.

• Or as the opposition between two prescriptive (or “performative,” as Callon (2007) put it) representations, in other words theorizations that play a role in constructing the reality they are meant to describe, by influencing the behavior of economic agents and the structure of organizations and institutions.



In the present case, the analyses that we have studied do indeed appear to have the conscious objective of defining and justifying the basic principles on which the governance and purpose of the large enterprise should be founded. But it is with the agency theory that the “performative” dimension becomes truly dominant. Its purpose is indeed to radically transform the structure and the management methods of the corporation, as part of a broader transformation of capitalism, from a managerial to a (new) financial capitalism, “managed by the markets” and reshaped by finance (Davis 2009).

Considering the directors as agents of the shareholders does not relate to the nature of the corporation or to the choice of the most efficient mode of governance; it expresses the choice of what one might, following Orléan (2004), call a “legitimate convention,” deriving from the choice of a certain social order. A “convention” is classically defined in economics as a norm or mode of behavior that is followed by almost all the members of a group. A “legitimate convention” also has a value-judgment dimension: it defines behavior that it is appropriate to follow. This conception ties in with the notion of legitimate order proposed by Max Weber (see Orléan 1999).

The primary objective of agency theory was to justify and impose new norms of governance and organization of the large enterprise, and to legitimize, precisely, on new foundations, the principle of shareholder primacy. From this point of view, one can safely say that it has largely accomplished its mission, as Hansmann and Kraakman explain so well. But this theory, as one component of a more general neoliberal vision, has done more than that: it has played a role in the profound transformation of the characteristics of the large corporation which is one of the key features of the transformation of capitalism since the 1980s. As Davis (2009: 63) put it: “The corporation has increasingly become the financial oriented nexus described by its theorists.” The move of the large enterprise, from the integrated, diversified managerial model analyzed by Chandler, into a new form marked by disintegration, the outsourcing of a growing proportion of activities, and organization into autonomous profit centers (often subsidiarized) surrounded by networks of subcontractors, has been the result of a combination of different technological, economic, and political factors, but it has been in tune with the rise of the contractual and shareholder view. (On this point, see Weinstein 2010.)

In that perspective, beyond the numerous criticisms which can be made of the agency theory, and of the entire theoretical corpus in which it is inserted—and notably the Efficient Market Hypothesis—the key issue is to understand how this theory has contributed to a reshaping of the corporate system, and the construction of a “shareholder capitalism.”


The Diffusion of Agency Theory and the Shareholder Ideology


What has to draw our attention first is the exceptional success that agency theory and the shareholder value conception of the firm have enjoyed. The diffusion of the shareholder ideology and of new principles of corporate governance, and their promotion by an increasing number of institutions and academic or professional experts have played a major role in the evolution of the overall corporate system. That success has been the result of a process of diffusion that followed the crisis of the late 1970s and really took hold from the 1980s. The shareholder conception of the firm—as opposed to a managerial one—became really dominant, in the business world, at the end of the 1980s and in the 1990s. See Heilbron, Verheul, and Quak (2014) and Fox (2009) who both quote Fortune (January 1993), considered as a good indicator of the evolution of the conventional wisdom of the business world: “The imperial CEO has had his day—long live the shareholders.”

To explain the influence of agency theory it seems important to realize how this new thinking, while standing out as the dominant economic thought, progressively colonized other disciplines. We know how the economic analysis of law was developed in the 1960s and 1970s, by the Chicago School of law and economics (see Mercuro and Medena (2006): ch. 2). But the most influential, as regards the diffusion of agency theory, has been the penetration of the new economic ideas and methods in management and finance (Eisenhardt 1989; Fourcade and Khurana 2013).

Two aspects have been decisive for the dissemination and the rising influence of agency theory. The first has been the increasing position of economics thinking, and more particularly of neoclassical economics in business schools. The central place of economics in business education was felt after World War II, going hand in hand with a profound transformation of economic thinking from an institutionalist perspective (with which Berle and Means can be associated) to a (supposedly) more “scientific” orientation, leading to a progressive domination of the neoclassical approach, and penetrating management science. It was in a second phase, with the evolution of mainstream economics toward a neoclassical theory linked to the Chicago neoliberalism, that “the hinged ecology of business schools became, over time and through the massive expansion of business education in the following decades, an important vehicle for the broader diffusion of Chicago approaches” (Fourcade and Khurana 2013: 144). And, by that way, for the diffusion of a radically new vision of the firm and the corporation, carried by the agency approach.

The other key factor has been an active strategy to disseminate the new doctrines and creeds beyond the academic circles, toward the world of business and politics. Jensen and some of his colleagues systematically used professional and practical-oriented publications, as well as professional meetings and newspapers with wide audiences, to popularize their ideas. We have seen previously two of Jensen and Meckling’s publications that were part of their crusade for the “liberation” of the corporation and the transformation of their managerial orientations (Jensen and Meckling 1978, 1983).

The intervention in the economic and financial world went even further with the penetration of the academics into the professional realm. One of the distinctive traits of the new finance theorists has been their orientations toward professional activities, first by the development of consultant activities, then, for some of them, by the creation of their own firms or by working in existing firms (see Montagne 2014).

So “A new generation of consulting firms, some of them originating from within academia, [. . .] mobilized principal–agent ideas to urge the reform of executive compensation practices, to encourage shareholder activism, and to promote new firm performance measures” (Fourcade and Khurana 2013: 152; see also Stern, Jacobs, and Chew 2003). The process of legitimation and institutionalization of the shareholder doctrine has been completed by the formalization of the new norms of corporate governance by a multiplicity of national and international agencies. Becht, Bolton, and Röell (2005) give a long list of these “codes of conduct” and details of the contents. This gives an idea of the energy deployed to impose the same shareholder doctrine all over the world.

The result of this global process of diffusion of the agency theory, and financial economics, has been the conversion of the financial and managerial, but also administrative and political, elites to the new vision.

There remains finally one key dimension of the evolution of managerial thinking, linked to the increasing influence of the (new) neoclassical economics in business schools, which deserves particular attention. It concerns “the transformation of finance into ‘financial economics’ ” (as noted again by Fourcade and Khurana 2013). The revolution of finance and the construction of a radically new financial theory has certainly been one of the most important, and most influential aspects of the transformation of economic thinking of the last sixty years, playing an active role in the creation of a new financial system, a central component of the new finance-dominated capitalism. The full meaning of the agency theory of the firm becomes clear only when it is analyzed as part of this financial revolution, putting financial markets at the center of the economic system and leading to a radical transformation of the relations between industry and finance, and to domination by a “financial conception of the Corporation,” following Fligstein (1990, 2001).

As we know, Fama was one of the main promoters of the new financial economics, and more particularly of its central pillar: the Efficient Market Hypothesis.

The close relationship between agency theory and financial economics illuminates the most important theoretical and practical implication of agency theory, concerning relations between industry and finance. Agency theory means first of all the affirmation of the primacy of finance. As we explained before, agency theory is developed from an arbitrary premise: as regards the theory of the firm, the relationship between managers and shareholders is the basic issue. Actually, the key issues, in that perspective, concern the interests of investors and the functioning of financial markets. The definition of corporate governance given by Shleifer and Vishny (1997: 737) is revealing: corporate governance is concerned with the “ways in which suppliers of finance to corporations assure themselves of getting a return on their investments.” As are the OECD “Principles of Corporate Governance” (2004), where the search for “the Basis for an Effective Corporate Governance Framework” begins with the sentence, “The corporate governance framework should promote transparent and efficient markets.” The fundamental creed of agency theory (and a great part of mainstream economic thinking) is that the financial markets should always have priority, as regards the orientations of corporate behavior. The financial market-based incentives are supposed to be the key to economic efficiency.

This preeminence of financial interests and financial markets is the basis of all the principles ensuing from agency theory:



• The allocation of capital must be carried out by the financial markets, and not inside the multidivisional corporation.

• The executives should be paid for performance, and—the most important point—that performance is measured by the firm’s market value. This has led to an increasing use of stock options, probably one of the most important (and devastating) consequences of the shareholder vision (see Lazonick 2012), and resulted in an incredible rise in CEOs’ compensation.

• The market for corporate control is the main instrument for the control and direction of managerial activity (Jensen 1986; Jensen and Ruback 1983).

• And last, but not least, shareholder value—that is a (financial) market-based figure—has to be the fundamental indicator and aim of the firm’s activity.



Let us notice here that the supposed effectiveness of any of these rules is entirely dependent on the basic hypothesis of the new financial economics: the efficient market hypothesis. It means that the stock price is supposed to reflect all the available information about a company, and therefore is the most reliable measure of the company’s “true” economic value. That’s why agency theorists, as the proponents of the standard financial economy, need to defend this thesis, in the face of all the theoretical or empirical criticisms presented since the 1970s, by academics as well as professionals (see, for example, Fox 2009).

Actually the main objective of agency and financial theorists, as explained earlier, is to impel a radical transformation of the corporate/financial system. Their success in this has resulted in the conversion of economic and political elites to a new vision, a new way of thinking, and new patterns of behavior, and in the reshaping of the institutional basis of capitalist economies. It means, as Pearlstein (2014) put it, the construction of an “institutional infrastructure supporting shareholder value,” which constitutes today the tangible basis of shareholder primacy.


The Establishment of a Shareholder System


The dissemination and hegemony of the shareholder ideology results in the formation of systems of norms and conventions shaping actors’ behavior, the creation of new organizations and agencies, the transformation of existing organizations, and the reconfiguration of the relations between actors and of the hierarchies of power.

As in any institutional arrangement, the shareholder system finds its effectiveness in a set of formal and informal rules, directing the actions of the various members of the corporation, primarily the corporate directors, and devices assuring the enforcement of these rules. The main rules and norms of behavior promoted by the shareholder conception are now well known. In the main, they concern the definition of the “normal” strategies, and forms of organization governing the corporate system. The prevailing strategies can be characterized, following Lazonick (2014), as a “downsize and distribute” regime (substituting for the “retain and reinvest” regime peculiar to the previous managerial capitalism). This involves the preeminence of new norms governing the way to generate and allocate corporate cash: the systematic use of job cuts or sales of assets (or subsidiaries) as the way to increase profit margins, and the priority given to financial interests, by the distribution of dividends and the recourse to share buy-back to support stock prices. As regards corporate structure, the new norms require the development of outsourcing and the withdrawal of the firm’s core business.

These orientations have been supported by profound transformations in the overall managerial system, with the prevalence of new management tools, new accounting and reporting systems, and new ways to evaluate performance, based on the shareholder model, penetrating the whole corporate structure and influencing all the firm’s activities. The Rappaport book, Creating Shareholder Value: A Guide for Managers and Investors, first published in 1986, gives a good example of the formulation of new managerial methods, and notably new accounting methods, based on shareholder value.

This new “value-based” model of firms’ management and the new norms of behavior do not rest only in the adhesion of the corporate elites to the shareholder ideology. They have been enforced precisely by the implementation of this new system, combining new performance evaluation and new executive compensation methods. They have also been underpinned by the evolution of the “habits” governing executives’ profiles and careers, notably the decrease in the average tenure as CEO (shorter than six years since the end of the last century; Kaplan and Minton 2012), which weakens their attachment to the long-term future of the firm. All these structural features combine so that, with share price maximization and the search for strong financial performance over a short period, the “normal” is not a compulsory corporate objective.

The enforcement of shareholder value management standards is strengthened by the active role of key financial actors. We will not attempt to show here the various ways by which the financial system acts on the corporate system. Let us just present simply some key aspects. First, there are some actors that have a strong influence on the public evaluation of a firm’s performance and on the share price, and so on executives’ choices: the consulting firms, industry analysts, and rating agencies. There is then the most important dimension of the financialization of the last thirty years: the increasing power of institutional investors and particularly of pension, mutual, and hedge funds. These actors can intervene actively, under various modalities, to influence corporate choices and strategies (see Weinstein 2010). The influence of these actors, and notably of the private equity and leveraged buyout (LBO) firms, in the elaboration of new managerial methods and norms based on shareholder value has been extremely important (see Baker and Smith 1998). They emphasized the role of KKR (Kohlberg Kravis Roberts & Co), inventing radically new methods in the 1980s, and promoting new ideas which were going to durably change the vision of the business world concerning debt, governance, and value creation. In particular, they were the first to make extensive use of the distribution of shares to top managers.

This has resulted in the rise of shareholder activism, more particularly by hedge funds. That aspect became particularly important from the mid-2000s (Briggs 2007; Cheffins and Armour 2011). The increasing power of shareholders is the result of various factors. The most significant is the increasing concentration of shares in the hands of a limited number of large institutional investors. The further emergence and growth of hedge funds gave this phenomenon a radically new scale and “shareholder value” complexion, due to the managerial innovations carried out by these investors. This concentration of shareholder power was amplified by the creation of consulting firms specializing in advisory services to pensions and mutual funds on how to use the voting rights attached to the shares they hold (see Anabtawi and Stout 2008; Briggs 2007). The influence of these new players, frequently acting in conjunction with hedge funds, has probably been an important factor in the increasing capacity for shareholders to “weaken corporate defense” (Briggs 2007). It is also important to note that the rise of shareholder activism has been supported in the US, from the beginning of the 2000s, by regulatory reforms and judicial decisions (see Anabtawi and Stout 2008; Briggs 2007).

We are not attempting to develop a thorough analysis of current financial capitalism in this chapter. What matters here is to emphasize how, beyond the theoretical and ideological dimension, shareholder primacy is today based on a multidimensional institutional system composed of interrelated actors, formal and informal rules and norms of behavior, systems of constraints, and a complex system of related powers, which are shaping corporate interests and corporate behavior. Following Davis (2009), it seems clear, for us, that the key dimension of this system is the centrality of financial power.


Conclusion


The vision of the managerial corporation and the “organized capitalism” proposed by Berle, Means, and others like Galbraith, which dominated economic and political thinking after World War II, has been almost entirely abandoned and replaced by agency theory and the shareholder primacy thinking promoted by Jensen and Meckling, as the ordinary representation of the firm. This means a radical transformation of the “legitimate” conception of what the firm and the corporation are, and how they must be governed and managed, part of a reaffirmation of the primacy of private property, contractual freedom, and free markets as the sole legitimate principles of our economic and social order. We have tried to highlight the meaning and the content of this mutation, and the conditions in which it has been possible.

Beyond two theorizations and two visions of the corporation, what matters is how they fit into the historical transformations of the corporation, the financial systems, and the overall capitalist structure. Managerial capitalism, as it has been analyzed by Berle, Means, Galbraith, or Chandler, was the outcome of a specific historical configuration, which can be apprehended as the conjunction of three main constituents. The first is the formation of the large modern corporation with its unified managerial structure, well described by Chandler, centered on the organization and direction of effective manufacturing systems and the creation of market powers. It gives a central position to the internal governance of the enterprise, that is the system of coordination, direction, and control of a complex set of multiple and sophisticated activities. And it was accompanied by “a growing tendency in the general culture to see enterprises as manifestations of collective action rather than individual initiative” (Lamoreaux 2004), supporting a vision of the large corporation as a social institution, which could have its own interests and which purposes deserve a collective definition. The second was the evolution of the modes of firms’ financing and of the financial markets: that is, on one side the increasing importance of companies self-financing, and on the other side the increasing dispersion of shares. It was, according to Berle and Means, the main reason behind the separation between property and control, and the emergence of managerial power. The last, but not less important, aspect has been the specific social and political conditions of the post-war period. They include various forms of public intervention in diverse economic and social fields, such as the regulation of competition and labor relations, the importance of labor-union power, and the concerns coming from competition with the communist bloc. It is these elements which, in our view, explain the main mode of control of corporate and managerial power during the post-war period, put forward by Berle and Galbraith: the existence of countervailing powers. These counter-powers are situated outside the corporate world, in the action of public agencies, labor unions, or consumers’ associations, or, following Galbraith, within the corporate system, resulting from the competition between firms in oligopolistic structures, or from the capacity of the “technostructure” to limit the power of the executives in each corporation.

The new financial capitalism has emerged from the progressive dissolution of the foundations of the managerial system. This has meant the radical transformation of the financial system, marked by an unprecedented concentration of shareholder power in the hands of new financial actors, the transformation of the internal structure of the corporation and the managerial class, and—the decisive factor—far-reaching transformations of the ideological, political, and social environment. This resulted in the dissolution of the countervailing powers on which the compromises and equilibriums of post-war capitalism rested, including a limitation of corporate power, and first of all the public interventions—not necessarily strongly reduced, but reoriented in a strict “pro-business” direction—and labor unions’ power. As compared to managerial capitalism, the building of the new financial capitalism from the 1980s presents one distinctive feature: the important role played by the elaboration and extensive diffusion of the new neoclassical and neoliberal economic thinking coming from the Chicago School, hand in hand with the increasing influence of this economic thinking on all facets of political, legal, and social life.

It is not surprising that in some respects agency theory could seem today to be in agreement with the characteristics of the new shareholder-oriented corporate system, which it has contributed to shaping. The firm and the public corporation are socially constructed institutions, which are changing at the same time as the economy and society evolve. Therefore, the theoretical representations of the firm can, and doubtless will, be transformed in the same way. The emphasis placed on the contractual dimension of the firm could thus correspond to the increasing place given to contracts in the new neoliberal capitalism. Nevertheless, it does not mean that agency theory is a pertinent representation of the financialized firm, as the vision of Veblen, Berle, or Galbraith were pertinent as regards the managerial firm. The contractual approach of the firm could fit some aspects of the corporate system. But it remains true that agency theory is a quite peculiar contractual representation of the firm, and that the contractual framework cannot by itself justify shareholder primacy. It can also support the idea that managers are the agents of a range of stakeholders, as in some stakeholder theories of corporate governance.

But the most important limit of agency theory—and other contractual theories—is that it concerns only one aspect of the capitalist firm. The corporation needs to be analyzed as a multidimensional institution, embedded in an institutional and political system. The firm cannot be reduced to a “private agreement,” i.e., the simple result of an agreement between individuals, with freely defined contents. It is, first and foremost, a component of a certain social order. The explicit or implicit contractual relations between individuals in the firm—which are in a continual process of formation and dissolution—are built on a certain number of constitutive rules that institute the capitalist company. These rules are the basis of the legal existence and identity of the company, they define the basic characteristics governing its internal and external relations and modes of operation, and they condition its structures of power and governance. Certain constituent rules or conventions that come into play in the construction of an institutional order serve as a foundation and a justification for some legal or informal norms that regulate the corporation, among others. This is the case for the affirmation of the principle that managers are the agents of the shareholders, or, on the contrary, that managers have to serve various stakeholders, and are the trustees of a certain collective interest. This explains the importance of the social and political conditions, and the system of powers governing the establishment of these founding principles that are supposed to govern large social institutions in general and the firm in particular.

The analyses of Berle and Means or Galbraith, and part of their theses, are essentially valid as an elucidation of the fundamental features of managerial capitalism. But their approach, and the main questions they raised, remain fully relevant today. More specifically, Berle’s central preoccupation is, we think, more relevant than ever: the new financial capitalism, like the former managerial capitalism, generates a huge concentration of economic—and political—power in the hands of a few people, which constitutes “a tremendous force [that] can harm or benefit a multitude of individuals, affect whole districts, shift the currents of trade, bring ruin to one community and prosperity to another.” Since the time Berle was writing, the sources of power have changed, and the hands which hold it are no longer the same. The center of power has moved toward the financial world; corporate power has become more fluid and unsteady, and also more uncontrollable especially because of globalization; and if managerial power has not been destroyed, it has been reshaped by its close ties to finance. But the key question remains the same: how can society control, or dismantle, these powers? And for the answer we must look in the direction explored by Berle: the (re)creation of countervailing powers, and the pressure of “public opinion.” This entails probably profound economic and political changes, directed at the sophisticated ideological and institutional systems supporting shareholder primacy.
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Corporate Purpose

legal interpretations and empirical evidence

Shelley Marshall and Ian Ramsay



Introduction


It is remarkable that although the corporation has existed for hundreds of years there is still a debate about its purpose. Is the purpose to serve the interests of the corporation’s shareholders or is there a broader purpose to serve the interests of the corporation’s stakeholders? This debate intersects with another debate: to what extent should corporations pursue corporate social responsibility (CSR)? The debate on the purpose of the corporation was summarized in a 2014 discussion paper of the Governance Institute of Australia:

As it stands, the law generally links the corporate interests to those of the shareholders, and only derivatively with those of the community, consumers, employees and other stakeholders. Nonetheless, a flourishing debate on corporate responsibility has promoted the idea that corporate management should take into account interests beyond the corporation’s formal legal constituents, to that group known as stakeholders—employees, suppliers, distributors, consumers, creditors, government and the community. (Governance Institute of Australia 2014: 1)

A related legal and policy issue that has received much attention is the extent to which the law of directors’ duties allows company directors to pursue the interests of stakeholders other than shareholders. Phrased differently, what interests does the law of directors’ duties permit directors to consider? Must they give priority to the interests of the company’s shareholders, or can they, in compliance with their legal duties, balance the interests of a range of stakeholders? For many, this is a primary hurdle to the adoption of CSR approaches by businesses. Unless directors are permitted to consider and promote non-shareholder interests, they will be unable to assume responsibility for their impact on broader community interests or engage in a meaningful way with stakeholders.

The board of directors is the highest decision-making body in the company. As a result, it receives a great deal of attention in the CSR and corporate accountability policy and academic literature and, in particular, in the sub-strand of stakeholding discourse (Mitchell 2007). Although debates concerning the stakeholder theory of the company have been exchanged since the 1930s, it was not until the 1980s that the idea gained real influence in public policy debates that stakeholders who contribute to, benefit from, and bear risk in, companies should have their interests taken into account in corporate decision-making (Carroll 2008). Stakeholder models were seen as an alternative to the shareholder primacy model of corporate governance by which shareholder interests are privileged, sometimes at the expense of other stakeholders in the company, such as employees. Stakeholder models are understood as a way to operationalize CSR approaches.

Advocates of the stakeholder model of the company argue that the law should be changed so as to more clearly permit directors to take into account the interests of stakeholders because the purpose of the corporation is to serve the interests of these stakeholders. But there has been concern that directors may be breaching their duty if they privilege the interests of non-shareholder stakeholders. Stronger advocates wish to require directors to take into account non-shareholder interests. These advocates hark back to the lengthy development of the concept of “stakeholding” in the sphere of company law and corporate management theory, where it has surfaced regularly in academic debates about corporate governance since the famous debate between Berle and Dodd in the 1930s (Berle 1931, 1932; Dodd 1932). Stakeholding conceptions of the company are supported by the idea that companies need not and should not be operated solely in the interests of their shareholders. According to advocates of this view, changes in company law should be made to ensure that in their decision-making and policy formulation directors take account of the interests of not only shareholders but all those with a “stake” in the company, including employees, creditors, suppliers, consumers, the environment, and the community at large (Ireland 1996).

Against this, in the policy literature that considers the purpose of the corporation and reform of directors’ duties across Anglo-American jurisdictions two reasons for rejecting the stakeholder model of the corporation have most traction. First, it is often said that in practice companies largely follow a “shareholder primacy” model, in which the interests of shareholders are pursued over either a short- or long-term time frame. For some, this is seen to have wider economic benefits which would be diluted if companies were expected to pursue stakeholder interests as well. For others, it would be too complex and onerous to expect company directors to change the way they operate so as to take into account interests other than those of shareholders. The second, more widely held, view is that company law already permits directors sufficient freedom to pursue stakeholder interests without requiring that they do so. A mixture of these two reasons informed the view of the Australian Senate Standing Committee on Legal and Constitutional Affairs in their Company Directors’ Duties: Report on the Social and Fiduciary Duties and Obligations of Company Directors (1989).

This debate has come out of a particular sociolegal context. It is well established that there are national variations in the perceptions, nature, and outcomes of CSR activities (Aguilera and Jackson 2003; Gjølberg 2009). These variations seem partially to be driven by underlying cross-societal institutional differences. Despite being promoted by multilateral bodies such as the United Nations (the primary initiatives of the United Nations in this regard have been the Global Reporting Initiative and the United Nations Secretary-General’s Special Representative on Business and Human Rights), CSR has mainly prospered in Anglo-American settings in which voluntarism is a dominant ideological strain compared with other varieties of capitalism. It has spread internationally as neoliberalism and Anglo-American styles of governance have diffused globally. Many have viewed CSR as part of a countervailing movement to neoliberalism that seeks to re-embed norms of social justice and solidarity in markets. Daniel Kinderman rejects this view, and argues that CSR complements the deepening of marketized-style relations in ever expanding areas of life. He believes that CSR has helped legitimate the erosion of institutionalized solidarity. For Kinderman, although CSR partially compensates for the market’s deficits in the areas of legitimacy and social needs, it reinforces neoliberal institutions and a focus on shareholder value by maintaining a similar logic based on market voluntarism (Kinderman 2011).

Which line of argument regarding directors’ duties has more merit in an Anglo-American setting? This chapter reviews the law of directors’ duties in a number of Anglo-American countries and also examines survey data from almost 400 company directors in Australia to assess what influence directors’ duties have had on the extent to which directors are adopting stakeholder approaches. This data assists us in drawing conclusions regarding the extent to which legal reforms are required in the area of directors’ duties so as to create an enabling legal framework for CSR. We also present the results of research on the business objectives of corporations in Australia as this provides insights into how corporations themselves define their purposes. We therefore are able to contrast legal interpretations of the purpose of the corporation with interpretations based on directors’ views and what corporations themselves state in their business objectives.

The remainder of this chapter is structured as follows: the next part provides a brief description of the stakeholder theory of the corporation and contrasts it with the theory that the purpose of the corporation is to serve the interests of the corporation’s shareholders. The third part considers the extent to which the law of directors’ duties in countries including the US, UK, Canada, and Australia encapsulates a stakeholder approach to the purpose of the corporation. In the fourth part, empirical evidence regarding the way in which Australian directors perceive their obligations to various stakeholders is presented. The next section presents empirical evidence on the business objectives of major corporations in Australia. The final part provides further analysis of the debate on the purpose of the corporation, directors’ duties, and the empirical evidence, and makes several concluding observations.


Stakeholder Theory, Shareholder Primacy, and the Company



Corporate responsibility, in its broadest sense, refers to the belief that corporations have responsibilities beyond generating profit for their shareholders. This is in contrast to the shareholder primacy view, which is that “the overriding goal of the corporation is to maximise shareholder value” (Governance Institute of Australia 2014: 5). For those who advocate a broader view of corporate responsibilities, these responsibilities include the negative duties to refrain from causing harm to the environment, individuals, or communities, as well as the positive duties to protect society and the environment, for instance by protecting the human rights of workers and communities affected by business activities, or actively incorporating principles of environmental sustainability into day-to-day business practices. These responsibilities are generally considered to extend beyond direct social and environmental impacts to the more indirect effects resulting from relationships with business partners, such as those involved in global production chains. Often, the term “corporate responsibility” is used to indicate voluntary approaches, even those supported by market-based incentives.

The classical exposition of the stakeholder model of the company was developed by Freeman, and precedes the popularity and adoption of corporate responsibility by businesses globally. Although “stakeholder,” “stakeholder model,” “stakeholder management,” and “stakeholder theory” have integrated themselves in business management and ethics parlance since the publication of Freeman’s landmark book, the emerging literature sees these concepts explained and used by different authors in very different ways.

Donaldson and Preston outline three distinct uses for stakeholder theory that, when taken together, provide a theory of organizational management and business ethics that addresses morals and values in managing an organization:



1 Descriptive: stakeholder theory is used to describe or sometimes explain specific corporate characteristics and behavior (Donaldson and Preston 1995: 70).

2 Instrumental: stakeholder theory is concerned with management and used to identify the connections, or lack of connections, between stakeholder management and the achievement of corporate objectives such as growth and profitability. It is used in conjunction with descriptive/empirical data where available (Donaldson and Preston 1995: 71).

3 Normative: the theory is concerned with ethics and used to interpret the function of the company, including the identification of moral or philosophical guidelines for the management of companies (Donaldson and Preston 1995: 71). It recognizes that the interests of all stakeholders are of intrinsic value. That is, each group of stakeholders merits consideration for its own sake and not merely because of its ability to further the interests of some other group, such as the shareholders (Donaldson and Preston 1995: 67). Donaldson and Preston recognize this normative base as the core of stakeholder theory.




Who is a Stakeholder?


The traditional or “narrow” view of a company’s stakeholders is limited to those concerned with the inputs (investors, employees, suppliers) and outputs (customers) involved in maximizing value to the company and returning profits to shareholders. A wider view, as taken in Freeman’s “stakeholder model,” defines stakeholders as: “Any group or individual who can affect or is affected by the achievement of the organization’s objectives” (Freeman 1984: 53). This approach is consistent with an “enlightened shareholder maximization view” (Jensen 2001) which recognizes that value is not only created by “inputs” and “outputs,” but also by the relationships between a company and its stakeholders. According to this view, stakeholders should have input into a company’s decision-making processes for either instrumental reasons, for example in order to achieve buy-in, or for normative reasons, because the company has a moral obligation to those stakeholders to involve them in how the company is run (Jensen 2001).

The normative definition has attracted criticism for being so expansive as to make it unworkable (Orts and Strudler 2009: 607). Criticism has focused on the absence of agreed definitions in stakeholder theory about how stakeholders are identified, their views balanced, and their interests taken into account in company decision-making.


Stakeholder Theory and CSR


As the CSR movement has gained momentum in the Anglo-American world, it has embraced both the normative and instrumental aspects of stakeholder theory, and stakeholder theory has become an essential process in the operationalization of CSR (Castelo, Lúcia, and Rodrigues 2007: 5). In his more recent writings Freeman argues stakeholder theory is consistent with an integrated, strategic view of CSR that focuses on value maximization, as opposed to a residual view of CSR where activities are an “added extra.” An integrated approach to CSR is deeply embedded in a company’s day-to-day business operations (Freeman et al. 2010). At its most sophisticated level of practice, CSR is integrated with governance: ethics guide corporate decision-making and stakeholder views are considered in order to build long-term value maximization.

To date, most developments in CSR and corporate accountability that promote responsibility for stakeholders have remained voluntarist. The advancement of CSR practice has seen the development of open source tools such as the Global Reporting Initiative Framework and the AA1000 Stakeholder Engagement Standard 2015. These approaches are discretionary rather than compulsory, and provide companies with guidance on how a stakeholder approach can be integrated into strategic management decision-making.

Although much of the stakeholder and CSR literature has developed outside of the legal discourse, partly owing to its voluntarist nature, an enabling legal framework is required if companies are to voluntarily adopt approaches that promote the responsibility of the business to non-shareholder stakeholders. In the legal setting, proponents of the stakeholder model have made a variety of different proposals for legal reform, most notably an extension of directors’ duties, representation of stakeholders on the board of directors, voting rights for stakeholder groups, and greater disclosure of corporate information. Our focus in this chapter is on directors’ duties. As we see in the following part of the chapter, analysis of directors’ duties is critical to ascertaining the corporate purpose.


Analysis of Directors’ Duties and the Corporate Purpose



As we have already observed, there is a question regarding the extent to which the law of directors’ duties permits directors to take into account corporate social responsibility considerations—that is, considerations that extend beyond those of shareholders. It has been said that directors’ duties are of “pivotal importance” to CSR (Horrigan 2010: 198).

Many countries require directors to act in the interests of the corporation. But what are the “interests” of the corporation? Do they extend beyond the interests of the company’s shareholders? These questions are deeply culturally and institutionally embedded. Studies of directors and high level managements’ understandings of their duties show major differences in conceptions of the company as a social entity and, flowing from this, in whose interests the company ought to function. Is the conception of directors’ duties across the Anglo-American world consistent with, or a barrier to, CSR in terms of directors’ consideration of non-shareholder stakeholder interests? There are different views that reflect different conceptions of the purpose of the corporation.

One view is that the purpose of the company is to advance the interests of its owners (predominantly to increase their wealth), and the function of directors, as agents of the owners, is to faithfully advance the financial interests of the company, because the company is the property of its shareholders. A more radical view is the contract conception of the company espoused by Coase (1937). In adaptations of this model, the company tends to disappear, transformed from a substantial institution into part of the market in which autonomous property owners freely contract. This view is not consistent with an integrated CSR model.

However, others have a broader stakeholder-focused view of the purpose of the company. Those who hold this view do not necessarily believe that the law of directors’ duties requires reform. A major argument used by those who are opposed to including stakeholder provisions in corporate law in Anglo-American settings is that the law of directors’ duties is already permissive enough to allow directors wide discretion to take into account the interests of different stakeholders (see Austin and Ramsay 2015: 8.130 for elaboration of this interpretation of the law).

This interpretation of corporate law is also held by some proponents of the stakeholder model. For instance, Blair and Stout (1999), who constructed the team production model of corporate governance (one of the more thoroughly developed stakeholder-type alternative models of corporate governance), argue that “many features of corporate law in the United States are more consistent with our team production model than they are with shareholder primacy, at least if shareholder primacy is interpreted to mean maximization of shareholder value in the short term” (Blair 2003: 890). For Blair, in the United States context, this is because the “prescriptions for directors’ duties under the team production model turn out to be very similar, and perhaps even ‘observationally equivalent’ in practice to the prescriptions that advocates of long-term share value maximization would make” (Blair 2003: 890–1). For others, such as Sheldon Leader, the formulation of the company as an autonomous legal entity—separate from its shareholders as well as other stakeholders—creates the possibility that the legal conception of the company may already be largely consistent with the stakeholder conception (Leader 1995: 86). The company has interests which are independent of any single set of people affected by it, including its shareholders. Thus, the role of directors is to mediate a constantly shifting set of interests.

The purpose of this part of the chapter is to assess the extent to which any of these contentions is accurate with regard to the law of directors’ duties in several Anglo-American countries.


Australia


Section 181(1) of the Australian Corporations Act requires directors and other corporate officers to exercise their powers and discharge their duties “in good faith in the best interests of the corporation.” Australia is not the only country with this type of directors’ duty provision. For example, in the United States, s8.30(a) of the Model Business Corporation Act requires directors to act “in a manner the director reasonably believes to be in the best interests of the corporation.” In Canada, s122(1) of the Canada Business Corporations Act 1985 requires directors and officers to act “in good faith with a view to the best interests of the corporation.” (For discussion of the how the phrase “best interests of the corporation” has been defined by courts in the US, Canada, and France, see Tchotourian 2011.) New Zealand and South Africa have similar provisions in their company law. In New Zealand, s131(1) of the Companies Act 1993 provides that “a director of a company, when exercising powers or performing duties, must act in good faith and in what the director believes to be the best interests of the company.” In South Africa, s76(3) of the Companies Act 2008 provides that “a director of a company, when acting in that capacity, must exercise the powers and perform the functions of director … in the best interests of the company.” (For discussion of the South African position, see Esser and du Plessis 2007: 357. The authors observe that courts in South Africa have interpreted the “company” to mean the shareholders collectively.)

A summary of what s181(1) means in Australia was provided by a government committee, the Corporations and Markets Advisory Committee (CAMAC), that was asked to consider whether the Corporations Act should include explicit obligations for directors to take account of the interests of certain classes of stakeholders other than shareholders (CAMAC 2006: 84–5, 86, 91–2, and 106–7):





1 The phrase “the best interests of the corporation” in s181 of the Corporations Act obliges directors to act in the best interests of the shareholders generally. However, directors may take into account a range of factors external to shareholders if this benefits the shareholders as a whole.

2 Directors are also obliged to consider the financial interests of creditors when the company is insolvent or near-insolvent, though they have no direct fiduciary duty to creditors.

3 Directors are not confined in law to short-term considerations in their decision-making, such as maximizing profit or share price returns. The interests of a company can include its continued long-term well-being.

4 Directors have considerable discretion over the factors they may choose to take into account in determining what will benefit the company. Although there may be no direct legal obligation in company law to take the interests of stakeholders other than shareholders into account (compared to statutes dealing with other areas of the law), this does not preclude directors from choosing to do so.



This interpretation is consistent with the report of a task force established by the US Conference Board to formulate recommendations on corporate and investor engagement. The first recommendation in the report is as follows:

As a fundamental principle of corporate governance, the task force recommends that directors and investors endorse the proposition that the interests of all stakeholders must be taken into account to achieve sustainable shareholder value. While the ultimate goal of a public corporation is to maximize shareholder value, it can only do so on a sustainable basis by serving all of its constituents. An optimally balanced system of corporate governance is based on the premise that serving the interests of major constituencies of corporations—customers, employees, creditors, suppliers, communities, and the environment—is essential to maximizing shareholder value.

(The Conference Board 2014: 8)

The Corporations and Markets Advisory Committee rejected proposals for changes to the Corporations Act. The Committee took the view that:

the current common law and statutory requirements on directors and others to act in the interests of their companies are sufficiently broad to enable corporate decision-makers to take into account the environmental and other social impacts of their decisions, including changes in societal expectations about the role of companies and how they should conduct their affairs. (CAMAC 2006: 111)

That non-shareholder interests should not be ignored by directors was emphasized by a judge in one Australian judgment:

It is, in my view, incorrect to read the phrase “acting in the best interests of the company” and “acting in the best interests of the shareholders” as if they meant exactly the same thing … it is almost axiomatic to say that the content of the duty may (and usually will) include a consideration of the interests of shareholders. But it does not follow that in determining the content of the duty to act in the interests of the company, the concerns of shareholders are the only ones to which attention need be directed or that the legitimate interests of other groups can safely be ignored.

(The Bell Group Ltd. (in liq) v. Westpac Banking Corporation [No 9] [2008] WASC 239 at [4393] and [4395])


Stakeholder Statutes




United States


Starting with Pennsylvania in 1983, more than half of the state governments of the United States of America have passed stakeholder statutes that propose a corporate governance model different from the classic or conventional corporate law paradigm of the director-manager acting for the shareholder-owner. These statutes, called non-shareholder constituency statutes, can be divided into two main categories: permissive statutes and mandatory statutes. Permissive statutes allow, but do not require, directors to take the interests of employees and other stakeholders into account when making strategic-level decisions (Hanks 1991: 103). An example of the former is Pennsylvania, where the board may consider “the effects of any action upon … employees.” An example of the latter is Connecticut, where directors are required to consider (inter alia) “the interests of the corporation’s employees” (Reynolds 2001).

Most of the states have permissive statutes (Hanks 1989). While some of the statutes allow directors to consider stakeholder interests in any circumstances, other statutes only allow stakeholder consideration during takeover or change of control situations (Hale 2003: 836). There is also variation between the statutes in what the directors are permitted to take into account. Some statutes permit directors to consider the “effects” of their decisions on stakeholders, while others only permit directors to take into account the “interests” of stakeholders. Most statutes allow for the consideration of both long- and short-term interests (Hale 2003: 836). Indiana and Pennsylvania have statutes that explicitly provide that the claims of shareholders need not be held above those of other stakeholders. These statutes presume the validity of a directors’ determination to consider non-shareholder interests if approved by a majority of disinterested directors unless it is proven after reasonable investigation that the disinterested directors did not act in good faith.

Two states, Connecticut and Arizona, have enacted mandatory statutes that require directors to consider the interests of constituencies other than shareholders. Connecticut requires directors to consider the interests of the corporation’s employees, customers, creditors, suppliers, “community and societal considerations,” as well as long-term and short-term interests of the corporation and of the shareholders, “including the possibility that those interests may be best served by the continued independence of the corporation” (Hanks 1989).


United Kingdom


Until 2006, s309 of the Companies Act 1985 provided that “the matters to which the directors are to have regard in the performance of their functions shall include the interests of the company’s employees in general as well as the interests of its members.” The provision may be traced to the 1970s industrial democracy movement (Redmond 1992: 412). This was limited by s309(2) which expressly stated that the duty was to be owed to the company and enforceable as such. In 2006 the UK enacted its much debated Companies Act 2006. Section 172(1) imposes a duty on a director to act in the way he or she considers, in good faith, would be most likely to promote the success of the company for the benefit of its members as a whole, and in doing so have regard (among other matters) to (a) the likely consequences of any decision in the long term, (b) the interests of the company’s employees, (c) the need to foster the company’s business relationships with suppliers, customers, and others, (d) the impact of the company’s operations on the community and the environment, (e) the desirability of the company maintaining a reputation for high standards of business conduct, and (f) the need to act fairly as between members of the company. Section 172(1) is limited by s172(2), which specifies that this list of purposes “has effect as if the reference to promoting the success of the company for the benefit of its members were to achieving those purposes.”

It can be seen that, among other effects, this duty aims to introduce wider corporate social responsibility into a director’s decision-making process. While the section makes it clear that the directors owe a duty to promote the success of the company for the benefit of its members/shareholders, it seeks to provide a broader context for fulfilling that duty (CAMAC 2006). According to a member of the UK Company Law Review Steering Group which drafted the changes, the laws reflect an “enlightened shareholder value” approach. Section 172(1) is intended to articulate the common law view that “the company” means its shareholders as a whole. The phrase “in the interests of the company” was intentionally omitted as being meaningless (Davies 2005). Section 172(1)(b)–(e) seek to make clear that although shareholder interests are predominant, the promotion of these interests does not require “riding roughshod” over the interests of other groups on whose activities the business of the company depends for success (Davies 2005).

The changes to directors’ duties under the UK Companies Act 2006 came into force in October 2007. Commentaries on the Act speculate about its possible effects on company directors’ decision-making, and question whether this form of regulation is best placed to foster the enlightened shareholder value approach in UK companies. Keay (2007) argues that the enlightened shareholder value approach in s172 is little different from the traditional shareholder value approach. An immediate result of the changes agreed on by most commentators is that directors would take greater precaution to evidence their consideration of s172(1) stakeholders in decision-making because of perceived risks of being censured by a regulatory body, or of facing a derivative action brought by a shareholder. Some legal commentary on the changes has contemplated much use of the derivative action provisions by activist shareholders (Credit Control 2007; Mirchandani and Huntsman 2007). However, since the Act came into force, no evidence of such a trend has arisen. Loughrey, Keay, and Cerioni have considered the legal profession’s reaction to the Act and suggest that the lack of shareholder derivative actions may stem from lawyers who have stated that they would advise shareholder clients of the difficulties in succeeding with a derivative action, and discourage them from proceeding (Loughrey, Keay, and Cerioni 2008: 111). Most supporters of CSR expected that the changes would have little impact. Wynn-Evans posits that as a stakeholder group, employees may be worse off under the changes as they have no enforceable rights, and their concerns may be de-emphasized if considered equally with the other 172(1) stakeholders (Wynn-Evans 2007: 192). However, he agrees with the views of other commentators that anything that will help directors to internalize CSR considerations may have real benefits for stakeholders in the future (Cerioni 2008: 31; Wynn-Evans 2007). Others support this position and argue that listing non-shareholder stakeholders, as s172(1) does, benefits these stakeholders by positioning their interests “within a broader boardroom decision-making framework” (Horrigan 2010: 243).


The Limitations of Stakeholder Statutes


Over the thirty-five or so years since stakeholder statutes were first enacted in the US, their effect would seem to have been relatively insignificant. It is suggested that although these statutes lay a good foundation for stakeholder interests they cannot achieve very much on their own. Commentators disagree about whether stakeholder statutes represent radical changes in the law of ownership rights in corporations or whether they merely codify pre-existing corporate law doctrine. Some commentators have interpreted the US stakeholder statutes as demonstrating that directors do not owe duties exclusively to shareholders; rather, they play the role of mediators between different corporate constituencies (Karmel 1993: 1157). Others believe the statutes are so limited in the rights they create as to make very little concrete difference (CAMAC 2006: 102; Polonksy and Ryan 1996: 16).

There appear to be three main conflicting views of the US stakeholder statutes: (a) they create no enforceable rights of action on the part of stakeholders but do authorize directors to make trade-offs between shareholder and stakeholder interests, including the right to reduce shareholder gains for enhanced stakeholder welfare; (b) they create an implied right of action; and (c) they probably do not create an implied right of action, but even if they do create an implied right of action, in practice they will only have the effect of entrenching managerial power.

The first view is held by Bainbridge (1992). Alternatively, some commentators, such as Mitchell, argue that stakeholder statutes should be interpreted as creating enforceable obligations for non-shareholder constituency groups (Mitchell 1995a, 1995b, 2009). Although none of these laws provide for an explicit right of action, Mitchell argues that there are implied rights. He contends that the legislative intent was to grant a right of action, because the legislature would not have believed that it is likely that directors are generally motivated by a sincere interest in protecting employee and community interests. Instead, he argues that stakeholder statutes would have no significance in the absence of enforceable private rights of action, other than granting uncontrolled discretion to directors—a goal that cannot plausibly be accepted as a legitimate legislative purpose that legislators would willingly use to justify publicly their support for the statute. He concludes that courts should interpret stakeholder laws to contain private rights of action on the part of their intended beneficiaries.

Others, such as Stone, reject the implied right of action argument. With the exception of the Connecticut and Arizona statutes, all the statutes speak in permissive tones. They say directors may consider the interests of other constituencies, making the likelihood of enforceability even less. Given the business judgment rule, the range of stakeholder interests, and the conflict between them, the statutes would merely amplify managerial discretion (Stone 1993: 375). No stakeholder statute has been interpreted to contain implied rights of action (Singer 1993: 503).

In addition, there are practical considerations that may inhibit application of the law, as employees have, in the past, been less likely to access court-based remedies to the same extent as management or shareholders. The expense for individual employees to bring the legal actions necessary to vindicate statutory rights is often prohibitive, and thus, even if there was a right of action, most breaches would go unremedied. A study by the Rand Institute for Civil Justice of 120 wrongful discharge cases brought in California between 1980 and 1986 found that over 53 percent were brought by executives or middle managers (Dertouzoso, Holland, and Ebener 1988: 19–21, cited by Stone 1993: 375).

The view that the US statutes enhance managerial discretion is held by Macey and Miller:

[I]t seems patently clear that the true purpose of these statutes is to benefit a single non-shareholder constituency, namely the top managers of publicly held corporations who want still another weapon in their arsenal of anti-takeover protection devices. There is a risk, therefore, that non-shareholder constituency statutes do not benefit the interests or groups that they ostensibly are intended to benefit and instead assist a well organised, highly influential special-interest group, namely the top managers of large, publicly held corporations who wish to terminate the market for corporate control. (Macey and Miller 1993: 405)

Evidence suggests that directors sometimes invoke the interests of employees when it serves their interests in answering claims by shareholders that they have failed adequately to serve the interests of the corporation. However, during instances of conflict between the interests of employees and either shareholders or managers, the interests of employees are difficult to enforce using stakeholder statutes (Singer 1993: 503). Based on empirical research on the operation of stakeholder statutes, Springer concludes that “Directors appear to invoke constituency statutes more as a rationalization for deferring to their discretion than as a principled justification for consideration of constituent interests” (Springer 1999). In any case, it may be that in some instances the gap between the stakeholders and the corporate decision makers is too broad to allow the corporate officers to really understand and take into account the interests of the various stakeholders (Hale 2003: 842). More conservative critics of the laws have also argued that the statutes convert directors into “unelected civil servants” with a responsibility for determining the public interest (Macey 1991, cited in CAMAC 2006: 102).

A further reason stakeholder statutes, even in their broad and mandatory form, fail to give rise to enforceable rights, as Singer observes, is that courts are reluctant to “second-guess” managerial decisions (Singer 1993). Because judges are likely to see managers as “experts” in business matters they are usually reluctant to substitute their judgments for those of management.

Further, despite descriptions of corporations as a “nexus of contracts” or as “social entities,” traditional views of shareholders as the “owners” of the corporation exert a powerful influence on judges’ perceptions of managerial activity. Studies have concluded that the statutes did little to alter the centrality of shareholder primacy in US corporate law (Springer 1999: 122).

In practice, the permissive provisions appear to have been utilized primarily in the context of takeover defenses. According to Polonsky and Ryan, in the small number of US court judgments that referred to stakeholder statutes in the early years of their operation, none insisted that directors demonstrate that they in fact deliberated about or balanced stakeholder interests to gain the protection of the statute (Polonsky and Ryan 1996). As a result, the American Bar Association Committee on Corporate Laws may be correct in observing that the stakeholder statutes mainly confirm the common law position:

[D]irectors may take into account the interests of other constituencies but only as and to the extent that the directors are acting in the best interests, long as well as short term, of the shareholders of the corporation.

(American Bar Association Committee on Corporate Laws 1990: 2269, cited by CAMAC 2006: 101)

We can conclude from this discussion of the evidence at hand, that US stakeholder laws do not generally strengthen the rights of stakeholders in an enforceable manner. This is partly due to the fact that the stakeholder laws modify only a small aspect of corporate law. Shareholders alone continue to have the power to vote for the board of directors. Indeed, one American critic has argued that, if anything, the stakeholder laws have detracted from the real changes in corporate law needed to address stakeholder needs (Springer 1999: 122).

The UK Act has avoided using the words “in the interests of the company as a whole” and has instead used the words “be most likely to promote the success of the company for the benefit of its members as a whole.” Regardless of this difference, the reform was nevertheless conceived of as encoding the “enlightened shareholder” common law interpretation of directors’ duties, rather than mandating a “pluralist” conception of the company which gives stakeholders similar rights to those of shareholders.


Canadian and US Judgments Compared


Courts in both Canada and the US have grappled with the question of the interests that may be considered by directors in compliance with their duties. An important judgment is that of the Supreme Court of Canada in BCE Inc. v. 1976 Debentureholders [2008] SCC 69; 3 SCR 560. The court made the following observations:



1 the fiduciary duty of directors is a duty to act in the best interests of the corporation;

2 often the interests of shareholders and stakeholders are co-extensive with the interests of the corporation but if they conflict, the directors’ duty is to the corporation; and

3 the duty is not confined to short-term profit or share value. Where the corporation is an ongoing concern, the duty looks to the long-term interests of the corporation (at [37] and [38]).



The court also stated:

In considering what is in the best interests of the corporation, directors may look to the interests of, inter alia, shareholders, employees, creditors, consumers, governments and the environment to inform their decision (at [4]).

…

The cases on oppression, taken as a whole, confirm that the duty of the directors to act in the best interests of the corporation comprehends a duty to treat individual stakeholders affected by corporate actions equitably and fairly. There are no absolute rules. In each case, the question is whether, in all the circumstances, the directors acted in the best interests of the corporation, having regard to all relevant considerations, including, but not confined to, the need to treat affected stakeholders in a fair manner, commensurate with the corporation’s duties as a responsible corporate citizen (at [82]).

In relation to what, if any, interests of stakeholders are to be preferred, the court stated:

Directors may find themselves in a situation where it is impossible to please all stakeholders … There is no principle that one set of interests—for example the interests of shareholders—should prevail over another set of interests. Everything depends on the particular situation faced by the directors and whether, having regard to that situation, they exercised business judgment in a responsible way

(at [83] and [84]).

The Canadian court referred to the “Revlon line” of takeover cases from Delaware and noted that it had been argued that these cases support the principle that where the interests of shareholders conflict with the interests of creditors, the interests of shareholders should prevail (Revlon Inc v. MacAndrews & Forbes Holdings Inc, 506 A.2d 173 (Del 1985) and Unocal Corp v. Mesa Petroleum Co, 493 A.2d 946 (Del 1985). The Canadian court summarized these cases in the following way:

In both cases, the issue was how directors should react to a hostile takeover bid. Revlon suggests that in such circumstances, shareholder interests should prevail over those of other stakeholders, such as creditors. Unocal tied this approach to situations where the corporation will not continue as a going concern, holding that although a board facing a hostile takeover “may have regard for various constituencies in discharging its responsibilities, … such concern for non‑stockholder interests is inappropriate when … the object no longer is to protect or maintain the corporate enterprise but to sell it to the highest bidder”.

The Canadian and Delaware decisions reflect different approaches but they also deal with different factual circumstances. According to the Supreme Court of Canada, there is no rule that the interests of one group of stakeholders are to prevail over another. Which set of interests is paramount will depend on the particular circumstances. In the context of the decision in Unocal, where the company was being sold to the highest bidder, then the interests of shareholders are paramount according to the Delaware court. Perhaps the Canadian court would have reached the same decision as the Delaware court if faced with the same set of facts. However, it is notable that the Delaware court stated that consideration of non-shareholder interests is inappropriate in the particular situation of the company being sold to the highest bidder. In other words, it is not a situation of the board balancing the interests of different groups of stakeholders and determining that the interests of shareholders are paramount. It may be that the Canadian court would allow a wider range of interests to be considered in this situation than the Delaware court. After all, in the situation of the company being sold to the highest bidder, the directors may want to consider the interests of stakeholders other than shareholders, such as employees. However, the decision of the Supreme Court of Canada, while allowing the interests of a range of stakeholders to be considered, does not provide guidance on the weight to be given to these interests by the directors.


Empirical Evidence on How Directors View their Duties and the Interests of Stakeholders



In this section we present evidence drawn from a survey conducted by the authors of almost 400 Australian company directors. Details of the methodology and the broader findings can be found in Mitchell et al. (2011). This survey data sheds light on the extent to which directors are guided by the duty to act in the interests of the corporation and also the extent to which their interpretation of the duty reflects or diverges from the law. Although the survey is of Australian company directors, we suggest in the final section that our findings have implications for the broader Anglo-American context.


Directors’ Understanding of their Duties


One of the central aims of the survey was to explore directors’ understandings of their legal obligations and the way this might affect their approach to stakeholders. We were particularly interested in the extent to which shareholders were perceived to be the most important among several stakeholders. Do directors perceive that their primary obligation is to shareholders, either in the short term or long term and, if so, is this partly a result of their understanding of the legal duties?

We asked directors to indicate which of four statements best represented their understanding of their obligation to act in the best interests of the company. We also asked them to indicate whether they believed the law required them to act only in the interests of shareholders or whether it allowed them to consider a broader range of stakeholders. Table 7.1 sets out the responses to these questions. A majority of directors understood that their primary obligation to act in the best interests of the company meant that they should balance the interests of all stakeholders (55 percent). A further 38.2 percent believed that they must, by means of acting in the interests of all stakeholders, ensure the long-term interests of shareholders. No directors believed that they were required to act in the short-term interests of shareholders only, and only a very small proportion (6.6 percent) believed that they were required to act in the long-term interests of shareholders only.



Table 7.1 Directors’ understanding of the scope of directors’ duties



	Primary obligation: I must act in the best interests of the company and this means acting in the …
	Percent Yes

	Short-term interests of shareholders only
	  0.0


	Long-term interests of shareholders only
	  6.6


	Interests of all stakeholders to achieve short-term interests of shareholders
	  0.3


	Interests of all stakeholders to achieve long-term interests of shareholders
	38.2


	Balanced interests of all stakeholders
	55.0


	Parameters of law on directors’ duties
	Percent Yes


	I must only be concerned with shareholders’ interests
	  5.7


	Allows me to take account of interests other than shareholders
	94.3


n = 368


On directors’ understanding of the parameters of their obligation, it is very clear (as shown at the bottom of Table 7.1) that most directors take a broad view. Nearly all directors (94.3 percent) believed that the law is broad enough to allow them to take into account the interests of stakeholders other than shareholders.



Stakeholder Ranking


An important question is whether directors acknowledge a primary obligation to the interests of shareholders. We asked directors to rank stakeholders in the order in which those stakeholders’ interests were prioritized. Table 7.2 sets out the average ranking given to each stakeholder group, the percentage of directors who ranked that stakeholder group as their number one priority, and the percentage of directors who included that stakeholder group as one of their top three priorities. It indicates that shareholders were most commonly ranked number one, followed closely by “the company,” according to both the average ranking and the percentage who ranked that group as their number one priority. Employees were highly ranked based on the average ranking given (2.87). However, very few directors (6.7 percent) ranked employees as their number one priority. (Francis (1997) conducted the same ranking exercise in the US and Japan. The rankings made by respondents to our Australian survey sit somewhere between US and Japanese rankings. According to Francis, eight out of ten US directors gave shareholders a number one ranking compared with one out of nine Japanese directors.)
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These findings indicate that although directors believe their obligation is to balance the interests of all stakeholders, they nonetheless rank shareholders first among those stakeholders.

We conducted further analysis to enable us to form an assessment of the relative weightings given by directors to the interests of different stakeholders. First, we used a scale to assess the relative influence of key stakeholders over the decision-making of directors. This analysis did provide some evidence that shareholder interests are prioritized over those of other stakeholders in relation to business practices. When shareholder influence was measured relative to the influence of other stakeholders, shareholders had a higher level of influence than employees or creditors.

Second, we asked directors about the priority they assigned to certain specific shareholder-oriented matters such as dividend policy, share price, and special dividends. Ensuring that customers and clients were satisfied was the most important item to directors (97.4 percent). Growing the business was also very important (95.4 percent) as was ensuring employees are fairly treated (94.2 percent), with improving productivity highly important as well (92.8 percent). Interestingly, and contrary to the assumption that the shareholder primacy model of governance would lead to the prioritization of shareholders’ interests by directors, the results show that generally the items that relate to employees’ interests (morale, fair treatment, safeguarding jobs, and creating more job opportunities) were rated as more important by more directors than those relating to shareholders’ interests (dividend policy, share price, and special dividends).


Empirical Evidence on Companies’ Business Objectives



In this section we present the results of research undertaken by one of the authors of this chapter analyzing the business objectives of the top 100 companies listed on the Australian Securities Exchange (ASX) to determine to what extent stakeholder interests are taken into account in the objectives. (For further insight into this research and further discussion of the results, see Grayson Morison and Ramsay 2014.) We compare the findings to those obtained by interviewing directors to determine what interests they take into account when making decisions and we also compare the findings to what courts have said should be the interests directors consider to satisfy their duty to act in the interests of the company. Because we expect the board of directors to approve the company’s business objective, the objective represents the view of the board and is therefore a useful way of determining to what extent the interests of stakeholders are taken into account. The date of selection of the 100 companies was October 1, 2013. The companies selected represent a cross-section of industries (for the list of industries, see Grayson Morison and Ramsay 2014).

We classified business objectives, with respect to the relevant stakeholder interests that are taken into account, as follows:



• prioritize the interests of shareholders;

• prioritize the interests of shareholders but take into account the interests of other (unnamed) stakeholders;

• prioritize the interests of shareholders but take into account the interests of other specified stakeholders;

• prioritize the interests of a specified list of stakeholders; and

• other.



All companies in the ASX100 have a business objective that is identifiable in their publicly available corporate governance documents and/or on their website. A classification of the business objectives for the ASX100 is outlined in Table 7.3. Just over one-third of ASX100 companies have business objectives which can be interpreted to mean they prioritize the interests of shareholders without any reference to other stakeholders. The second most prevalent type of business objective is those which can be interpreted to mean the company prioritizes the interests of a specified list of stakeholders—thirty-two of the companies surveyed had this type of objective. The third and fourth most common business objectives can be interpreted to mean that the company prioritizes the interests of shareholders but takes into account the interests of other stakeholders. Of these companies, fourteen take into account the interests of specified stakeholders while twelve do not name the stakeholders’ interests they take into account.
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Business Objectives: Prioritize Interests of Shareholders


Shareholder interests figure prominently in the interpretation of directors’ duties, as we saw in the section, “Analysis of Directors’ Duties and the Corporate Purpose,” and in directors’ minds when carrying out their duties, as illustrated through the empirical research reported in the section, “Empirical Evidence on How Directors View their Duties and the Interests of Stakeholders.” Thus, it is perhaps not surprising that sixty-three companies have business objectives which can be interpreted to mean they prioritize the interests of shareholders. An example of this type of business objective is that of Rio Tinto:

Rio Tinto is a leading global mining group that focuses on finding, mining and processing the Earth’s mineral resources. Our goal is to deliver strong and sustainable shareholder returns from our portfolio of world-class assets and our compelling pipeline of projects. (Rio Tinto n.d.)

There are two other categories of business objective that identify the interests of shareholders as the primary objective. While both categories take into account the interests of stakeholders other than shareholders, one category specifies the stakeholders whereas the other category does not. The companies that do not specify the stakeholders whose interests they take into account use general phrases such as “fulfilling responsibilities as a good corporate citizen” (Coca Cola 2012: 19; Ramsay Health Care 2013: 15), “meeting the expectations of stakeholders” (Origin Energy n.d.), and “partnering with our stakeholders” (Federation Centres n.d.).

Those companies that do specifically mention the stakeholders other than shareholders whose interests they take into account in their business objective mention, for example, employees, customers, suppliers, community, and the environment. An example is ANZ Bank’s business objective:

ANZ aims to deliver superior long-term total shareholder return, taking proper account of employees, customers, and others with whom we do business as well as the communities and environments in which ANZ operates.

(ANZ Bank Ltd. 2013: 1.1–1.2)


Business Objectives: Prioritize the Interests of a Specified List of Stakeholders


Nearly a third of the companies in the ASX100 group have objectives that can be interpreted to mean they prioritize the interests of a specified list of stakeholders, rather than prioritizing the interests of shareholders. Common to many of the business objectives for companies in this category is that they take into account employees’ interests. This may indicate recognition that employees are instrumental to the success of the company. Mineral Resources is explicit in this regard:

Mineral Resources’ greatest asset is its people. It follows that the company’s primary objective is to ensure its people operate in the safest environment possible through the implementation of world-class operating policies and procedures while generating a satisfactory return for shareholders. (Mineral Resources Ltd. n.d.)


Further Analysis and Concluding Observations


We have seen how the interpretation of directors’ duties is integral to defining the purpose of the corporation because of the requirement for directors to act in the interests of the corporation. Our investigation of the extent to which the law of directors’ duties in several Anglo-American countries permits or requires directors to consider the interests of non-shareholder stakeholders reveals a diversity of approaches. Although countries commonly have a requirement that directors act in the “interests of the corporation,” the legislatures in these countries usually leave it to the courts to define what the interests of the corporation are. An exception is the UK, where the legislature has made it clear in s172(1) of the Companies Act 2006 that directors must act to promote the success of the company for the benefit of shareholders as a whole. However, in other countries, this is the approach often adopted by courts when they identify the interests of the company as those of shareholders. We therefore see some underlying similarity between the UK and other Anglo-American countries. A different approach is evident in the judgment of the Canadian Supreme Court in BCE Inc, where the court did not adopt the view that the interests of shareholders should, under the law of directors’ duties, generally prevail over the interests of other stakeholders.

What do the results of the survey of the business objectives of companies tell us about the relationship between the legal definition of the corporate purpose as interpreted in the law of directors’ duties and how companies themselves define this purpose? Of the one hundred Australian companies we examined, sixty-three have business objectives that can be interpreted to mean they prioritize the interests of shareholders. Of these sixty-three companies, twenty-six have objectives that can be interpreted to mean that while they prioritize the interests of shareholders, they also take into account the interests of stakeholders other than shareholders. Thirty-two companies have objectives that indicate they prioritize the interests of a specified list of stakeholders. A substantial minority of companies therefore do not publicly identify their business objective as being to give priority to the interests of shareholders. This can be compared to the legal interpretation of the duty imposed on directors to act in the best interests of the company, with the interests of the company typically being defined by courts to be the interests of shareholders. It is therefore possible to detect an inconsistency between what courts are saying should be the priority of directors when they make decisions and what many companies themselves are saying in their business objectives.

Our findings regarding the business objectives of companies can also be compared to the empirical research that surveyed directors about their views on the priority ranking of various stakeholders. Of the directors surveyed, 44 percent ranked shareholders first and 78 percent ranked shareholders in their top three priorities. Yet we also found that the majority of directors surveyed had what might be termed a “stakeholder” understanding of their obligations. Just over half of the respondents believed that acting in the best interests of the company meant they are required to balance the interests of all stakeholders. Furthermore, while 44 percent of directors perceived shareholders as their number one priority, almost as many (40 percent) regarded the company as their number one priority. However, questions which sought to test the shareholder primacy thesis in a more complex way did provide some support for the argument that shareholder interests are prioritized over those of other stakeholders in relation to business practices. Our survey also found that 94.3 percent of directors believe that the existing law of directors’ duties in Australia, which requires directors to act in the best interests of the corporation, allows them to take account of the interests of stakeholders other than shareholders.

There are several findings from the survey that may have broader application to other countries. First, the results of the survey indicate that directors do not typically look to the law of directors’ duties for specific guidance concerning the interests they should pursue as directors. We asked directors to identify which of four possible sources was the dominant source of their obligation to employees. Most directors reported that they derive their sense of obligation toward employees from sources other than the law. Business imperatives were reported by 42 percent to underpin their obligation to employees. A further 24.8 percent believed they had ethical or social responsibilities to ensure the well-being of employees and this was the dominant source of obligation. So even when directors look for guidance in the law, that guidance is found in statutes other than company law, such as labor laws. In any case, directors are more likely to be guided by business imperatives and ethics.

Second, the findings suggest that, in practice, there are significant limitations on the influence of the duty to act in the best interests of the corporation on the decision-making of directors. There were distinct and varying interpretations expressed by directors regarding the scope of the duty to act in the best interests of the corporation. Large numbers of these directors interpreted the duty in a way contrary to that of the courts in Australia. This could suggest that there is a decoupling of practice and the law. Any jurisdiction wishing to conduct reform of directors’ duties is recommended to first understand what the practical adoption of the law is. Discovery of a decoupling may lead to proposals that the law should be changed so as to more closely reflect practice, if that practice is desirable according to various ethical and other measures.

It is often the case that a decoupling of practice and the law gives rise to litigation as certain interest groups seek to highlight or exploit the gap between law and practice. Yet, in Australia, there has not been a significant amount of litigation on the duty to act in the interests of the corporation, despite directors holding different views regarding the meaning of the duty. This may indicate a limited role for the duty compared to other obligations and duties that influence decision-making by directors, such as laws specific to stakeholders, including labor laws. The function of this duty may be to set broad parameters within which directors operate, and it will usually only be egregious cases where directors’ decisions are successfully challenged under this duty.

For those countries, such as Australia, that require directors to act in the interests of the corporation, one possible approach to law reform is an amendment that would expressly permit directors to take into account the interests of specific classes of stakeholders, extending beyond shareholders. This is the UK approach, reflected in s172(1) of the Companies Act 2006. However, it is important to note the limited nature of this reform—s 172(1) makes it clear that directors owe a duty to promote the success of the company for the benefit of its shareholders and not a wider group of stakeholders.

There are critics of an approach that incorporates into directors’ duties specific reference to the interests of stakeholders other than shareholders. Some prefer the status quo and argue such reform may only confuse directors as they try to work out how to balance various interests. However, our survey research shows that directors are already balancing the interests of different stakeholders and they are not looking to formal rules to guide them in this process. They are guided by business imperatives and other considerations. In any event, this type of reform only permits directors to take into account the interests of non-shareholder stakeholders—something they can already do under the law.

An extended approach which compels directors to take into account the interests of non-shareholder stakeholders, with the interests of these stakeholders possibly being given greater priority than the interests of shareholders, would require much more. Our research suggests that any such reform would need to address a number of issues. The first among these is whether the statute is to create enforceable rights for certain stakeholders and, if so, which ones and how are they to be enforced (i.e., as derivative rights on behalf of the company or personal rights). Without enforceable rights, such a reform is likely to make little practical difference to stakeholders. Further, evidence from the US suggests that there is a risk that, without accompanying enforceable rights, such a reform may only entrench managerial power.

To conclude, the findings of our survey suggest that reform of directors’ duties so as to include specific reference to the interests of non-shareholder stakeholders is not as important as suggested by some in the literature. It may have an important normative role, in the sense of sending a signal to businesses about what is expected by government as the representative of society more broadly. However, it is unlikely to change practice in businesses, as decision makers in businesses are not significantly influenced by the duty to act in the interests of the company when deciding how to balance the interests of various stakeholders. If government wishes to encourage the adoption of CSR, and change business behavior, other approaches are likely to be required.
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CHAPTER 8

Corporate Law as a Solution to Team Production Problems

Margaret M. Blair



Introduction


Business corporations come in many different forms and are used for a wide variety of purposes. Closely held corporations, limited liability corporations (LLCs), and similar forms are used to achieve limited liability for the organizers, and thereby protect other assets belonging to those organizers. Publicly traded corporations are formed to raise capital from a broader range of investors. Some corporations, such as Berkshire Hathaway Inc. and other “holding companies,” are formed primarily to hold assets and do not directly carry out much commercial or production activity. Some corporations are owned and managed by the same family for multiple generations, while others are created by entrepreneurs who hope to sell out within a few years, and still others are subsidiaries, created by other corporations for asset partitioning and tax shelter purposes.

But when journalists, political commentators, sociologists, economists, legal scholars, and management specialists refer to “the corporation” as a social or economic institution, they have in mind large, often multinational organizations that hold a huge share of the productive assets in developed economies, and that create and deliver a large part of the products and services consumed in those economies.1 Apple, Procter & Gamble, Coca-Cola, ExxonMobil, Starbucks, Walmart, Microsoft, Ford, Toyota, Boeing, are just a few examples. Such corporations often have subsidiaries in multiple countries, thousands of employees, hundreds of suppliers, millions of customers, and widely traded equity shares. They must solve incredibly complex organizational problems so that all of the people who work for them or interact with them can cooperate and function together for their mutual benefit.

Corporate and securities laws provide the background rules by which such corporations try to solve these organizational problems. The literature in the fields of corporate and securities law in the last thirty years has focused on how the law addresses one of the problems that corporations must solve—the “agency” problem that arises from the fact that managers and boards of directors, who make the most important decisions in large corporations, may tend to choose actions that benefit themselves rather than the corporation.2 Unfortunately, this literature focuses almost exclusively on the problem of getting corporate managers and directors to act on behalf of shareholders, generally suggesting that shareholders should be given more power in the governance of the corporation, and/or managers and directors should have their compensation tied to the performance of share prices.

The agency problem is a special case of a more general organizational problem, however. This is the problem of eliciting cooperation from all of the participants in a corporation toward common goals, especially in situations in which it is difficult or impossible for participants to write or enforce explicit contractual agreements. This problem has been called a “team production” problem.3 Team production problems are ubiquitous, and probably have many solutions depending on the specifics of who the team members are, who brings what assets to the table, and what the team is trying to achieve. In considering team production problems, it is not necessary to identify one party or group as the “principals” while the other parties are “agents.” Instead, all are recognized as part of a team in which all contribute, and all expect to benefit from the relationship.

As explained in the section, “Board Governance Under Corporate Law,” governance by an independent board of directors—a defining feature of corporations provided for under corporate law—turns out to be one of the important solutions to the team production problem that economists have identified. An independent board can help to resolve conflicts or tensions among the various participants or groups of participants in a corporate enterprise to keep them working together and being productive. Boards of directors of venture capital firms are frequently structured to serve this “mediating” or “balancing” function, for example, and until recent decades it was the way that directors of publicly traded corporations commonly described their jobs. When the role of boards of directors is interpreted as a solution to the team production problem, this has very different implications for what we should expect directors to do compared to when the role of boards is interpreted solely in light of agency problems. This chapter explores those implications.

In the first section I explain the team production problem as described in economic theory, and present the argument, first developed in Blair and Stout (1999), that boards of directors fit the description in the economics literature of a key solution to the team production problem. In the next section, I go on to review the legal structure and duties of boards of directors under corporate law to show that directors are called on to make many of the most conflict-laden decisions that must be made in corporations. Not only does the law provide that directors must make these decisions, it also provides that, unless such decisions violate a specific contract term, they can only be challenged in court by a shareholder seeking to act on behalf of the corporation as a whole—and then only if all or some of the members of the board had a serious conflict of interest with respect to that decision, or the directors acted with bad faith, committed fraud, or engaged in some other illegal activity. In this way, directors are given the authority to govern nearly all aspects of the relationships among the members of the corporate “team.” Thus many of the details of corporate law are consistent with the idea that a primary function of boards of directors is to mediate among important competing interests in the corporation and thereby resolve or head off disputes. In the third section, I discuss some emerging theory that supports the idea that directors should play this role. And in the fourth section I discuss new empirical evidence about what directors do and how they can affect the performance of corporations, that also provides support for the team production understanding of directors’ duties.4 In the final part of the chapter I discuss changes in the law and culture of corporate governance in recent years that may be undermining the ability of boards of directors to carry out this function.


The Team Production Problem


In the last half of the twentieth century, economists began focusing on how organizational structures are used to solve the fundamental problem of getting people to cooperate together to carry out tasks that cannot be accomplished by individuals working independently and interacting in markets.5 Alchian and Demsetz (1972: 779) defined a “team production” problem as “production in which 1) several types of resources are used … 2) the product is not a sum of separable outputs of each cooperating resource … [and] 3) not all resources used in team production belong to one person.” In the context of team production, it is difficult or impossible to write and enforce complete contracts to determine who is to do what tasks, and who is to get what share of the rewards.

Economists have hypothesized that there are likely to be a variety of solutions to the problem of contracting in a team production context, although each solution brings with it some new problems. Alchian and Demsetz (1972), in their original article on team production, proposed that one solution would be for one member of each team to specialize in monitoring. To give the monitor incentives to work hard at the job, the monitor should have hiring and firing authority, and should capture all of the surplus generated by the team (Alchian and Demsetz 1972: 782). Other team members would be paid their opportunity cost only (which, they hypothesized, would be sufficient to get the team members to participate on the team). In practice, their solution looks like an individual proprietorship, in which the proprietor hires team members to carry out the task, pays them based on their opportunity cost, supervises them, and captures the economic gains from the joint effort.

By Alchian and Demsetz’s own definition, however, team production involves contributions by multiple persons that are difficult to contract over. What if the contributions are also difficult for a monitor to observe? Or what if the team members must make highly specialized investments in knowledge or skills to carry out their part of the project? Would they still be willing to accept only their opportunity cost? And what if the productivity of each team member is interactive, in that it depends on the actions and productivity of the other team members? Can the problem be solved with an appropriate contract instead of a monitor? Holmstrom (1982) explored this question, modeling the problem facing an entrepreneur who wants to create a contract that gives all team members incentives to work hard and to make the full contribution that they are expected to make. He concluded that it is mathematically impossible to write a contract with all team members that provides the right incentives while also distributing all of the surplus from the enterprise—no more and no less—to the team members. His solution was that teams need to have what he called a “budget breaker”—an outside party who would passively pay out all surpluses to team members when production is high enough, but withhold these bonus payments from all team members if production falls short of the targeted output (Holmstrom 1982: 330). In this way, all team members would be rewarded if none of them shirk, but all would be punished if even one team member shirks. This kind of a contract would discourage all team members from shirking because it would ensure that every team member bears the full marginal costs of her own shirking.

Holmstrom’s solution does not obviously resemble anything we observe in real-world contracts or organizations, probably because it sets up perverse incentives: individual team members would have incentives to collude with the budget breaker to shirk just enough to cause the team output to fall short of the quantity needed to trigger bonus payouts to all team members. In that case, whatever surplus output is generated by the team would be withheld from team members, and would go instead to the budget breaker, who would then quietly share it with the unfaithful team member who shirked (Eswaran and Kotwal 1984; Miller 2001). But while Holmstrom’s specific solution does not sound workable in practice, the insight that an outsider to the team can help to solve the contracting problem in team production is important, and I will take that up in a moment.

Oliver Hart and various co-authors (Grossman and Hart 1986; Hart 1988, 1989; Hart and Moore 1990) proposed a solution to contracting problems in situations of uncertainty, when team members must make investments in specific skills, knowledge, or assets.6 These scholars have argued that property rights help to solve the problem that, in organizing such productive activities, contracts are inevitably incomplete. Property rights give the “owner” of an asset the right to make decisions about uses of the asset other than those decisions and activities that have been contracted away. The parties who are participating together can commit to some terms, and then the “owner” makes any residual decisions that have not been agreed to in the contract. Hart’s solution to the team production problem is thus an arrangement that grants property rights over the specific assets used in production to the team member whose investments in specialized human capital are most important to the project. That team member will then be willing to make the necessary personal investments because he can be assured that those investments in specific assets will be protected.

Hart’s solution, then, also looks like an individual proprietorship. It fails to explain corporations with many employees and investors, because, under Hart’s solution, the owner would be the only team member who could be assured of protecting his specialized investments. This solution would not work for more complex organizations because it provides no way that a second or third team member could protect her specialized investments.

Rajan and Zingales (1998) build on Hart’s model. They note that “ownership” of an asset gives the owner the right to sell the asset, as well as to control residual decisions about the use of the asset. When this right to sell is taken into account, there might be situations in which the owner would have an incentive to sell rather than to make her own specific investments in the team project. If she gets a better offer somewhere else, and sells instead of investing, the owner could leave the entire team with no returns on the specific investments they have made.7 Anticipating this possibility, the other team members would be reluctant to invest. To reassure all of the team members that no other team members will unilaterally pull their assets out of the project, Rajan and Zingales suggest that key control rights over the use of specialized team assets (but not the right to capture the proceeds from selling such assets) should be granted to an outsider to the team. “It may be optimal for a completely unrelated third party to own the assets,” they argue. “[T]he third party holds power so that the agents critical to production do not use the power of ownership against each other” (Rajan and Zingales 1998: 422).

Building on Rajan and Zingales (1998), Blair and Stout (1999) observe that board governance, together with the creation of a separate legal entity to own the assets, produces a result that replicates the role of the outsider in Rajan and Zingales’ model. Legally, directors, who often do not participate personally in any of the productive activities of the team, have ultimate responsibility for all decisions as to who is employed by the corporation.8 They similarly have ultimate control over the distribution of any gains from joint production. But they do not, themselves, own corporate assets, and may not expropriate the assets for their personal benefit. The assets are owned by the corporation itself, which is its own distinct legal entity formed for the specific purpose of holding the assets used jointly by the team. None of the individual natural persons involved with the corporation—the team members—have ownership rights over corporate assets. In this way, a fundamental function of corporate law is to separate the ownership of the assets from any of the team members who work with the assets or make decisions about the use of the assets (Blair 2003).

Board governance further provides that important decisions about the allocation of the rewards from team production will be made by outsiders to the actual productive team. This has similarities to the role that Holmstrom imagined his “budget breaker” would play, and to the way Rajan and Zingales conceived of their outside owner. But, while the board controls the decision to pay out surpluses in high-productivity periods, its members do not themselves absorb the surplus in low-productivity periods as Holmstrom imagined his budget breakers would do.9 Thus they do not have incentives to collude with team members to shirk, as Miller (2001) and Eswaran and Kotwal (1984) speculated.

The corporate form, combined with board governance, thus provides a commitment device that can help organizers of productive teams assure the team members that none of the other team members will have the means, or the incentive, to expropriate the surplus that is generated from the combined contributions of all of the team members.10 This is a key insight of the team production theory of corporate law, which argues that an important function of incorporation by a group of entrepreneurs, and the associated commitment to board governance, is to help solve team production problems (Blair and Stout 1999).


Board Governance Under Corporate Law


One of the most important features of corporate law is that incorporation creates a separate legal entity to hold the business-related assets contributed by the team of people who form the corporation, invest in it, and work for it (Armour, Hansmann, and Kraakman 2009; Blair 2013). Once they have invested in a corporation, individual team members cannot unilaterally pull their share of the assets back out of the corporation—only the board of directors can make a decision to distribute corporate assets, other than in fulfillment of explicit contractual obligations. As I have argued at length in other articles (see especially Blair 2003), capital invested in a corporation becomes “locked in” until directors decide to pay it out. The ability to lock in assets invested in a corporation makes it possible for the corporation to undertake production activities that require large amounts of highly specific and long-lived assets.

With assets locked in, team members cannot use a threat to withdraw assets to try to extract a higher share of the economic surplus generated by the team production enterprise. Since it is not easy for investors in corporations to get assets back out, however, it is important for team members to have a mechanism for resolving disputes among themselves. Granting control over resources to an independent board can serve this function, or, even better, help to avoid disputes from arising in the first place. If the parties directly involved in any dispute within a corporation cannot reach a resolution themselves, directors are authorized to decide the issue, and for the most part their decisions cannot be challenged in court.

To carry out this function, corporate law gives boards of directors total authority over corporations. In the US, the Model Business Corporation Act, for example, provides that “all corporate powers shall be exercised by or under the authority of the board of directors of the corporation, and the business and affairs of the corporation shall be managed by or under the direction, and subject to the oversight, of its board of directors” (American Bar Foundation 2002: s8.01(B)).11

Corporate law provides that directors of corporations are responsible for certain decisions, especially in matters that are inherently conflictual. These include (1) the hiring or firing of a CEO (American Bar Foundation 2002: s8.40(b)); (2) compensation of the CEO (American Bar Foundation 2002: s8.01(c)(iii)); (3) compensation of the board itself (American Bar Foundation 2002: s8.11); (4) succession planning (Business Roundtable 2002: 4);12 (5) declaring and paying dividends (American Bar Foundation 2002: s6.40); (6) developing a plan for a merger or acquisition (American Bar Foundation 2002: s11.40(a)), or for a sale of all or substantially all of the assets of a corporation (American Bar Foundation 2002: s12.02(b)); (7) dissolution of the company (American Bar Foundation 2002: s12.02(b)); (8) issuing new stock (American Bar Foundation 2002: s6.21(b)); (9) reviewing and approving any transaction in which the CEO or a board member has a conflict of interest (American Bar Foundation 2002: s8.61(b) and s8.62); (10) responding to a derivative action initiated by a shareholder (American Bar Foundation 2002: s7.44); and (11) selecting an auditor and approving the audit (17 C.F.R. s240.10A (2014)).13

The issues at stake in all of these decisions are among the most inherently conflictual and contentious decisions that must be made in corporations. With respect to each of these decisions, key constituencies will often be at odds with each other: shareholders and creditors will often disagree about how large a dividend the corporation can safely pay, and how much risk the corporation should take in its investments; dissident shareholders may have very different ideas about who should be the next CEO than the internal management team (including the current CEO) has; the management team may have internal disagreements about succession, or about compensation and bonuses; corporate founders may want to issue new common stock with lower voting rights than outside investors in common shares would prefer.14 Sometimes, as was the case in the dispute that arose in Demoulas Supermarkets Inc. (better known as Market Basket, a mid-sized chain of grocery stores in New England) in the summer of 2014, employees and customers may have their own idea about who should be the CEO of the company, different from that of the controlling shareholders.15

In all of these situations, it is ultimately the responsibility of the board of directors to reach a resolution that sufficiently satisfies the various parties so that the corporation can function effectively going forward. In making such decisions, the board is not required by any statutes to always choose the solution that makes shareholders happiest.16 While generally shareholders are the only corporate participants who might have standing to file a “derivative suit” to challenge a board decision or action,17 individual shareholders who are granted standing to pursue such an action are understood to be suing on behalf of the corporation as a whole, not as aggrieved individuals or groups. And courts give wide deference to the “business judgment” of boards that do not have a conflict of interest, as long as there is a plausible argument that the decision or action by the board was in the long-run interest of the corporation as a whole.18 A challenger must show that a specific contract was breached, or that the board itself has a significant conflict of interest, or that some or all board members committed fraud or some illegal act for the suit to survive a motion to dismiss (Schlensky v. Wrigley 1968).

Thus governance by a board, combined with judicial deference to decisions made by the board, helps to minimize the number of disputes that might otherwise boil over and require court adjudication in the first place. In this way, the structure of corporate law supports the idea of boards acting as “mediating hierarchs” better than it supports the idea that boards are supposed to be “agents” of shareholders, who focus exclusively on maximizing share value.


New Theory and Evidence Supporting the Idea that Boards Should Play a Mediating Role


The notion that boards of directors are agents of shareholders, and as such should focus solely on maximizing value for shareholders, has become so widespread and entrenched in corporate law scholarship19 that it can be easy to forget that, throughout most of the twentieth century, many directors believed they were supposed to make decisions by balancing the competing interests in their corporations. As economist Carl Kaysen (1957: 313) wrote of management duties in a 1957 academic article, “management sees itself as responsible to stockholders, employees, customers, the general public, and perhaps most important the firm itself as an institution.”

Moreover, this continued to be a mainstream idea well into the 1980s. A 1981 publication of the Business Roundtable, published under the leadership of Clifton C. Garvin, CEO of Exxon from 1975 to 1986, for example, explicitly recognized this aspect of leadership in corporations:

Carefully weighing the impacts of decisions and balancing different constituent interests—in the context of both near-term and long-term effects—must be an integral part of the corporation’s decision-making and management process. Resolving differences involves compromises and trade-offs. It is important that all sides be heard but impossible to assure that all will be satisfied because competing claims may be mutually exclusive. (Business Roundtable 1981: 8)

In a 1992 article, William T. Allen, who was then Chancellor of the Delaware Chancery Court, observed that corporate law had long been “schizophrenic” on the question of whether boards of directors were required to focus on share value, or had the authority (or perhaps even a duty) to accommodate other interests in making decisions for corporations. He said that the Delaware courts had traditionally reconciled these two possible goals by looking to whether a decision by a board that seemed to favor some constituency other than shareholders might arguably be better for the corporation “in the long run” (Allen 1992). “The law ‘papered over’ the conflict in our conception of the corporation by invoking a murky distinction between long-term profit maximization and short-term profit maximization,” Allen wrote (1992: 272). Thus, while corporate law does not explicitly specify a balancing or mediating role for boards of directors, it assigns responsibility for making most high-conflict decisions to boards, and historically courts have interpreted the duties of directors to be to act in the long-run interest of the corporation, which easily accommodated balancing or mediating decisions.

The strongest economic and social argument that corporations should be run solely in the interest of shareholders is based on the theory that all of the other stakeholders involved in a corporation are protected by contracts, and that the shareholders have a residual claim. They get paid (supposedly) only after all other stakeholders have received what they had bargained for. The team production theory, however, recognizes that the contributions of other corporate participants may be hard to specify, measure, or evaluate, so it may not be possible to completely protect other participants in the corporate enterprise by contract. Granting discretion to directors makes it possible for the board to play a balancing role that can offer some assurance to other participants that their interests will not be ignored.

Although the idea that corporate managers and directors must focus exclusively on maximizing share value came from finance (Jensen and Meckling 1976), finance theorists have also studied a number of situations in which maximizing share value does not produce the socially optimal outcome. The first of these is when managers and directors have information about sources of long-term value in the corporation that shareholders do not have, and this information is not yet reflected in share value (Myers and Majluf 1984; Stein 1989). In this context, shareholders may want managers and directors to take actions that shareholders believe would cause the value of the shares to go up, even though those actions might undermine the long-term prospects for the corporation as a whole (Bratton and Wachter 2010; Mayer 2013). Or vice versa: there may be actions the corporation must take to create long-term wealth that outside shareholders do not understand, and interpret as value-reducing empire building.

The second situation arises when share value can be enhanced by actions that have the effect of expropriating value from other corporate participants by breaching implicit contracts (Blair 1995; Shleifer and Summers 1988). Many corporations have reduced pension benefits or healthcare benefits for their employees in order to distribute cash to shareholders by increasing dividends or buying back shares, for example (Wang and Bost 2014). In these situations, maximizing share value may simply reallocate existing wealth rather than create new wealth.

The third type of situation arises when the holders of common stock benefit if the corporation pursues certain risky strategies because the structure of the risk associated with those strategies is such that shareholders would capture the benefit, while other investors would bear most of the downside risk. It is widely believed, for example, that in the years leading up to the financial crisis of 2007–9, numerous financial firms pursued high-risk investment strategies that produced very high returns for shareholders of those firms, and huge compensation packages for the CEOs and other officers, while a large part of the downside risk was implicitly being borne by taxpayers, or by the economy as a whole (Baird and Henderson 2008; Bratton and Wachter 2010; Sepe 2010; Broughman 2010).

Bartlett (2006) has studied a fourth type of situation that he calls a “horizontal agency problem.” Bartlett calls the standard formulation of the agency problem, in which the concern is whether managers will maximize value for common shareholders, a “vertical agency problem.” The “horizontal agency problem,” by contrast, is the problem that arises when there are conflicts of interest among different classes of investors—a situation that is very common in venture capital (VC) financed firms. VC financing typically occurs in stages, with founders and their families and friends holding the common stock that the corporation issued when it was first formed. VCs then purchase preferred shares in the initial round of external VC financing, and subsequent investors purchase different classes of preferred shares (Kaplan and Stromberg 2003). Often, each subsequent class of shares has priority in dividends and in liquidation over prior rounds of shares. As finance theorists are well aware, there will always be conflicts among the interests of different classes of securities holders if the various securities are all backed by the same cash flows of a firm, but have different priorities or different control rights (Bartlett 2006; Bebchuk, Kraakman, and Triantis 2000; Broughman and Fried 2010; Fried and Ganor 2006; Gilson and Gordon 2003).20 “The existence within a single firm of inter-stakeholder and intra-stakeholder conflicts places renewed emphasis on the need for governance structures to resolve these conflicts as they arise,” Bartlett says (2006: 47).

A fifth situation in which maximizing share value might not maximize total value is well known to scholars who study corporations facing financial distress, and the conflicts that arise among the various investors in these firms. It will generally be in the interest of investors that have higher priority in liquidation, for example, for a financially troubled firm to make conservative choices, and move quickly to liquidate assets and pay off debts, even if this leaves little value in the firm to distribute to lower priority investors. But common shareholders, who are generally in the lowest priority position, would prefer that the firm take long-shot risks that might create value because, at that point, they have everything to gain if the venture succeeds, and little to lose if the venture fails. In such a situation, a mandate to “maximize share value” might require the firm to take actions with a negative expected value for the corporation as a whole. Baird and Rasmussen (2002, 2006), Harner (2008), and others have noted that, in anticipation of this problem, creditors often negotiate for significant governance rights that may take effect if the firm gets into financial distress. If a corporation goes into bankruptcy, the US Trustee may step in to appoint a bankruptcy trustee, and/or creditors’ committees.21 But before that happens, existing management and boards of directors will probably work with creditors and equity investors to try to work out a private restructuring plan that keeps all of the key players on board, so that the team can continue to be productive.22

Sepe (2010) has suggested that these sorts of problems can be modeled as “common agency” problems, using the framework developed by Douglas Bernheim and Michael Whinston (1986) for thinking about problems in which an agent is responsible to multiple principals, and those principals have divergent preferences. Examples include a sales agent representing a number of clients and selling a variety of products, some of which may compete with each other, or a government agency that is supposed to pursue multiple objectives. Such a model, Sepe says, “can be applied to describe managers as common agents of several types of investors (e.g., principals), including both controlling and non-controlling shareholders, and creditors” (Sepe 2010: 116).

Sepe offers two reasons why we should think of corporate managers as common agents: “First, investors of all types rely on managers … for fulfillment of their investment expectations,” and second, the common agency model “captures the complexity of corporate agency problems, allowing for consideration of both the vertical and horizontal dimensions of such problems” (Sepe 2010: 116). Sepe observes that investors other than common equity investors, such as preferred shareholders or employees whose pensions depend on the long-run performance of the corporation, are vulnerable to corporate actions designed to maximize share value, and that this may be true even when the firm is not facing financial distress. The problem exists, he says, for all firms that have a low net worth, asset volatility, severe asymmetric information problems, or a high degree of specificity of investment—all situations in which all investors cannot be fully protected by contracts.

One possible way to mitigate the common agency problem is the election or appointment of persons to the board of directors to represent the various parties whose interests are at risk in the corporation. Variations on this solution are common. Some European countries require the largest corporations to have workers or unions represented on the boards of directors (Enriques, Hansmann, and Kraakman 2009; Pistor 1999). In the US, too, directors have occasionally been appointed to represent workers or a union on the boards of publicly traded companies, when workers have agreed to wage and benefit cuts in a corporate restructuring, for example.23 More commonly in the US, representatives of banks that have loaned money to corporations serve on the board of the corporation.24 Under the Troubled Asset Relief Program (TARP), the US Treasury obtained contractual authority to appoint individuals to serve on the boards of corporations that accepted TARP funding if the corporation missed six quarterly dividend payments on the preferred shares that were issued to the US Treasury in exchange for the TARP funding.25 And in venture capital-funded corporations, each class of VC investor is generally given a representative on the corporate board (Broughman 2013). Sepe (2013) suggests that having directors on boards to explicitly represent competing interests is an effort on the part of corporate participants to try to anticipate horizontal agency/team production issues, and develop their own “private ordering” solutions to these problems. This approach only makes sense, however, if boards are understood to be the organ in the corporation where conflicting interests are worked out. If corporate boards were required to maximize the value of common shares, regardless of the implications for other members of the corporate “team,” there would be little point in having a representative from a non-shareholder constituency serve on the board—her hands would be tied (Sepe 2013).

Broughman (2010) has studied start-up firms and venture capital firms to see how they deal with the inherent conflict of interest among key players. To keep the problem simple, he models the relationship between two parties, an entrepreneur and a venture capitalist (VC), each of whom invests in the firm. The entrepreneur usually holds common stock, and the VC usually holds preferred stock. So the entrepreneur will tend to prefer riskier strategies that have a chance of creating substantial new value, while the VC will tend to prefer more conservative strategies that protect his fixed claim. Broughman shows that in some cases, an intermediate outcome has a higher total social value than the outcome that maximizes value for either of the parties. This intermediate outcome can be achieved if the decision can be assigned to a three-person board consisting of one representative of the entrepreneur, one representative of the VC, and an independent director who is explicitly recruited to the board to be a neutral player who casts the deciding vote if there are disagreements. The reason this system works is not because the independent directors are assumed to be smarter or better bargainers. It is because, in the presence of an independent director who will cast the deciding vote, the actions proposed by the entrepreneur and the VC will have a tendency to converge to the socially optimal level if they both know that the independent director will choose from the actions proposed by the two parties. Broughman explains:

There is no point in proposing a strategy that will be rejected by the independent director, as this would effectively let the other party select the firm’s course of action. Instead, the parties have an incentive to offer a strategic compromise—a proposal that is likely to be endorsed by the independent director and yet is still acceptable to the proposing party. (Broughman 2010: 482)

The insight here is very closely related to the rationale offered by Blair and Stout (1999) behind the “team production” theory. If the team members know that if they fail to reach agreement on any difficult or contentious issue, the decision will go up the chain of command in the decision-making hierarchy, ultimately to a neutral party, this will encourage them to moderate their demands and reach a decision on their own that is acceptable to both of them (Blair and Stout 1999: 282). In other words, the “mediating hierarch” actually doesn’t have to get very involved or make very many decisions. The mere presence of a third party authorized to make the decision will encourage the competing team members to reach a satisfactory compromise among themselves, and these decisions will generally be the decisions that are necessary to keep the team productive. For this mechanism to work well, however, the team members need to perceive that the board is not so controlled by any subset of team members that it cannot be trusted to make decisions that will be in the best interest of the corporation as a whole.


Empirical Evidence


In early work on the team production theory of corporate law, Blair and Stout emphasized the application to publicly traded corporations because shareholders generally do not have tight control of the boards of such corporations, and because the law is so deferential to public company boards (Blair and Stout 1999, 2001). But Blair and Stout (2001: 422) also speculated that a mediating board would likely be a feature of firms funded by VCs, and cited some evidence in support of that claim.26 Several other scholars have since developed convincing empirical evidence that the typical VC-funded firm has a board structured to mediate the inevitably competing interests of founding entrepreneurs and venture capital investors.

Kaplan and Stromberg (2003) studied 119 VC-funded companies and found that in 60.7 percent of the companies, neither the founder/entrepreneur, nor the VC controlled a majority of the seats on the board. Over their whole sample, VCs controlled 41.4 percent of seats on the board, while the founders controlled 35.4 percent of the board seats. The remaining seats went to outsiders, whom Kaplan and Stromberg reported were “mutually agreed upon by the VCs and the founders/entrepreneurs” (Kaplan and Stromberg 2003: 288). In practice, this means that neither founders nor VCs can unilaterally make important strategic decisions. Outsiders hold the deciding vote on any matters on which VCs and founders disagree. Broughman (2010) cites these findings in support of his theory. He also examined fifty-four VC-backed firms in Silicon Valley that were sold to an acquirer in 2003 or 2004. He found that “a startup board has an average of 5.5 directors (the first round board is slightly smaller) … VCs hold on average 43.9% of the board seats, entrepreneurs hold 33%, and the remaining board seats, 23.1% of the total, are held by independent directors” (Broughman 2010: 489).

He categorized the boards in his sample by whether they were controlled by the entrepreneur, or by the VC, or deadlocked (with each party holding 50 percent of the seats), or structured as what he calls an “arbitration board” with independent directors holding the deciding vote. He found that, in 154 rounds of financing for these companies, 64.3 percent of the time the boards were structured as arbitration boards. He also found that the terms of the financing agreements specifically provided that the independent directors must be approved by both parties (Broughman 2010: 491–2).

Pollman (2015) has observed similar arrangements on the boards of VC-backed companies, noting in particular that in the “later stages of the startup corporation, the board typically increases to between five and seven directors, representing one to two management seats, two to three VC seats, and two to three independent seats.” In the professional literature discussing board composition in start-ups and VC-backed firms, she says, there is widespread discussion to the effect that it is useful to have independent directors on boards and that neither the VC nor the founder/entrepreneur should control the board (Pollman 2015: 629, 639–46). There is even extensive discussion of the independent directors doing what one practitioner calls “constructive mediation” (Pollman 2015: 644, citing Black 2014).

In the US, there has been a strong shift in the composition of public company boards of directors over the last few decades toward a growing share of directors being “independent” (Gordon 2007). More than 75 percent of the members of boards of publicly traded companies are now “independent,” according to Gordon (2007: 1471). The Sarbanes-Oxley Act,27 passed by the US Congress in the summer of 2002 in response to the Enron, Worldcom, and other corporate scandals, and the Dodd-Frank Act,28 passed in 2010 in response to the financial crisis of 2008–9, direct the stock exchanges to require that boards of publicly traded corporations have more independent directors. The New York Stock Exchange and Nasdaq now both require that a majority of directors be independent,29 that audit committee members must all be independent, that executive compensation must be set by independent board members, and that new directors must be nominated by independent directors (Weil, Gotshal & Manges 2013: 2).

But the notion of “independence” referenced in this shift is independence from the senior management of the companies on whose board they sit.30 Directors who represent large block shareholders, such as partners in private equity or hedge funds, are considered independent for purposes of stock exchange listing requirements. This is indicative of the substantial changes that have taken place in the US in the balance of power, and in social expectations of corporate directors in recent years, in the direction of greater attention to shareholder interests, and greater power to shareholders to enforce those interests. In the final section, I will briefly discuss these changes (which have been written about at length by others), and the implications that they may have for the ability of boards of directors to play the role of disinterested mediator that is called for by team production theory.


The Tilt Toward Shareholders


The team production theory of corporate law argues that boards of directors can play a beneficial mediating role in corporations and thereby help to solve team production problems that inevitably arise in almost all productive activities that involve multiple persons contributing complex inputs. Corporate law makes it possible for directors to do this by giving them wide deference to make decisions in the interest of the corporation as a whole, as long as they do not personally have a conflict of interest. As discussed earlier, private corporation boards frequently appear to play this sort of role, especially in the most dynamic sector of the economy—venture capital firms—where the inputs needed from individual participants for success are complex, difficult to specify in advance, and difficult to measure and evaluate.

In publicly traded corporations, however, there has been a sizeable shift in legal and cultural norms, such that corporate boards of directors are under substantial pressure to focus on adding value for shareholders, even to the exclusion of other constituents. Securities laws have changed to require that more directors must be independent of management,31 and that shareholders have a right to a “say on pay.”32 Regulatory requirements governing some institutional investment funds provide that they must vote the shares that they hold in ways that benefit the fund beneficiaries as shareholders (even if such a vote runs counter to other interests of their beneficiaries as, say, employees or citizens).33

Changes in corporate governance norms have been more important in this regard than changes in corporate law. Institutional investors, especially hedge funds and private equity firms, have gained much more clout in corporations (Frankle et al. 2015), and through a concerted campaign led by shareholder activists have succeeded in getting most of the largest corporations in the US to eliminate their classified, or “staggered” boards, in which directors serve three-year terms with only one-third of directors up for election at each annual meeting, and put in place unitary boards, in which all directors must stand for election each year (Gallagher and Grundfest 2014; Spencer Stuart 2014). Shareholder activists and institutional investors have also succeeded in getting many publicly traded corporations to eliminate their poison pills (Laide 2010), in expressing opposition to executive compensation packages (Glass, Lewis & Co. 2015: 12),34 and in implementing majority voting standards requiring that if a director fails to get the support of the majority of shares outstanding, that director must resign, even though corporate law provides that directors may be elected by a plurality of votes cast (Spencer Stuart 2014: 15).

These changes have been advocated by activists who assert that corporations should be run solely for the benefit of common shareholders, and who have cited empirical evidence in support of their claim that corporations in which shareholder power is expanded have superior performance. But the empirical evidence for this proposition is actually very mixed. Early studies using corporate governance indices that measured how many defenses a corporation has in place to discourage or prevent a hostile takeover (a higher value of the index being taken to imply “worse” governance) seemed to show that higher values of the indices were associated with poor corporate financial performance (Gompers, Ishii, and Metrick 2003; Bebchuk, Cohen, and Ferrell 2009). But subsequent studies that have deconstructed the data and methodology of the earlier studies found “no consistent relation between governance indices and measures of corporate performance” (Bhagat, Bolton, and Romano 2008: 1803). Studies of the effects of various features of the structure or composition of boards of directors are similarly inconclusive ( Blair 2015; Gordon 2007).

A lively debate among corporate law scholars and practitioners about the findings and interpretations of empirical studies on the effect of staggered boards on corporate performance is indicative of the unsettled state of the research. Shareholder rights advocates have argued that staggered boards are bad for corporate performance because they help entrench boards, insulating them from the influence of shareholders (Bebchuk, Coates, and Subramanian 2002). At least eight empirical studies, including all of the early studies, yielded evidence that staggered boards are associated with lower firm financial performance, and lower gains to shareholders in takeovers.35 Shareholder rights advocates led by Prof. Lucian Bebchuk and the Shareholder Rights Project at Harvard University Law School touted these results to support their campaign from 2011 through 2014 to help institutional investors submit shareholder proposals to corporations, asking boards of directors to repeal charter provisions or bylaws that provide for classified boards. In three years (2012, 2013, and 2014), the project succeeded in getting negotiated agreements with 121 corporations to move toward annual elections, 98 corporations declassified their boards, and in 65 corporations, shareholder proposals in favor of declassification appeared on the proxy and were approved by a majority of shares (Shareholder Rights Project 2015). By 2014, however, a new round of empirical studies began to cast serious doubt on the findings and implications drawn from the earlier studies (Ahn and Shrestha 2013; Duru, Wang, and Zhao 2013; Ge, Tanlu, and Zhang 2016; and Johnson, Karpoff, and Yi 2015).36

The most serious critique of the earlier studies is that by Cremers, Litov, and Sepe (2017). These scholars used the same data that was behind a number of the early studies, but extended it back in time, and forward in time, and included information about the industry of each firm in the sample. Whereas the earlier studies primarily used cross-sectional analysis to find that corporations with classified boards had lower values (typically measured by Tobin’s Q) than corporations with unitary boards during the sample period, the Cremers et al. study was able to do both time series and cross-sectional analysis to show that the causality likely ran in the opposite direction from that implied by the standard interpretation of the earlier findings. Cremers, Litov, and Sepe (2017) show that corporations implement classified boards when they are performing poorly, and their performance improves after putting the classified board in place; corporations also tend to declassify their boards when their performance is strong, and their performance declines after the unitary board is in place. The Cremers et al. results thus explain and replicate the findings of prior scholars, but show that they were misled because, without time series analysis, they were not able to show what happens before and after changes in the structure of the board.

Why might corporate performance improve after the corporation implements a staggered board, and falter after implementing a unitary board? There could be a number of reasons, of course,37 and further study is needed to test any alternative hypothesis. But the team production theory of corporate law, and its corollary that says boards of directors should be neutral mediators, suggests an obvious possibility: Boards of directors that are under too much pressure from shareholders may not be able to elicit the strongest performance from other corporate team members because they cannot play the neutral role suggested by the team production theory in balancing competing interests, or heading off or resolving disputes. Thus a board that is overly responsive to shareholder interests may seem like a good thing for shareholders because it yields increased payouts to shareholders. But the tilt toward shareholders may, paradoxically, not actually serve shareholders as well on average and over the long run because it is not as good at eliciting value-creating participation by all of the other input providers.

Thus the tilt toward shareholders that seems to be underway in corporate law and corporate governance norms in the twenty-first century may be undermining one of the features of corporate law that helped to make corporations a primary engine of economic growth in the twentieth century.
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37 Cremers and Sepe (2015: 6–7) hypothesize that empowered boards help to solve a “limited commitment problem,” which they regard as primarily an asymmetric information problem. “Shareholders, attempting to maximize the value of their holdings, cannot credibly commit not to remove the board or dump their shares upon an early drop in performance, as they are unable to distinguish whether that drop is due to mismanagement or the undertaking of a project whose value will not be realized until later. This introduces ex-ante distortions in corporate relationships … A related problem arises with the firm’s other stakeholders, as the value of their firm-specific investments might be reduced by the shareholders’ ability to seek a change in investment policy or rapidly sell their shares … A governance model with empowered boards, at some distance from the threat of shareholder and market pressures, helps mitigate these distortions.” This is a theory that is very similar to, and certainly compatible with, the team production theory.



CHAPTER 9

Corporations as Sempiternal Legal Persons

Lynn Stout



Introduction


There are many differences between corporate entities and natural persons. But perhaps the most fundamental difference between the two may be that corporations, unlike human beings, have no natural life span. Corporate entities are “sempiternal”: once created they can exist, in theory, forever (Ciepley 2013; Schwartz 2012). This striking feature of corporate entities provides a clue to what may be one of their most important functions. Individual humans grow old and die. But as long as our species evades extinction, each mortal generation will be succeeded by another. Corporate entities, through their capacity to span time periods covering multiple generations, provide a vehicle for mediating between different human generations’ interests in a fashion that serves both intergenerational equity and intergenerational efficiency.

As I have explored in greater detail elsewhere (Stout 2015), corporations mediate between the interests of succeeding generations in at least two ways. First, placing resources under the control of a corporate entity can protect those resources from current consumption by the current generation (“asset lock-in”), allowing the resources to be preserved and invested in ways that benefit future generations. The corporate form thus permits people living today to altruistically pass resources forward through time for the benefit of those not yet born. This function is perhaps most obvious in the case of nonprofit corporations, which have been used over the centuries to create and maintain universities, cathedrals, museums, parks, and natural preserves.

Second, and perhaps even more significantly, one particular kind of corporate entity—the public, for-profit corporation with shares traded on a reasonably efficient market—can be used not only to benefit future generations, but to serve the interests of the present generation as well. This is because the public business corporation can convert profits expected to be earned in the future into wealth that can be enjoyed today, through the mechanism of share price appreciation. Public business corporations thus permit a kind of implicit exchange between those alive today and those who will live in the future, rewarding current shareholders for making investments that only generate returns years or decades hence. The corporation accordingly is an important legal technology that has historically played, and can continue to play, an essential role in promoting both intergenerational equity and intergenerational efficiency. Thanks to the corporation, both those living today, and those who will live in the future, are made significantly better off.


What Corporate Personality can Accomplish: Asset Aggregation and Lock-In


Corporations are sometimes described as legal fictions (Orts 2013). This dismissive label obscures the power and importance of the corporate form. Through corporate entities, natural persons can successfully pursue projects that might be impossible to accomplish as individuals. In part, this is because creating an incorporated entity makes it easier for individuals to aggregate their assets. It takes a lot of resources—including financial, physical, human, and intellectual capital—to build a cathedral or a railway system, or develop a new commercial software system or a self-driving car. By allowing individuals to invest collectively, corporations create huge pools of private capital that make such enormous projects feasible.

But there are other legal forms that also permit individuals to pool resources. Partnerships, for example, allow individuals to invest collectively. To understand the unique role corporations play in promoting large-scale enterprise, it is important to recognize that corporations have an additional attribute that partnerships typically lack: the ability to “lock in” their resources (Blair 2003) to ensure they remain committed to projects that may take uncertain periods of time to complete.

Corporations can lock in their assets because the law treats them as “legal persons.” This means that corporate entities enjoy certain rights, including especially the right to hold property in the corporation’s own name. The corporate entity’s assets belong to the corporation—not to its shareholders, directors, or employees. This corporate ability to own property is key, because it means that in certain circumstances corporations can pursue large-scale, long-term projects without fear that vital resources necessary to the project might be withdrawn and consumed before the project is completed.

Corporate asset lock-in is perhaps most obvious in the case of nonprofit corporations without shareholders. Once a nonprofit corporation has acquired assets (for example, through donations), those assets belong to the corporation (not the donors or any other individuals). The corporate entity in turn typically is controlled by a board of directors subject to a fiduciary duty of loyalty that precludes the directors from taking the corporation’s assets for their own personal use. Thus no human party enjoys both control over the corporation’s assets, and the legal right to extract those assets for his or her personal benefit. Insulating the corporation’s assets from human cupidity in this way helps ensure that the nonprofit corporation can “stay the course” when pursuing projects such as building a cathedral or founding a university (Stout 2015).

However, assets can also be locked into business corporations with shareholders—provided those shareholders do not have power to extract the corporation’s assets. Asset lock-in is possible because, again, legal personality means that after shareholders have used their funds to purchase shares, their money becomes the corporation’s money and not their own. As long as the corporation’s shareholders cannot impose their will over its board of directors—for example, if widely disbursed share ownership makes collective shareholder action unlikely—we see again that control over the corporation’s assets rests largely in the hands of its board of directors. As in the case of nonprofit corporations, the fiduciary duty of loyalty and shareholder powerlessness can combine in public business corporations to ensure that control over the corporate entity rests in the hands of individuals (the directors) who have neither the ability to take the corporation’s assets for themselves, nor any strong incentive to give those assets to someone else (Blair and Stout 1999). As a practical matter, corporate assets are significantly locked in.


Economic Advantages of Asset Lock-In


On first inspection, the idea of legal entities that can accumulate enormous amounts of assets in their own names, and that are governed by directors with no personal economic interest in those assets, seems problematic. Among other issues, such a separation of asset ownership (which rests in the hands of the legal entity) and control (which is collectively exercised by the board of directors) creates the obvious risk that locked in corporate assets might be used inefficiently (Berle and Means 1932). But it is important to recognize that asset lock-in also offers significant economic advantages (Blair 1995; Blair and Stout 1999).

First, locking assets into a corporate entity can encourage donors (in the case of nonprofits) and equity investors (in the case of business corporations) to contribute to a joint enterprise in the first place, by protecting them from each other (Blair 1995, 2003; Hansmann 1996). Imagine, for example, a railroad company in which any shareholder could withdraw his or her interest at any time, as partners can withdraw their interest in a partnership. Such a railroad would be in chronic danger of having to sell essential assets to pay off an investor who demanded his or her money back. And investors might very well make such demands, either because they find themselves in trying financial circumstances or (as Margaret Blair has pointed out) because they opportunistically seek leverage to extract concessions from their fellow shareholders (Blair 2003). It is also possible that creditors of insolvent shareholders might make such demands (Hansmann and Kraakman 2001a and 2001b).

Asset lock-in accordingly permits both nonprofit and for-profit corporations to pursue large-scale, long-term, uncertain projects with reasonable assurance that the enterprise will not be disrupted by the death, withdrawal, or bankruptcy of any of its donors or shareholders. This makes donors and equity investors more willing to donate to and invest collectively in such projects in the first place.

And not only donors and equity investors. As Margaret Blair and I have argued elsewhere (Blair and Stout 1999), because asset lock-in reduces the risk of corporate disruption, it also reassures important corporate stakeholders like creditors, customers, and employees that the corporation is more likely to survive. This reassurance encourages stakeholders to make their own firm-specific corporate “investments”: employees become more willing to acquire skills uniquely valuable to the corporation, creditors become more familiar with it and more willing to lend to it, customers become more willing to rely on its products and services. Because the corporation and its shareholders benefit from these stakeholder-specific investments, asset lock-in again offers an advantage.


Perpetual Life


So far, the discussion has focused, at least implicitly, on how corporations, as legal entities that can accumulate and lock in resources, can benefit both shareholders and stakeholders at the present time. In other words, we have ignored the interests of possible future shareholders and stakeholders, including ignoring the interests of shareholders and stakeholders not yet born. This temporal myopia is typical of most contemporary discussions of corporate governance. It is also quite understandable (it is easy to overlook the interests of those we cannot see, and who have no voice). But perpetual existence is one of the most curious and unique characteristics of corporate entities, suggesting that it has economic importance. Indeed, as we are about to see, a perpetual corporate entity’s capacity to accumulate and lock in assets can have weighty consequences not only for its current shareholders and stakeholders, but for multiple future generations of shareholders and stakeholders as well.

It should be noted that not all or even most corporate entities are intended to, or do, last more than a generation. Because incorporation offers equity investors limited liability, it has become common for businesspeople to use the corporate form (including limited liability companies (LLCs)) to pursue even relatively small, short-lived enterprises. These sorts of closely held corporations, which typically have a controlling shareholder or shareholders and so lack asset lock-in, rarely survive the death or retirement of their human founders. Conversely, enormous board-controlled corporations that survive for generations are relatively few and far between.

Nevertheless, enormous sempiternal corporations are of vital economic importance. The combination of asset lock-in and perpetual life gives sempiternal corporations an ability to pursue large-scale, long-term, uncertain projects that individual persons and other business forms like partnerships or closely held companies simply cannot. Over the centuries, sempiternal corporations have in fact pursued just such projects: founding monasteries and universities during the Middle Ages; opening continents to exploration and trade in the seventeenth century; constructing bridges and canals in the eighteenth century; building railroads and electrical grids in the nineteenth century; developing and commercializing transformative technologies (the transistor, the computer, the self-driving vehicle) in the twentieth century and today. It is not exaggeration to suggest that, with the possible exception of political democracy, the corporation has contributed more to human welfare than any other Western institution.

This history suggests that when we think about the costs and benefits of corporate entities, it is worthwhile to consider their costs and benefits not only for their present shareholders and stakeholders, but for future shareholders and stakeholders as well. Sempiternal corporations may play an essential role in promoting intergenerational equity and efficiency.


Intergenerational Equity and the Problem of Obstacles to Intergenerational Altruism


The question of what the present generation owes to future generations is inevitably philosophically difficult and, at least to some extent, subjective. Reasonable people can disagree. But most people agree the present generation has some ethical duty to consider the interests of those who will come after us when making our own decisions. They believe it would be highly inequitable for those who happen to be alive today to extract for themselves all the resources of the planet, leaving a wasteland behind for those who follow (Alexander 2014).

Yet structural obstacles make it difficult for the present generation to collectively fulfill its sense of moral obligation to those not yet born. This is because preserving resources for future generations presents a classic example of what economists call a “common good.” The individual who chooses to consume less during his or her lifetime in order to preserve resources or invest for future generations is likely to accomplish little other than to reduce his or her own welfare; someone else, either today or tomorrow, will be happy to consume what he or she altruistically chooses not to consume (Hardin 1968).

One obvious solution to the common good problem is state intervention. And indeed, throughout history, various forms of government, from despots to democracies, have pursued projects intended to serve multiple generations. (Consider the Roman aqueducts, or the Great Wall of China.) Yet government intervention is not the only possible means of overcoming the collective action problems that make it hard for individuals to fulfill their sense of obligation to the future. There is another way to shift the decision to consume or invest resources away from the level of the individual: create a corporate entity.


Corporate Entities as Vehicles for Altruistically Transferring Resources to Future Generations


To understand why corporations have advantages in pursuing multigenerational projects, it is useful to focus on the incentives of the human beings who typically control a large corporation: that is, on the corporation’s directors. Directors, like other human beings, enjoy consuming resources, and have limited life spans in which to do so. When asked to hold corporate resources in trust for the future, they may prefer to consume the resources themselves, today. But corporate directors are subject to a fiduciary duty of loyalty that, if enforced, prevents their taking the corporation’s assets for themselves, through unfair interested transactions or otherwise. This means corporate directors cannot benefit directly from exhausting a corporation’s resources. To the contrary, to the extent they value their board positions, they want the corporate entity to survive and thrive. This gives board-controlled corporations important advantages in making very long-term investments.

Consistent with this theory, altruistic donors have in fact been using board-controlled corporate entities to pursue multigenerational projects from the beginning. The earliest corporations were universities and monasteries, whose very raison d’être was to benefit multiple generations (Ciepley 2014; Stout 2015). Consider the example of the Veneranda Fabbrica del Duomo di Milano, a corporate entity that has been building and maintaining the Cathedral of Milan for more than thirty human generations (Veneranda Fabricca del Duomo di Milano 2013). Nonprofits like the Veneranda provide object lessons in how altruistic individuals can, and have, deliberately used the corporate form to lock resources into large-scale, long-term projects intended to benefit multiple future generations.

But it is important to recognize that for-profit business corporations also make investments that benefit multiple future generations. Railroad corporations opened the western United States and Canada for economic development in the nineteenth century. In the twentieth century, public companies like IBM, AT&T, and DuPont developed many technologies—the computer, the transistor, polymers—that are essential to our quality of life today. Google is currently working on robotics projects that may not produce commercially viable products for decades, but eventually multiple generations may enjoy the fruits of Google’s labors. Like nonprofit corporations, for-profit corporations can invest in projects whose benefits accrue mostly to those who will live in the future.

Of course, the fact that members of a current generation can use nonprofit and for-profit corporate entities to benefit future generations does not mean they will. As I have discussed at length elsewhere, human altruism is a real and economically important phenomenon (Stout 2011). But while most people have a significant capacity for altruism, that capacity is limited: even apart from the structural problems that discourage charity, few of us are selfless enough to put others’ welfare on a par with our own. Moreover, because a charitable donor who uses a corporate entity to benefit future generations cannot exclude others from free-riding on her altruism, charity toward future generations, like other forms of charity, is likely to be underprovided. The result is a collective disinclination to invest for the future that is not only unfair, but inefficient.

Suppose, for example, that a $100 billion investment today would likely lead to the discovery of cheap, clean, renewable energy sources that would serve humanity for the next millennium. The total expected benefits of such technology could be valued in the trillions of dollars, even discounting for risk of failure and the time value of money. However, the investment is only likely to become profitable thirty or forty years hence. This is far beyond the investing lifetime of the average individual. Absent extraordinary altruism toward the future, the current generation would not sacrifice to make such an investment, even though the corporation provides a legal technology for doing so.


The Role of Public Companies with Transferable Shares and Fundamental Value Efficient Pricing


At least, such an altruistic investment might not be made through a nonprofit corporation. It might, however, be made by a for-profit business corporation—especially the sort of publicly traded business corporation with dispersed share ownership that emerged as such a powerful economic force in the United States at the turn of the twentieth century (Berle and Means 1932).

This is so because of a third characteristic often associated with the corporate form: freely transferable shares. Most corporate entities are small, closely held companies that face significant obstacles when it comes to issuing and reselling equity shares. Their stock is rarely listed for trading on an organized exchange, and their charters often significantly restrict reselling shares. However, a small minority of enormous and extremely economically important public companies have emerged whose names have become household words—consider Apple, General Electric, or Proctor & Gamble. The shares of these very large companies are listed for trading on organized exchanges where share turnover often exceeds 100 percent annually. To the extent the stock market prices for these public companies are “fundamental value efficient,” these very large corporations not only have the ability to invest for the distant future, they also have the capacity to reward their current shareholders for doing so.

The presence of at least some degree of fundamental value efficiency is key to this capacity. To economists, “fundamental value efficiency” means that share prices accurately reflect the expected economic returns, in the form of future dividends and share price appreciation, associated with owning shares (Gilson and Kraakman 1984). There is ample reason to suspect stock markets are not always perfectly efficient in this sense, so that prices sometimes depart from best estimates of value (Stout 2003). Nevertheless, many experts believe that the shares of most large public companies, most of the time, are at least somewhat fundamental value efficient. To the extent this is true, for-profit public corporations can reward a company’s present shareholders for corporate investments likely to produce profits only long after those shareholders have sold or otherwise transferred their interests in their shares.

As an illustration, consider the position of an investor who holds shares in a corporation that is pursuing some very long-term project—say, developing a commercially viable carbon sequestration technology—that is unlikely to generate profits before the investor sells or otherwise transfers title to her shares. Absent a fundamental value efficient stock market, the investor might expect no personal benefit from the project, and prefer that the corporation abandon it. But if the corporation is a public company whose shares are traded on a reasonably efficient market that anticipates future profits from developing the sequestration technology, investing in the technology raises the company’s share price today. Thus public business corporations convert future corporate profits into present-day wealth, in the form of a higher share price, that investors can enjoy today.


The Public Corporation Becomes a Wormhole in Time for Efficient Intergenerational Exchange


Corporate entities with asset lock-in, perpetual life, and transferable shares accordingly have the ability to support a kind of mutually beneficial exchange between those living today, and those who will live in the future. The public company acts as a wormhole in time that transfers wealth forward by allowing the current generation to preserve and invest resources for the future, while simultaneously allowing future generations to compensate present generations for their sacrifice by shifting wealth backward in time in the form of stock prices that reflect profits not yet earned. The end result of this implicit exchange between generations is that those currently living, and those not yet born, are both made better off. The exchange is economically efficient, in the sense that it increases aggregate social welfare.

The happy outcome is that, thanks to public business corporations, future generations no longer need to rely solely on the altruism of the present generation to motivate investment in the future. They can harness the force of self-interest, rewarding the current generation of investors for taking a longer view. Yet this economically efficient exchange between generations depends on the presence of another kind of efficiency: fundamental value efficiency in stock markets. This can raise problems because, as already noted, it seems likely that share prices in stock markets occasionally, perhaps often, depart significantly from best estimates of fundamental value. This is especially true when markets attempt to value corporate projects that are long-term and uncertain (Miller 1977; Stout 2003; Taleb 2010).

Luckily, when the future benefits from current investment significantly outweigh the current costs, perfect share pricing is not essential for business corporations to promote efficient intergenerational exchange. Consider Google’s ongoing project to develop a commercially viable self-driving car. Whether the stock market accurately calculates the economic value of Google’s future profits from self-driving cars at $100 billion, or inaccurately undervalues the benefits at merely $50 billion, does not matter if the project requires just $10 billion in corporate investment. The enterprise remains attractive even though it may succeed only well after the current generation of Google shareholders no longer owns their shares. As this example illustrates, imperfectly efficient stock markets do not present an insurmountable obstacle to public corporations pursuing the sorts of large-scale, long-term, uncertain investments that often generate enormous benefits for multiple future generations.

Moreover, those benefits typically are enjoyed not only by future shareholders, but also by future employees, customers, and taxpayers. For the past quarter-century, business experts in the Anglo world have embraced a “shareholder primacy” philosophy that holds that corporations ought to serve only their shareholders’ interests (Hansmann and Kraakman 2001a). Whether or not that view is normatively correct, as a positive matter public corporations historically have pursued projects—building railroads and electrical grids, developing pharmaceuticals, commercial aircraft, and computer operating systems—that provided not only returns for shareholders but also jobs for employees, goods and services for customers, interest payments for creditors, and tax revenues for governments. The public business corporation with perpetual life, asset lock-in, and freely traded shares has left many different groups much better off today than they would have been if this institution did not exist.


When Markets are not Perfectly Efficient, Shareholder Primacy Thinking Threatens Sempiternal Corporations


This last observation raises a troubling question: what if sempiternal business corporations cease to exist? Without this vehicle for efficient intertemporal exchange, will both the present generation and future generations of shareholders and stakeholders be left worse off? The question is by no means academic, given recent shifts in corporate law and practice.

For most of the last century, American directors and executives embraced a “managerialist” philosophy that viewed public corporations as institutions that ought to serve not only equity investors, but also creditors, employees, and consumers and the nation itself (Davis 2009). Managerialism was possible because managers were firmly in control; shareholders were mostly atomized individuals who faced enormous obstacles to collective action. This governance pattern began to change in the 1980s and 1990s as shifts in tax law, Securities and Exchange Commission (SEC) rules, and Department of Labor regulations governing pensions encouraged the rise of large institutional investors (pension funds, mutual funds, and hedge funds) and made it easier for these institutions to trade frequently and to exercise an active role in corporate governance (Anabtawi and Stout 2008; Rock 2013; Stout 2013a, 2013b). Other tax code and SEC rule changes altered the incentives of corporate directors and executives in ways that made them far more sensitive to share price performance (Rock 2013; Stout 2013a, 2013b). These legal changes were accompanied by the widespread embrace, in both academia and the boardroom, of shareholder primacy as a business philosophy (Stout 2012; West 2011).

The result is a new shareholder-centric corporate reality (Rock 2013). Increasingly, public companies are run with “maximize shareholder value” as their only goal, an approach that in practice often translates to focusing on short-term measures emphasizing dividends and share price appreciation (Dabney et al. 2015). If stock markets were perfectly fundamental value efficient, this focus on immediate shareholder returns would not threaten public companies’ ability to operate as sempiternal entities pursuing long-term projects. This is because perfectly efficient stock markets always fully compensate present-day shareholders for corporate investments in the future. Google’s shareholders would always support the company’s plan to develop autonomous vehicles if they could be certain future profits would increase today’s share price. But as discussed, stock markets are likely only somewhat, not perfectly, fundamental value efficient. In this case, shareholder primacy thinking poses a serious risk to public corporations’ abilities to perform what may be their most significant economic function: investing for the distant future.

The problem arises because, whenever the market significantly undervalues the future benefits from a current corporate investment, shareholders who anticipate selling their shares in the near future might easily conclude that they gain no advantage from longer-term investments. To the extent they can influence the company’s board of directors, they will protest long-term investment and push instead for short-term projects or cash disbursements through dividends or share repurchases. If the company’s board of directors is insulated from short-term shareholder pressures, the board can keep the corporation’s assets locked in, stay the course, and pursue long-term projects even in times of stock market undervaluation. But in the new shareholder-centric reality, directors of public companies often lack such insulation. When the market undervalues a long-term investment, directors know empowered institutional investors will demand they “unlock shareholder value,” and find support from executives whose compensation also is tied to shareholder returns. This makes undertaking a long-term project unattractive. Anticipating that any significant period of market undervaluation will lead shareholders and executives to push to derail long-term projects, boards avoid them in the first place (Stout 2013a).


Are Sempiternal Business Corporations Already Disappearing?


In fact, several empirical trends in the business world support the hypothesis that shareholder primacy thinking is already causing public business corporations in the US to lose their capacity to operate as sempiternal entities. Consider two of the most obvious signs: a precipitous decline in the number of public companies, and an even more precipitous decline in the life expectancy of very large firms. Over the past fifteen years, the number of public corporations listed for trading on US exchanges has declined by more than half, from nearly 9,000 in the late 1990s to about 4,000 today (Davis 2013). The life expectancy of large companies has declined even faster. In the middle of the twentieth century, a corporation on the Fortune 500 list could expect to stay on that list for fifty years or more. Today, the average Fortune 500 firm remains in the Fortune 500 for only fifteen years (Denning 2011).

Other, more subtle phenomena similarly suggest shareholder primacy thinking is discouraging US corporations from pursuing long-term projects. For example, in the middle of the twentieth century it was common for public companies to retain about 50 percent of their profits for reinvestment. Over the past thirty years, however, companies have started to retain much less, and to pay out much more in the form of dividends and share repurchases. Indeed, in the last few years, aggregate corporate payouts to shareholders have actually matched or exceeded aggregate corporate profits (Mason 2015).

If this means that shareholder value thinking is discouraging public companies from making socially valuable but long-term investments, this collective failure to invest for the future eventually could result in lower returns to investors. And there is evidence this is happening. In theory, the shift to the new shareholder-centric reality should have increased returns from holding public equity. Yet we have seen the opposite: shareholder returns in recent decades have failed to increase and may even be declining (Stout 2013b).

Each of these observations can, of course, be explained by other factors. Because of the many variables involved, it is difficult to prove a causal link between shareholder primacy’s rise and correlated declines in public company numbers, investment, life expectancy, and investment returns. But logic supports the view that, in the absence of perfectly efficient markets, the new shareholder-centric reality threatens public business corporations’ abilities to function as sempiternal legal persons. When short-term shareholders gain too much power over corporate directors and executives, corporations lose the ability to lock in their assets. And it is the critical combination of legal personhood, perpetual life, and asset lock-in that allows public business corporations to pursue the long-term, large-scale, uncertain economic projects that historically have been among the greatest contributions the corporate form has made to multiple generations.


Conclusion


The corporation has been variously described as an aggregation of people, as a nexus of contracts, and as the property of its shareholders. Each of these descriptions may offer insights in some circumstances. However, each fails to pay adequate attention to two of the most fundamental and unusual characteristics of corporate entities: (1) they are legal persons that can hold property in their own names, and (2) they can operate in perpetuity. These two characteristics combine to allow corporations to perform an important, indeed possibly critical, economic function: that of aggregating, preserving, and investing resources in large-scale, long-term, uncertain enterprises that promote intergenerational equity and efficiency.

History shows how the corporation’s ability to perform this function has contributed enormously to human welfare in the past. Corporations played a vital role in creating enduring educational, religious, and charitable institutions; in opening continents to economic development; in building infrastructure and modernizing cities; in promoting the efficient delivery of goods and services; and in developing technologies that greatly enhance quality of life today. They have the capacity to similarly serve future generations by pursuing other enormous, risky, and long-term enterprises: extending the human life span, developing clean and renewable sources of energy, exploring the solar system.

Unfortunately, widely held misconceptions about the nature and the purpose of the corporate entity threaten this capacity. Contemporary Anglo-American discussions of corporate governance typically adopt a shareholder primacy perspective that fails to recognize that empowering short-term shareholders, and encouraging directors and executives to focus on immediate shareholder returns, makes it difficult for corporate entities to lock in resources. And, when stock markets are less than perfectly fundamental value efficient, the unfortunate result is to discourage large publicly traded corporations from pursuing exactly the sorts of long-term, large-scale, uncertain projects they are otherwise ideally suited to pursue. The result will be to leave both the present generation, and future generations, worse off than they need to or should be.






Bibliography



Alexander, G. S. (2014) “Intergenerational communities.” Law and Ethics of Human Rights, 8(1): 21–57.

Anabtawi, I. and Stout, L. A. (2008) “Fiduciary duties for activist shareholders.” Stanford Law Review, 60(5): 1255–308.

Aspen Institute (2009) Overcoming Short-Termism: A Call for a More Responsible Approach to Investment and Business Management. New York: Aspen Institute. Available at: https://www.aspeninstitute.org/sites/default/files/content/docs/pubs/overcome_short_state0909_0.pdf [accessed August 16, 2018].

Berle, A. and Means, G. (1932) The Modern Corporation and Private Property. New York: MacMillan.

Blair, M. M. (1995) Ownership and Control: Rethinking Corporate Governance for the Twenty-First Century. Washington, DC: Brookings Institute.

Blair, M. M. (2003) “Locking in capital: what corporate law achieved for business organizers in the nineteenth century.” UCLA Law Review, 51(2): 387–455.

Blair, M. M. and Stout, L. A. (1999) “A team production theory of corporate law.” Virginia Law Review, 85(2): 247–328.

Ciepley, D. (2013) “Beyond public and private: toward a political theory of the corporation.” American Political Science Review, 107(1): 139–58.

Ciepley, D. (2014) “The corporate roots of the liberal democratic state,” Brown University, Political Theory Workshop, May 6.

Dabney, D., Aguilar, M., Levanon, G., and Parkinson, A. (2015) Is Short-term Behavior Jeopardizing the Future Prosperity of Business. New York: Conference Board Research. Available at: https://www.conference-board.org/publications/publicationdetail.cfm?publicationid=5041 [accessed August 16, 2018].

Davis, G. F. (2009) Managed by the Markets: How Finance Reshaped America. New York: Oxford University Press.

Davis, G. F. (2013) “After the corporation.” Politics and Society, 41(2): 283–308.

Denning, S. (2011) “The dumbest idea in the world: maximizing shareholder value.” Forbes website, November 28. Available at: http://www.forbes.com/sites/stevedenning/2011/11/28/maximizing-shareholder-value-the-dumbest-idea-in-the-world/ [accessed August 16, 2018].

Gilson, R. J. and Kraakman, R. (1984) “The mechanisms of market efficiency.” Virginia Law Review, 70(4): 549–644.

Hansmann, H. (1996) The Ownership of Enterprise. Cambridge, MA: Harvard University Press.

Hansmann, H. and Kraakman, R. (2001a) “The end of history for corporate law.” Georgetown Law Journal, 89(2): 439–68.

Hansmann, H. and Kraakman, R. (2001b) “The essential role of organizational law.” Yale Law Journal, 110(3): 387–440.

Hardin, G. (1968) “The tragedy of the commons.” Science, 162(3859): 1243–8.

Mason, J. W. (2015) Understanding Short-Termism: Questions and Consequences. New York: Roosevelt Institute. Available at: http://rooseveltinstitute.org/wp-content/uploads/2015/11/Understanding-Short-Termism.pdf [accessed August 16, 2018].

Miller, E. M. (1977) “Risk, uncertainty, and divergence of opinion.” Journal of Finance, 32(4): 1151–68.

Orts, E. W. (2013) Business Persons: A Legal Theory of the Firm. Oxford: Oxford University Press.

Rock, E. D. (2013) “Adapting to the new shareholder-centric reality.” University of Pennsylvania Law Review, 161(7): 1907–88.

Schwartz, A. A. (2012) “The perpetual corporation.” George Washington Law Review, 80(3): 764–830.

Stout, L. A. (2002) “Bad and not-so-bad arguments for shareholder primacy.” Southern California Law Review, 75(5): 1189–210.

Stout, L. A. (2003) “The mechanisms of market inefficiency: an introduction to the new finance.” Journal of Corporation Law, 28(4): 635–69.

Stout, L. A. (2011) Cultivating Conscience: How Good Laws Make Good People. Princeton, NJ: Princeton University Press.

Stout, L. A. (2012) The Shareholder Value Myth: How Putting Shareholders First Harms Investors, Corporations, and the Public. San Francisco, CA: Berrett-Koehler.

Stout, L. A. (2013a) “On the rise of shareholder primacy, signs of its fall, and the return of managerialism (in the closet).” Seattle University Law Review, 36(2): 1169–85.

Stout, L. A. (2013b) “The toxic side effects of shareholder primacy.” University of Pennsylvania Law Review, 161(7): 2003–23.

Stout, L. A. (2015) “The corporation as time machine: intergenerational equity, intergenerational efficiency, and the corporate form.” Seattle University Law Review, 38(2): 685–723.

Taleb, N. N. (2010) The Black Swan: The Impact of the Highly Improbable. 2nd edition. New York: Random House.

Veneranda Fabricca del Duomo di Milano (2013) The Charter of the Veneranda Fabbrica. Duomo di Milano website. Available at: http://www.DuomoMilano.it/en/infopage/the-charter-of-Veneranda-fabbrica/7ec4fd2b-304e-4955-987c-038b43da02c8/ [accessed August 16, 2018].

West, D. M. (2011) The Purpose of the Corporation in Business and Law School Curricula. Washington, DC: Brookings Institution. Available at: http://www.brookings.edu/research/papers/2011/07/19-corporation-west [accessed August 16, 2018].






part IV

Political Theories of the Corporation





CHAPTER 10

Finance Capitalism, the Financialized Corporation, and Countervailing Power

John W. Cioffi



Introduction


In an age of economic stagnation and ossifying inequality, permeated by a growing sense that American democracy is threadbare and broken, public attention and political discourse have focused increasingly on realities and sources of economic and political power. Concerns with the allocation and exercise of power echo earlier periods of upheaval and reform in American history, especially the New Deal and immediate post-war eras in which political and economic institutions and power relations were reformed and recast. Looking back at these epochal changes, which in many ways created the modern United States, reveals the extent to which we are living among and through the legacies of earlier political and economic struggles, but also how instructive these debates and battles are—in their insights and errors, successes and failures—in addressing the mounting political economic dilemmas of our own time.

John Kenneth Galbraith’s American Capitalism: The Concept of Countervailing Power [Countervailing Power] articulated a theory of post-war liberalism characterized by a rough balance among opposing organized economic interests in the political economy. This provocative work, unjustly obscure and largely neglected for decades, provides enduring insights into the nature of the relationship between democracy and liberal capitalism—through both what it got right in its focus on “countervailing power” as both a consequence and precondition for a prosperous democratic capitalism, and what it got wrong about how such a balance of power arises and its sustainability over time. Galbraith’s theory of countervailing power offered a way to harmonize post-New Deal and post-war industrial capitalism with the ideological and institutional features of political pluralism and free enterprise. Countervailing power ostensibly reconciled free enterprise, democracy, the regulatory state created by the New Deal, and Keynesian economics and fiscal policy—but only during an exceptional historical period that attenuated the tensions among them. Once these conditions abated, the ostensibly spontaneous and voluntary formation of organized interest groups and forms of economic organization no longer produced an economy-wide, organic form of checks and balances on economic power, but its opposite—the aggregation of power to an ever narrower set of already powerful economic constituencies. From this vantage point, Galbraith’s Countervailing Power can help us identify the limitations and flaws in the liberal vision of the political economy and pluralist politics. But to do so, we need to go back a generation to the more critical perspective of Adolf Berle, shaped and informed by the Gilded Age, the Great Depression, and the New Deal.

What does countervailing power have to do with the intellectual legacy of Adolf Berle and corporate governance? First of all, both Berle and Galbraith were fundamentally and broadly interested in the structural permutations of power and their consequences, rather than narrow concerns of corporate efficiency, profits, or returns on investment. Indeed, both developed theories and analyses that could account for persistence of relative inefficiency, deviations from profit maximization, and shareholder primacy. Berle was preoccupied in particular by the structural allocation and accountability of corporate power and its legitimation via structural reforms (i.e., legally imposed changes to institutional and market structures) rather than corporate profitability, or even corporate governance per se (Mizruchi and Hirschman 2010: 1074–9). These structural mechanisms and arrangements entailed forms of economic governance capable of constraining and constituting private interests to serve the public good. The shareholder, the manager, and the corporation were embedded in a set of broader societal, legal, and political arrangements threatened by the immense power unleashed by industrialization and concentrated in an increasingly unaccountable managerial class.

There was an intellectual kinship between the two men, explicitly stated by Galbraith, who generously acknowledged Berle’s influence. Galbraith credited Berle as a formative influence on his own thinking about power, which in turn formed the central preoccupation of his economic theory and analyses. Along with Max Weber and Bertrand Russell, Galbraith noted that his “indebtedness is reasonably evident to … Adolf A. Berle, Jr., the diversely talented Roosevelt brain truster, diplomat, lawyer, and writer on social, political, and economic issues. It was Berle who, more than anyone else, encouraged my interest in the subject [of power]” (Galbraith 1952: xiv). By the 1980s and the ascendance of neoliberalism, Galbraith became increasingly critical of neoclassical economic theory and economists, warning that “economics divorced from consideration of the exercise of power is without meaning and certainly without relevance” (Galbraith 1983: xiii). This position was strikingly reminiscent of Berle’s own critiques of corporate governance and power developed a half-century earlier. In their seminal text on the modern large corporation, The Modern Corporation and Private Property [The Modern Corporation], Berle and Means accepted that the large, capital-intensive industrial corporation was an enduring feature of economic life, and their work grappled with the troubling and consequential implications of this development. In their words, the corporation had “in fact, become both the method of property tenure and a means of organizing economic life. Grown to tremendous proportions, there may be said to have evolved a ‘corporate system’—as there was once a feudal system —which has attracted to itself a combination of attributes and powers, and has attained a degree of prominence entitling it to be dealt with as a major social institution” (Berle and Means 1968 [1932]: 3). They correctly predicted that the corporation, the constituent unit of this emerging political economic system, would grow “to proportions which would stagger imagination” (Berle and Means 1968 [1932]: 3).

Second, Berle’s pioneering work on corporate power demonstrated the importance of understanding corporate power from the inside out, from within the structures and practices of corporate governance, and provided the “micro” foundations for the analysis of political economic power as constituted legally and institutionally by the corporate form and its relationship to finance (and implicitly to labor as well). Berle’s theories and analyses of the separation of corporate ownership and control identified the corporation as giving rise to some of the most intractable political and economic problems of industrialization and economic modernity: the institutional determinants, dangers, and implications of unrestrained (or insufficiently restrained) managerial power, and the structural position of finance in the political economy. The Modern Corporation may have been hailed as the “Economic Bible” of the New Deal (Gomez and Korine 2008: 237), but it speaks to many of our current political, legal, and economic problems with astonishing relevance and clarity. Arriving at a moment of existential crisis in American economic and political history, its legal and institutional critique of corporate and financial power revealed how law, and thus the political forces that beget it, fashion institutional forms and frameworks that constitute and allocate social, economic, and ultimately political power in ways that may pose a threat not only to collective prosperity but to democratic politics and governance as well. In doing so, Berle and Means provided vital microeconomic, legal, and institutional underpinnings to broader patterns of power relations and wealth distribution that would become the concerns of Galbraith’s post-war conception of countervailing power.

In contrast, Galbraith’s more general and macro-level theory of countervailing power reveals the broader scope and pervasiveness of political economic power relations and their systemic effects on corporate, managerial, political, and macroeconomic outcomes (including a remarkably prescient analysis, decades before the crisis of the 1970s, of the American political economy’s vulnerability to inflationary spirals). Countervailing power was precisely what was missing in the industrial corporation and its governance. Berle and Means identified this legal and institutional lacuna, its empowerment of managers, and the problems that flowed from the de facto institutionalization of managerialism. Galbraith’s (potential) solution to this problem required him to leave the domain of the corporation and its governance of internal power relations, and move to a higher, extra-corporate level of analysis. Countervailing power does not operate within an organization, such as the corporate firm, but between organizations that form to concentrate, elevate, and exploit market power. Market power is generated via organization; countervailing power is generated through the relationship between opposing organizations, and is thus outside any particular organization.

Two decades earlier, Berle and Means blazed a trail that would take us to a fuller understanding of the modern corporation and, more precisely, how law, institutional design, and the dispersion of stock ownership interacted to produce what would come to be known as managerialism. They synthesized these perspectives into an institutional analysis of concentrated and unchecked managerial power and its disturbing economic and political implications. Writing during the depths of the Great Depression, but prior to the breakthroughs of Keynesian economics and policy, their times tasked them with inquiring into what had gone wrong with the corporation and industrial capitalism. What they lacked in an adequate macroeconomic frame of reference, they made up for by focusing on the corporate firm as the most ubiquitous and important constitutive institution of the modern economy, along with its internal governance and the power relations that it generated. Berle’s later work maintained his emphasis on the corporation, management, and corporate governance, but also recognized the critical importance of the regulatory state as the principal means of checking corporate and managerial power.

Galbraith, under the influence of both Berle and Keynes, incorporated managerial authority and the regulatory state into his institutional economics in the guise of countervailing power and then traced its macroeconomic implications. As an observer of the great post-war economic boom and American preeminence, conditions prevailing at the time led him to theorize about how a modern industrial economy could escape elite domination and stagnation through the largely private ordering of countervailing power relations. Significantly, however, he also cautioned that countervailing power did not address, and arguably worsened, the institutional and organizational weaknesses of the post-war order in its structural vulnerability to inflationary dynamics, and in later work (e.g., Galbraith 1967) managerial bureaucratization and complacency. As Berle expanded his vision beyond the firm to the political and regulatory environment in which it was embedded, Galbraith sharpened his to focus in on the firm to explain its changing character and growing macroeconomic problems. Yet they each retained and built on their respective early insights into the separation of ownership and control and countervailing power. In short, the separation of ownership and control, and the concept of countervailing power complement each other both in substantive terms and with respect to levels of analysis.

Ironically, both Berle’s notion of the separation of ownership and control and Galbraith’s countervailing power would be misappropriated and turned against themselves. The financial and managerial elites would appropriate Berle as the founding father of shareholder value and financially driven management and corporate governance, while Galbraith’s emphasis on voluntary organization and countervailing market power could be turned into a justification of private ordering in a self-regulating market. However, in a post-global financial crisis world, the concepts of countervailing power and the separation of ownership and control have become means of critical analysis, not least by directing our attention to where and how power relations have changed, where they are increasingly asymmetric, and the consequences of the growing concentration and transformation of political and economic power.

Galbraith’s warnings about structural tendencies toward inflationary spirals proved prescient, yet the decline of the post-war political economic regime did not eliminate countervailing power. The form it took during the relatively short-lived New Deal and post-war eras was restricted to an exceptional period in American political and economic history when organized labor was at its zenith of power and influence, and finance was at its nadir. Beginning with the inflationary crises of the 1970s and crystallizing with the neoliberalism of Reaganism in the US and Thatcherism in the UK, the period succeeding the post-war era has been characterized by increasingly asymmetric power relations in markets and institutions of governance. This new era was characterized by the simultaneous rise of finance and the accelerating decline of organized labor. Galbraith’s original theory of a rough equilibrium of constantly rebalancing power relations, echoed by Berle’s political-economic ideal of “equipoise” among contending political and economic forces, gave way to an era of neoliberal finance capitalism and globalization in which power relations and their institutionalization have become ever more skewed toward financial institutions and corporations (or, more precisely, their most senior managers). Countervailing power in the current form of finance capitalism pits the resurgent interests and organizations of finance against the managers of non-financial firms. As a consequence, this transformation of power relations placed the law, institutions, and practices of corporate governance at the center of the new structure and dynamics of countervailing power.

The economic crises of the 1970s represented the confluence of the deficiencies, contradictions, and vulnerabilities of the post-New Deal political economy that led to its collapse and displacement by the ideological and policy paradigm of neoliberal globalization, and a new form of finance capitalism. Neoliberalism fostered a form of finance capitalism, domestically and internationally, that has proven as crisis-ridden and unstable as its earlier incarnation in the later nineteenth and early twentieth centuries. Today’s version recapitulates many of the systemic pathologies of its earlier incarnation: the shifting of capital and of finance toward unproductive, and ultimately destructive, speculation; increasingly extractive managerial and corporate rent-seeking through accumulations of legal, market, and governmental power; contraction and corrosion of the rule of law; economic crises of stagnation and deflation; and a political order ever more plutocratic and hemorrhaging legitimacy. The economic crises and political upheavals that culminated in the Great Depression and New Deal have more than a passing resemblance to the global financial collapse, soaring political and economic inequality, and the ongoing deflationary economic crises of our own age.

The pathologies of countervailing power in contemporary finance capitalism point to the renewed relevance of Berle’s original insights into managerialism, now applied to financial firms as well, while the macroeconomic consequences of these power relations indicate the continued importance of Galbraith’s Keynesian institutional economics. The troubles of our own day echo Berle’s observation, late in his life, that


In every generation concern has arisen, sometimes to the boiling point. Fear has emerged that the United States might one day discover that a relatively small group of individuals, especially through banking institutions they headed, might become virtual masters of the economic destiny of the United States.1

The fear of finance is a recurrent theme in American political, economic, and legal history (see, e.g., Roe 1991, 1994), but it was Adolf Berle—with Gardiner Means and individually—who cast light on how such power could become so plutocratically concentrated in the hands of a “small group of individuals” at the top of the largest corporations and financial institutions.


The Triumph of the Regulatory State and Liberal Market Capitalism


Berle’s importance as an intellectual inspiration and adviser in the development of New Deal policy and its legal infrastructure, and later the post-New Deal political economic order, make him an odd forefather of today’s financially driven form of capitalism (a role and association he likely would have rejected and detested). As an original member of the Roosevelt “brain trust,” Berle was one of the most influential inspirations and forceful defenders of the New Deal from its earliest days, particularly its initial ill-fated experiments with corporatism (Brand 1988: 74–9; Schwarz 1987: 75–9, 83–5). However, although he was a forceful proponent of the early New Deal’s corporatist policies, Berle did not play a significant role in the design of the National Industrial Recovery Act (NIRA) and National Recovery Administration (NRA), no role in the NRA’s administration, and was critical of its actual operation (Bratton and Wachter 2010: 855–6; Schwarz 1987: 88).2 His thinking following the failure of the NIRA and NRA endorsed, though somewhat reluctantly and ambivalently, the robust regulatory state that, along with Keynesian fiscal policy, proved to be the most durable and important institutional legacy of the New Deal and that would largely define post-war economic and corporate governance. As Bratton and Wachter (2010: 136) note, “the NIRA had failed, but a regulatory state had evolved to replace it.” This regulatory state effectively preserved a substantially autonomous private sphere of markets and firms, consistent with a liberal market economy, and designed in part to protect them from their own self-destructive tendencies so in evidence during the Depression.

Ultimately, the emergence and development of the administrative and regulatory state played a more important role in Berle’s own thinking and in the practice of post-New Deal economic governance than the legal principles, structures, and practices of corporate governance. The American regulatory state was ambiguous and contradictory in structure and operation. From its inception with the passage of antitrust laws at the turn of the twentieth century, law and regulation in the United States has tended to protect and reinforce the market against the inherent tendencies of industrial capitalism to undermine its own markets.3 Although some New Deal programs, such as those in agriculture and transportation, substantially displaced market competition with administrative control over production, prices, and subsidies, the most important federal regulatory agencies such as the Securities and Exchange Commission and National Labor Relations Board, and the substantive law they were charged with enforcing and developing, were designed to sustain and improve the operation of the market economy. Yet, through its unprecedented build-out of regulation and regulatory agencies, the post-New Deal regime was arguably statist in its reliance on state power via regulatory agencies to maintain an essentially liberal economic order.4

Notwithstanding the extraordinary growth of the regulatory state during and after the 1930s, American law and governance relied on and reinforced market forces and voluntaristic interest group formation in ordering the political economy to a much greater extent than other industrialized countries. In this respect, Galbraith accurately chronicled this aspect of the American economy, but he did not stress how unusual and exceptional it was. Many other industrialized countries have—and still do to varying degrees—made far greater use of corporatist (and statist) arrangements in structuring and governing their political economies.

Law plays a critical role in constituting institutional forms and processes in both liberalism and corporatism, but it does so in very different ways. In non-liberal neocorporatist political economies, law plays a prominent and essential role in constituting institutional arrangements and allocating power within them. The state creates the legal foundations for the formation, powers, and perpetuation of neocorporatist associations that negotiate with each other and with the state over economic and policy matters. Legal rules provide for the participation in neocorporatist arrangements by associational organizations, interest groups, firms, and individuals. Further, the structure and substance of countervailing power distinguishes the authoritarian forms of early twentieth-century corporatism from the democratic neocorporatism that developed in many industrialized countries in the aftermath of World War II. In neocorporatism, the formal legal recognition and institutionalization of countervailing power provides not only a framework for delegated regulatory authority and a balance of market power, but also a balance of political economic power as a means of broadening, deepening, and stabilizing democratic governance.

Neocorporatist law fashions institutional structures that take on governance and regulatory functions that blur or bridge the public–private divide so central to liberalism, and at least partially displace contractual and market relations. And it does so as part of political and legal traditions that use law and institutional arrangements to constitute, articulate, and balance power relations among social and economic interests. These arrangements serve as mechanisms to recognize and empower interest groups, and to intermediate, contain, and channel conflicts among them. The constitutive function of law as a source of institutional architecture and delegated authority enables the necessary attributes of organizational exclusivity, centralization, and concentration of representational and bargaining authority in neocorporatist associations (and “microcorporatist” firm structures through forms of codetermination).5 Simultaneously, the legal foundations of neocorporatist arrangements and bargaining practices help to legitimate them in a democratic polity under the rule of law.6 Even more important for present purposes, neocorporatist law and institutions, particularly involving labor relations at the sectoral and firm levels, instantiate countervailing power relations that, by institutional design and normative intention, achieve a measure of economic and industrial democracy.

This brief sketch of neocorporatist law must suffice to illustrate a well-established, functional, and non-liberal way of ordering countervailing power relations in a political economy. By way of contrast, it also throws into sharper relief the fundamentally liberal character of pluralist politics and the primarily market-enabling and contractual functions of law in the United States (see Cioffi 2010: 43–7). This liberal pluralism carried over into the characteristic forms of countervailing power. Though the regulatory state did play a constitutive role in defining economic interests and organizational formation, Galbraith’s later description of post-war countervailing power was reasonably accurate. The flaw in the theory was the assumption that such voluntaristic organization of interest groups and associations would secure a self-sustaining balance of economic power over the long term.

The United States, by any definition, is not and never really has been a corporatist political economy (Hall and Gingerich 2004; cf. Höpner 2007: 12–17; Olson 1986: 178; Salisbury 1979: 213–30). The country’s brief experimentation with corporatist economic reforms, the Berle-inspired National Industrial Recovery Act and the National Recovery Administration, barely lasted two years before it was struck down as unconstitutional by the Supreme Court in the Schechter Poultry case of 1935.7 Even prior to the Supreme Court’s intervention, corporatism at the national level was stillborn as a viable approach to economic organization and governance in the United States and has never been revived.8 Less than a year later, in the Carter Coal case, the Court struck down the Bituminous Coal Conservation Act of 1935 (aka “the Guffey-Snyder Act” or “the Bituminous Coal Act”) on the ground that production, pricing, and labor relations in the mining sector did not constitute interstate commerce within the federal government’s constitutional legislative and regulatory authority.9 The Bituminous Coal Act replaced the NIRA in the coal mining sector, and represented a more sector-specific (and potentially more functional) corporatist restructuring of industries, organization of labor relations, and inclusion of labor within governance at the firm and sectoral levels. The Act created, inter alia, a Bituminous Coal Commission to establish industry-wide coal prices and fair competition standards, and the Bituminous Coal Labor Board to institute industry-wide organized labor relations and regulation of work hours, conditions, and wages.

The Bituminous Coal Act represented a potential path toward a more comprehensively organized and sectorally institutionalized form of labor relations, and an alternative form of corporate and economic governance. As such, its invalidation was arguably more important, politically and historically, than the demise of the NIRA. Carter Coal not only foreclosed this path, representing a very different developmental trajectory for the American political economy, it also was more politically explosive because of its anachronistic conception of the economy and its direct threat to organized labor, which formed a core constituency of the New Deal coalition.10 Critically, however, by the time the Supreme Court majority shifted in favor of upholding New Deal legislation and policies in 1937, the political moment of New Deal corporatism had passed. The “second New Deal” took the form of an expansive regulatory state, and its validation by the judiciary upheld this reliance on and expansion of regulation and regulatory agencies. The judiciary’s acceptance of the New Deal and its decisive break with the “Lochner era” of constitutional laissez-faire came when the Supreme Court upheld the Wagner Act, the centerpiece of the new and more legalistic pro-labor regulatory regime. But this regulatory approach to labor relations committed American labor relations to a largely voluntaristic, splintered, and rights-based form of labor organizing and excluded labor from any significant, institutionalized corporate or sectoral governance role.

Out of the wreckage of the New Deal’s corporatist phase arose the modern American administrative and regulatory state. And the non-corporatist political pluralism and legalism of post-New Deal regulation ultimately made the American regulatory state more vulnerable to erosion and to influence and capture by powerful interest groups. This liberal—and corporate—economic order enshrined asymmetrical power relations at its legal and institutional foundations that did not disappear in the wake of the New Deal. Instead, they were preserved and would grow ever more skewed and politicized over the course of succeeding decades. The irony in Berle’s embrace of the regulatory state is that the problems of governance, power, and accountability that he identified in The Modern Corporation and other works never disappeared. Rather, the rise of contemporary finance capitalism, shaped in part by theories of shareholder primacy he helped to inspire, resurrected and intensified these problems. Since the 1980s, they have germinated and ripened into their most malign form since the 1920s, culminating with the global financial crisis of 2007–9 and the ongoing financial crises and economic malaise afflicting much of the global economy.


False Promise: Countervailing Power, Pluralism, and the Post-War Political Economy


Writing in 1952 at the beginning of the post-war boom, Galbraith identified countervailing power as a pervasive structural feature of the post-war economic order that served as a crucial means of stabilization and legitimation. He conceived countervailing power as the largely spontaneous and market-driven emergence of increasingly organized opposing interests in the economy that were capable of bargaining with each other on roughly equal terms. The consequent balance of economic power effected by these countervailing organizational interests ameliorated threats to both the economic and political order posed by the massive concentration of unconstrained managerial power made possible by industrialization and the rise of the large publicly held corporation. In sum, countervailing power purported to reconcile industrial corporate capitalism, regulated but largely free market enterprise, and democratic legitimacy within a widely accepted understanding of pluralist politics.

In Philippe Schmitter’s succinct formulation:

[Pluralism is] a system of interest representation in which the constituent units are organized into an unspecified number of multiple, voluntary, competitive, nonhierarchically ordered, and self determined (as to type or scope of interest) categories which are not specially licensed, recognized, subsidized, created or otherwise controlled in leadership selection or interest articulation by the state and which do not exercise a monopoly of representational activity within their respective categories. (Schmitter 1974: 93–4; see generally Dahl 1961)11

Both the political theory of pluralism and Galbraith’s economic theory of countervailing power “suggest [. . .] spontaneous formation, numerical proliferation, horizontal extension, and competitive interaction,” in contrast with neocorporatism’s characteristics of “controlled emergence, quantitative limitation, vertical stratification, and complementary interdependence” (Mundlak 2007: 17; see also Schmitter 1989: 62; 1974: 85). One can easily discern the elective affinity between pluralism in politics, where the formation of interest groups and the alliances among them were seen as temporary and ever shifting, and the anarchic quality of the market and economic transactions. The political order created by coalitional interest group alignments in politics and equilibria in markets obscured continuously churning and shifting constellations of actors, interest groups, and alliances. This theory of countervailing power also emphasized market power, echoing the terminology and normative concerns of antitrust and competition law but promising the preservation of economic competition with a minimum of governmental intervention in the firm and market.

Countervailing power relations between increasingly organized opposing interests were a defining feature of the American political economy and the governance of large public firms during the post-war era. Other than regulators and other officials of the administrative state, the most important of these opposing forces—managers, shareholders and other financial interests, strong unions and organized labor relations—were the most influential groups in the polity. Their power was instantiated and exercised largely in the private sphere, autonomously from the state.

Galbraith set out an economic logic by which countervailing power proliferated throughout the political economy, with the organized power of an existing group driving the formation of an opposing group as weaker constituencies sought to organize to bargain more effectively with their more powerful and organized counterparts. Likewise, Galbraith diverged from classical and neoclassical economics by recognizing the centrality of power in economic affairs. But his theory of countervailing power bears the stamp of liberal economics—and the post-war liberal elite consensus. In place of the self-regulating market driven by competition, his vision of countervailing power describes a largely self-regulating economic system driven by economic actors’ voluntary organization into formal associations wielding market power in opposition to each other. The resulting balance of market power largely relieved the state of the responsibility to closely regulate most markets and market transactions, or to intervene in the private sphere to deliberately construct and organize these groups as is the case in neocorporatist political economies. A fragmented and legalistic regulatory state intervened in piecemeal fashion to address specific market failures. After the crisis and ferment of the Depression and New Deal period, the institutional character of the juridical forms of the corporation, unions, and regulatory state remained almost entirely outside the scope of political contention and theoretical analysis. Galbraith understood that organization in the private sphere and market also increased group political power and influence over policy, yet his primary focus remained on economic organization and market power, to the exclusion of institutional and structural power relations and potential alternatives that might prove more stable and less vulnerable to dysfunction.

In this respect, Galbraith remained a faithful liberal of the post-war era. He was not opposed to state intervention in the economy on principle, and recognized the necessity and value of the regulatory state. But he did not conclude at the time that more interventionist policies and legally constituted structural reforms of market and institutional arrangements were needed to foster and maintain countervailing power. To the extent that organization altered the terrain of political power in the polity, it did so in the same counterbalanced fashion as it balanced market power in the economy. The voluntary organization of countervailing power hewed closely to the pluralist concept of politics that was near its zenith during the post-war era (see, e.g., Dahl 1956, 1967). Although Galbraith’s concept of countervailing power can be viewed as embodying a pluralist vision of the economy (and the economics of pluralism), it also diverges from pluralism in some important ways. As a concept and phenomenon of industrial society (during the post-war decades at least), it does not follow the Madisonian pluralist vision of ever-splintering factions with divergent interests cycling through ever-changing pluralist coalitions.12 Instead, countervailing power displayed: (1) the relentless movement toward organization and centralization as the means of generating market power, and (2) a pattern of dyadic opposition between large-scale organized interests. Like Berle, Galbraith accepted large-scale organizations—including the large capital-intensive corporation—as irreversible historical facts, and his conception of countervailing power was an attempt to reconcile liberalism, pluralism, and the growing size and importance of large bureaucratic organizations in political economic modernity.13

Berle recognized the importance of countervailing power (though he did not use the term), which he saw as lacking in the governance of the large corporation. But he offered no comforting illusion that interests and organizational power would tend toward a reasonably symmetrical counterbalance. Instead, he presented a compelling logic in which structural asymmetries of political economic power flowed from the most basic constitutive institutions of capitalism: the corporation and financial markets. Political and economic inequality was (and is) built into industrial capitalism, and redress of this fundamental power asymmetry could not rely on spontaneous, voluntarist self-organization of interests, but instead required structural and/or regulatory state intervention into the institutional foundations of industrial capitalism. Whereas the pluralist conception envisioned interest against interest, organization formed to square off against opposing organization, Berle’s investigation of the large corporation saw a strong centralized managerial hierarchy with its own particularistic interests pitted against dispersed and therefore disempowered shareholders. The institutional form of the corporation created intersecting agency and collective action problems. And the mismatch in the organizational capacity of managers and shareholders gave the former de facto, if not de jure, power to control the firm and its resources.

Law was a central preoccupation for Berle, the lawyer and legal academic, as it was not for Galbraith the liberal economist. Law and politics took on not a subordinate, but rather a peripheral role in the latter’s analysis of the economy and countervailing power. Consequently, Galbraith did not sufficiently appreciate the importance of the fact that the capacity of different economic constituencies to organize was facilitated—or hindered—by the legal frameworks in which they were situated. These bodies of law reflected in substantial part the capacity of groups to organize politically and influence policy, legislation, and regulation, which, in turn, reinforced their economic organizational capacity and thus market power. In a political economic environment of multiple intersecting and opposing feedback loops, a small initial asymmetrical difference in power and organizational capacity can become recursively more pronounced over time. Ultimately, these increasing returns to power and organization can and do produce systemic accumulations and concentrations of both political and economic power that can undermine and eventually eclipse the pre-existing order. By the time this existential threat to the post-war regulatory regime and political economic order was clear, its remaining defenders were too feeble to reverse the rot.

One of the most important, if not the most important, instantiations and sources of these asymmetric power relations in the American political economy was the institutional structure of the large industrial corporation, later joined and arguably surpassed by the large corporate financial institutions of contemporary finance capitalism. The rise and fall of the post-war paradigm of “countervailing power” is in part the story of the contradictions of the American regulatory state in tension with the structural power of corporate managers and financiers. The resolution of these contradictions and tensions, however, eroded and eventually transformed the power relations of the New Deal and post-war eras. Theodore Lowi ushered in a more critical perspective on American liberalism and interest group pluralism by focusing on how it both hollowed out democracy and facilitated the capture of the regulatory state by the very interest groups that were supposed to make pluralism work (Lowi 1979 [1969]). By the mid-1970s, even the founding father of modern pluralist political theory, Robert Dahl, along with other pluralists, recognized the decay of pluralism in practice and began revising pluralist theory to account for and critique power asymmetries (e.g., Dahl 1982; Dahl and Lindblom 1976; Lindblom 1977; Lowi 1979 [1969]). The rise of the New Right and neoliberalism in the 1970s and 1980s undermined both the macroeconomic management and regulatory state that emerged in the New Deal and provided the foundations of the post-war political economy.

Galbraith sought to explain the apparent “paradox of the unexercised power of the large corporation.” He argued that even as competition withered as a constraint on large, oligopolistic firms and economic power became increasingly concentrated among their managers, the exercise of that concentrated power had not become oppressive or dysfunctional in practice as many (including Berle) had feared (Galbraith 1952: 108–9). The restraints on private economic power took the form of countervailing power, “nurtured by the same process of concentration which impaired or destroyed competition,” which held in check the power of large corporations and those who ran them (Galbraith 1952: 111). Galbraith further argued that under relations of industrial capitalism:

[P]rivate economic power is held in check by … those who are subject to it. The first begets the second … The two develop together, not in precise step but in such manner that there can be no doubt that the one is in response to the other.

(Galbraith 1952: 111)

An important implication follows from the logic of mutual concentration and dyadic opposition set out by Galbraith. Just as competition in neoclassical markets is self-generating and self-regulating:

Countervailing power is also a self-generating force … the tendency of power to be organized in response to a given position of power is the vital characteristic of the phenomenon … [P]ower on one side of a market creates both the need for, and the prospect of reward to, the exercise of countervailing power from the other side. This means that, as a common rule, we can rely on countervailing power to appear as a curb on economic power. (Galbraith 1952: 113; emphasis added)

This theory of “self-generating” countervailing power thus describes a largely self-regulating economic system that, by its own operation, limits the necessity of state intervention in the market or in private economic matters such as corporate governance. This theory of largely spontaneous organizational order and balanced oppositional forces is similar to Berle’s own conception of groups, organizations, and social forces in a collectively beneficial balanced state of “equipoise” (Berle 1959: 88, 92). Compared to the more abstract and static character of Berle’s equipoise, however, Galbraith’s theory provided for a dynamic process by which balanced power relations arose. Countervailing power purported to reconcile liberal economics with economic modernity, preserving the core attributes of a market-driven economy and making a virtue of large-scale organizations and concentrated power.

Galbraith’s notion of countervailing power also held out the promise of ameliorating at least some of the problems of managerialism stemming from the separation of corporate ownership and control. In the post-war political economics, corporate management was situated within a comprehensive set of market and organizational relationships, both public and private, as the American variant of what John Ruggie called “embedded liberalism” (Ruggie 1982: 379–415). Countervailing power was a defining feature of the American variant of embedded liberalism and it helped to keep opportunism and rent-seeking in check, even in oligopolistic industries and markets where market power was most concentrated. By effectively constraining corporate managers and financiers, countervailing power promoted the development of a form of corporate and sectoral organization, as well as an accompanying management style, that tamed the self-serving excesses of managerial elites. Even if the separation of ownership and control left them increasingly autonomous from shareholders and other investors, managers were enmeshed in an even more elaborate, and arguably more constraining, web of stakeholders, professionals, and regulators. At the same time, the market competition prevailing throughout much of the economy forced managers to increase productivity and otherwise maintain competitiveness vis-à-vis sectoral rivals.


The Unraveling of the Post-War Order and the Underside of American Exceptionalism


However, to understand the structure, function, and effects of countervailing power as described by Galbraith—and how radically it has changed over time—one must acknowledge three critical features of the US during the post-war political economy. First, in brute industrial and economic terms, the United States emerged from World War II in a position of unrivaled dominance derived from its overwhelming share of global industrial capacity and trade, technological and military superiority, and control over the international monetary and financial systems. Second, the decades of the post-war era prior to the 1980s was an exceptional period during which the financial sector and financial interests were highly constrained: at the national level by the post-New Deal regulatory regime, and at the international level by the Bretton Woods monetary regime that restricted capital mobility and international financial services in the interests of monetary stability and Keynesian fiscal policy (by curbing the threat of capital flight in response to inflationary demand stimulus). Third, he was describing a relatively brief—and historically unique—era in which organized labor was a powerful political and economic force capable of shaping policy and raising wages and benefits in a context of rapidly rising productivity gains.

Domestically, a combination of legal, regulatory, and economic factors subordinated finance to other corporate constituencies, most importantly managers and labor, and to other economic interests and policy imperatives. The financial sector came out of the Depression diminished in size, wealth, and stature (if not quite chastened), and came out of the New Deal much more heavily regulated. The Glass-Steagall Act severed commercial banking from investment banking and fractured the pre-Depression universal banking model of the largest banks, leaving financial interests even weaker, vis-à-vis the management of non-financial firms, than when Berle bemoaned the separation of corporate ownership and control. Banking was subject to the administrative regulation of interest rates, the segmentation of different types of finance and lending, and the regulation of financial services fees and commissions. Prudential regulation of traditional banking (made necessary to avoid moral hazard in the presence of post-New Deal deposit insurance) simultaneously moderated risks and limited returns. Meanwhile, the growing stringency of securities regulation promoted a level of transparency that both fueled the development of securities markets and helped to curb the exploitation of informational asymmetries (and outright fraud) by the financial sector and those using its services. Finally, with the partial exception of the conglomeration wave of the 1960s, competition law and policy precluded the kind of financially driven market for companies and corporate control that exploded following the relaxation of antitrust enforcement and the emergence of finance capitalism in the 1980s.14

Providing further support for Berle’s diagnosis of the separation of ownership and control as the foundation of managerialism, countervailing power during the post-war era did little to empower shareholders. Corporation law at the state level granted managers broad discretion and autonomy from shareholders. Fiduciary duties of managers and directors were weak, and nearly swallowed up by the business judgment rule, which provided a defense against fiduciary liability that legally enshrined their broad decision-making discretion. These features of corporate governance were left largely intact by federal securities law. Perhaps most importantly, the Securities Act of 1934, and the Securities and Exchange Commission’s (SEC) proxy regulations promulgated thereunder, did not provide for competitive corporate board elections (let alone for the representation of stakeholders such as labor), retaining the board nomination and proxy voting system that typically gives shareholders a single slate of management-approved directors for whom to vote.15 Effectively eschewing internal governance as a regulatory approach, the federal securities laws created a transparency and disclosure regime to facilitate the functioning and development of securities markets.

As Mark Roe has argued at length in his work on corporate governance, a complex web of state and federal laws and regulations fragmented the financial sector, and then compelled the hyperdiversification and dispersion of shareholding by large institutional investors, weakening both financial institutions and shareholders generally in the governance of the firm (see, e.g., Roe 1991, 1994). Shareholders notably did not band together in any organized fashion to protect their interests during the post-war era, either in firm governance or in the broader political system. Dissenting shareholders launched occasional proxy contests and shareholder suits under corporate and securities laws, but these were rarely successful and their sponsors were often regarded as rather quixotic peripheral figures.16 Shareholder groups such as the Council of Institutional Investors did not form until the 1970s, and then did not wield significant influence until the takeover wave and the emergence of finance capitalism during the 1980s.17

The contrast with managers who dominated corporate governance and wielded outsized political influence was striking and stark. Securities regulation and regulators were the primary means of protecting the interests of individual shareholders, not structures of firm governance, and securities regulation was designed to make stock markets work, not organize or institutionalize the interests of shareholders as a source of countervailing power. Consequently, to borrow Albert Hirschman’s terminology from his classic work Exit, Voice, and Loyalty (1970), law and regulation effectively structured the American corporate governance regime to promote exit as the favored means of enabling shareholders to protect themselves, not to exercise voice in governance processes.

With finance weakened and constrained, organized labor filled a crucial role in the post-war structure and functioning of countervailing power. This is the third critical—and historically exceptional—feature of the post-war era that so sharply distinguishes it from the era of neoliberal finance capitalism that succeeded it. Organized labor was in many ways the linchpin of the post-war framework of countervailing power. Galbraith published Countervailing Power when American unions were near the apex of their relative economic and political strength. Union density in the private sector reached its peak of approximately 35 percent in the first half of the 1950s, after which it began its long-term decline (see Figure 10.1). Through the 1960s, however, organized labor was economically and politically powerful. It was not only a pillar of the Democratic coalition, it was also capable of meting out punishment to employers through punishing job actions without fear of mass layoffs, let alone plant closures, the outsourcing and offshoring of jobs, or deindustrialization.
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Figure 10.1 Rise and fall of union membership and density 1930–2015

Sources: Gerald Mayer, Union Membership Trends in the United States, Congressional Research Service (8-31-2004), Appendix A: Annual Data, Table A1, Union Membership in the United States, 1930–2003; Barry T. Hirsch and David A. Macpherson, Union Membership and Coverage Database, online at http://www.unionstats.com/ (data for 2004–2015). Graph reflects data discontinuity and omission. For additional background on data sources, see Barry T. Hirsch and David A. Macpherson, “Union membership and coverage database from the current population survey: note,” Industrial and Labor Relations Review, 56(2): 349–54 (January 2003).



For decades, organized labor effectively constrained and counterbalanced both management and shareholders (along with other financial interests). Labor’s relative strength had (and still has in its relative weakness) substantial distributional consequences. As can be seen in Figures 10.2 and 10.3, greater labor strength, as measured by union density, coincided with a historically exceptional egalitarian compression of incomes and a higher aggregate labor share of income both in absolute terms and relative to corporate profits. As a consequence, at least in the industrial manufacturing sectors that dominated the American economy and in which unions had their largest presence, organized labor relations militated against managerial opportunism and financial rent-stripping. Unions fostered and helped to institutionalize managerial norms of stability, security, and equitable moderation (Western and Rosenfeld 2011).
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Figure 10.2 Union membership/density vs. share of income going to the top 10 percent

Source: Economic Policy Institute, online at http://www.epi.org/publication/unions-decline-and-the-rise-of-the-top-10-percents-share-of-income/. Union density data from the Historical Statistics of the United States, updated to 2012 from http://www.unionstats.com. Data for top 10% share of income from Piketty and Saez, “Income inequality in the United States, 1913–1998,” Quarterly Journal of Economics, 118(1): 1–39 (2003), updated data to 2013 from The World Wealth and Income Database, http://www.wid.world/#Country:2.
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Figure 10.3 Labor share of income vs. gross corporate profits, 1947–2015

Sources: US Bureau of Labor Statistics, Nonfarm Business Sector: Labor Share [PRS85006173], retrieved from FRED, Federal Reserve Bank of St. Louis, online at https://research.stlouisfed.org/fred2/series/PRS85006173; US Bureau of Economic Analysis, National income: Corporate profits before tax [A053RC1Q027SBEA], retrieved from FRED, Federal Reserve Bank of St. Louis, online at https://research.stlouisfed.org/fred2/series/A053RC1Q027SBEA.



In a context in which managers, boards, and investors were locked in an ongoing struggle against union pressure to maximize labor’s share of income, pursuit of obvious rent-seeking and excess financial returns on their part would have undercut their bargaining position on legal and normative grounds. This is but one, albeit important, example of how countervailing power relations give rise to mutually constitutive and reinforcing logics of calculation and exchange, on the one hand, and normative logics of appropriateness on the other.18 But this process also worked in reverse: as labor’s organizational strength and bargaining power waned after the early 1970s, labor’s share of income trended downward while corporate profits surged and top incomes rose ever more sharply (compare Figures 10.2 and 10.4).


[image: image]
Figure 10.4 Declining labor share of corporate income

Source: Economic Policy Institute, “The decline in labor’s share of corporate income since 2000 means $535 billion less for workers: Share of corporate-sector income received by workers over recent business cycles, 1979–2015,” online at http://www.epi.org/publication/the-decline-in-labors-share-of-corporate-income-since-2000-means-535-billion-less-for-workers/.



The importance of organized labor, and of its later collapse, cannot be underestimated in understanding political economic development and governance in the United States. Analogous to the dispersed shareholding and the relative passivity and peripheral status of shareholders in firm governance, American labor relations, even during this period, were highly fragmented, voluntaristic, particularistic, and economistic. The United States never developed the sectoral labor relations and extension legislation binding employers and employees in entire industries as did many industrialized countries. Unionization drives, union recognition, and collective bargaining at the company or plant level defined the “business unionism” (or “job control unionism”) of the post-war era.19 Collective bargaining typically focused on narrow wage and benefits concerns and pursuing employment security through detailed and rigid contractual job classifications and work rules.20 A combination of legal constraints and organizational path dependence produced and perpetuated this style of unionization and collective bargaining, notwithstanding the economic drawbacks of its rigidity that exacerbated the vulnerability of labor to competitive market pressures. “Voice” in American organized labor relations—never covering a majority of workers—was narrowed to these “bread and butter” issues, and excluded from business decisions considered part of the “core of entrepreneurial control.” While most workers had to rely on threat of exit to pursue their economic interests, unions and their members had no meaningful governance role in the firm. In the long run, this form of labor relations, along with the relatively stable and egalitarian political economy it underpinned, proved exceptionally weak and fragile, ending in a precipitous downward spiral in private sector union membership, density, and bargaining coverage—one that not coincidentally accelerated just as the era of finance capitalism began during the early 1980s.

Galbraith did acknowledge that a group could be too small or otherwise incapable of organizing effectively in opposition to a powerful countervailing organization. In such cases, the theory of countervailing power provided a justification for state action through regulation. New Deal federal labor laws promoting union organization and collective bargaining were the most critical, controversial, and divisive manifestation of governmental intervention to promote countervailing power. Indeed, just as organized labor relations are central to neocorporatist institutional theory and practices, they were foundational to the countervailing power relations of the post-war American political economy. And the American labor relations regime proved to be the weak point in the architecture of countervailing power due to the deliberate weakening of union rights and power through labor legislation and the judicial decisions interpreting it, firm-level practices, and macroeconomic consequences of organized labor relations that were barely perceptible in the 1950s, but became glaringly obvious by the 1970s.

The exceptional fragmentation of the American labor movement, along with the narrow coverage and substance of collective bargaining agreements, was, in part, the consequence of the voluntaristic form of unionization and decentralized bargaining under federal labor laws, and the limits of their protections. The harsh restrictions on labor-organizing tactics imposed by the Taft-Hartley Act of 1947, the product of a bitter political fight over the proper balance of countervailing power, further constrained union organization. By impeding union organization, these restrictions also removed any possibility of more encompassing collective bargaining arrangements that have the paradoxical effect of enabling and encouraging wage moderation.21 Further, the federal courts, led by the United States Supreme Court, narrowed the scope of what was legally classified as the proper and protected subjects of collective bargaining.22 Issues such as investment, business strategy, and the organization of production were regarded as within the core of entrepreneurial control and thus committed to managerial discretion.23 Through the unintended irony and logical contradiction of empowering managers by invoking and likening them to non-existent entrepreneurs, the judicial construction of labor law worsened the agency problems generated by the separation of ownership and control while frustrating organized labor relations and industrial democracy by effectively precluding labor from a meaningful governance role in the firm. This also meant that, as the established form of unionism and collective bargaining decayed, labor had no governance-related alternative form of organization or strategy to pursue its interests.

From its peacetime peak of approximately 35 percent in the mid-1950s, union density in the United States declined continuously, plummeting during the 1980s until it slid to barely 7 percent of the private non-agricultural workforce in 2009 (Figure 10.1; Hirsch and Macpherson 2003 and updated data set online, http://unionstats.com/). Low and declining union density reinforced the highly decentralized bargaining structure and the perverse inefficiencies of American “business” or “job control” unionism that rigidly fixed job categories, responsibilities, and work rules through the negotiation of detailed labor contracts (Bok 1971; Rogers 1990).24 Ironically, the weakness of unions not only fueled inflation, but also often impaired productivity and efficiency, and both dynamics contributed to the downward spiral of organized labor during the 1970s and 1980s.25 In contrast, in countries with neocorporatist forms of labor organization and industrial relations, union density and collective bargaining coverage remained far more resilient (both measures indicate that organized labor relations have come under pressure in those countries as well, though not to the same disastrous degree as in the United States). The collapse of union strength altered the political terrain of the American political economy. As this pillar of the New Deal and post-war order crumbled, the power of financial interests ascended to challenge managerialism. Conflicts over corporate takeovers during the 1980s and early 1990s embodied this transformative systemic change.

In sum, the post-war order of countervailing power fell apart as its underlying assumptions became unsustainable and failed to hold by the early to mid-1970s. Galbraith anticipated some of these reasons, including the country’s economic and political vulnerability to rising inflation, and growing managerial complacency and incompetence in oligopolistic industries. He did not anticipate other causes (some of them among the broader implications of rising inflation and managerial complacency) that contributed to the end of the post-war political economic order. The most important of these causal factors were: (1) sharply slowing productivity and economic growth, along with reduced returns on investment; (2) declining competitiveness amid intensifying international competition, particularly against non-liberal economies like Japan and Germany; (3) managerial mediocrity in the face of these challenges, coupled with an increasing financial orientation in management during the conglomerate boom of the 1960s; (4) a political mobilization of business elites in the early 1970s against the New Deal and Great Society consensus; (5) the collapse of the Bretton Woods monetary regime that would ultimately transform and globalize finance and the financial sector; and (6) the decades-long failure of unions to organize new workers and industries, despite declines in manufacturing and union density, and difficulties in adapting to new competitive pressures (albeit compounded by managerial hostility, intensifying pressures from financial interests, and increasing capital mobility and offshoring).

Taken together, these developments generated the political and economic pressures for a transformation of the American political economy that gathered momentum throughout the 1970s. Ultimately, the defection of business from the post-war consensus and its political mobilization would lay the political foundation for the neoliberalism of the New Right that crystallized with the election of Ronald Reagan in 1980 and the later bipartisan embrace of neoliberalism and the Washington Consensus during the Clinton administration of the 1990s. The inflation of the 1970s began the deregulation of the financial sector, the structure and regulation of which had been premised on monetary stability. Deregulation, in turn, fueled financial innovation by financial institutions that were already far more market-oriented than universal banking and relational lending in most other industrialized countries. Innovation in securitization and derivatives would take on a life of its own in succeeding decades, but their origins may be found in the crises of the 1970s. Simultaneously, the collapse of the original Bretton Woods monetary regime and its semi-closure of national financial systems unleashed the financial sector, politically and economically subordinated for decades, to press relentlessly for the globalization of capital and securities markets, while constraining Keynesian demand management and further eroding the bargaining power of labor. The result was a new form of finance capitalism that replaced post-war embedded liberalism as finance displaced labor in a new macro-structure of countervailing power driven by conflicts—and collusion—between financial sector and non-financial corporate managers.


Finance Capitalism, Corporate Governance, and Countervailing Power in the New Gilded Age


Countervailing power, pluralism, and the primacy of market-enabling functions of law fit together in different configurations at different points in the history of the American regulatory state and political economy. Underpinning the American liberal market economy, pluralist politics functions like an entrepreneurial market for organizational power, in which countervailing power is the means by which the political system reaches a hypothetical (though in reality elusive) state of equilibrium. The dominant characteristics of American law and regulation, the products of prevailing relationships of countervailing power in pluralist politics, are the facilitation and buttressing of market relations, private ordering, and private hierarchies of authority and power, rather than their displacement (Cioffi 2010: 43–7). These relationships among law, politics, and economic structure would persist into the era of contemporary finance capitalism and its reigning neoliberal ideology, even as the character and consequences of these relationships fostered a more finance-centric political economy marked by increasingly asymmetric power relations, growing instability, and rising inequality.

The striking rise in economic inequality has become an increasingly salient issue in the political discourse of the United States (and the rest of the industrialized world). It also is a consequence of the changing substantive character and dynamics of countervailing power that have contributed to these distributional conflicts and outcomes. Rising inequality also helps us to gain more purchase on the more fundamental but far more amorphous and elusive concept of power, putting it into clear financially calculable outcomes. Accordingly, changes in the distribution of income and wealth help to trace the changing interest group configuration of countervailing power and its significance in defining the American political economy in the era of finance capitalism. These figures reveal an economy driven by increasingly extractive financialization, in which senior corporate managers and the financial sector have diverted an increasing share of income and assets to themselves. To the extent that managerial compensation and financial sector returns are rents in excess of the levels necessary to secure current (let alone optimal) levels of performance, finance capitalism redistributes income and wealth upwards at the increasing expense of shareholders and other investors, the vast majority of the working (and growing non-working) population, and to the detriment of the economy as a whole.

Hostile takeovers had a seismic impact on corporate management and governance disproportionate to their actual number. In fact, hostile takeovers accounted for less than 15 percent of all corporate control transactions in the United States during the “deal decade.” However, nearly half of all major American firms received a takeover bid during the decade (Andrade, Mitchell, and Stafford 2001).26 Hostile takeover bids for large, well-known public firms, and involving vastly greater amounts of money than earlier merger waves, magnified the political and economic significance of these battles for control.27 A fierce struggle over a new balance of countervailing power was framed as a shift from the separation of ownership and control to a market for control. The corporate domain of autonomous managerial power that Berle identified a half-century before had become contested terrain.

The zero-sum character of the battles over corporate takeovers during the 1980s fueled the intensity of the conflicts. CEOs, other senior managers, and board members almost invariably lost their positions in the wake of a takeover. Predictably, they zealously defended their interests by seeking to use and strengthen their institutional and legal powers in corporate governance. Fiduciary duties of directors and officers toward the corporation and its shareholders became the central legal battleground as corporate counsel developed an array of defense mechanisms and strategies, often complex and arcane, that sparked debate over, and a radical reconception of, fiduciary obligations and corporate governance. The idea of “shareholder primacy” gained currency and was part of a financially driven ideational attack on the managerial entrenchment and complacency that corporate raiders and their allies argued was the logical consequence of the separation of ownership and control. Thus began the repurposing of Adolf Berle’s famed critique of managerialism and the separation of ownership and control. Despite his embrace of a regulatory and stakeholder-oriented model of capitalism, proponents of the emergent form of finance capitalism appropriated Berle’s work as the foundation for an intellectual justification of shareholder primacy, an increasingly finance-driven and centered form of corporate governance, and corporate financialization (see Bratton and Wachter 2008; Cioffi 2010). By the end of the decade, and certainly by the mid-1990s, the shareholder primacy paradigm appeared to have become the reigning orthodoxy, not only among legal scholars and economists, but also among lawyers, financiers, and managers themselves.

Yet the reality of the development of American corporation law and the actual practices of corporate management and governance was messier and more complex. Large investment funds (once called corporate raiders, now going by the anodyne and sanitized name of private equity), in concert with even larger financial institutions, launched and executed corporate takeovers—not shareholders themselves. The new conflicts over countervailing power between finance and management contained two important features: overlapping (or cross-cutting) interests; and conflicts of interest (or agency problems) that characterized the positional interests and power relations of the two groups. Professional managers ran both the large corporate financial institutions that financed merger and acquisitions (M&A) activities (and later, activist hedge funds) and the non-financial corporations swept up in the recombinant corporate capitalism. And these managers had overlapping managerial interests in income maximization and preservation, even as they conflicted over the financial sector’s exploitation of M&A, invocation of shareholder primacy, and assertions of shareholder rights. Since their fierce battles over hostile takeovers during the late 1980s and early 1990s, corporate managers and financiers have come to a de facto accommodation, if not a tacit partial alliance, in which both profit mightily from the financialization of the corporate firm and the growing ideological hegemony of shareholder primacy in its governance (cf. Lazonick and O’Sullivan 2000).

Contrary to much law and economics scholarship and business discourse over the past three decades, American corporation laws, and fiduciary duties in particular, have never embraced and embodied the principle of shareholder primacy. Directors and officers owe fiduciary duties to the corporation, not to shareholders or any other particular constituency (see generally Stout 2012). This conception of the corporation and its governance not only reflected the embedded liberalism and stakeholder orientation of the post-New Deal and post-war eras, it also had much deeper historical roots in corporate law doctrine that mirrored the practical realities and difficulties of managing large, complex organizations that, by their nature, encompassed and mediated multiple interests, and implicated public welfare. In the epic legal struggles over takeovers, in the courts and in legislatures, neither side won a decisive victory (see Cioffi 2011; Roe 1993).

Takeover defenses and anti-takeover statutes proliferated, but they were also limited as to preclude management invulnerability and insulation from financial market and shareholder pressure (see, e.g., Cioffi 2011; cf. Roe 1993). In Delaware, the preeminent state of incorporation in the United States, the development of a complex judicially fashioned body of corporate takeover and fiduciary law vacillated between shareholder-centric doctrinal rulings and a more manager-friendly stakeholder orientation that reflected and ultimately mimicked the prolonged and intense struggle between countervailing financial and managerial power in the transition from the remnants of post-war managerial capitalism to the era of contemporary finance capitalism. By the mid-1990s, takeover law had settled into a stable state that imposed heightened directors’ fiduciary duties in takeover contexts but that allowed for: (1) significant managerial latitude to maximize the price of the firm, and thus its shares, and (2) substantial contingent compensation for directors and officers payable in the event of a takeover or other change in control transaction (e.g., golden parachutes agreed to ex ante or in the course of negotiating the change in control).28 Moreover, outside of the takeover context, corporate law in general remained highly permissive under ordinary circumstances with fiduciary duties in particular substantially hollowed out by the business judgment rule that shields directors and officers from liability if they had made a reasonable effort to inform themselves of the facts relevant to a decision and reached a rational business judgment in good faith (i.e., absent of conflict of interest). This broad defense against shareholder claims extended to the board’s managerial compensation decisions.

The rough structural accommodation between the opposing forces would take the form of soaring managerial compensation on the one hand, and on the other the hypertrophy of the financial sector, driven in part by sharply increasing returns to equity and speculative bubbles in capital markets.29 Given the overlapping interests of managers in financial sector and non-financial firms, conflicts over the countervailing power relations between finance and management were not inherently zero-sum. And given the deep structure of corporation law that, for practical and normative reasons, granted directors and officers broad discretion over corporate decision-making, legal doctrine was flexible—and manipulable—enough to accommodate the common managerial interests bridging financial and non-financial firms. Increases in income and wealth could and would more than offset any losses of autonomy, job security, and career stability inflicted by takeover threats and the growing corporate governance activism of shareholders and institutional investors.

New ostensibly incentive-based forms of executive compensation facilitated this “solution” to the bitter conflicts borne by the new configuration of countervailing power. Inspired by the enormously influential theoretical work of Michael Jensen and William Meckling on the theory of the firm as a “nexus of contracts” and of shareholder primacy as the optimal maximization of residual claims (see, e.g., Jensen 2000; Jensen and Meckling 1976; Jensen and Murphy 1990), they and other neoclassical economists advocated the use of stock option compensation as an elegant means of aligning shareholder interests and managerial incentives. In practice, stock options helped to incentivize financial engineering, accounting manipulation, and short-termism in corporate strategy, all fueling an unprecedented upward spiral of management compensation in the greatest run of managerial rent-seeking in history.

If managerial compensation during the post-war era remained extremely stable, the return of finance capitalism in the 1980s sparked its explosive growth for three decades running. Figure 10.5 shows both the long period of stable and moderate managerial compensation that characterized the post-war era, and its end with the sharp rise of CEO compensation starting in the mid-1980s. (Compensation of senior managers below the CEO has risen sharply as well, but remains on average approximately 40 percent of CEO packages). The data also reveal that executive compensation growth largely tracked the spectacular rise—and fluctuations—of the stock market. After the dot.com crash of 2000 and the ensuing Enron-era accounting and finance scandals, the trend rate of increase flattens but real compensation levels mirror the increasing volatility of the stock market. The data suggest that managerial compensation has, to some extent, become more aligned with shareholder interests, at least in the sense that it has tracked shareholder market returns. However, the very closeness of this compensation–stock market relationship also suggests that the increase in managerial pay is due to broader economic and financial market conditions, including the increasing severity of speculative bubbles, rather than superior skill, talent, or performance incentivized by the structure of compensation. In the terminology of finance theory, stock option and restricted stock compensation does not adequately distinguish between skill (alpha) and luck (beta) (Desai 2012).
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Figure 10.5 Average CEO compensation vs. S&P 500 Index

Source: Alyssa Davis and Lawrence Mishel, “CEO pay continues to rise as typical workers are paid less,” Economic Policy Institute, Issue Brief No. 380, Table 1, CEO compensation, CEO-to-worker compensation ratio, and stock prices, 1965–2013 (June 12, 2014), online at http://www.epi.org/publication/ceo-pay-continues-to-rise/.



In addition, due to a combination of shareholder passivity and gaming of accounting rules that allowed firms to understate the true costs of stock options (i.e., in shareholder dilution), stock options functioned as a way to inflate managerial compensation that appeared costless and provoked little oversight or protest from investors. In actuality, stock options as the favored form of incentive compensation facilitated one of the greatest transfers of wealth in history, an upward redistribution that has been one of the principal factors in the rise in inequality to levels not seen since the Gilded Age and that is becoming an increasingly salient and politicized public concern. Managerial pay has risen sharply across all economic sectors and in firms of all sizes, and represents one of the most striking and consequential distinguishing characteristics of finance capitalism and differences between it and the egalitarianism of the post-war era. Further, the growth of CEO compensation in the largest publicly traded firms, and especially in the financial services sector, has consistently outstripped that of counterparts in non-financial sectors and smaller firms—so much so that pay for these CEOs substantially skews the mean compensation figures significantly higher than median CEO compensation (see Bakija, Cole, and Heim 2010; Sabadish and Mishel 2012).

The enormous increase in income and wealth in this vanishingly small group of top corporate managers is politically and economically consequential. The managers in this rarified stratum control an outsized share of capital and private sector GDP, and they employ a disproportionate number of workers (Mishel 2015). In 2012, firms with at least 500 employees employed 51.6 percent of all employees and accounted for 58.1 percent of total payroll, while the 964 firms with at least 10,000 employees—a mere 0.017 percent of all firms—represented 27.9 percent of all employment and 31.4 percent of payroll (Mishel 2015). They also wield disproportionate political influence owing not only to their power over vast economic resources, but also to the small size of this class of actors and the relative coherence and consistency of their economic and policy interests. These characteristics contribute to the cohesiveness, and thus influence, of the managerial elite—particularly at its pinnacle. Once again, this reveals the importance of the overlapping interests that span and bridge managerial interests across the financial and non-financial sectors. The fusion of small group size, legally constituted and institutionalized discretionary authority and power in the corporate realm, and common high-salience interests enhances political effectiveness in shaping policy, in areas ranging from financial sector regulation and corporate governance, to tax law and international finance and trade rules, that serves to expand and entrench power and privilege at the pinnacle of the managerial elite.

Trends in the tenure of corporate CEOs yield further insight into the new configuration of countervailing power in contemporary finance capitalism (Figure 10.6). The data show that overall CEO turnover from 2000 to 2015 has fluctuated significantly, but trended upwards from under 12 percent to nearly 16 percent annually (and this after an even more disruptive change in turnover during the 1980s and 1990s). Intriguingly, the trend for turnover resulting from “forced” departures and changes in control through M&A (that I have combined here as distinct from “planned” departures) declined during the same period. This may suggest a resurgence of managerial entrenchment, but it is at least as plausible that managerial changes and shorter tenures have become routinized in ways that maximize the market value of departing CEO holdings of options and stock (in addition to “golden parachute” exit payments) by minimizing public perceptions of internal turmoil and concerns over impending financial problems that elicit negative stock market reactions. Since the early 1990s, the number of corporate “hostile” takeovers has declined, even while the total number of takeovers has increased, as huge payouts to departing CEOs and other senior managers and directors made changes in control a much friendlier affair. Likewise, the declining number of forced CEO departures may be an artifact of the same trend toward more “friendly” and ostensibly voluntary turnover, also facilitated by the changing composition and growth of managerial compensation.
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Figure 10.6 CEO turnover rates (left axis) and “turnover gap” between all industries and financial services (right axis), 2000–15

Source: DeAnne M. Aguirre, Per-Ola Karlsson, and Gary L. Neilson, “2015 CEO success study,” PwC Strategy&, online at http://www.strategyand.pwc.com/ceosuccess#VisualTabs2; author’s calculations (turnover gap % = [total all industries – total financial servs.]/the greater of [total all industries or total financial servs.]).



The theoretical rationale for stock-based managerial compensation, along with the neoclassical theory of the firm within which it is situated, failed to grasp the full significance of the separation of ownership and control. First, it misconceived the character of modern professional corporate management. Berle, and later commentators on the corporate economy as disparate as Galbraith and Joseph Schumpeter, understood that the prevailing character of corporate management had become bureaucratic, rather than entrepreneurial, and that this was both the consequence of the separation of ownership and control and the source of a host of consequent agency, performance, and accountability problems afflicting the firm and the wider political economy. Theories of stock-based managerial compensation, and particularly of stock options, implicitly or explicitly rejected this insight by mistakenly and anachronistically conceiving corporate managers in the ideal image of the individual entrepreneur. This “foundational myth” of incentive compensation (Desai 2012) displays a striking parallel to the Supreme Court’s deeply flawed conflation of managerial control with entrepreneurial control when it effectively excluded investment, business strategy, and governance from the legally protected scope of collective bargaining under federal labor law (as discussed here in the section “The Unraveling of the Post-War Order and the Underside of American Exceptionalism”). In its manifestations in both labor relations and executive compensation, the ideal of the entrepreneur, however inapposite and misconceived, has become a foundational component of, and means of reconciling, the ideologies of managerialism and shareholder primacy.

Second, faith in private ordering and contractual governance obscured, or assumed away, more intractable and pernicious conflict of interests rooted in the institutional form of the corporation, and particularly in the American context of highly dispersed and hyperdiversified shareholding, market-oriented financial institutions and investment funds, and frameworks of corporation and federal securities law that have preserved these conflicts within the legal bounds of corporate governance processes. Managerial rent-seeking is an institutional vulnerability of the corporate form, and an intrinsic structural flaw in how corporate law and governance is legally constituted in the United States. Incentive-based compensation, in theory and even more so in practice, failed to address these juridical and institutional foundations of managerial conflicts of interests with respect to either shareholders or the corporation as an organizational entity. It is hardly surprising that managers used the innovations of incentive-based pay to their own advantage. Material self-interest, structural flaws in the institutions of governance, and intellectual and ideological rationales coalesced to allow, justify, and even encourage managers to award themselves growing shares of corporate ownership as if they were founding entrepreneurs.

The pathologies of managerial “incentive” compensation and, at a deeper level, the new countervailing power configuration of the American political economy, recapitulates Berle’s original diagnosis of the ills of corporate capitalism as rooted in the separation of ownership and control. Leveled during the collapse of an earlier form of finance capitalism, we can now more clearly discern that they are inherent characteristics of this type of political economy. We can also see how the problematic character of corporate governance and inadequately accountable managerial power manifests even more destructively in financial firms. By having so much direct or indirect power over what Louis Brandeis referred to as “Other People’s Money” (1995 [1914]) and increasingly over national and global credit supplies, the largest of these firms—most structured as corporations with their characteristic governance flaws—possess in the aggregate the capacity to warp the financial and corporate governance systems to their particularistic and increasingly extractive ends and to wreak catastrophic instability and destruction of value on the political economy as a whole.

The flaws of stock options and other forms of stock-based managerial incentive compensation point to the broader flaws of shareholder primacy as the normative and structural solution for the functional design and management of the corporation. Corporate governance activism is afflicted with a host of additional conflicts of interest that raise the threat of extractive financial strategies and thus additional rent-seeking on the investor side. Prevailing legal and institutional features of American corporate governance, including the market for control, the prevalence of financial speculation, shareholder passivity, and proxy voting rules, effectively encourage short-term financial extraction over long-term investment and monitoring. This points to another noteworthy feature of CEO turnover revealed by the data in Figure 10.6 and the profitability data in Figure 10.7. Figure 10.6 shows that CEO turnover in financial services has been consistently lower than the overall rate of turnover—with the all too understandable exception of the extraordinary spike in terminations and departures during and after the global financial crisis generated by this sector’s largest firms and that these managers did so much to cause. This pattern obtains whether we look at total turnover or turnover due to forced and M&A-related departures. (It should be noted, however, that the trends in financial sector CEO turnover appear to be converging on those for total turnover, raising the possibility that finance is losing its atypical and privileged status). This finding is consistent with the hypothesis that corporate governance and the institutional arrangements of American finance capitalism reflect the overlapping interests of financial and non-financial sector managers, and that the development of both has been shaped by, and benefited, the financial sector disproportionately.
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Figure 10.7 Corporate profits by industry, 1965–2015 ($ billions; quarterly data at seasonally adjusted annual rates)

Source: Economic Report of the President, 2016, Table B–6, Corporate profits by industry, 1965–2015. Government Printing Office, 2016.



This rise of finance as a sector and as the core of an era of capitalism distinct from the prior post-war era is also supported by larger-scale changes in the American economy, including the cross-sectoral distribution of corporate profits. As shown in Figure 10.7, corporate profits in the financial services sector, particularly prior to the global financial crisis, rose to record levels and grew at rates far exceeding all other industries save for manufacturing. Even more striking, the financial sector’s share of profits has exceeded that of manufacturing since the bursting of the stock market bubble in 2000, other than its brief collapse in profits during the global financial crisis, from which the financial sector recovered with astonishing speed thanks largely to vast bailouts from the US Treasury and even more from the Federal Reserve (which reveal a perverse and destructive skewing of politics and policy in favor of finance). The manufacturing sector’s profits have surpassed those of the financial sector during 2014–15, but this development is too recent and brief to conclude that it represents a sustainable longer-term trend.

But even if manufacturing profits will continue to surpass financial sector profits, this is largely beside the point. Unlike manufacturing and most other sectors, finance produces nothing; its revenues and profits represent an increasingly gigantic transaction cost on the rest of the economy. Without question, a vibrant, healthy, and prosperous economy requires a strong and functional financial system. All other sectors are dependent on the financial sector to a degree unequaled by any other (with what should be the obvious exception of the government sector). If the rest of the American economy appeared vibrant, increasingly productive, and competitive, if its benefits were widely distributed among a growing or at least stable working population, the long-term growth of financial sector profits might find some justification. But this hardly describes the state of the American economy during most of the past three decades, since the rise of finance, and especially since the global financial crisis and Great Recession. In this light, finance capitalism as it has developed in the United States is characterized by a dysfunctional and parasitic hypertrophy of the financial sector. It is deeply problematic in economic terms, and perhaps even more so in its political ramifications.


Conclusion


If the American political economy during the later New Deal and post-war era was to a substantial degree the product of the prevailing configuration of countervailing power channeled through the institutions and ideologies of political pluralism and legal liberalism, so too was the decline of the post-war political economic order and its displacement by contemporary finance capitalism. If anything, political pluralism, combined with the legalism and liberal market-oriented character of post-New Deal regulation, left the American regulatory state less insulated from interest group pressures, thus making the regulatory state more vulnerable to inflationary crises and to erosion via capture by powerful interest groups and deregulation.30 Initial asymmetries in the institutional power of labor and management, largely constituted and buttressed by law, grew more pronounced over time, resulting in an unsustainable mix of maladaptive complacency and uncompetitive rigidity. Economic changes at the domestic and international levels, driven by the inflationary crisis of the 1970s, undermined the New Deal and post-war subordination of finance in the political economy and set the stage for the transformation to a new era of capitalism.

The rise of finance in the United States accompanied and accelerated the long-term decline of organized labor in the private sector. Labor’s collapse removed what was arguably the most important political and economic impediment to neoliberalism in general and finance capitalism in particular, just as the rise of finance brought about the most powerful driving force for this transformation. Consequently, through financial scandals and crises of growing severity, the American regulatory state and political economy has become more liberal. Since the 1980s, the increasing dominance of finance and the consequent financialization of the American economy have produced recurring and intensifying financial crises and corporate scandals that have spurred repeated legal and regulatory reforms. Likewise, changes in law and policy, driven by political and economic struggles between financial and managerial interests, have mediated conflicts between these two dominant constituencies of countervailing power, but through mechanisms that increase the rents to be divided between them and impose larger negative externalities on the rest of the economy and polity. Accordingly, and most strikingly of all, repeated and protracted crises have not yet significantly altered the form of financialization and finance capitalism that emerged in the United States during the 1980s. Even in the wake of the catastrophic global financial crisis of 2007–9 and the Great Recession, the pro-finance and pro-management biases of interest-group politics persisted despite increasing public concern (at times spilling over into disgust and fury) over the perceived corporate capture of politics and the regulatory state, increasing insecurity, deepening inequality, and widespread declining real wages and standards of living.

The obvious limits of spontaneous and voluntary organization to effectively counter the organizational, structural, and virtually ubiquitous power of corporate managers and financial interests raise further, and more important, implications of countervailing power. Indeed, countervailing power (and its real-world limitations) as a conceptual and normative foundation for a theory of regulation may be its most important implication and the most relevant to current political economic conditions. If real organizational capacity and power of various constituencies and interest groups were inevitably unequal under a given set of legal and economic conditions, as they often are, then a change in the legal rules governing organization and/or bargaining to favor the weaker group could redress the power imbalance. Viewed from this perspective, countervailing power takes on as much or more political and jurisprudential significance as economic import. Of course, once the state begins to play the role of facilitator and balancer of organized interests, it poses the dilemmas and dangers of corruption and self-serving construction and distortion of power relations throughout the polity and society that Galbraith’s original emphasis on voluntarism and market power had avoided. But such skewed power relations have developed anyway, with enormous distributional and systemic consequences. Berle’s insights into corporate power, and its broader political and economic implications during a period of crisis and upheaval, provides us with an intellectual touchstone to once again reconsider and rethink the fundamental organization of the political economy and regulatory state. This is a lesson of the collapse of the post-war order and the ascent of the crisis-ridden new Gilded Age of finance capitalism that followed it: individually and collectively, we cannot escape politics, and to try to do so by avoiding it constitutes an implicit choice to empower those interests favored by the political and legal status quo.
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8 In part, the failure of the early New Deal’s corporatist experiment, and thus the collapse in political support for the NIRA and the NRA, was due to the fact that its economic logic addressed the wrong macroeconomic problem. The sectoral organizations of the NRA were premised on the assumption that excessive price competition was collectively ruinous to industry and the rest of the economy, when it was the collapse of aggregate demand—as Keynes pointed out—that drove the destructive deflationary spiral of the Depression. Following an economic misdiagnosis, the NRA’s corporatism was designed to solve the wrong problem. The experience of the NIRA and NRA also revealed the enormous difficulties posed by trying to create corporatist institutions and governance processes from scratch where none had previously existed and where they were poorly understood.
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15 Securities Exchange Act of 1934 (also called the Exchange Act or 1934 Act), Pub. L. 73–291, 48 Stat. 881, enacted June 6, 1934, codified at 15 U.S.C. § 78a et seq.; and regulations promulgated thereunder, 17 CFR Part 240.
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21 Where wage bargaining covers a larger percentage of the workforce, industrial unions and employer associations internalize more of the inflationary costs of their bargains and thus have an incentive to practice wage restraint. Conversely, highly fragmented bargaining produces a classic negative externality problem in which union and management negotiators do not internalize the potential inflationary consequences of collective agreements. Each contract generates an individually imperceptible inflationary pressure, and the costs of this inflation are externalized on, and largely borne by, the population as a whole. Where a significant proportion of the workforce is covered by collective agreements, fragmented and uncoordinated collective bargaining results in an incentive structure that encourages wage bargains that, in the aggregate, tend to increase the overall inflation rate and its attendant systemic costs, which only intensifies labor demands for further wage increases. Accordingly, the post-New Deal labor relations regime coalesced with loose monetary and fiscal policies driven by political incentives to maintain easy credit and engage in continuous deficit spending that contributed to the inflationary spiral of the 1970s.
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25 A more comprehensive discussion of the manifold and complex causes of organized labor’s decline in the United States is beyond the scope of this chapter. For an excellent overview of the issue, see generally Rogers (1990).
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27 Andrade, Mitchell, and Stafford found a large-firm bias in 1980s hostile takeover attempts, and “that hostile activity was practically non-existent among the smaller, lesser-known companies” (2001: 106). Hostile takeovers, along with other mergers and acquisitions during the 1980s, even exceeded, in inflation-adjusted dollars, the enormous sums exchanged during the extraordinary merger boom of the 1990s (Yago et al. 2000: 10, 16, chart 10).

28 In contrast, when the supervisory board members of the German telecom firm Mannesmann received side payments following the firm’s takeover by the UK firm Vodafone, they were criminally prosecuted for breach of trust (Cioffi 2010, 157–9, 167–9; see generally Höpner and Jackson 2006). The stricter limitations on side payments to facilitate control transactions reflected both normative objections to the obvious conflicts of interest they exploited, and widespread suspicion and hostility toward a more finance-driven form of capitalism incompatible with Germany’s manufacturing-based form of capitalism.

29 My use of the term “accommodation” here refers to a structural process, not an actual negotiated compromise. There are obviously direct negotiations and agreements over individual compensation matters that reflect the dynamics of countervailing power in American finance capitalism. However, the broader, greater accommodation between and among interests at the systemic level is a product of more general institutional and incentive structures that simultaneously reflect and shape countervailing power relations.

30 See, e.g., the scathing critiques of American politics, policy, and regulation under the influence of the financial sector that led to the financial crisis in Johnson (2009), Johnson and Kwak (2010), and Smith (2010).



CHAPTER 11

The Neoliberal Corporation

David Ciepley



Classical Liberal Criticism of the Corporation


One of the defining divisions between classical liberals and neoliberals is over the corporation. Classical liberals viewed corporations as a problem—as sites of government privilege, monopoly, and profligacy, to be tolerated only when providing a public benefit that can be secured in no other way. They were not viewed as creatures of the free market, but as quasi-public intrusions into it. Adam Smith, for example, discusses them under the heading of “public institutions”1 and contrasts them with “private copartneries.” Their members, he notes, enjoy various “exemptions” from general laws, as well as typically an “exclusive privilege,” or monopoly, over a specific trade (Smith 1976 [1776]: II, 247, 225–30). Yet to Smith’s mind, all these state-conferred advantages cannot compensate for the incorporated joint-stock company’s Achilles heel, which is its flawed governance structure—what, following Berle and Means, has come to be known as its “separation of ownership and control”:

The directors of such companies … being the managers rather of other people’s money … it cannot well be expected, that they should watch over it with the same anxious vigilance with which the partners in a private copartnery frequently watch over their own … Negligence and profusion, therefore, must always prevail, more or less, in the management of the affairs of such a company.

(Smith 1976 [1776]: II, 233)

Because of the inattentiveness of their management, business corporations should only be chartered for activities that can be reduced to “routine,” and what is more, because of their public privileges, only if these activities are also of “general utility” beyond the ordinary trades and require a scale of business beyond the reach of “private adventurers” (Smith 1976 [1776]: II, 246–7).

For neoliberals, in contrast, corporations are paradigmatic private market actors—the modern homo economicus—and economic growth is best fostered by giving them free rein, not only within borders, but across borders, through international agreements such as the World Trade Organization and the Trans-Pacific Partnership. Furthermore, they hold that the “agency problem” raised by the “separation of ownership and control” can be overcome by properly incentivizing management. This change in policy prescription bespeaks a transformation not only of liberalism, but also of the theory and practice of corporations.

The problems raised by the business corporation for the classical liberal are numerous. Even beyond the classic privilege of monopoly, a major stumbling block for classical liberals was that the corporate form itself was recognized to be a privilege, or bundle of privileges, granted by the state. Today’s standard listing cites legal “personhood” (contractual individuality), limited liability, centralized management, and tradable shares (Kraakman et al. 2004: 5–12), although the list should be expanded to include jurisdictional authority, as was once widely recognized (Blackstone 1893 [1753]: Book I.18.2). Of these, the first and last are defining for a corporation, whether business or non-business (universities, towns, churches, and sundry other nonprofits).

The first is well known. A corporation owns property, makes contracts, and appears in court, in its own name. That is, it exists as a contracting individual, or juridical person, with property and liabilities distinct from all natural persons. The corporation is, in the words of John Marshall (echoing William Blackstone and Edward Coke), “invisible, intangible, existing only in contemplation of the law” (Dartmouth College v. Woodward (17 U.S. 510 (1819)). It is not bricks and mortar. Nor is it an association of natural persons, as so often imagined. Nor is it reducible to a “nexus of contracts” among persons (see below). The latter two notions come from confusing the corporation proper—the corporation in law—with the corporate firm, which, depending on one’s definition, includes a host of natural persons (directors, executives, and line employees, in addition to the corporate entity and its property). These natural persons are needed to act on its behalf. But in the eyes of the law, their actions are attributed to the corporation, which bears the financial and legal consequences of the action. And this corporation is not an association; it is an abstract legal entity.2

Second—and this is something that everyone overlooks today—a corporation is granted a jurisdiction within which it can impose rules beyond the law of the land, so long as they are not inconsistent with the law of the land. Already in the Middle Ages, possession of a jurisdiction was consistently noted by jurists as distinguishing a corporation from ordinary associations of persons (Tierney 1982: 36). Examples of corporate legislation include a monastery’s imposition of the rule of St. Benedict; the ordinances of an incorporated town; the regulations of a university; the standards of workmanship upheld by a guild; and the bylaws and work rules of the business corporation. Unlike in a true voluntary association, corporate legislation is binding and, if need be, backed by the authority of the state.

In other words, the corporation is a little government (and sometimes not so little), and its governing authority is delegated by the state. This is easily missed, because it is a very special kind of delegation. First, it is not a delegation to a specific person or persons, but to an office—the office of director. Second, those who occupy these offices operate not as agents of the authorizer, which is the usual mode of delegation, but rather as fiduciaries to the corporate entity and its purpose, as sanctioned by the authorizer. Because they are not exercising authority at the behest of the state, their authority appears independent of the state, even though really it isn’t. This is chronically missed, or misconstrued, especially in the business corporation, because attention is directed instead to the fact that, in common‑law countries and many other jurisdictions, shareholders select the corporation’s leadership. From this it is inferred that the shareholders are delegating to the leadership its authority, as partners do to hired managers. But this is wrong. Shareholders select the office-holder. But the authority of the office comes from the sovereign, as is made perfectly clear in the charters or enabling statutes.

Again, the point to note here is that neither of these—juridical personhood nor jurisdiction—can be created by a group of individuals through bilateral contracting, however fancy. They are acquired only by grant of the state.3 This is why every single business corporation, from the English East India Company down to today, has operated on the authority of a government-issued charter that grants these privileges.4 Business incorporation is a social program for economic growth. It was utilized by England and the Dutch Republic especially for opening up foreign trade (De Vries and van der Woude 1997; Smith 1976: 223–49; Stern 2011). And it was the central tool of the nineteenth-century American states for building the nation’s infrastructure (Hartz 1948; Wright 2014: 62–3). The chartering of corporations thus contradicts the liberal market principle of government non-intervention in the economy, and classical liberals recognized this.


The “Privatization” of the Corporation, and Progressive Critique


Over the course of the nineteenth century, changes occurred that obscured this government provenance. For one, the grosser delegations of sovereign power and jurisdiction ceased. Business corporations were stripped of monopoly privileges, let alone rights to make war, imprison, and so forth. Their legislative powers were reduced to the making of bylaws and work rules. These are powers of great importance, and they are still granted to the board by the state (see below); however, because they are not so different from the powers exercised by private owners, they did not stand out as government-delegated.

Of equal importance was the advent of general incorporation statutes. Securing a charter no longer required a special act of the legislature. Filing papers with the secretary of state was sufficient. But really this only changed the optics. Whether a charter comes from the legislature directly, or from the secretary of state on the authority of the legislature, either way, the charter, and the authority it conveys, is coming from the state. Nevertheless, the optics misled many, then and today, and it became possible to imagine the corporation to be a fully private entity that merely registered itself with the government, rather than a public–private hybrid. This reclassification helped square the corporation, at least in the imagination, with liberal commitment to an economy based on private property and contract.

However, even while the corporation was being relabeled as private, industrialization was transforming the nature and scale of business, raising new problems for market liberal ideals. The advent of the factory system created asymmetries in the power of employer and employee, leading to worker exploitation. It increased the intensity and impact of business cycles. It increased the scale of production, especially when powered by fossil fuel, which increased its negative externalities. And of course, in the issue that would dominate the era, it led to what Marx described as “the return of monopoly in a more terrible form” (Marx 1978: 70), that is, “natural monopoly”—monopoly that did not arise from government intervention in the market, but from the operation of competition itself in industries that, in the pioneering analysis of Henry Carter Adams, exhibit “increasing returns to scale” (Adams 1887: 59–64). And it was the corporation that, starting with the railroads, had the scale to attain most easily such a monopoly position—whether through natural competitive processes or market manipulation, and whether directly, or indirectly through interlocking directorships, pyramiding, and chaining (Berle and Means 1932: 69–118).

It was the rise of the giant corporation at the turn of the nineteenth century that, more than anything, led Gilded Age and Progressive Era economists to reject the doctrine of laissez-faire; and it was this same rise that induced the expansion of the federal government that neoliberals would later denounce. The great electoral contest of 1912 between Roosevelt and Wilson (and Taft and Debs) was not over whether the state should intervene in the corporate economy, but what the nature of its intervention should be—whether to allow corporate combinations and regulate them (Roosevelt’s program of “regulated monopoly”), or whether to break them up and enforce competition (Wilson’s program of “regulated competition”). Similarly, the major independent federal agencies founded from the end of the nineteenth century through the New Deal to regulate the economy—the Interstate Commerce Commission (1887), the Federal Trade Commission (1914), the Securities and Exchange Commission (1934), the Federal Communications Commission (1934), and the National Labor Relations Board (1935)—were overwhelmingly directed at corporations.


The Birth of Neoliberalism


This backstory is important for understanding the founding priorities of neoliberalism. If it was the corporation that had rendered liberal market principles obsolete in both the academic and popular mind, then any attempt to revive market liberalism was going to have to address the problem of the corporation.

For a small group gathered around Friedrich Hayek, and forming the Mont Pelerin Society, the stakes were high indeed. Following the views of Ludwig von Mises, Hayek held that departure from market liberalism bore responsibility for the rise of totalitarianism. Each interventionist step created new problems that required another intervention, until one arrived at full-blown socialism, which itself could only be maintained by political authoritarianism (Hayek 2007 [1944]; Mises 2010 [1920]).

The historical record does not bear out this story. The European dictators grabbed power in the midst of economic collapse caused by the breakdown of the market system; power did not come to them as part of a gradual tightening of economic controls. Aware of this, post-war European governments put economic controls in place partly in order to prevent the cycle of breakdown and dictatorship from recurring (Ciepley 2006: 88). But this is not how Hayek and his cohort viewed the matter. They were sincere in their belief that departures from economic liberalism were ultimately responsible for the eclipse of political liberalism and democracy, and they were intent on reviving the reputation and fortunes of market liberalism as a prophylactic against further totalitarian advances in Europe and America (Van Horn and Mirowski 2009: 149). This was the birth of the neoliberal movement, and it was members of the Mont Pelerin Society who first applied the term to themselves (although not everyone embraced it) (Plehwe 2009).

To repeat, the neoliberals recognized that it was the rise of the corporation that, more than anything, had brought market liberalism into disrepute, and that solving the problem of the corporation was therefore the key to reviving market liberalism. But their solution kept changing. As I see it, neoliberalism has passed through three distinct stages, each providing a new response to the problem of the corporation.


The Corporation in First Wave Neoliberalism


The tenor of the first stage takes us quite by surprise, given what neoliberalism has become. At the outset neoliberals did not embrace, but vilified the corporation, reasoning that, if the corporation was responsible for undermining support for market liberalism, then it must be excised or neutralized for the reputation of the market to revive. The “neo” in neoliberalism was precisely meant to distinguish the Hayekians from a less discriminating nineteenth-century liberalism that failed to take exception to the corporate form of business (Plehwe 2009). The biggest surprise is to see this anti-corporate animus shared even by the Chicago neoliberals, who would do so much to carry the movement into market fundamentalism. Their immediate post-war program was positively Wilsonian and even veered toward the populism of William Jennings Bryan.

Henry Simons was the public standard-bearer of Chicago free market economics in the 1940s, owing to his authorship of A Positive Program for Laissez-Faire (Burgin 2012: 39). Yet Simons’ “positive program” proposed a “complete ‘new deal’ with respect to the private corporation” by eliminating horizontal and restricting vertical integrations, and by nationalizing “both the railroads and the utilities, and all other industries in which it is impossible to maintain effectively competitive conditions.” He further proposed “direct limitations upon size, for the purpose of preventing unnecessary concentrations of power,” asserting in justification that “we have created Frankensteins.” “The best single remedy lies in drastic narrowing of corporate powers, with the purpose of facilitating use of the corporate form for the organization of enterprise and production while preventing its use for sheer aggregation of businesses and concentration of power” (quotations from Burgin 2012: 40).

The younger faculty at Chicago, who would carry neoliberalism into its second stage, were at least as critical of traditional laissez-faire during this first stage. George Stigler, in “The Case against Big Business” (Fortune, May 1952), argued for the “dissolution” of all companies that demonstrated “monopoly power” (Burgin 2012: 172). Milton Friedman was even more expansive. In 1951 he published “Neoliberalism and its Prospects.” Neoliberalism, he argued, was unambiguously critical of laissez-faire, which relied on a “basic error” that had been exposed by the failures of “19th century individualist philosophy”: “it underestimated the danger that private individuals could through agreement and combination usurp power and effectively limit the freedom of other individuals; it failed to see that there were some functions the price system could not perform and that unless these other functions were somehow provided for, the price system could not discharge effectively the tasks for which it is admirably fitted.” He cites approvingly the Sherman Antitrust Act, corporate regulations, and government-sponsored relief for the poor (Burgin 2012: 170).

In this first, short-lived incarnation, neoliberalism distinguished itself from classical liberalism in rejecting laissez-faire and asserting that the state had to be used to enforce competition in the face of natural monopoly and corporate concentration. This is obviously not the neoliberalism we recognize today, nor the final word from the Chicago economists. The Chicago neoliberals’ call for a rigorous Wilsonian program of competition enforcement was always a matter of choosing the lesser of two evils. Their great fear was of the growth of an administrative state, and the only way to avoid an administrative state that intervenes to regulate private monopoly—interfering in the market’s price-production mechanism—was to accept a juridical state that intervenes to prevent monopoly from forming in the first place. As soon as the Chicago neoliberals had convinced themselves that monopoly was not much of a problem in the economy, they abandoned this lesser evil and reverted to their most preferred, nineteenth-century liberal policy of doing nothing at all about monopoly.

Of course, there are many problems raised by the corporate form beyond monopoly. There are the moral hazards of a management that does not bear direct economic or legal liability for its actions. There is the great difficulty of effectively punishing a corporation, well described in John Coffee, Jr.’s essay, “ ‘No soul to damn: No body to kick’ ” (Coffee 1981). There is the problem of political influence, resulting from the great size of corporations (Drutman 2015). And there is the problem of insider trading and other inequities in the stock markets. These problems are themselves overlain on the problems that corporate capitalism shares with managerial capitalism and market capitalism (which can be non-corporate), such as the factory system and the business cycle. But public discourse had reduced the problem of the corporation to the problem of monopoly, to which academic discourse added the problem of the “separation of ownership and control,” and these are what the Chicago economists interrogated. However, the principal point about the separation of ownership and control made by Berle and Means (1932) was that it allowed for immense corporate scale and thus the concentration of industry in a few hands. In other words, it too tended to be reduced to the problem of monopoly. Corporation and monopoly had become virtually synonymous. How the Chicago economists viewed the former thus depended on how they viewed the latter. And they were open to viewing the latter anew.


The Free Market Study


The turning point was the “Free Market Study” on which the Chicago economists embarked in the late 1940s, running into the 1950s. First, they gathered data from which they concluded that there was not an ongoing trend toward monopoly in the economy, as had been suggested by the work of Berle and Means and others. Since the problem of monopoly wasn’t getting worse, they concluded that preemptive action by the courts to prevent monopoly from forming—the courts’ “incipiency” doctrine—was a misguided overreaction, especially as the pathways to monopoly identified by the courts didn’t necessarily lead there (Van Horn 2009: 224).

Second, on meager empirical evidence, they concluded that most modern monopolies were competitive monopolies that were unable to exercise their monopoly power without inviting new entrants into the field, which would undermine their monopoly position (Van Horn 2009: 219–20, 228). In other words, what technical monopoly existed in the economy was sterile and benign (225). Furthermore, in a market economy, monopoly was temporary. The commonly cited “barriers to entry” were a myth (214), and therefore the forces of competition, even in concentrated industries, eventually eroded monopoly. Monopoly only endures where it is supported by government (218–19).

Third, after the Free Market Study had been concluded, they challenged the economic data gathered by Gardiner Means that documented what Means called “administered prices” (roughly, oligopolistic prices) in the manufacturing sector of the economy. Means had singled this out as the leading factor that turned a recession into the Great Depression. Faced with falling demand, manufacturers had not dropped prices, but had used their market power to maintain prices and instead cut workers, leading to a downward economic spiral (Means 1934). His analysis was widely embraced by economists in Washington, was drawn on to help guide wartime price controls, and became relevant again in the 1950s in a period when declining aggregate demand generated inflation rather than price declines (Ware 1992: 339). Of course, it also implied that the competitive market model of the economy was obsolete, at least in the industrial sector.

George Stigler launched a vigorous attack, producing a new data set that better reflected the prices at which manufactured goods were actually sold in the period of Means’ study, and not simply the prices reported to the Bureau of Labor Statistics, and wrote that it “destroys the administered price thesis” (quoted in Ware 1992: 343). Means reanalyzed Stigler’s data and found that it instead confirmed his original conclusions, publishing the results in the American Economic Review. But Stigler was allowed to publish a rejoinder in the same issue with a title questioning Means’ integrity: “Industrial Prices, as Administered by Dr. Means.” Means prepared a reply that noted “Eleven cases of misrepresentation, five cases of serious historical error, a crucial double non-sequitur, a serious error of omission, the testing of a straw theory and a clearly false conclusion; all in four and a half pages” (Means 1973: 180). But the editors refused to publish it. Subsequent research into Stigler’s data “clearly showed that Means was correct in his allegations and that Stigler came very close to perpetrating a fraud when he claimed otherwise” (Lee and Samuels 1992: xxix). Leonard Weiss reanalyzed the data of both men with various tests for bias, and concluded that both data sets offered substantial support for the administered price thesis (Weiss 1977). New data led to the same conclusion (Ware 1992: 341–2). But the Chicago economists continued to treat administered prices as a myth.

The Chicago economists concluded from these various studies that monopoly wasn’t much of a problem, and that any cure was worse than the disease (Van Horn 2009: 220). Therefore it was best to do nothing, and the old night watchman philosophy could be reasserted. What is more, if monopoly wasn’t a real problem, then neither was the corporation. It could be embraced for its productive power without fear that it would distort the market.


The Corporation in Second Wave Neoliberalism, and Critique


Having rehabilitated the corporation, how did neoliberals theorize it? As noted at the outset, the biggest problem that the corporation poses to market liberalism as a social philosophy is that the corporate firm is a state-sponsored form of business. It is hard to advocate for the free market when your leading market actors are seen to be government-constituted entities. But the neoliberals did not have to address this because, as also noted, the corporation had for half a century come to be accepted as private. Therefore, without any argument, Friedman could simply assert the private origins of the corporation and treat it as a natural outgrowth of a private property economy.

In a free-enterprise, private-property system a corporate executive is an employee of the owners of the business. He has direct responsibility to his employers. That responsibility is to conduct the business in accordance with their desires, which generally will be to make as much money as possible… (Friedman 1970)

Friedman is in effect asserting that the corporation is a glorified private partnership, with the shareholders as the owners and principals. That shareholders are the “principals” of the corporation, and management their “agent,” became the underlying assumption of all subsequent neoliberal treatments of the corporation, starting with Jensen and Meckling (1976). But everything about this view is wrong.

Are the shareholders the “owners of the business?” Shareholders own shares of stock, which is a financial instrument that brings various rights, such as a right to dividends if issued (which is at the discretion of management). But shareholders have no ownership claims on the assets of the corporation. Whether individually or jointly, they may not use them, exclude others from them, lend them out to others, borrow on them, or sell them. Nor are they the “residual claimants” at sale. The corporate entity is the residual claimant. Shareholders have no legally enforceable right to corporate profits, but receive a portion of the profits through dividends at the discretion of management, which exercises all of the above rights, not in the name of the shareholders, but in the name of the corporate entity, which is the true owner. In short, the assets of the corporate firm are owned by the corporation (the corporate entity), which is also party to all corporate contracts and bears all corporate liabilities. The assets in a corporate economy are unowned by natural persons. It is socialized property.

It is true that, in the Anglo-American jurisdictions and many others as well, the owners of common stock (but not the owners of preferred stock) elect the board. They participate in “control.” But control rights do not imply ownership. Neither Congress nor the president own the assets of the state which they control, for example. Furthermore, true owners, such as the partners in a general partnership, have veto rights, not mere voting rights. And even the voting rights of stockholders are granted by the corporate law of the incorporating jurisdiction and not based on an ownership claim that could be enforced in court against changes in this law.

The underlying mistake of this “partnership” view of the corporation is that it fails to take cognizance of the corporate entity that is the sole owner and central contracting party of the corporate firm that is built up around it. This view only sees natural persons and assumes they must be the owners.

Put another way, the partnership view fails to note the distinction between the corporation and the corporate firm. The corporation, properly speaking, is the legal entity, “invisible, intangible, existing only in contemplation of the law.” The corporate firm is distinct from this. “Firm” is not a legally defined term, and therefore the boundaries of the corporate firm are not definitively marked, but it is generally taken to include this corporate entity and its property as well as the various natural persons that act on its behalf (directors, executives, workers, and perhaps shareholders, although the last do not act in its name).

Unfortunately, this conflation of corporation and firm is aided and abetted by the English language. A sole proprietor is the sole owner and central contracting party of the proprietorship. The partners are the sole owners and central contracting parties of the general partnership. And the legal corporation is the sole owner and central contracting party of what we should call the “corporationship,”5 or corporate firm. But instead we call both the legal entity and the firm “the corporation” and then lose sight of the former, the legal entity, that is at the center of it all. We are left thinking “the corporation” is simply an association of natural persons. (This, incidentally, is the mistake that the US Supreme Court makes as well, resulting in decisions like Citizens United and Hobby Lobby that reduce the corporation to natural persons and the rights of these persons (Ciepley 2013b; see Figures 11.1 and 11.2).)
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Figure 11.1 A proprietorship or partnership
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Figure 11.2 The corporate firm (or “corporationship”)



Might we say instead that the shareholders are the “owners of the business” because they own the corporate entity, although not the corporate assets (Iwai 1999)? No. The corporate entity cannot be owned. It is an owner. The most one can do (and it is of great practical significance) is purchase electoral control (although not direct, operating control) of the board that acts in the name of the corporation, by purchasing a controlling share of the stock. This is what has transpired when one hears of a corporation having been “purchased.” But this is ownership of stock, not ownership of the legal entity. The legal entity is no more ownable than a natural person, and would cease to be a distinct contracting entity, or juridical person, if it were owned, just as a chattel slave so ceases. It would simply become an extension of the legal personhood of the purchasing party. In other words, were it legally possible to purchase “the corporation,” doing so would extinguish the corporation.

In light of this analysis, there is a sense in which it is true to say that “a corporate executive is an employee of the owners of the business”—or rather, of the owner of the business. But the owner is not a shareholder. The owner is the corporation, the legal entity. This is in fact precisely the party with which the executive has a labor contract. And the executive is indeed responsible to this owner, the corporation, although in practice it is the board that hires and fires the executive, acting on behalf of the corporation. This is not something shareholders may do directly. The executive does not have “direct responsibility” to them. As we will see, it is a contested point whether even the fiduciary duty of the board or executive is solely to the shareholders. We also will see that corporate law does not require the board to conduct the business according to the “desires” of the shareholders, especially if by “desires” we understand the present will of current shareholders. This would be the case if the shareholders were the true principals of the corporate firm, but they are not. The corporate entity is the principal of the firm. All employees have a duty to it.

That the shareholders do not own the corporation or its assets also brings into question Friedman’s opening premise, that a corporate economy is a “free-enterprise, private-property system.” To see this, consider the basis of management’s authority over the property and personnel of a firm. Consider first how this works in a general partnership. In a classic general partnership, the partners own the productive assets and thus control these assets. If others want access to them, they have to sign a labor contract with the partners and thereby come under the partners’ authority; they become employees with a fiduciary duty of obedience to their employer, the partners (a legacy of medieval master–servant law). So ownership is the ultimate basis of the partners’ authority.

In the view of Friedman and other neoliberals, the corporation works the same way. Stockholders (we are told) own the corporation and its assets. The only difference is, they delegate their control rights to a board, which controls the property and manages labor contracts on their behalf. On this view, the authority of the board is delegated from the stockholder-owners.

But as we have seen, the stockholders do not own the corporation or its assets. Therefore they do not have the control rights of owners (for example, they cannot exclude others from the corporate assets). And they cannot delegate control rights that they do not have. Indeed, the board is created and exercises full authority before shares have even been issued. The board creates the shareholders, not the other way around.

The board’s control rights are instead delegated by the state via a charter. In most jurisdictions, the charter allows stockholders to select future board members. But the offices themselves, their structure, their duties, and their authority, are mandated by the state and can only be contracted around to a limited extent. In sum, the board receives its authority over the corporation’s property and personnel from the state, as is made perfectly clear in the corporate charter or the general incorporation law that governs it. Incorporation should thus be seen as a delegation of authority by the state. Corporations are pods of state-derived authority. I call them “franchise governments,” because their legal existence, their basic governance structure, and their authority come from the state, while their financing and staffing are privately provided (Ciepley 2013a). If this is right, then a corporate economy is not a “free-enterprise, private-property system,” but a state-sponsored, socialized property system.


The Game Theory Regrounding of Neoliberalism


But Friedman is not the end of the neoliberal story. The third stage was the regrounding of neoliberalism on a game theory foundation, where Friedman never ventured. Like neoliberalism, game theory, too, took shape in an antitotalitarian context, although slightly later, during the cold war (Amadae 2003; Ciepley 2006: 179–80; Mirowski 2002). Its first area of uptake was not economics, as widely assumed, but nuclear deterrence strategy.

War is the ultimate non-cooperative, strategic game. The premises of game theory (embedded in its mathematical formalism) therefore largely accorded with “realist” assumptions about international relations (Amadae 2016). These include a strict consequentialism, where the end justifies the means; an assumption that actors are wholly self-regarding and do not act with solidarity; and that action takes place in a moral vacuum, where altruism, mercy, fairness, duty, loyalty, reciprocity, and any other form of moral principle is irrational and would put one’s existence at risk. This of course turns on its head the mainstream philosophical tradition from Plato onward, in which such moral commitments were often held to be derived from reason. One final thing to understand about game theory is that by stipulation its actors are opportunistic. They cannot make meaningful promises or any other kind of commitment, because at every decision point, they run through a cost–benefit analysis, maximizing their payoff in the game. All the standard solution sets in game theory rely on this (Heath 2009: 502–3). The only kind of ethical principle that one can hope to derive from this strict consequentialism is the idea of individual responsibility: that one bears the consequences of one’s actions, which is, indeed, the avowed neoliberal ethic.

From war-gaming at the RAND corporation, game theory spread into economic theory, political theory, and the theory of the corporation, bringing its dark assumptions about human nature with it. A few words about how it transformed political theory and political liberalism in general, can help us understand what it did to the corporation in particular.

Classical political liberalism was premised on a principle of mutuality. In a typical formulation, an individual should be given as much liberty as is consistent with a like liberty for others (Mill 2011). My liberty is predicated on my granting you an equal liberty. My right to exist is predicated on my granting you a similar right to exist. My right to property in my possessions is predicated on granting you an equal right to property in your possessions (Hume 2012 [1732]). Accepting this is a condition of entering into society (Locke 1988). So in the understanding of classical liberals, state coercion can “be kept to a minimum because individuals by and large respect each other’s rights” (Amadae 2016). People are self-restrained by moral principles; the police are only needed to restrain the occasional asocial outlier.

Game theory accepts none of this. As noted, moral principles are irrational in game theory, and the notion of a right and respect for rights is incoherent. The only limit on one’s behavior is bare possibility, the opportunity. One implication is that there is going to have to be much more coercion in the system to secure social optima, because actors are not self-restrained. They only respond to external incentives, either carrots or sticks. This is the view that is embedded in rational choice theory, public choice theory, and more generally in the third stage of neoliberalism.6


The Corporation in Third Wave Neoliberalism


With respect to the corporation, the important game theoretical reformulation was of agency theory. On the lay and legal understanding of agency, the agent is a fiduciary and is supposed to act as if the interests (or “preferences”) of another were her own. But doing this would be the ultimate irrationality from within game theory, and in fact is simply ruled out as impossible. Instead, each party is assumed to be an opportunistic actor, out to maximize her own interest. The problem for the principal is thus to bend her agent’s interest to her own, using carrots and sticks. There is no fides in the fiduciary.

This brings us to Michael Jensen and all the corporate governance literature that has flowed from his and Meckling’s 1976 piece. Jensen and Meckling accept Friedman’s view that shareholders are principals and management their agent, describing it as “a pure agency relationship” (Jensen and Meckling 1976: 309). Then they apply the game theoretical understanding of agency to it:7 unless disciplined by the board or the market, managers will slack off and divert firm resources into perks for themselves.

The lessons drawn from this for shareholder–manager relations are familiar to all students of corporate governance over the past two generations. All of the recommended reforms aim at tying management more closely to the pecuniary interest of shareholders. The standard recommendations to solve the hypothetical agency problem are to:



• expand the number and influence of independent directors;

• separate chairman and CEO positions;

• facilitate a market for corporate control;

• pay executives in stock and stock options.



What has been their effect? The upshot of many studies is that there is no long-term positive effect on company performance from any of these, and from some, negative effects (Ghoshal 2005: 80–1; Stout 2012: 47–60). But the last of them has certainly affected the distribution of firm revenue, producing an explosion in executive pay (Piketty 2014).

There is a degree of self-fulfilling prophecy about the neoliberal theory of the corporation that is worth noting. For example, it is not hard to imagine that managers treated as overwhelmingly motivated by pecuniary gain become overwhelmingly motivated by pecuniary gain. When, following the neoliberal emphasis on “incentive pay,” a typical Fortune 500 CEO now receives over 80 percent of her compensation in stock and stock options (Lazonick 2014), the only value of which is pecuniary, CEO behavior can be expected to confirm the theory of pecuniary motivation.

But is this desirable? It is very difficult to find metrics, the pecuniary incentivization of which fully aligns the interest of the agent with the principal. Stock compensation might appear the exception, since it compensates managers in the very same way as shareholders. But stock buy-backs can be used by management to inflate artificially earnings per share, for example, duping traders about the performance and long-term prospects of the company. Indeed, studies show that stock compensation schemes have often done a dismal job of aligning managerial and shareholder interests (Heath 2009: 520–1). Furthermore, the agency framework encourages executives to think that opportunistic behavior and pecuniary motivation is what is expected of them, which impedes their internalizing the norm of “shareholder value” that was the original intent of the compensation scheme (Heath 2009: 515). Experimental research demonstrates that “ ‘Money is very often the most expensive way to motivate people’ ” (Heath 2009: 516, quoting Ariely 2008: 84). And all of this begs the question of whether shareholder pecuniary interest ought to be treated as the end of the corporation in the first place (see section “Influence on Delaware Corporate Law”).

More troubling still is the self-fulfilling nature of neoliberal theory as applied to management–employee relations, which are also modeled as a principal–agent relationship. Neoliberal organizational theory encourages management to view workers in a jaundiced light, and case studies suggest that authoritarian management is the result. In Alchian and Demsetz (1972) as well as Jensen and Meckling (1976), perhaps the two leading neoliberal treatments of the firm, the assumption is that workers will shirk unless monitored and threatened with consequences. In Williamson (1975), organizational actors are opportunistic, exhibiting “self-interest with guile.” This is not so different from how neoliberal theory views executives, but there just aren’t enough resources to compensate workers in the same way as executives. So where the external inducement of the carrot is not available, one has to use the stick. “What follows from the theory is quite straightforward,” notes management scholar Sumantra Ghoshal. “The manager’s task is to use hierarchical authority to prevent opportunists from benefiting at the cost of others.” However, Ghoshal continues, “instead of controlling and reducing opportunistic behavior of people, it is likely to actually create and enhance such behaviors” (Ghoshal 2005: 85, citing Ghoshal and Moran 1996). “ ‘Surveillants come to distrust their targets as a result of their own surveillance and targets in fact become unmotivated and untrustworthy. The target is now demonstrably untrustworthy and requires more intensive surveillance, and the increased surveillance further damages the target. Trust and trustworthiness both deteriorate’ ” (Ghoshal 2005: 85, quoting psychologists Enzle and Anderson 1993) Like a self-fulfilling prophecy, neoliberal management practices may create the untrustworthy shirkers the theory assumes, by sapping their morale and commitment, while the firm becomes ever more authoritarian.


Influence on Delaware Corporate Law


What has been the impact of the neoliberal theory of the corporation on corporate law? Delaware corporate law, the most influential body of corporate law in the nation, has resisted much of the neoliberal reinterpretation of the corporation. For example, it certainly has not begun treating the board as the literal legal agent of the shareholders, at all times dismissible and subject to direct legal suit. Nonetheless, the Delaware Supreme Court has not been immune to the general tide and has drifted in a more shareholder-centric direction. The noteworthy shift has been, not in the area of agency, but in the understanding of the board’s fiduciary duty.

Directors have, among their duties, a duty of loyalty “to the corporation.” On a traditional interpretation, this was understood to include a duty to the purpose of the corporation—its declared activity, as expressed in its charter. The matter was muddied when state legislatures began, in the second half of the twentieth century, to allow incorporators to fill out the purpose clause in their certificate of incorporation with “any lawful purpose” (Schaeftler 1984: 482–4). Having a duty to use the assets of the corporation to pursue “anything lawful” makes little sense. But the obvious intent of this change was to free management to shift into whatever line of business would be best for the future of the company as a going concern, not to force it to focus uniquely on shareholder interests.

Yet the latter is exactly what the upshot has been after two generations of advocacy for shareholder primacy. Chancellor William Allen, as Supreme Court judge of Delaware, summarized the Court’s position after its landmark decision in Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc. (1986).8 Allen begins with what he describes as the non-controversial position that directors have a dual fiduciary duty to “the corporation and to the shareholders.” But within the space of a single paragraph, Allen shifts the referent of “corporation” until it is conflated with the shareholders, leaving only a duty to them:

I take it as non-controversial that, under established and conventional conceptions, directors owe duties of loyalty to the corporation and to the shareholders; that this conjunctive expression is not usually problematic because the interests of the shareholders as a class are seen as congruent with those of the corporation in the long run; that directors, in managing the business and affairs of the corporation, may find it prudent (and are authorized) to make decisions that are expected to promote corporate (and shareholder) long run interests, even if short run share value can be expected to be negatively affected, and thus directors in pursuit of long run corporate (and shareholder) value may be sensitive to the claims of other “corporate constituencies.” Thus, broadly, directors may be said to owe a duty to shareholders as a class to manage the corporation within the law, with due care and in a way intended to maximize the long run interests of shareholders.9

In “The Dangers of Denial: The Need for a Clear-Eyed Understanding of the Power and Accountability Structure Established by the Delaware General Corporation Law” (2015), Chancellor Leo Strine, Jr., the sitting Chief Justice of the Delaware Supreme Court, forcefully reaffirms the primacy of shareholders in Delaware corporate law, citing Allen approvingly along the way, and also agreeing with Allen’s emphasis on the long run, as against maximizing short-term share price.10 Yet, ironically, the new argument Strine adduces to defend shareholder primacy has as an implication that it is the duty of the board to cater to whatever current shareholders want, even if what they want is short-term share price maximization.

Specifically, although a political progressive himself, Strine criticizes progressive corporate law scholars who believe that Delaware law allows corporate managers to consider the interests of constituencies, or “stakeholders,” other than the stockholders. Strine writes,

[T]he contention that … directors are free to promote interests other than those of stockholders ignores the many ways in which the DGCL [Delaware General Corporation Law] focuses corporate managers on stockholder welfare by allocating power only to a single constituency, the stockholders (6).

[O]nly stockholders can bring derivative actions. In addition, only stockholders have the right to vote for directors, to approve certificate amendments, to amend the bylaws, and to vote on important transactions such as mergers. In sum, under Delaware corporation law, no constituency other than stockholders is given any power (30).

Therefore, Strine infers, the legislature must have intended the corporation to cater solely to shareholder interests. And this must be the fiduciary duty of the board. It would be “an aggressive act of hubris” for the court to condone management pursuing any other end (Strine 2015: 30).

Unfortunately, if this is the way to determine the duty of the board, then the duty is to current shareholder interests only—which in practice means the short-term interest of the big institutional investors in maximizing share price—not shareholder interests “in the long run,” since almost all long-term individual investors are effectively excluded from power, while future shareholders are not part of the power structure at all.

Against this new and counterproductive line of interpretation, it must be forcefully countered that it is not possible to infer the duty of a ruler from the power structure. The European king received his power from his dead father and was answerable to no living man. Does this mean he had no duties? There was not a political writer, and indeed not a king, who believed that. Did a nineteenth-century American president have no duties to the nation’s women, because they did not have the franchise? Does a president today have no duties to the nation’s children or to the future?

But one need not go beyond the corporate sphere to make the point. The nonprofit corporation serves just as well. Most nonprofits have co-optive boards. Existing board members are empowered to replace departing members or remove current ones. Given that all power over the board lies with the board, does this mean the board has a duty only to its own interest? This is of course absurd. It is precisely not supposed to pursue its own interest, even though it has all the power.

In fact, this whole line of reasoning is but one more example of the infection of the legal notion of a fiduciary duty with neoliberal assumptions. The assumption in this case is that, absent monetary inducements, an agent will only work in the interest of a principal if the principal is able to sanction the agent. One therefore looks at the structure of sanctions, notes that it is shareholders alone who can vote out the board, and assumes that they must be the sole principal, since only they have sanctioning power, and the board must have a duty only to them. In such a world, duties can only be to the powerful, because only they can sanction. Children have no power, so cannot be the objects of duties. A corporate purpose cannot exercise power, so cannot be the object of duties. This is to reduce the notion of legal fiduciarity to meaninglessness. The whole point of assigning fiduciary duties is to direct action toward an end other than where the power structure might take things if left to its own discretion.

Against this line of reasoning, it might be proposed, in the light of history, that the power afforded to shareholders was a means for them to protect their financial interest in the face of boards that did not have a fiduciary duty solely to them (nor interests wholly aligned with them).11

The doctrine of shareholder primacy has not been the work of legislatures. It is judge-made law, made under the influence of neoliberal theory (Mitchell 2008). It is therefore ironic to find judges averring, even against their own view of what makes for a well-managed corporation, that they are hamstrung by the legislature to enforce shareholder primacy.


Consequences of Shareholder Primacy


The consequences of shareholder primacy have been ironic, to say the least. First, far from curtailing managerial nest feathering, it has allowed them to add thick new layers, as CEO compensation has exploded—the price of reorienting them to share price.

Second, to the extent that the neoliberal ethos is internalized by corporate actors, self-regarding action is unleashed. Those at the top of the organization (those in control) are licensed to become exploiters of the organization, while those at the bottom of the organization must be kept in line with surveillance and coercion, to the point where their interest in shirking is less than their interest in avoiding the boot.

Third, the reorientation to short-term share price has undermined the principal public rationale for the business corporation, which is its capacity to generate long-term growth. R&D budgets have been slashed and worker training curtailed, since these don’t have short-term payoffs (Jacobs 2012). This has encouraged a deskilling of the manufacturing process, which in turn has encouraged the export of jobs to low-skill, low-wage countries. The retention of earnings for business expansion likewise dries up. Instead, “free cash flow” is “disgorged” to shareholders and executives, whether through dividend payments (representing 37 percent of earnings) or stock buy-backs (representing 54 percent of earnings), which serve to pump up share price so that executives can unload stock at inflated prices (Lazonick 2014). The corporation as Frankenstein’s monster becomes subject to vampire management, which sucks out the value accumulated in the corporation by present and past generations as fast as it can. In other words, our struggle with slower growth and rising income inequality traces back, in good measure, to the ascent of neoliberal corporate theory and practice.

Finally, the neoliberal theory of the corporation, in making the narrow pecuniary interests of shareholders preeminent, encourages corporate recklessness and law skirting. Owners bear the economic and legal consequences of their use of property and therefore have reason to manage it well for the long term. Unlike true owners, stockholders, and stock-compensated executives, are exempt from liability for ordinary debts and torts. This means that they reap the upside of economic and legal risk (in the form of a higher stock price) but not the full downside (they are not liable for corporate debts or unintended torts). If a portfolio investor, a shareholder has reason to push the corporation into economically and legally risky undertakings, since she increases her average returns this way (Moyo 2011: 23–31). But there is no public benefit in increasing the economic risk, and thus rate of bankruptcy, of corporations, and certainly no public benefit in creating an incentive for them to break the law. Tying the compensation of executives to share price just injects this pathological set of incentives into the heart of corporate control. Indeed, it heightens the pathology, since the compensation usually takes the form of stock options, which allow the CEO to reap the upside of risk but avoid almost entirely the downside, since if the stock goes down, the CEO simply declines to exercise her options.

This reveals an inconsistency, even hypocrisy, in neoliberal ideology. Neoliberalism purports to embody an ethic of individual responsibility for the consequences of one’s actions. As Milton Friedman argued in 1978, in private correspondence, “I would say that a free enterprise system tends to promote a higher standard of morality and a greater relation between values and actions than almost any other … The reason is because it emphasizes individual responsibility. It therefore tends to promote values of self-reliance, of commitment” (quoted in Burgin 2012: 189). This is neoliberal morality. Yet corporate management and corporate shareholders, who between them have control of the corporate firm, are exempted from legal liability for their actions. Losses and fines are borne by the corporate entity, not by them. Far from promoting self-reliance, commitment, and responsibility, the neoliberal corporation promotes, and rewards, the opposite.


Conclusion


In conclusion, “solving” the problem of the corporation—by discounting the problem of monopoly and wrapping the corporation in the language of private contract—was arguably the single most important ideological precondition for the spread of neoliberalism. The history of neoliberal theorizing supports this contention, as the topic of monopoly and the corporation was the very first that the Chicago neoliberals took up (Van Horn 2009: 214). But, ironically, the theory of the corporation that is needed to paper over the corporation’s most fundamental contradiction with neoliberal ideals—namely, portraying it as a private partnership rather than a creation of government—has the consequence of exacerbating the corporation’s other contradictions with neoliberal ideals. The contradiction between free market ideology and government dependence gives way to the contradiction between the ideal of increased efficiency and the reality of declining productivity, the ideal of individual responsibility and the reality of institutionalized irresponsibility, the ideal of freedom from government and the reality of more coercive internal government. And of course, the fundamental contradiction raised by its government origins is never overcome, just obscured. Once the true nature of the corporate form is understood, the neoliberal project of a free market corporate economy is shown to be a self-contradiction, and the neoliberal corporation to be damaging for economic growth, equality, and working conditions.
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1 (Smith 1976 [1776]: II, 214, 224). This was not necessarily a claim that incorporated companies were public, but that the great trading companies were exercising what were properly “duties of the sovereign” (Smith 1976 [1776]: II, 224) in opening up and protecting with arms a foreign branch of trade. That Smith did not consider incorporated companies purely private is nonetheless suggested by his opposing them to “private copartneries” and “private adventurers.” Thanks to Andreas Fleckner for pushing me to clarify this point.

2 In common‑law countries, it was customary until the end of the nineteenth century (and vestiges of it remain today) to think of the corporation as a “body politic” composed of a mystical union of “members” with an equitable claim, but not an ordinary ownership right, to its assets (Ireland 1996). The important point is, this corporate body was treated as legally distinct from the members as individuals. It was thus a wholly abstract conception, and not an association in the sense of an association of partners (Ciepley 2017).

3 On the necessity of state suspension of the rules of liability as these apply to natural persons in order to create the corporation as a separate juridical entity, see Hansmann, Kraakman, and Squire (2006) and Ciepley (2013a).

4 History provides numerous examples of unincorporated joint-stock companies, but these remain a form of partnership without full juridical personhood or property fully separate from that of their investors.

5 This same terminological suggestion has been made independently, and on identical grounds, in an unpublished essay by Charles O’Kelley recently brought to the author’s attention. See the conclusion of http://ssrn.com/abstract=1858936.

6 See generally Amadae (2016). Amadae associates neoliberalism strictly with what I regard as its third wave: neoliberalism as regrounded on game theory.

7 If one follows Jensen’s footnotes, one sees that he is drawing on work that develops and utilizes a concept of agency grounded in game theoretic assumptions.

8 506 A.2d 173 (Del. 1986).

9 TW Services Inc. v. SWT Acquisition Corp. (14 DEL. J. CORP. L. 1169 (Del. Ch. 1989)).

10 This is fully backed by current Delaware law. As cited by Strine: Paramount Communications, Inc. v. Time Incorporated, TW, 571 A.2d 1140, 1150 (Del. 1989) (“[A]bsent a limited set of circumstances as defined under Revlon, a board of directors, while always required to act in an informed manner, is not under any per se duty to maximize shareholder value in the short term, even in the context of a takeover.”); Air Products and Chemicals, Inc. v. Airgas, Inc., 16 A.3d 48, 112 (Del. Ch. 2011) (“When a company is not in Revlon mode, a board of directors is not under any per se duty to maximize shareholder value in the short term…”; internal quotation omitted).

11 The frustrations of the stockholders in the Dutch East India Company (VOC), who had no say in the selection of the board, and whose interests were sidelined in favor of the company’s dual purpose of war-making and trade monopolization, is instructive in this regard (Gelderblom, de Jong, and Jonker 2012) and was surely an object lesson to the stockholders of the English East India Company, who retained control rights when the company followed in the VOC’s footsteps and rechartered as a proper business corporation with a permanent capital in 1657.



CHAPTER 12

Theorizing the Corporation

liberal, confucian, and socialist perspectives

Teemu Ruskola



Introduction


The corporation is an oddly elusive object of legal analysis. As far as the law is concerned, it is a “person”—a legal person. Surprisingly, beyond this well-recognized legal fiction, we do not have a generally accepted legal theory of what a corporation is. Insofar as legal scholars theorize corporation law, they draw predominantly on economic theories of “the firm”—economists’ umbrella term for business enterprise. Economic theories of the firm, and the legal analyses of corporation law that build on them, are in turn ordinarily formulated in universal terms, as if “the firm” were in fact a singular category of economic organization.

In this chapter, I hope to place the idea, and law, of the corporation in the context of the larger political economy in which economic enterprise is always necessarily embedded. I do so, not in order to question the utility of economic theories of the corporation as such, but to help us recognize some of the background assumptions that tend to inform them. Thinking in terms of abstractions is the stock in trade of both lawyers and economists, but it makes it easy to lose sight of the diversity of ways economic enterprise is, has been, and can be organized. As the legal historian Harold Berman observes, “it is a serious oversimplification to categorize modern Western legal systems as ideological reflections of capitalism.” For example, says Berman, “much modern law is more feudal in character than capitalist” (Berman 1983: 557).

Accordingly, this chapter takes as its starting point the diverse and globalized world in which we exist. Beyond the familiar forms of “Western” capitalism—which itself is plural—much of the development in East Asia and Latin America, for example, has been characterized by strongly statist forms of capitalism, challenging standard assumptions about the proper boundary between the market and the state. In the late twentieth century, “Confucian capitalism” became the rallying cry in many East Asian economies, suggesting that delimiting a clear boundary between the market and the family might be equally difficult. Insofar as these developments reconfigure the division of labor among the institutions of the state, the market, and the family, how can we account for them theoretically?

Although my aim is to allow us to think more creatively and flexibly about corporations in the twenty-first century, I will begin by taking a backward glance. I will outline three theories of enterprise organization, which I call liberal, Confucian, and socialist. The liberal theory is the most familiar one, namely the economists’ “theory of the firm”—one that privileges the individual economic actor. The Confucian theory represents a “traditional” East Asian worldview that provides us with a preeminent theorization of kinship as a template for economic organization. The socialist theory, finally, represents the twentieth century’s most extensive conceptualization of the economic role of the state. I outline these theories, not in order to advocate or defend any one of them. To the contrary, I suggest that each of them has distinctive conceptual difficulties in justifying the organization of economic enterprise in the form of corporate entities. Rather, I hope that they will offer a range of analytic tools for thinking about the complicated and changing world in which we live.


Ideologies and Political Economies



What are some of the key assumptions about the relationships among the state, the market, and the family that inform capitalism, Confucianism, and state socialism? Here, my template for liberalism is US-style market capitalism, while the principal sources of my idealized notions of Confucian and socialist polities are late imperial China and the People’s Republic of China during the Maoist era, respectively. It is important to emphasize that what follows are ideal-typical constructions of each theory of organization. Insofar as they describe dominant ideologies in the societies to which they refer, their theoretical reconstructions must not be confused with descriptions of how any of those societies have been organized in fact.


Liberalism


It is a key premise of the modern liberal state that the appropriate means of regulating a social interaction depends on the nature of the interaction to be regulated (Walzer 1983). Life in a modern liberal state such at the United States can be divided into autonomous spheres that operate, or ought to operate, relatively independently of each other with a unique rationality—a governing logic—that is proper to it. At the highest level of generalization, life is divided into three distinct spheres: the political sphere of the state, the economic sphere of the market, and a residual sphere of relations of interpersonal intimacy.1 Tellingly, this last sphere is the least well defined, and even our political and economic vocabulary for describing it is not as developed as it is for the other two spheres. Although it includes a broad range of associations with intimates, with kith as well as kin, for present purposes I will call it the sphere of the family for short. (I provide a slightly longer sketch of this tripartite schema and of the outlines of its historical development in Ruskola 2005: 324.)

Each of these spheres in turn has a unique governing logic that is proper to it. The political sphere of the state is organized predominantly as a structure of authority. Backed by its monopoly on legitimate violence, the state is empowered to extract resources from society and redistribute them on the basis of politically made determinations. It has the power to order an unwilling taxpayer to pay his due, to displace a person from her home by the power of eminent domain, and even to take a person’s freedom or life. In the economic sphere of the market, in contrast, the allocation of resources takes place on the basis of consensual exchange. The principal governing logic of the market is contract. Ideally, the sphere of the family should be regulated only minimally, in order not to disturb the relations of intimacy that undergird it. When economic transfers take place among loved ones (say, domestic household labor performed by a stay-at-home spouse), such transactions are ideally at least attributed to altruistic motives (labor in return for love). We might thus say that the organizing principle of the intimate sphere is that of interpersonal trust.

The three principal logics of authority, contract, and trust ought to operate independently of one another. For instance, the exercise of authority has its necessary and proper place in the political sphere of the state, yet direct governmental authority becomes suspect when applied to the market, and even more so when the object of regulation is familial or other intimate relationships, except insofar as regulation is vital for policing the boundaries among the different spheres and for preserving the integrity of the system as a whole. Likewise, the economic logic of the marketplace is inappropriate both in the political and intimate spheres: neither votes nor babies should be sold. Finally, the logic of the intimate sphere, or more precisely the lack of a rational logic, and reliance on love and interpersonal trust is also best kept where it belongs—in the family. One trusts a politician at one’s own risk, and in the marketplace too bargains are ordinarily struck at arm’s length.

The schema of three spheres of life can be summarized as shown in Table 12.1. It is important to emphasize that this chart outlines an ideological vision. No state can rely on the basis of brute force alone, markets cannot function in the complete absence of trust, and families too can be battlefields of economic as well as physical domination rather than havens of love and trust. I offer this schema not to describe liberal capitalism as it works in practice in the United States (or anywhere else), but to capture an important set of liberal intuitions that most of us share, at least to some extent and some of the time.
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What is the status of economic enterprise in this picture? Remarkably, although corporate forms of enterprise are the predominant economic actor in liberal capitalist societies as they currently exist, they have an uneasy existence in liberal economic, political, and legal theory. The paradigmatic subject in the political and economic spheres is the individual. Even as the state stands in a relationship of authority over us, we retain certain rights against it as individuals. Likewise, in the marketplace we enter into contracts as individuals. The family, in contrast, is the one place where we are expected to shed our self-interested individual motivations to come together with others. The corporation has no natural resting place in this order. On the one hand, as an economic actor it would seem to be the quintessential actor in the market. On the other hand, the corporation is also evidently a collective entity while the marketplace is paradigmatically an arena of interaction among self-interested individual actors.

Indeed, the corporation has long been a problem for legal theorists because we live in a legal system that thinks in terms of “persons.” It has been a jurisprudential conundrum for US law to justify the existence of collective entities such as corporations in terms that accord with liberal individualism. If all legal rights and duties must be held by a person, then every legal actor must be one, no matter the conceptual violence this may entail. It is this logic that gives birth to the legal fiction of the corporation as a person in its own right, as if it were a human being.

This is a solution that only a lawyer (or a poet) could find satisfactory. It is hardly theoretically adequate. Historically, there has been endless metaphysical speculation about whether corporations are “real” persons or not (Radin 1932). Today, there are a number of economic theories to explain why, even in the presumptively individualistic sphere of the market, there are in fact collective entities such as corporations. I will consider those analyses and their adequacy in greater detail in the section “Theories of Enterprise Organization.” First, however, let us compare some of the key ideological premises of liberalism with those of Confucianism and Chinese socialism.


Confucianism


The term “Confucianism” has been used to refer to as wide a range of ideas and institutions as “liberalism.” Here I use it to refer to the general features of the ideology of the late imperial Chinese state as perpetuated by the civil service examination system (Miyazaki 1981 [1976]). This orthodox form of Confucianism was distinct from the philosophical forms of Confucianism from which it originated. At the same time, the state’s ideological pronouncements must not be mistaken for the actual policies of Confucian officialdom. What follows is thus not an accurate historical description of Chinese society, as it ever existed; rather, it is a stylized description of a historically dominant state ideology.

Perhaps the most significant difference between liberal and Confucian worldviews (in the specific senses defined here) is that while the former seeks to divide social life into separate spheres, the aspirational norm of Confucianism is unity. All aspects of social life are to be regulated by the fiduciary logic of Confucian kinship relations. That is, all of social life ought to constitute one harmonious whole governed by a system of patriarchal norms, where junior kin owe duties of obedience to those above them while the senior kin in turn owe reciprocal duties of care to those below.

Reflecting this outlook, not only were Chinese county magistrates traditionally referred to as “father-and-mother officials” (fu-mu guan) (Ch’ü 1962), but the entire state was conceptualized as a family writ large, with the emperor as a supreme paterfamilias. (In one classical formulation, “The son of Heaven is the parent of the people, and so becomes the parent of the Empire” (Legge 1939).) Although Confucius himself did not make the express parent–ruler analogy, his follower Mencius did, and it was indeed the Mencian interpretation that became the foundation for the Neo-Confucian orthodoxy (Mencius 1970). It was precisely for this reason that unfilial behavior in the family was subject to punishment by the state: defiance of paternal authority necessarily implied the possibility of defiance of state authority, as the two were ultimately expressions of a single principle. Ideally, even economic production was organized in ways that respected the fiduciary norms of Confucian kinship relations as closely as possible, namely in families (Ruskola 2000).

If we were to superimpose the Confucian normative vision on the chart in Table 12.1, summarizing liberalism, it would look something like that in Table 12.2. In brief, the fiduciary structures of Confucian kinship should inform the operation of the political and economic spheres as well as the intimate one of familial relations, in a nested hierarchy of isomorphic institutions. Ideally, it is kinship all the way down, and up. Indeed, as I have observed elsewhere, kinship relations represented the ideal model even for intercourse among states (Ruskola 2010).
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We have already observed liberal theories’ difficulties in accounting for the existence of corporate forms of enterprise. Their collective nature is not a problem for Confucianism: it is axiomatic that collectives are morally prior to individuals. The Chinese legal tradition has thus had no need to resort to jurisprudential fictions of personhood to justify the existence of entities that are composed of groups of human beings. To be human is to exist in fiduciary communities with others. Rather, to act alone in the selfish pursuit of pecuniary gain—to act like a homo economicus—is to make oneself less than human, or at least to become a “small person” (xiao ren) (Graham 1989: 19–20). In effect, in the politico-moral ontology of Confucian thought, it is the kinship group—the family—that is the “natural person,” whereas an egoistic individual is an unnatural deviation from the norms of kinship.

While Confucianism as the dominant ideology of the Chinese imperial state had no trouble accommodating economic production in kinship units, it created genuine ideological problems for non-kinship entities engaged in the operation of economic enterprise, as I describe in the section “Theories of Enterprise Organization.”


Socialism


If both liberalism and Confucianism have had distinctive ideological problems in conceptualizing economic enterprise because of the nature of the primary legal and moral subjects they assume (and as the section “Theories of Enterprise Organization” elaborates), are the general premises of socialist political and legal theory any more accommodating? If liberalism’s problem is its prioritization of the individual over the collective, both Confucianism and socialism regard the collective as ontologically prior to the individual. Of course, the collective subjects of the two ideologies are very different. In the Confucian political order, the sole metaphysically “real” subject is the kinship group, whereas in socialism that place is occupied by “the people.”

If we transpose the ideological vision of socialism onto the liberal state–market–family map, what do the political institutions of socialism look like? In Friedrich Engels’ memorable words, once people organize relations of production on the basis of freedom and equality, the state will wither away and end up where it belongs, “in the museum of antiquities, next to the spinning wheel and the bronze axe” (Engels 1972 [1884]: 232). Needless to say, the political and economic institutions of the People’s Republic of China (PRC) do not represent those of full-blown utopian communism, but rather the apparent perversion of socialism that in the twentieth century came to be known as “state socialism.” This hybrid political formation is justified by the theory that until the final and complete realization of communism, the state constitutes a temporary placeholder for the interests of the people.

Nevertheless, “the people” rarely act as a singular subject, beyond revolutionary acts of violence, which by definition cannot take the place of ordinary political action. In the modern centralized state where direct democracy on the Athenian model is simply not possible, popular representation necessarily takes institutionalized forms. In the PRC, as in the former Soviet Union, the vehicle for popular representation is not electoral democracy but the leadership of the Communist Party. The Party is in fact the sole legitimate entity below the level of the state—or parallel to it—that is not simply an extension of it. It justifies itself on Leninist grounds by purporting to constitute “the vanguard of the people.” While the Party is a subset of the people, it is one that professes to understand the people’s interests better than the people themselves do. It therefore exercises legitimate authority to advance those interests. This is the justification for the institution of “democratic dictatorship of the people,” exemplified by the Party-state (Tse-Tung 1975 [1960]: 411).

Although Confucianism and socialism could hardly be further apart in terms of their ideological justifications for the use of authority—enforcing hierarchical kinship norms versus advancing “the people’s” interests—as ideal-typical orders, both insist on a single logic that ought to organize all spheres of social life. For it is not only in the political sphere that the Party-state exercises direct authority in the name of the people. It does so in the field of economy as well, making allocative decisions on the people’s behalf on the basis of a central plan (Solinger 1984).

Marx was as unenthusiastic about the bourgeois institution of the family as he was about the state. He called for its abolition as a patriarchal institution of “latent slavery” and a vehicle for the intergenerational transmission of wealth (Engels 1972 [1884]; Marx 1998: 52). From a psychological perspective, it constitutes an arena of particularistic attachments that divert from the promotion of the well-being of all the people. Even Mao Zedong was not able to abolish the family as such, yet during the Cultural Revolution he urged his comrades to orient even their passionate and affective lives away from family and toward politics, effectively directing them to love the people (or the Chairman himself) more than their kinfolk. In any event, to this day even family planning is seen as an aspect of state planning in the PRC, not something that can or should be left to families themselves (Population and Family Planning Law 2001).

This ideological vision of all of social life organized in accordance with a single state-based logic, derived from the state’s status as a representative of the people, can thus be summarized as in Table 12.3. Is there a place for a “theory of the firm” in this worldview? As in the case of Confucianism, and unlike in liberalism, the fact that economic enterprise is a collective undertaking is not in itself a problem. In fact, from its founding the PRC has devoted enormous amounts of resources to setting up large state-owned enterprises (SOEs) of various kinds. What is a problem is determining the boundary between the state and the enterprise, as the section “Theories of Enterprise Organization” explains.
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Theories of Enterprise Organization



Having sketched the general contours of liberalism, Confucianism, and Chinese state socialism in their ideal forms, it is time to examine more closely how each of them justifies their preferred forms of enterprise organization. A lion’s share of the analysis that follows is taken up by liberalism, while socialism occupies the least space. The very idea of a theory of enterprise organization is one that grows out of the context of liberal capitalism. Consequently there exists a large literature on the topic, which I canvass at some length under “Liberalism: Economic Theories of the Firm.” State socialism, too, has its own analysis of enterprise organization, albeit one that simply does not recognize the political legitimacy of business enterprise independent of the state. This theoretical position is easy to set out without much elaboration. As to late imperial Confucianism, it never had a cadre of economists devoted to analyzing business enterprise in theoretical terms. However, drawing on an analysis developed at greater length elsewhere, I suggest that Confucianism did in fact have what we might call a “functional” theory of the firm, with the kinship group providing the paradigm for the organization of enterprise.


Liberalism: Economic Theories of the Firm


That the law calls corporations “persons” does not make it so. The state and the individual are the unchallenged protagonists of the modern legal universe—we take their existence as givens. Economic entities such as corporations, in contrast, occupy the murky intermediate space between the state and the individual. As Hobbes starkly put it, the existence of corporations within the state is like having “worms in the entrails of natural man.” The two “easy” ways to accommodate their existence is to assimilate them to the state, the solution preferred by socialism, or to reduce them to groupings of individuals, which affirms the premise of liberal individualism. (The distinctive Confucian solution is analyzed in the next section, “Confucianism: Kinship Theories of the Firm.”)

Let us turn to the liberal solution first. As we already noted, it is significant that we do not have a “legal” theory of the corporation as such—apart from the profound but ultimately uninstructive assertion that corporations are persons at law. Theories that dominate legal scholarship are preeminently economic theories rather than legal ones. I will briefly consider two of them: neoclassical and institutionalist theories.

The neoclassical theory of the corporation takes the premise of methodological individualism to its logical conclusion, insisting that the term “corporation” is only shorthand for a “nexus of contracts” among numerous individual participants in a joint venture (Jensen and Meckling 1976). There is effectively no “there” there. Corporation law is only a set of gap fillers: default contract terms that govern when individuals fail to negotiate complete agreements as they undertake collective economic undertakings. This is a parsimonious, perhaps even elegant, theory. Significantly, however, it has difficulty accounting for various aspects of corporate law that are in fact mandatory and not subject to individual contracting in the first place. The theory rationalizes the mandatory rules of corporate law as representing the “hypothetical contracts” that the parties would enter into, if only they had the opportunity, the time, and the requisite information to do so (my formulation follows generally what is the most extensive adaptation of the neoclassical economic theory into legal analysis by Easterbrook and Fischel 1996).

In contrast, institutional economists seek to analyze firms as they exist in fact—as institutions for coordinating collective economic activity—rather than networks of discrete contracts. Institutionalists resort neither to legal fictions nor to hypothetical contracts in considering circumstances where asymmetries of information or otherwise high transaction costs make ex ante agreements costly or impossible. In the institutionalist view, there are two primary solutions to this problem: organizing relations of production in terms of trust or authority, rather than contract. There are many strands of institutionalist analyses of the firm, but in general terms, they all draw on Ronald Coase’s seminal The Nature of the Firm (1988).

Trust is the simpler and least costly solution. People who trust each other need not expend time and energy negotiating complex contracts and monitoring each other’s performance. Alas, while trust is the most efficient solution to the existence of high transaction costs of contracting, it is also the most fragile and elusive. Finding people whom one in fact can trust is not easy, and those people tend to be limited to family and close friends. Although institutionalists recognize the existence, and importance, of trust, they often have difficulty in accounting for it when it does exist. Oliver Williamson argues that people trust each other because it “pays off.” Nevertheless, the kind of “calculative trust” that Williamson posits is rather counterintuitive and even the opposite of trust in the ordinary sense of the term (Williamson 1993).

Employing paid workers represents a solution that is based on authority. When an entrepreneur cannot predict beforehand precisely what she will need and when, she is not in a position to enter into discrete contracts with outside providers for all the inputs she needs. Just as not everyone can be trusted, nor can everything be outsourced. In those situations an entrepreneur will hire employees to work directly under managerial supervision, with the understanding that during that time she has the power—within limits set by employment law—to control her employees directly. Kenneth Arrow describes the employment contract as an employee’s sale of her “willingness to obey authority” so that “what is being bought and sold is not a definite objective thing but rather a personal relation” (Arrow 1974: 25, 64; emphasis added). In this regard, the employment contract is evidently not just another market transaction among others, but a qualitatively distinct one: a structure of authority. To institutional economists, corporations and other similar business organizations are thus emphatically not mere nexuses of contracts in the even wider web of contracts that is the marketplace as a whole. Instead, they are islands of vertically structured hierarchy in the otherwise horizontally organized marketplace. Rather than extensions of markets, they are, in an important sense, their very antithesis (Williamson 1983).

In light of this analysis of the political economy of the liberal state, it is noteworthy that using trust and authority to explain the organization of production amounts in effect to borrowing the logic of other non-economic social fields: that of the family, in the case of trust, and the state, in the case of authority. To be sure (and putting trust aside for a moment), when institutional economists distinguish between horizontally structured markets and vertically organized hierarchies, what they have in mind are economic hierarchies, not political ones. Nevertheless, as a structure of authority a firm does rely on what is paradigmatically the logic of the state—the power to command—to explain the organization of production. As a kind of mini-state, a corporation is effectively a small-scale command economy where factors of production are allocated by decree (Chandler 1977).

It bears noting that the institutional structures themselves by which modern business corporations exercise their authority are also often state-like. One of the key attributes of the modern centralized state is not only its monopoly on the exercise of legitimate violence but also the formal rationalization of its structures of authority (Weber 1968). The simultaneous centralization and rationalization of authority is similarly a distinguishing feature of the modern managerial corporation, also administered through a bureaucracy, albeit a private one. Again, while neoclassical theory effectively reduces a corporation to a set of contracts, institutional economists borrow the political logic of the state to explain—rather than simply explain away—the modern corporation as an institutionalized structure of authority.

Moreover, the business corporation is a hybrid institution embodying not only the economic logic of contract and the political logic of authority but also elements of the fiduciary logic of the family. Consider the so-called “agency problem” of corporation law. In principle, shareholders occupy the position of principals in a corporation while managers are their agents, charged with the obligation to manage the corporation in the principals’ interest rather than their own. The agency problem is the following: given the separation of ownership and management in the modern business corporation, how can shareholders monitor managers effectively (Berle and Means 1932)?

It is important to note that the very term “agency problem” is a legal misnomer, appropriated from economic discourse. In a legal sense, shareholders are not managers’ principals, for they fail to meet the core part of the definition of legal agency: the principal’s control over the agent. In reality, shareholders’ dilemma is precisely their lack of control over managers. This often overlooked point is emphatically noted in Stout (2012). In contrast, the manager–employee relationship is a principal–agent one—managers have direct authority over employees—whereas shareholders cannot simply command managers to manage as they wish. Rather, their recourse is to vote the managers out, while the right to manage the corporation on a day-to-day basis lies with the managers themselves.

Nevertheless, it would be utterly naïve to ask shareholders to simply trust managers. In other words, as far as the shareholder–manager relationship is concerned, none of the three main operational logics of the liberal state seem adequate: contract (the market logic) fails, as do authority (the political logic) and trust (the logic of the intimate sphere). Corporate law has stepped into this vacuum by establishing a fiduciary duty for managers to seek to realize the interests of the corporation as a whole. This legal duty can be viewed as an attempt to institute, or at least legally mimic, a relationship of trust where none exists in sociological or psychological terms. It is, in an important sense, an effort to transplant the operational logic of the intimate sphere into the corporation.

Viewed from a macro perspective, what we witness in the corporation is thus a confluence of all three main types of logics of liberalism, meeting in various guises in a single locus, rather than remaining in separate spheres.


Confucianism: Kinship Theories of the Firm


Having analyzed some of the problems of liberal political theory and Anglo-American corporate jurisprudence, let us turn to the status of business enterprise in Confucian political theory. In contrast to liberal theory, the collective nature of corporate entities is not a problem, as I have already noted: it is a Confucian axiom that the collective is morally prior to the individual. Instead, historically the main ideological problem for Chinese business enterprise has been the officially anti-mercantile attitude of Confucianism and its theoretical (although typically not actual) hostility to profit-seeking. Starting from the moral premise that the only legitimate collective is the kinship group and that one is not supposed to take advantage of one’s kin, historically Chinese corporate entities have spent much of their energy justifying to the state (and themselves) a type of entity that is in fact engaged in profit-seeking at others’ expense.

Because of this ideological kinship orientation, there is a long-standing scholarly tradition going back at least to Max Weber that maintains that one reason why capitalism did not develop indigenously in China was the absence of the corporation in the sense of the Western legal tradition (Ruskola 2000: 1613–16). That is, without recourse to the legal fiction of the corporation as a person in its own right, by default all Chinese businesses were merely family businesses, necessarily limited in scope and rarely surviving for more than a few generations. In fact, as I have elaborated at greater length elsewhere, in numerous Chinese “family” businesses the notion of kinship was in fact little more than a fiction serving to justify the existence of what I have called “clan corporations”—much as the personhood of the US business corporation is a legal fiction. In a Confucian polity, an entity that was regarded as a kinship group enjoyed recognition by the state (Ruskola 2000: 1619–59).

Briefly, in what sense was kinship in clan corporations fictive? Chinese kinship idioms are encompassing and often used metaphorically in everyday discourse to incorporate non-kin as well as recognize and foster relations of intimacy and trust. Yet many late imperial clan corporations stretched kinship terms far beyond ordinary usage. A preeminent example of fictions of corporate kinship was the legal “merger” of two or more clans. As there are only about four hundred Chinese family names, it was not uncommon for two unrelated families in the same locale to have the same name. If these families wished to pool their capital to set up a new business, they could combine their genealogies by fabricating a long-dead ancestor to whom they would begin offering sacrifices. Subsequently, the “new” clan would draw up a detailed contract to establish how to operate the joint enterprise. In addition to instructions for carrying out sacrificial duties in the name of the clan’s ancestors, these contracts often contained specifications on how to manage the assets of the ancestral trust, provisions on how to select full-time managers and what their duties were, how to manage books and select auditors, and so forth. Essentially, the contracts functioned as corporate bylaws in the form of trust instructions. The utility of organizing economic entities in the form of Confucian kinship was not limited to securing recognition from the state. As a consequence of being legally clothed in the “natural personality” of the family, clan corporations were in effect governed in effect by Confucian family law, which, in turn, provided for a separation of ownership and control.

In short, insofar as the family was the Confucian theory of the firm—and indeed the theory of everything—it was necessary even for non-kin entities to resort to fictions of kinship in order to make themselves legally cognizable and politically legitimate.


Socialism: Political Theories of the Firm


The orthodox socialist view has no less difficulty than the American liberal one in coming up with a coherent theory of the firm, but for the opposite reason. The conceptual quandary of the theory of a socialist firm does not arise from extreme individualism but rather from its opposite, extreme collectivism. In the end, neither assumption leaves room for a coherent theory of the firm. The assumption of collectivism seems at first glance more hospitable to corporations, which are after all collective entities. The problem is that in the socialist vision there is ultimately only one legitimate collective entity: “the people.” Upholding the interests of the people is the highest and ultimately sole arbiter of legitimacy, and hence there is little room for entities that would mediate the relationship between the people and the Party-state.

As already noted, the orthodox socialist vision wishes to abolish even the family, although that goal has turned out difficult to achieve in practice. The economic sphere can hardly be abolished, but it too must be organized so as to promote the interests of the people as a whole. Therefore, the only completely unimpeachable form of socialist enterprise is the state-owned enterprise (SOE)—or more precisely, the “industrial enterprise owned by the whole people,” as the ownership form of state enterprises is defined legally in the PRC, in a careful attempt to elide the troublesome distinction between “the people” and the “state” (Industrial Enterprises Owned by the Whole People Law 1988).

Importantly, however, in a planned economy even an SOE has little organizational integrity, or what a corporate lawyer would call legal personality. Ultimately, an SOE is simply one administrative unit in the larger national economy—a glorified accounting convention in the calculus of the larger collective benefit. Even the largest SOE is only a small piece of the mother company, as the socialist theory of enterprise organization ultimately has room for only one enterprise—“People, Inc.,” translated into the parlance of capitalism.


Economic Theories, Legal Fictions


What should we make of our comparative examination of divergent ways of conceptualizing economic enterprise and of the different kinds of problems the organization of economic enterprise poses to the internal coherence of each normative system? For one thing it seems evident that in order to attain ideological purity, liberal, Confucian, and socialist theories all resort to fictions—whether ideological fictions of corporate personhood, fabricated kinship, or aspirational unity in a socialist ideal of “the people.”

The liberal aspiration to maintain the integrity of political, economic, and intimate spheres is difficult, if not impossible, to enact, as life does not yield to ideology. Instead of attempting to explain the existence of relations of authority and trust in corporations in economic terms, it might be better to analyze them simply in the alternative modalities of politics (authority) and psychology (trust). In fact, many scholars are doing just this. For a political analysis see Roe (1994) and Pound (1993). The entire field of behavioral economics similarly seeks to incorporate insights of psychology into economic analysis.

The state is in fact necessarily and intimately involved in creating and maintaining the market. This is hardly a novel insight (Fried 1998). At the same time, even if authority—in the form of a monopoly on organized violence—is what distinguishes the state from other social institutions, it is of great ideological significance that we nevertheless justify the state’s existence on the basis of a reciprocity founded on voluntary agreement, through the metaphoric projection of a “social contract.” Yet no social contract is sustainable if supported by nothing other than individuals’ self-interest in avoiding a short, nasty, and brutish life. At least a modicum of trust is required as well. Historically, the sphere of the family is no less plural in its constitution. As even—or especially—a child knows, the family is not simply a haven of unmodified trust but also a structure of authority, with parents exercising control over minor children (John Locke characterized this as “paternal jurisdiction” (Locke 1986 [1689]: 7, 38–9)). To be sure, while Locke uses political analogies to analyze familial relations, by no means does he suggest that patriarchal and political authority are identical (Schochet 1988: 245). Equally significant, feminist theorists have challenged the very distinction between the political and the personal. The state is no less involved in regulating the family than it is in maintaining the market (Pateman 1988). Finally, the intimate sphere is always an endless ground of negotiation as well, a place where bargains are struck and deals are entered into (Becker 1981; Ertman 2015).

If the liberal state’s difficulty is in maintaining a separation among the logics of authority, contract, and trust, a Confucian commonwealth’s problem is the impossibility of making life conform to a single one of trust. There is little doubt that the Chinese imperial state and the Confucian family unit relied as much on authority as on the (theoretically) self-enforcing fiduciary logic of trust. At the same time, as we have seen, even a seemingly upright clan corporation was as likely to be a “nexus of contracts”—a voluntary contractual undertaking—as a “natural” unit formed by fiduciary norms of kinship.

Life is no less hospitable for socialist theory. The work unit of a large Chinese SOE is possibly the closest thing to the actual realization of state socialism. More than merely a place to work, historically it has been an extraordinary cradle-to-grave system of welfare, with lifetime job security, housing, childcare, schools, hospitals, and retirement benefits. In other words, it has been simultaneously an arm of the state, an economic unit, and a family writ large. Even under socialism it is not possible for a single-state-based logic simply to displace competing economic and familial logics (Walder 1988).

One thing that should be evident is that what we typically refer to as “the theory of the firm” in our economic and legal analyses would be better called a liberal theory of the firm—not a universal one. This is not to discredit the theory, but only to take note of the assumptions it makes. Our economic theories of enterprise surely have considerable explanatory power with regard to US corporations and the US legal and political systems. However, when we turn to analyzing legal systems embedded in different political and moral economies, it is vital to be aware of those assumptions, for they are as likely to obstruct our analysis as to aid it.

As an heir to legal realism, law and economics has been important in helping us see that law does not necessarily simply recognize, but rather constitutes corporations (and other legal entities). This stands in contrast to the views of late nineteenth-century “real entity” theorists for whom the corporation was effectively a kind of super-person, a metaphysically real entity in its own right, the existence of which preceded law, whose main task was simply to declare and regulate its social existence (Hager 1989). For all our sophistication in regarding corporate personality as a legal fiction, all too often even corporate lawyers reify corporations, speaking of them as if they were indeed individual actors with subjective purposes. Whatever its conceptual difficulties, even a nexus-of-contracts analysis denaturalizes the corporation as an entity and reminds us that a corporation itself can do nothing: it can only act through its agents. Ultimately only people can sign contracts, commit crimes, or fire other people.

It is thus a signal virtue of economic analysis that it helps us break down “the corporation” (and other forms of economic enterprise) as a singular entity. However, in this breakdown individual persons are the legal equivalents of the smallest subatomic particle in physics—they are the legal fundaments of the system, basic units that cannot be broken down any further. Although the Romantic attachment to metaphysically real “corporations” has passed into history, we maintain an equally passionate commitment to the category of “person,” embodied in the premise of methodological individualism. Willing as we may be to confront the “end of corporation law” (Hansmann and Kraakman 2001), we remain committed to the Enlightenment idea of the individual as a coherent, self-identical subject of free will, even as that subject has been taken to task philosophically, psychologically, and politically over the course of the twentieth century. The challengers range from psychoanalysis to post-structuralism to analytic philosophy (Foucault 1970; Freud 1968 [1924]; Parfit 1984).

While this may still be a relatively unproblematic assumption for liberal capitalism, it is emphatically not one shared either by Confucian or socialist worldviews for which the “real” subject is the kinship group and “the people” respectively. Just as economists’ rigorous methodological individualism tends to naturalize the individual actor as an ontological category—rather than a mere methodological postulate—lawyers too inhabit a world where (in civil law terminology) there exist only “persons,” “things,” and “actions.” The lawyer’s “persons” in turn are divisible into “legal persons” and “natural persons,” the latter being seemingly a natural category equivalent to the economist’s “individuals.” Yet it is a key insight of legal realism that law can never simply describe a pre-legal or pre-political reality. It cannot look beyond itself to nature, as there are no more “natural” persons than there are “unnatural” ones. Legal theorists continue to assert that the “only natural persons are human beings,” but even the lawyer’s “natural” person is ultimately a legal classification (Derham 1958). As Hans Kelsen noted, “even the so-called physical person is an artificial construction of jurisprudence” and hence “actually only a ‘juristic’ person” (1970 [1967]).

This is not to deny that we are born with bodies that can be demarcated physically from the environment in which we find ourselves. Yet while it seems evident that our bodies mark the boundaries of our “natural” selves, it is far from clear what the existential or political significance of this fact is. From the liberal point of view—growing out of a Cartesian opposition of self to world, and subject to object—our bodies are indeed what separate us from the world and from other human beings. Yet in a Confucian view our bodies are what connect us to others, and to the world around us. Rather than the one thing that we “possess” without qualification, our bodies are not even ours, but of those who preceded us and gave birth to us, given that to date no human being has given birth to himself. We are all indeed part of a larger body, connecting the dead, the living, and the unborn in a single intergenerational entity. (For a comparison of liberal and Confucian views of the embodied human subject see Eng, Ruskola, and Shen 2012.) In a socialist understanding, in turn, the foundational category of analysis is the political collective, workers united by bonds of class. Considered from this broader angle, we might say that an economic analysis ultimately replaces one large fiction with a smaller one—corporate legal personality with that of methodological individualism. Whether our “true” nature as human beings is our individuality or our connectedness to other human beings is a vital existential question that is contested even in the North Atlantic world, let alone across wider cultural divides.

When Bayless Manning surveyed the field of corporate law some forty years ago he observed ruefully that the “rules, the vocabulary, the inherited symbols are all awry.” In response, he urged us to get beyond “poetic” metaphors (Manning 1960). Alas, we have no choice but to think in terms of metaphors. Some may be more apposite than others, but none are simply right or wrong, true or false. The idea of “corporation” has no transhistorical meaning, nor is there a single correct way to analyze economic enterprise. Indeed, so elastic are our concepts that Adolf Berle and Gardiner Means regarded the public ownership of modern corporations as a way of socializing property and thus a move toward a more communist form of ownership in the United States—a view shared by Karl Marx himself (Berle and Means 1932; Marx 1981; Roy 1997). In his ethnography of Trobriand Islanders in Melanesia, the legal anthropologist Bronislaw Malinowski likens even a group of fishermen operating a canoe to a “joint-stock company”—a poetic metaphor indeed (Malinowski 1984 [1926]).

Whether economic enterprises are best thought of as voluntary associations of private individuals, as akin to the family, or as amenable to the logic of the state are immensely important questions. And so are the corollary questions of the extent to which the family is a public institution and thus properly subject to state authority, and the degree to which the state itself is best thought of in terms of elective kinship and affective belonging—or alternatively as only a giant calculator that aggregates our individual preferences through electoral democracy.

Indeed, the boundaries between the market and the state, on the one hand, and the market and the family, on the other, seem to be becoming more and more porous in the United States. Evidencing a transition from liberalism to neoliberalism, political power is increasingly commodified under legalized bribery known as “campaign finance,” while numerous traditionally domestic functions are being outsourced to the market, from childcare to cooking to cleaning and much else. There is, it seems, an increasingly singular logic of contract that is beginning to challenge those of authority and trust. If so, our future may look something like Table 12.4.
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At a minimum, the answers to these questions are not deducible from legal forms. The US legal system tends to privilege bargains among autonomous individuals (legitimated in the idiom of contract) while both Confucianism and Chinese socialism prefer to rely on trust among members of communities (legitimated in the idiom of the family or the people). If we begin with the individual as the foundational unit, private economic activity appears as natural while political institutions need to be explained and justified (say, in terms of “social contract”). In contrast, if one begins with the opposite assumption, treating the collective as the basic unit, the question becomes why and when should private actors be allowed to control economic resources without corresponding public accountability—a question of considerable concern both to the late imperial Chinese state and to the PRC.

Whether we use the template of the individual in social, economic, and political organization or prefer the model of the family or the state, it is vital to recognize that we are making a political choice, not an ontological discovery.


Conclusion


It bears reiterating that the desire for definitive analytic categories is not limited to economic theorists. No lesser an authority than the legal anthropologist Paul Bohannan predicted in 1969 that “within a decade or two” comparative lawyers would be able to come up with a methodology that would allow us to describe legal systems—foreign and domestic—in “a whole new independent language without national home,” something akin to “Fortran or some other computer language” (Bohannan 1969). This call for the creation of a universal analytic language has evidently failed to produce its wished-for result. To the extent that our existing theories of the firm are in effect liberal theories of the firm, they run the risk of being limited to “the wisdom of the native bourgeois categories” of the West, in effect “flourishing as ideology at home and ethnocentrism abroad,” in the cautionary words of another anthropologist, Marshall Sahlins (1972: xi–xiv).

To apply liberal economic analysis without modification to non-liberal legal, political, and economic orders risks assuming precisely what we cannot know in advance. If we take it for granted which phenomena are best analyzed as economic rather than political, for example, we will fail to attend to what should properly be one of the main objects of our analysis—trying to ascertain what is the boundary between the economic and political in the system under examination. A fusion of political and economic power may be just that: a deliberate fusion, not a confusion. The threefold state–market–family distinction represents nothing more (or less) than the historical and ideological logic of liberal capitalism, not a transcendental one. As institutional economists know all too well, less than optimal arrangements can persist over time for reasons of institutional inertia—a phenomenon they characterize as path-dependency (North 1990). Importantly, it is not only institutions that can become path-dependent. Theory too can become invested in certain categories even when their explanatory power has become questionable.

In the end, there is no single answer to the question, “What is a corporation?,” nor is there a single theory of the corporation to account for its existence, legally or otherwise. And that is a good thing, too.
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1 One major aspect of modern life that seems to be missing altogether in this schema is culture. Insofar as the term refers to cultural productions in the conventional sense—whether high culture or commodified forms of mass culture—we might locate it in the intimate sphere, the locus for production of subjective meaning and emotional experience. However, we might also say that it is culture in a larger sense that determines the boundaries among the different spheres: the logics that define them are all ultimately cultural logics. The schema’s historicity is evident if we consider also the changing place of religion. Once upon a time, it would surely have been a major sociopolitical field in its own right, but today we regard religion as mostly a private matter that belongs in the residual sphere of intimate experience.
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Introduction


The sustained increase in the international activities of large corporations has presaged the era of the global corporation, often with more assets, capabilities, and influence than many nation states. In a definitive report on the development of multinational corporations, the United Nations celebrated their “almost boundless capacity for adaptation” (UNDESA 1974: 45). As global corporations have developed, they have transformed their structure and operations immensely, distributing the supply of materials and components, and the assembly of finished products, throughout the emerging economies but with a focus on the Asia Pacific, while retaining firm control of finance, innovation, design, and marketing in their national headquarters. Paradoxically they have disaggregated their operations while simultaneously centralizing and concentrating their control of essential and high value-added functions. The continuing advance of global value chains as the contemporary mode of production by corporations for an increasing number of goods and services has impacted considerably on the economies and societies of both the developed world and the emerging economies (Baldwin 2013; Gereffi, Humphrey, and Sturgeon 2005; Gereffi and Sturgeon 2013).

Global value chains have become the accepted policy of the major international financial and development institutions, including the Organisation for Economic Co-operation and Development (OECD), World Bank, and World Trade Organization (WTO), framing the expansion of international economic activity. The Director-General of the WTO recently claimed global value chains as “The face of the modern global economy,” creating “a new world of trade” (Lamy 2014). And UNCTAD (UN Conference on Trade and Development) has defined global value chains as “Global investment and trade … inextricably intertwined through the international production networks of firms investing in productive assets worldwide, and trading inputs and outputs in cross-border value chains of various degrees of complexity” (IGLP 2016: 59; UNCTAD 2013: iii). The OECD suggests the global value chain manifests the increasing fragmentation of production across countries, the specialization of countries in tasks and business functions rather than specific products, and the role of networks of global buyers and global suppliers: “This international fragmentation of production is a powerful source of increased efficiency and firm competitiveness. Today, more than half of world manufactured imports are intermediate goods (primary goods, parts and components, and semi-finished products), and more than 70 percent of world services imports are intermediate services” (OECD 2012: 7, 4).

The interest in global value chains as the solution to global economic development peaked at the 2013 meeting of the G20 in St. Petersburg, where the OCED, UNCTAD, and the WTO presented a report on Implications of Global Value Chains for Trade, Investment and Jobs, with the OECD Secretary-General expansively claiming in a press release that “everyone will benefit from global value chains…” and “. . . we will all benefit more if governments take steps to enhance the new business environment… encouraging the development of and participation in global value chains is the road to more jobs and sustainable growth for our economies” (Werner, Bair, and Fernández 2014: 1221).

While the globalization of production in complex, interconnected supply chains by multinational corporations has brought employment and economic growth to many developing countries, particularly in Asia, it is also associated with exploitative employment relations, environmental irresponsibility, and recurrent ethical dilemmas. Meanwhile the impact of the transfer of very large amounts of manufacturing and services work, from the advanced industrial countries to the emerging economies at the periphery, has often meant declining wages and conditions, and increasing employment insecurity for the workers of the advanced industrial economies (Davis 2013; Ferner, Edwards, and Tempel 2012; Kalleberg 2009; Milberg and Winkler 2013; Reinecke 2010). This chapter examines how the further development of global value chains initiated by large multinational corporations has compounded and intensified the accumulation process internationally. While corporations may disaggregate production in distant networks of contractors, they cannot as readily disaggregate the moral responsibility for the social and environmental impact of their mode of production.

This is a critical question of the governance of global value chains in coordinating the relationships among different actors in the value chain:

the idea of governance in global value chains rests on the assumption that, while both disintegration of production and its re-integration through inter-firm trade have recognizable dynamics, they do not occur spontaneously … Instead these processes are “driven” by the strategies and decisions of specific actors. The relevance of global value chain governance is that it examines the concrete practices, power dynamics, and organizational forms that give character and structure to cross-border business networks. (Ponte and Sturgeon 2014: IGLP Law 2016: 73)

Unequal power relations typify these networks today, as they did in the past (Seabrooke and Wigan 2017).

There have been long campaigns to improve employment conditions in the plants operating within global value chains in the emerging economies; multinational corporations have frequently been reminded of their responsibilities, and often signed up to corporate social and environmental responsibility principles. Yet there remain widespread abuses, and significant institutional failure (Bartley 2007; Bondy, Matten, and Moon 2008; Levy 2008; Locke 2013; Mayer and Gereffi 2010). This institutional failure is often reflected in the lack of collective bargaining rights of local workers, the lack of traction of social movements for reform except in the most extreme circumstances, and the failure of states and legal and regulatory bodies to remedy known problems. Governments are too often committed to foreign investment and economic growth at any cost, and often complicit in the human rights and employment abuses they are supposed to regulate (Fransen 2011).

In the context of a critical analysis of the issues of business ethics and integrity in the operations of the global value chain (Brammer, Hoejmose, and Millington 2011; Gereffi, Humphrey, and Sturgeon 2005; Mudambi 2007), this chapter investigates the unresolved dilemmas of the most successful corporation in the world in terms of market capitalization in the early twenty-first century, Apple Inc., in the company’s vast supplier networks in China. The analysis focuses on the value commitments of Apple, and, in particular, the commitment to social responsibility, and how this has developed over time. The institutional and stakeholder pressures that Apple has faced have caused the company to make consistent efforts to raise the standards of employment conditions in China in recent years, and we examine how successful this has proved to be.

Have Apple and other information technology manufacturers responded adequately to human rights, environmental, and ethical concerns, or are they still attempting to distance themselves from the consequences of their actions (as in their work in the Responsible Business Alliance (2018))? What may have caused Apple and other leading corporations to neglect their responsibilities for human rights, and what role did activist investors play in sharpening the focus on profit and dividends rather than on living wages and decent working conditions? The possibility of developing sustainable supply chain management will be considered, as the interdependence between actors involved in global production networks continues to grow. But first it is important to survey the condition of human rights in the developing global value chains of the world.


Human Rights and Modern Slavery


The vast growth of global value chains throughout the developing world has not necessarily been accompanied by the development of human rights (Human Rights 2018). There is, in fact, evidence that there are more people living and working in slavery now than ever before in history in the most primitive civilizations. Slavery persists in contemporary economies and business in the forms of traditional slavery, bonded labor, human trafficking, and forced labor (Bales 2004; Crane 2013; Quirk 2006). According to the Global Slavery Index (2016) there are estimated to be 45.8 million people in some form of slavery in 167 countries. The International Labour Office (ILO) estimates that there are 25 million people in forced labor, coerced into work without rights and which they cannot leave, and that 71 percent of modern slavery victims are women and girls (ILO 2017: 5). The majority of these are forced laborers in economic activities, and they are concentrated in the Asia Pacific region. They exist in the supply chains of all industries including fishing, agriculture, construction, electronics, fashion, hospitality, and extractive (Australian Government 2017).

This extreme form of exploitation of human labor is illegal in all jurisdictions and is therefore essentially criminal activity practiced on a massive scale throughout the world. A definition of slavery offered by the League of Nations 1926 Slavery Convention is “the status or condition of a person over whom any or all of the powers attaching to the right of ownership are exercised” (Allain 2009). In recent years, with the growing realization that this dehumanization and commoditization of labor, far from being eradicated, was in fact increasing, has led governments to reinforce the criminalization of slavery. The 2010 California Transparency in Supply Chains Act (Harris 2015), European Union directives on human trafficking, human rights and non-financial reporting (European Union 2014), and the UK Modern Slavery Act (UK Government 2015), all made it a responsibility of corporations to investigate their global supply chains and report on this, and to address the risks of modern slavery. It was confirmed that it was a legal responsibility of companies to ensure the practice of slavery did not exist in their supply chains, or if it did, to ensure that it was eradicated (Ashridge 2015; SAI Global 2017).

Yet there is an even larger human rights problem prevalent throughout global value chains, and that is the prevalence of child labor (Phillips et al. 2014). The ILO estimates there were 168 million children in child labor worldwide in 2012, an astonishing 11 percent of the total global child population. More seriously still, 85 million of these children were employed in hazardous work that directly endangered their health, safety, and moral development (ILO 2013: vii). The largest number of these child laborers are found in the Asia Pacific region, though the highest proportion of child laborers is in sub-Saharan Africa with more than one in five children in child labor. Fortunately, as Figure 13.1 demonstrates, significant progress was made in bringing the number of child laborers down from 246 million in 2000, to 168 million in 2012. However, even on optimistic projections the number of child workers will remain at 106 million by 2020 (ILO 2013: 13). This is a double blight on the lives of the children in question, not only robbing them of their childhood but also of the education which would enable them to escape poverty in their adult lives: “Their human rights to dignity, education and a childhood free of exploitation are being systematically violated on a daily basis” (Brown 2012: 7). It might appear unconscionable that sophisticated global corporations could possibly be involved in modern slavery and child labor in their global value chains, but sadly there is evidence they continue to be associated with suppliers that engage in these practices.


[image: image]
Figure 13.1 Global child labor and child hazardous work (millions) 2000–16

Source: ILO 2017
Ending child labour by 2025: A review of policies and programmes
http://www.ilo.org/ipec/Informationresources/WCMS_IPEC_PUB_29875/lang--en/index.htm.




Global Value Chains or Global Inequality Chains?


Supply chain management refers to the control of operations beyond core business activities (Carter and Rogers 2008; Svensson 2007; Van Tulder, Van Wijk, and Kolk 2009; Carter and Easton 2011). Alternatively, the term value chain is used, which “describes the full range of activities which are required to bring a product or service from conception, through the intermediary phase of production, delivery to final consumers, and final disposal after use” (Kaplinsky and Morris 2001: 4).

As the theoretical concepts and policy prescriptions of global value chains have become part of the Washington Consensus on how to promote economic development throughout the world, a linear concept of both global value chains and economic development has been applied. In fact, both global value chains and economic development are the result of more complex and contested social and economic dynamics, involving a wide institutional environment and not simply market forces, where capital accumulation and rising profitability of corporations is accompanied by the impoverishment of labor: the construction simultaneously of a systemic concentration of global wealth and the reproduction of global poverty. As Quentin and Campling argue,

The key shortcoming of the global value chain model is its uncritical focus on “value added” at each juncture in the chain. “Value added” within a market entity means gross revenues minus costs other than wages, or (which is an accounting identity) profit plus wages. By definition, therefore, an uncritical focus on value added as it arises along a chain fails to consider the distributional effects of the partition of value added into wages for workers and profit for asset owners. A fortiori it is blind to the further distributional effects of the tax system of the jurisdiction in which the value added arises. This is a serious flaw in the model, since global inequality is increasingly being viewed in terms of the relatively high tax burden on most people compared with large corporations and the rich. In addition, an uncritical focus on “value added” excludes any possibility that value is created elsewhere in the chain, and is merely captured rather than substantively “added” by any firm in which it arises. (Quentin and Campling 2018: 34)

Though value may be added at each successive stage in the value chain, the amount of value added attributed at each stage may vary significantly, and the benefits of participating are very unevenly distributed. From this perspective, rather than global value chains the social and economic relations involved can and do often become global inequality chains, and ultimately global poverty chains (Seabrooke and Wigan 2017; Selwyn 2016a, 2016b). Sachs (2005: 11) and others have claimed the proliferating global sweatshops are simply the first rung on the ladder out of extreme poverty. However, for hundreds of millions of workers the experience is more of a lifetime of near-destitution rather than an opportunity to escape. The global value chain is integrated within a superimposed global wealth chain framework, the chains of which “hide, obscure and relocate wealth to the extent that they break loose from the location of value creation and heighten inequality” (Seabrooke and Wigan 2014: 257). Effectively the ultimate asset owners (the multinational corporations) accrue a vast share of the wealth involved in the global value chain through control of the essential legal and institutional structures, while avoiding any significant taxation (Quentin and Campling 2018: 34). “Law resides at the heart of the global value chain phenomenon—it is the vehicle through which value is generated, captured and distributed within and between organisational and jurisdictional domains, and diverse and geographically disparate business operations are coordinated and governed” (IGLP Law 2016: 61).

Neglecting the inequality institutionally embedded in the operation of global value chains, the mainstream analysis not only focuses on metrics that suggest value is added at each stage of the chain, but associates this process with the stimulus to engage in productive innovation to enhance value added. This is portrayed as “moving up the value chain,” a compelling upgrading of the value chain with the promise of increasing prosperity and national economic growth for the economies that succeed with this. However, through control of finance, technology, branding, and marketing, lead multinational firms headquartered in advanced industrial economies retain a firm grip on the distribution of revenues from the global value chains they invest in. It is possible that once manufacturing industries are concentrated in regional economies, they are capable of learning and adapting, copying, and acquiring spillover technologies, and with value chain concentration in the global supply base shifting bargaining power from the lead firms of the industrial countries to the large suppliers based in developing economies the process of technology transfer is intensified. However, this is often in defiance of the dominant relations of production with the leading multinationals (Gereffi 2014; Ghauri and Buckley 2005; Liu and Dicken 2006; Quentin and Campling 2018: 43). (For example Apple has depended on Samsung for the supply of memory chips, processors, and screen technologies for iPhones and LED displays, while Samsung has become one of Apple’s strongest competitors in the smartphone market, and the global market leader in terms of sales volumes, with the Chinese companies Huawei and OPPO catching up in sales and sophistication of technology.) Essentially the rapid advance of the East Asian economies—and more recently and massively of the Chinese economy—has come about more because of the national commitment to investment in education, skill development, national innovation systems, and local champions serving the huge domestic markets of the Asia Pacific (Bamber et al. 2017; Clarke and Lee 2018; Lee 2013).

The narrative script for global economic development has nonetheless been written by the OECD, World Bank, and WTO to suggest that as part of the benefits of the worldwide move to more open markets, the development of the global value chain has played a key role in reducing world poverty. In reality, the rapid development of the Chinese economy, and the lifting of 500 million people out of poverty there, obscured the fact that the rest of the world is becoming more unequal: “the countries that are key to the reduction of global inequality are precisely among the few countries that did not submit to rapid market liberalisation under US coercion; on the contrary, they relied initially on state-led development policies, and liberalised on their own terms” (Hickel 2017: 2211).

In contrast, the complex division of labor orchestrated by Western corporations bears the hallmarks of exploitation at each stage of the global chain, beginning with the extraction of minerals in African mines that form the raw material for smartphones and laptops, by miners who work under armed guard in conditions of forced labor; through the intensity of manufacturing and assembling in vast factories by migrant workers in China; to routine software engineering in India (Fuchs 2013: 4). The scandal of labor conditions in the global value chain has haunted multinational corporations over the last two decades, with damaging publicity concentrating on the most well-known brands including Nike and Apple. In response to public demand, corporations have made repeated commitments to remedy these human rights and employment abuses, and have launched many largely unsuccessful efforts to do so (too often overwhelmed by other financial and production imperatives). In recent years the efforts to reform supply chains have become part of the rubric of corporate social and environmental responsibility.


Responsibility in Global Value Chains


In recent years, more immediate focus has shifted toward relieving problems “related to labour and workplace issues, such as low wages, sweatshops, labour practices, and working conditions” (Brammer, Hoejmose, and Millington 2011: 17). The Rana Plaza tragedy in Bangladesh in 2013 highlighted the dangers involved: workers were ordered to return to work after noticing cracks appearing in their building, which housed five garment factories. The next day the building collapsed killing at least 1,100 people and leaving 2,500 to be rescued, many with serious injuries. In June 2015, after two years of sustained pressure on the government, a total of forty-one people were charged with murder, including factory owners and government officials (Westerman 2017). A worldwide campaign for transparency in the garment and footwear industry commenced, pressuring apparel manufacturers to publish supplier factory information—with some seventeen leading brands such as Levi Strauss, Patagonia, Adidas, C&A, and Esprit fully cooperating, but fifty-five other major international brands slow to respond (CCC 2017).

Companies in other industries including information technology, such as Apple, Google, and Hewlett Packard, have had to deal with governance, risk management, human rights, and health and safety gaps in the global operations of their value chains (Brenkert 2009; Frost and Burnett 2007; Klettner 2011; Locke, Amengual, and Mangla 2009; Locke, Qin, and Brause 2007b; Mayer and Gereffi 2010). As a result, private regulation in the form of codes of conduct has emerged to fill this gap (Bartley 2007; Klettner 2011; Locke et al. 2007a). Yet research into this subject is “in basic agreement that the efforts to implement corporate codes of conduct are often ineffective” (Chan and Siu 2010: 167). First of all, a supplier code of conduct does not equal commitment (Bondy, Matten, and Moon 2008), while in addition there has been “little progress in improving labour standards through such private regulation” (Wells 2007: 53), and the codes are “not producing the large and sustained improvements in workplace conditions that many had hoped” (Locke, Qin, and Brause 2007b: 21). And although codes of conduct can potentially lead to better responsibility and sustainability performance along the supply chain, monitoring remains important as cost or time pressures can lead to suppliers rigging numbers to obscure performance (Jackson and Apostolakou 2010).


Theoretical Analysis of Global Value Chains



Brammer et al. note that “supply chain research is in its infancy, relative to other fields in business and management research, and thus is characterised by a relative absence of (1) theoretically informed research and (2) a large amount of descriptive empirical research” (Brammer et al. 2011: 9). Relevant theoretical approaches include institutional theory, stakeholder theory, legitimacy theory, and Marxian theory. Institutional theory explains how formal and informal institutions influence decision-making in supply and value chains; stakeholder theory considers the influence of stakeholder groups and describes responsibilities of firms toward them; and legitimacy theory describes motivations and reactions to both institutional and stakeholder pressures. Finally, Marxian theory highlights the systemic exploitative relations of production between workers and capital, in this case the impoverished employees of China and the rest of the Asia Pacific and the wealthy investors of the Western world. The “foreign direct investment-driven and outward-looking mode of information and communication technology development has created a new working-class stratum who are regionally clustered, largely peasant-based, semi-skilled, low-wage, irregularly employed, and mostly female manual workers” (Hong 2011: 113). Despite the appearances of very rapid economic growth delivered in part by the massive extent of global value chains embedded in the national economy, it has been argued China has “the largest exploited working class of the global information age” ( Fuchs 2013; Qiu 2009: x, 2010).


Institutional Theory


Institutional theory emphasizes firm decisions based on the influence of norms and values expressed by formal and informal institutions. Formal institutions, for example, include governments and regulatory bodies, firms, and non-governmental organizations (NGOs), while informal institutions include social norms and values. Both formal and informal institutions manifest everywhere along the supply chain and apply normative pressures for the interests of firms and states (IGLP Law 2016). There are several ways in which formal institutions can influence firms in making supply chain choices. For example, public policy can result in additional responsibilities toward employees or concerning the environment. This could result in companies complying with regulation, or they may instead move production elsewhere. Conversely, firms can influence governments to make supply chain decisions for more flexible labor or weaker environmental laws. Informal institutions also influence supply chain decisions, for example through cultural norms concerning social standards and the environment. Research shows that understanding and successfully managing pressures exerted by informal institutions is crucial in making appropriate sourcing decisions (Lai, Wong, and Cheng 2006).

One of the prominent conceptions of institutional theory is institutional isomorphism, the idea that organizations working in the same field are likely to adopt comparable organizational forms and practices as they are exposed to similar social pressures and stakeholder expectations (DiMaggio and Powell 1983). Of course, companies themselves help to shape these social pressures and stakeholder expectations, and the constraints they face are of their own construction. From a supply and value chain perspective, companies can copy approaches of other companies in their sector or geographical regions. Yet formal and informal institutional pressures will never be entirely similar in global supply chains, which span different products, industries, and countries. Furthermore, in the case of Apple, due to its sheer size and iconic brand, the company might be expected to lead by example, instead of copying examples of industrial peers. Institutional theory can help explain the pressures for sustainable supply chain management in a global context (Ni, Li, and Tang 2010).


Stakeholder Theory


Large multinational firms increasingly focus on corporate social responsibility (CSR) in supply chains following insistent pressure from stakeholders (Andersen and Skjoett-Larsen 2009). In a broad sense, stakeholders are defined as “any identifiable group or individual who can affect the achievement of an organisation’s objectives, or who is affected by the achievement of an organisation’s objectives” (Freeman and Reed 1983: 91). What is fundamental to the stakeholder view is that companies have responsibilities toward a wide range of groups of people, not merely to a select few that the company is dependent on for its survival. This concept forms the basis of stakeholder theory and corporate social responsibility (Donaldson and Preston 1995; Freeman and Reed 1983). Stakeholder theory describes how firms can prioritize and manage interactions with various groups. As circumstances become increasingly complex, stakeholder identification, engagement, demands, and the potential for desirable outcomes become increasingly important and challenging to companies (Matos and Hall 2007; Stone and Brush 1996). This is due to stakeholder groups becoming more heterogeneous (Freeman Evan 1991; Harrison and Freeman 1999) and associated rights, claims, or interests conflicting or being difficult to reconcile (Hall and Vredenburg 2003). In addition, these pressures are accompanied by varying degrees of legitimacy, urgency, and power (Mitchell, Agle, and Wood 1997), which affect “the degree to which managers give priority to competing stakeholder claims” (Agle, Mitchell, and Sonnenfeld 1999: 507). The relative infancy of sustainable supply chain management adds to the complexity of this task (Parmigiani, Klassen, and Russo 2011).

Stakeholder theory manifests in descriptive and operational terms, specifically through management and engagement of different groups, yet it has normative foundations in that stakeholder engagement is based on moral correctness (Donaldson and Preston 1995). Institutional theory similarly has a normative basis. However, the views differ on what the normative basis should be as each institutional or stakeholder perspective potentially comes with a distinctive outlook on the “correct” way of doing things, which results in the creation of value chain tensions. These tensions are “characterized by contestation as well as collaboration among multiple actors, including firms, state and international agencies, NGOs, and industry associations, each with their own interests and agendas” (Levy 2008: 943). Companies facing supply and value chain pressures need to establish or reaffirm organizational legitimacy, which is a concept central in institutional theory (DiMaggio and Powell 1983). Given the pressures of stakeholder groups, organizational legitimacy can also be attained through appropriate stakeholder management and engagement.


Legitimacy Theory


The process by which a normative base is determined and organizational legitimacy is achieved is dynamic, given the heterogeneous character of institutions and stakeholder groups, the pressures they exert, and ways in which particular agendas are prioritized. In some cases, a firm can have a specific motto or have the explicit aim to contribute toward the “common good” and well-being of society (Argandoña 1998). One example is Google’s corporate slogan “Don’t be evil.” In other cases, articulation of a firm’s responsibilities vis-à-vis society is less specific. Regardless, the normative basis on which a company acts in society is under continuous pressure from institutions and stakeholders. Hence, instead of moving from a normative basis of institutional and stakeholder theory toward descriptive and operational elements, this process should instead be regarded as dynamic. Legitimacy theory emphasizes processes by which organizational legitimacy is obtained or challenged. It offers a conceptual tool to analyze institutional and stakeholder pressures, corporate responses, and the consequences for organizational legitimacy (Idowu et al. 2013). Suchman (1995: 574) defines legitimacy as “a generalized perception or assumption that the actions of an entity are desirable, proper, or appropriate within some socially constructed system of norms, values, beliefs, and definitions.” In other words, legitimacy offers companies the right to operate, if in line with institutional and stakeholder interests. Consequently, companies seek to enhance their image in order to positively influence corporate social reputation (Brown et al. 2006). Better social and environmental reputation is shown to correlate with increased long-term firm performance, suggesting that it is beneficial for companies to focus on reputation as a part of their overall objectives and strategies (Fombrun 2005). As global supply chains are characterized by dynamic settings, changing legitimizing factors are marked as a critical area of analysis. Studies may focus on decision-making processes based on demands from institutions and stakeholders, and which company company responses are best suited (Connelly, Ketchen, and Hult 2013).

CSR reports and policies are a useful source of information to understand firms’ intentions and activities. Firms benefit from reporting through improved corporate reputation among stakeholders and other concerned parties (Wilmshurst and Frost 2000). Firms are shown to have many different motivations for disclosing information about corporate social and environmental responsibility. Institutional and stakeholder pressures are major driving forces behind social, environmental, and economic responsibility in supply chains (Tate, Ellram, and Kirchoff 2010). Yet it is also implied that many firms operate on a series of half-truths that reinforce a sole focus on profits, and that “instead businesses should focus on their broader responsibilities to other stakeholders including employees and communities” (Mintzberg, Simons, and Basu 2002). Indeed, concerns exist about how CSR disclosures compare with actual commitments and activities. Research has found discrepancies between actual practices of firms and their CSR policies (Banarra 2010; Cerin 2002).


Marxist Theory


A more critical and systemic view is offered in the Marxist critique of the socio-economic relations that compose global value chains. As discussed earlier, a Marxian analysis highlights the class interests of a global market economy, in which a dominant core of corporate interests can subject a dependent periphery of economies composed of poor workers. The convergence analysis which suggests a gradual transition of dependent economies toward prosperity, from a Marxian view, depoliticizes the analysis of continuing global inequality. The global value chain is not just a process of value creation, but of value extraction. Escaping from such exploitation requires a fundamental shift in the relationships involved in existing global value chains (Hickel 2017; IGLP Law 2016; Selwyn 2016a, 2016b).


The Disaggregation of the Global Value Chain


The interplay between global economic forces and local circumstances poses a number of challenges for economic and employment security, and for business accountability, transparency, and integrity (Roh, Hong, and Min 2014). Multinational corporations benefit from outsourcing parts of their operations to low-wage countries: it keeps production costs low, and allows greater profit margins. As Figure 13.2 illustrates, disaggregation of the global value chain enables the retention of the most profitable activities including design, finance, marketing, and sales in the home country, while the labor–intensive, less profitable activities are distributed to contractors in developing countries, where wages and conditions are often much poorer. Industries that have profited traditionally from outsourcing production to low-wage countries have produced goods such as clothing, sports apparel, or toys. Since the 2000s, the increasing activity in global value chains of the electronics manufacturing sector began to appear on the radar of labor rights activists, NGOs, and investigative journalists. Original equipment manufacturers (OEMs) were outsourcing production of components to firms in low-wage countries that provided electronic manufacturing services (EMS) at a low cost. The conditions in which workers produced these goods gave rise to the term “electronics sweatshop” (CAFOD 2004). As with most information technology corporations, Apple Inc. also sources most of its components from manufacturers based in Asia (Litzinger 2013). Indeed, according Li Qiang, an activist with US-based organization China Labor Watch: “Without China, Apple wouldn’t be the company it is today. No other country can provide labour so cheaply, and make its products so quickly” (Bilton et al. 2014).
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Figure 13.2 Disaggregation of the global value chain

Source: Adapted from Mudambi (2007).



Should multinationals operating in developing nations be regarded as the arrival of a new and more sophisticated form of sweatshop exploitation? Even with the socio-economic inequality that lies at the core of the imbalanced relationships in global supply chains, an argument could be made for the potential emancipatory effects that the globalizing economy and workforce could have on developing newly industrialized countries. However, Apple not only externalizes production, it also externalizes the responsibility for the production process and the entire workforce: these burdens are to be carried by the suppliers. In its Supplier Code of Conduct, Apple states: “suppliers are required to provide safe working conditions, treat workers with dignity and respect, act fairly and ethically, and use environmentally responsible practices wherever they make products or perform services for Apple … Apple will assess its suppliers’ compliance with this Code, and any violations of this Code may jeopardize the supplier’s business relationship with Apple, up to and including termination” (Apple 2014b). This statement goes a long way in explaining the normative basis on which Apple operates: an arm’s-length morality that imposes responsibility on others.

Yet the global value chain produces a number of complicating dynamics that put this normative stance under pressure. As component suppliers are specifically and often solely involved in manufacturing, reducing costs and cutting corners in the production process is, by and large, the only way they perceive to create a profit margin, or even to keep up with the requirements of intense production schedules. As Apple has high demands concerning the quality of electronics components, suppliers often conceive the only way to create a profit margin is to cut down on the costs of the production process itself, often translating into lower compensation for workers and unsafe production facilities. In a similar way, as Apple shifts the burden of cost and production to EMS providers, the suppliers in turn make the laborers carry the burden of cost-cutting through low wages and unsafe working conditions. Regrettably, workers meanwhile receive little protection from government or regulatory authorities. Independent trade unions are forbidden in China, while labor strikes are illegal and considered counter-revolutionary (though they frequently occur in local disputes).

These circumstances result in a degree of labor flexibility that can eventually lead to a race to the bottom, which can threaten the most basic labor standards in developing countries (Table 13.1). Factory labor standards audits performed at Apple’s EMS providers have uncovered violations of China’s labor laws, though operations are generally found to be in line with regulations (which do not set particularly high standards). In the instances where standards were not observed, Apple and the EMS companies have pledged to make changes to comply with China’s labor laws. Arguably, Chinese labor laws offer inadequate protection for workers, which means the Chinese government needs to act, as they have the power to change the labor laws, and have the authority to force OEMs and EMS providers to comply with stricter regulation. With the global economy recovery following the global financial crisis, the Chinese government was apprehensive about enforcing stricter labor and wage regulation, as this could further weaken the Chinese economy, with fears of the loss of further contracts to lower-wage neighboring economies in Asia (Inman 2012). However, it is the case that Chinese wages are on average double those of other major source countries, while factory wages in Bangladesh and India are the lowest. It is estimated that average factory monthly gross wages in 2016 in China were $828, in Bangladesh $141, India $174, Indonesia $214, and Vietnam $287 (Deloitte Access Economics 2017). Also wages and conditions in information technology factories generally would be better than in garment factories. In recent years, faced with increasing competition from lower-wage economies, China has been able to reduce labor costs through automation, and has become the world’s largest market for robots, with around 20 percent of world sales (BCG 2017).
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Stakeholders such as workers and consumers presently play a modest role in global value chain dynamics compared to major institutions. The Chinese labor force is becoming less docile, however (Chan 2013; Chan, Pun, and Selden 2013), evident in the frequent and widespread uprisings at the factories of many multinationals in China (Richburg 2010). Meanwhile, it could be argued that affluent consumers of Apple products ought to exert greater pressure on Apple’s corporate social responsibility. Yet, as global supply chains have become extraordinarily long, consumers have arguably become dissociated from the circumstances in which goods are being produced. As a result, it is likely many Apple consumers are blissfully unaware of the circumstances in which the products they consume with such joy are being manufactured. However, through the mediation of investigative journalism and international NGOs, the public has had the opportunity to become more aware of these circumstances. For Apple’s main demographic, city dwellers and young people who are style-conscious and well educated, it might have been imagined that human rights and labor practices are significant matters. But there is little indication at this stage of any consumer resistance to the conditions of employment in the global value chain, and as yet no consumer boycott. Furthermore, Western companies have learned how to respond to criticism of business practices, and even preemptively counter future criticisms by incorporating environmental, social, and governance themes into their marketing strategy. For example, by pledging to give a percentage of a product’s cost to causes in the developing world, Starbucks hopes that the consumer’s conscience is alleviated through their purchase (Fiennes 2012).

Corporations are well versed at portraying themselves as socially responsible, while silencing critics and appealing to consumers. Consumer and popular power often needs to be harnessed and mediated by third parties such as NGOs, organized labor, and interest groups. An example of this is where Greenpeace harnessed consumer power by launching a campaign in 2006, challenging Apple to be clearer about its environmental policies. Using the positive slogan “We love our Macs, we just wish they came in green,” the campaign succeeded in mobilizing consumers to convince Apple to phase out the worst chemicals in its product range: brominated fire retardants (BFRs) and polyvinyl chloride (PVC) (Greenpeace 2007). In 2012, after Greenpeace had been pressuring Apple for more than a year to clean up its act and commit to renewable energy, the company announced that by early 2013, the energy used to power its data centers would come solely from renewable sources (McMillan 2012). The campaign for greener electronics continues, with Greenpeace revealing that there is still a lack of transparency in supply chains, the use of fossil fuel energy, planned obsolescence as a design feature, lack of commitment to dealing with e-waste, little use of recycled materials, stalled commitments to product detoxification, and a lack of monitoring of workplace chemicals—revealing a business model in the electronics industry badly in need of an upgrade (Cook and Jardim 2017). Other examples of groups campaigning for reforms in the global value chain include bodies such as Students and Scholars Against Corporate Misbehavior (SACOM) and China Labor Watch, which continue to provide exploited workers with a voice ( China Labor Watch 2012a, 2012b, 2013; SACOM 2010, 2011, 2012). As arguably the richest and most successful corporation in history, it is useful to examine in more depth why this company has difficulty delivering on its responsibilities to workers in its global value chain.


Apple Inc.: An Iconic Corporation


Apple Inc., it could be contested, is the richest and most iconic corporation in the world. All this wealth has rapidly accumulated following Steve Jobs’ return to the company in 1997. Jobs was singularly gifted in projecting the newly revived Apple brand and products as not only the most advanced electronic products, but also the most elegant in design. Apple products are more than gadgets he insisted, they are lifestyle transforming and enhancing objects. This imagery reached celestial heights in Apple’s 1997 advertising campaign, which adapted IBM’s slogan “Think” to “Think Different.”

In its marketing efforts, Apple did not blush at using images of Albert Einstein, Gandhi, John Lennon and Yoko Ono, Miles Davis, and Martin Luther King Jr. The objective was for each new Apple product to be accompanied by rising crescendos of excitement at their announcement and long queues outside every Apple store in the world when launched, indicating that brand loyalty had become a faith that embraces millions, a faith that is only now beginning to fray after two decades or more of unquestioning mass devotion.

Yet while Apple was enjoying a meteoric rise as the world’s most iconic business, increasing evidence was emerging of the tragic consequences of unresolved human rights, environmental, and ethical dilemmas in the Apple supply chain in China. In a stark illustration of how extreme inequality disfigured the operation of global value chains, it appears that the beauty of Apple’s brilliant design and highly polished products ultimately rested on the suffering of young workers in electronic sweatshops where human rights, labor standards, environmental safety, and business integrity were routinely ignored. It is the case that since these abuses in its supply chain were first brought to Apple’s attention in 2006, the company has made continuous efforts to eradicate problems and enforce higher standards at all of its suppliers.

However, there is evidence to suggest that the successive interventions by Apple to advance audit and management systems and improve standards in suppliers’ factories were often overwhelmed by the intensity of the production regimes being enforced. There is evidence of bleak working conditions throughout much of the electronics supply chain in Asia (Barboza and Duhigg 2012). However, as the present market leader, and currently the richest and most successful consumer electronics company in the world, Apple has a particular responsibility to ensure the integrity and responsibility of its value chain.


Apple as a Monopsony


In 2010 Apple became the most valuable brand, with an 84 percent jump in brand value to $153.3 billion (Indvik 2011). By 2017 Apple’s revenues had remained above $200 billion for three years (Figure 13.3), while early in 2017 Apple attained a market capitalization of $800 billion (Figure 13.4)—more than double that of earlier corporations with the largest market capitalization—with the prospect of Apple becoming the first trillion dollar corporation by market capitalization. Apple’s large profit margins, consistently above 20 percent for more than a decade (Figure 13.5), contributed to a cash hoard of $230 billion by 2017, larger than the funds of many of the leading international investment banks (Figure 13.6), which means that the company has more cash on hand compared to cash balances of most other industries in the United States combined (Fingas 2015).
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Figure 13.3 Apple revenue 2006 to 2018 (US$ billions)

Source: Company reports and NasdaqGS Real Time Price. Currency in US$.
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Figure 13.4 Apple market capitalization 2006 to May 2018 (US$ billions)

Source: Adapted from company reports and NasdaqGS Real Time Price. Currency in US$.
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Figure 13.5 Apple profit margins 2005 to 2017

Source: Adapted from company reports.
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Figure 13.6 Apple cash, cash equivalents, and marketable securities 2006 to 2017 (US$ billions)

Source: Adapted from Apple annual and quarterly reports.



Apple’s sustained competitive advantage over its competitors is not simply due to superior design and marketing; it is due to Apple’s domination of the advanced consumer electronics supply chain. Apple has effectively created a closed ecosystem, controlling every part of the supply chain from design to retail. “Because of its volume—and its occasional ruthlessness—Apple gets big discounts on parts, manufacturing capacity, and air freight. Operations expertise is as big an asset for Apple as product innovation or marketing,” says Mike Fawkes, the former supply chain chief at Hewlett-Packard and now a venture capitalist with VantagePoint Capital Partners. “They’ve taken operational excellence to a level never seen before” (Satariano and Burrows 2011). Leading this supply chain revolution was Tim Cook, now Apple CEO, inspired by the book Competing Against Time: How Time-Based Competition is Reshaping Global Markets, which states that “the traditional pattern has been to provide the most value for the least cost. The expanded pattern is to provide the most value for the least cost in the least elapsed amount of time. These new-generation competitors use flexible factories and operations to respond to their customers’ needs rapidly by expanding variety and by increasing the rate of innovation” (Stalk and Hout 1990: 59).

The combination of rapidly rising gross revenues and sustaining remarkably high gross profit margins with each product launch allowed Apple to accumulate a vast mountain of cash. Apple has employed its hoard of tens of billions of dollars in cash to further dominate and control the electronics component supply chain in Asia and beyond.

New component technologies are expensive to make when first invented. Building factories to make these components in mass quantities is more expensive still, while margins are small and shrink as new products become commoditized. As such it is hard for EMS companies to raise investment capital to cover their costs, yet Apple pays toward the cost of construction in exchange for exclusive rights to output for a period, with a discounted rate afterwards (Elmer-DeWitt 2011). This allows Apple access to new advanced components before competitors. When competitors eventually secure access to these components, Apple continues to have access to the same parts at lower cost due to the discounted rates it has negotiated, which may be subsidized by other electronics companies buying the parts from the same provider. In this way Apple has become not a monopoly (a single seller), but a monopsony—the one buyer who can control the market (Elmer-DeWitt 2011). Selwyn (2016a) argues that the practice of monopsony extracted for US corporations significant price reductions for components and manufactured goods of up to 40 percent between 1986 and 2006 across industries engaged in computers, electric and telecommunications, clothing, and footwear (Milberg 2008: 433). “‘Monopsonistic’ buyer[s] [can] … push down the prices of supplies to marginal cost and thus extract the full profits from the sales of the final goods from a smaller capital stake” (Strange and Newton 2006: 184).

In pursuit of monopsony, Apple announced in 2011 it was intending to invest $7.1 billion on its supply chain in the next year, together with $2.4 billion in prepayments to key suppliers. These waves of Apple cash ensure availability and low prices for Apple, while limiting the options for competitors. For example, in order to make the iPad 2, Apple ordered so many high-end drills to make the internal casing that other electronics companies’ waiting time for drills stretched for months. Meanwhile, Apple drives down supplier quotes, including recent estimates for materials (Worstall 2014), as well as labor costs: in 2012 the ABC program Nightline found that assembly workers at Foxconn, Apple’s largest supplier, made $1.78 an hour (Arthur 2012). In addition, Apple sought more control over the global electronics supply chain by “binge hiring” hundreds of engineers and supply chain managers, to accelerate the release of new products (Tate 2014). This sense of Apple controlling the supply chain reaches a pinnacle with the unveiling of each new Apple product, intensified over years of launching new products.

Apple contends that its business model is about more than just money. It does not just sell products, it argues; it offers an ethical production model. Referring to this ethical foundation, the Apple CEO Tim Cook suggested: “to me that goes from everything, from environmentally, to how you work with suppliers, with labour questions, to the carbon footprint of your products, to the things you choose to support, to the way you treat your employees” (Haslam 2013). Potentially, due to its status and size, Apple has the power to end chronic labor rights abuses in its supply chain: “the paramount issue remains whether Apple will ever choose to apply its legendary business prowess and spirit of innovation, and its enormous financial clout, to the goal of protecting the basic human rights of the people who make those products” (Economic Policy Institute 2012: 8). Former United States presidential candidate and business ethics campaigner Ralph Nader argues that “Apple is in the best position of any company in the world, because of its massive surplus profits, to clean up its supply chain and set an example for the rest of the world” (Bilton et al. 2014). Yet, as a former Apple executive told The New York Times: “We’ve known about labor abuses in some factories for four years, and they’re still going on. Why? Because the system works for us. Suppliers would change everything tomorrow if Apple told them they didn’t have another choice. If half of iPhones were malfunctioning, do you think Apple would let it go on for four years?” (Duhigg and Barboza 2012).


Apple and Foxconn: Supply Chain Issues


Apple is dependent on 150 global suppliers to manufacture and retail its iPhone, iPad, and iMac products, distributed around the world, but manufacture is heavily concentrated in China. Foxconn is one of the largest electronics manufacturing services companies in the world, employing approximately 1.6 million people in China. The company is a contractor for many international OEM companies, and is Apple’s principal supplier in China (Hille and Jacob 2012). Both companies have experienced an unprecedented and sustained rapid escalation in their gross revenues, which indicates they are intimately linked (Luk 2015). Although Apple has extremely high profit margins, and Foxconn’s are wafer thin (Culpan 2012), both companies are immensely well resourced: while they might claim some of the supply chain issues were due to the pressures of unimaginably rapid growth, they could make no claim to a shortage of funds with which to remedy the problems if they had resolved to do so.

From 2006, Apple was under fire for sourcing components from producers that have a poor reputation with regard to employment conditions and practices. In that year, the first criticisms were voiced in the media regarding the circumstances in which Apple’s iPods were being produced. It was alleged that production line workers were earning as little as US$50 a month, while working fifteen hours a day (Klowden 2006). The story featured images and first-hand accounts; for example, one worker described the factory regime as “like being in the army. They make us stand still for hours. If we move, we are punished by being made to stand still for longer … We have to work overtime if we are told to and can only go back to the dormitories when our boss gives us permission … If they ask for overtime we must do it. After working 15 hours until 11:30pm, we feel so tired” (Klowden 2006). One of the factories owned by Foxconn was described as harboring as many as 200,000 workers, who live in on-site dormitories that house up to a hundred people and are not open to outside visitors. Employees at this facility were paid approximately US$50 a month for laboring fifteen hours a day. Elsewhere workers lived in off-site dormitories and were paid approximately $100 a month, of which half had to be paid to their employer for housing and food.

The media report spread like wildfire, as international newspapers started to feature stories that carried the same allegations, while posts about Apple’s “sweatshops” started to appear on countless blogs, resulting in worldwide controversy in both online and offline media. Apple was experiencing a public relations nightmare: the maker of the world’s most popular music player had been linked to appalling workplace conditions in unprecedented large-scale factory cities, where workers were drilled in military style, lived in crowded dormitories, and were forced to work long shifts for low pay.

The long-running Apple controversy took a dramatic turn for the worse in early 2010 when labor unrest shook up the south of China in the form of mass strikes and protests for wage increases and better working conditions. Three dozen strikes took place at the factories of Foxconn, Honda, Hyundai, and other multinationals (Richburg 2010). It was suggested that increasing numbers of younger male workers, as well as an increased awareness of rights, were likely to have been catalyzing forces behind the uprisings.

The protests received global media attention after a string of suicides and attempted suicides occurred at the factories of Foxconn (Dean and Tsai 2010). On January 23, the body of 19-year-old Ma Xiangqian was found in front of his high-rise dormitory of the Foxconn plant in Guanlan. Police investigators concluded that he had jumped from a high floor. Ma had worked eleven-hour overnight shifts, seven nights a week, forging plastic and metal amid fumes and dust, until he was demoted to cleaning toilets after a dispute with his supervisor. His wage slip showed that he worked 286 hours in the month before he died, including 112 hours of overtime, three times the legal limit in China (Barboza 2010). Others tried to commit suicide but failed, such as 17 year-old Tian Yu. On March 17, 2010, she jumped from the fourth floor of her dormitory, causing injuries that left her bedridden without sensation below her waist and carrying metal plates inside her body. After having worked for Foxconn for a month, she was unsure how to obtain her wage. She was told to go to a Foxconn facility an hour away, where she was sent from office to office, being told to go ask elsewhere. Tian returned humiliated and angry. The next morning she jumped from her dormitory. In 2010, thirteen Foxconn employees had taken their lives, with another four attempting suicide but surviving badly injured (Lau 2010; SACOM 2010).

Incidents did not only occur at Foxconn, but also at other Apple suppliers (China Labor Watch 2012a). In 2011, during a strike at Wintek, Chinese workers urged Apple to help resolve the incidence of chemical poisoning by hexyl hydride. Also called n-hexane, the chemical is regarded as a narcotic by the US Environmental Protection Agency, and in high concentrations can damage the central nervous system, induce vertigo, and cause muscular atrophy (US EPA 2000). Wintek, producers of touchscreens for Apple products at the time, used n-hexane from May 2008 to August 2009. It claims it ceased using the chemical after discovering it was making workers ill (Branigan 2010). Authorities in Suzhou reported that in 2011, 137 Wintek employees had been poisoned by n-hexane (Chan 2010). Workers complained about sore limbs, dizziness, headaches, extreme weakness, and experiencing difficulties performing simple tasks such as climbing stairs and getting dressed. Among them was Jia Jingchuan, a 27 year-old who claims he was exposed to the chemical, and says that it has left him with nerve damage and hypersensitivity to cold (Barboza 2011).

In May 2011, an explosion at Foxconn in Chengdu caused three deaths and left many injured. The Chinese media reported the blast was caused by dust that had accumulated in the ventilation system being ignited by a faulty wire. In December 2011, an explosion occurred at RiTeng Computer Accessory, a subsidiary plant of Pegatron Corp, another of Apple’s Chinese suppliers, injuring sixty-one workers (Rundle 2011). Two months before the first explosion occurred, nonprofit organization SACOM interviewed Foxconn factory workers, who complained the polishing department was filled with aluminum dust and had poor ventilation (Chan 2010). In the aftermath of the second explosion, a Pegatron executive admitted that the factory had not started operations fully, and that parts of the facility were still under inspection and running trial production (Jim and Chang 2011). Both explosions received global media attention. A 2013 report by China Labor Watch highlighted eighty-six labor rights violations at Pegatron. Among the violations listed were recruitment discrimination, women’s rights violations, underage labor, contract violations, excessive working hours, insufficient wages, poor working conditions, poor living conditions, difficulty in taking leave, labor health and safety concerns, ineffective grievance channels, and abuse by management (China Labor Watch 2013). In 2014, while assembly workers geared up to work overtime to build the new iPhone 6, one of Apple’s key suppliers in the Philippines fired twenty-four workers who had attempted to negotiate a new collective bargaining agreement (IndustriALL Global Union 2014). A 2014 investigation by the BBC program Panorama exposed ongoing controversies in Apple’s supply chain. It found that the identity documents of workers were seized by labor recruitment agencies, workers were sleeping in rooms with twelve people (where eight are allowed), and suppliers conducted sham safety exams and created fake audit trails, while the extremely exhausted workforce was drilled and intimidated. It also found children digging for tin in illegal mines (Bilton et al. 2014).


Apple and Foxconn’s Response: The Supplier Responsibility Program


Apple started a supplier responsibility program in 2006, when it established its Supplier Code of Conduct. Since then the company has published a supplier responsibility report annually, in which it makes its audit findings public. Apple states that it is “committed to ensuring that working conditions in our supply chain are safe, workers are treated with respect and dignity, and manufacturing processes are environmentally responsible” (Apple 2010). When violations of the Code of Conduct are encountered, Apple insists that the perpetrating company addresses the violation within ninety days. Should a supplier not meet Apple’s demands, the business relationship is terminated (Apple 2011). In an attempt to ensure Foxconn and other EMS companies were meeting the guidelines set out in the Supplier Code of Conduct, Apple probed labor conditions by hiring the independent audit provider Verité, who investigated production facilities (Frost and Burnett 2007). An Apple spokesperson was quoted as saying: “This is a thorough audit, which includes employee working and living conditions, interviews of employees and managers, compliance with overtime and wage regulations, and other areas as necessary to ensure adherence to Apple’s supplier code of conduct. Apple’s supplier code of conduct sets the bar higher than accepted industry standards and we take allegations of noncompliance very seriously” (Hessendahl 2006).

In 2006, over one hundred Foxconn workers were interviewed, of which eighty-three were assembly line workers. In total, over 500 factory line workers in eleven factories were questioned. From these interviews, Apple concluded that at one supplier the off-campus dormitories, essentially converted factory spaces with triple-decker bunk beds, failed to meet the Supplier Code of Conduct. At another supplier the overtime pay structure was deemed overly complex. Although the Supplier Code of Conduct allows labor for up to sixty hours a week, the survey showed that Foxconn employees exceeded this limit 35 percent of the time. Two percent of the workers interviewed reported that some individuals were disciplined inappropriately, being required to stand in the corner or do push-ups (Apple 2007). Workers were generally happy with the dormitories and were earning at least the local minimum wage. Apple stated that it expected suppliers to adhere to the principles set out in its Supplier Code of Conduct: “In cases where a supplier’s efforts in this area do not meet our expectations, their contracts will be terminated” (Apple 2007: 4). Foxconn promised to make appropriate changes in order to adhere to Apple’s Supplier Code of Conduct. New off-campus dormitories were built, weekly overtime limits were to be strictly enforced, payment procedures simplified, and a supervisor training program was launched to ensure no harsh treatments would occur. Apple announced follow-up audits and an expansion of the monitoring program, probing suppliers deeper in its supply chain (Apple 2007).

In June 2010, Steve Jobs was interviewed for over ninety minutes at the D-8 conference (the Developing 8 Organization for Economic Cooperation, an organization to improve member states’ position in the global economy, diversify, and create new opportunities). While giving his thoughts on Google and the iPad, Jobs was also asked what he thought on the Foxconn suicides: “I actually think that Apple does one of the best jobs of any companies in our industry, and maybe in any industry, of understanding the working conditions in our supply chain. We’re extraordinarily diligent and extraordinarily transparent about it. We go into the suppliers, and into their secondary and tertiary suppliers, places where nobody has ever gone before and audited them. And we are pretty rigorous about it” (Kafka 2010). Jobs went on less convincingly: “I mean, you go to this place, and, it’s a factory, but, my gosh, I mean, they’ve got restaurants and movie theatres and hospitals and swimming pools, and I mean, for a factory, it’s a pretty nice factory” (Kafka 2010). He went on to comment on the suicides, which numbered thirteen at the time, by saying they were “still below the national average in the US,” adding that “this is very troubling to us … so we send over our own people and some outside folks as well, to look into the issue” (Kafka 2010).

In an interview with BusinessWeek concerning the suicides, Terry Gou, the CEO of Foxconn, stated: “The first one, second one, and third one, I did not see this as a serious problem.” After the fifth suicide, Gou “decided to do something different.” After the ninth suicide occurred, Foxconn ordered over 3 million square meters of mesh netting to be put up around its buildings, twenty-four-hour standby counseling teams were introduced, and wages were increased (Haslam 2013). In its 2011 supplier responsibility report, Apple stated that it had hired suicide prevention specialists to understand the conditions. They met with then Apple COO Tim Cook and Foxconn’s CEO on a visit to the Shenzhen factory to assess Foxconn’s measures to prevent further suicides. Three months after their visit, they praised Foxconn for its quick and adequate response on multiple fronts, such as hiring counselors, establishing a twenty-four-hour care center, and attaching nets to its buildings. They concluded that Foxconn’s response had saved lives. Foxconn pledged to implement further recommendations into long-term plans for addressing employee well-being. Apple stated that it would continue to work with Foxconn on these programs, and take key learnings to other producers in its supply chain (Apple 2011).

The n-hexane incidents were also addressed in the 2011 supplier responsibility report. Apple stated that it had asked Wintek to cease using n-hexane and to fix the ventilation system. In order to prevent further incidents at Wintek, Apple furthermore asked them to improve their environmental health and safety processes and announced an audit of the Wintek facility (Apple 2011). Apple stated that it had verified that all affected workers were treated successfully. In line with Chinese law, Wintek had paid for all medical costs and the foregone wages of its sick employees. Apple further reported other incidents involving n-hexane. After they learned that a supplier and a subcontractor were still using the chemical, Apple investigated and found that the subcontractor had already been shut down by local officials. It further ensured that the supplier was no longer using n-hexane and instructed its supplier to optimize environmental health and safety systems and follow up on the health of workers who were exposed to n-hexane (Apple 2012).

In Apple’s 2012 supplier responsibility progress report, the company announced that it was “deeply saddened by events at two of our suppliers in 2011” (Apple 2012). Apple acknowledged that two explosions took the lives of four workers and injured dozens of others. According to the report, Apple sent in expert teams to investigate the circumstances in which each of the explosions occurred and provide suggestions for better health and safety conditions. The experts concluded that the explosions involved combustible dust, in which aluminum particles provided explosive fuel. In an effort to prevent similar incidents from occurring at other suppliers, Apple went on to audit all suppliers handling aluminum dust, while establishing new requirements for handling combustible dust, such as specific ventilation, regular inspections of ductwork, banning use of compressed air for cleaning, and having type-D fire extinguishers at hand to handle metal fires. According to Apple, all its suppliers except one have followed up on its demands and implemented the proposed measures: “the one supplier that has not will remain shut down until modifications are in place” (Apple 2012).

Apple addressed a range of other issues that it encountered during factory audits, such as discrimination, wages and working hours, dormitories and dining, freedom of association, employee treatment, and environmental impacts. Apple performs follow-up audits and sets key performance indicators for its suppliers, reports on progress, and determines whether other core violations have occurred. From 2005 onwards, Apple has reported and taken action on recruitment fee overcharges, underage labor, forging of records, and improper disposal of hazardous waste. It is also engaged in the Electronics Industry Citizenship Coalition (EICC), an alliance of electronics firms whose aim is to improve working conditions and reduce environmental impact throughout the supply chain of the electronics sector. Companies can join the EICC by adopting the Code of Conduct through signing a commitment letter and completing a self-assessment questionnaire, after which the board of directors of the EICC will determine whether the company is eligible for membership (EICC 2015). The board of the EICC is entirely made up of executives from the electronics sector, however, and funding is derived from the same sector though membership fees and company audits, causing a potential conflict of interest. In 2012, Apple announced a deal it made with Foxconn regarding the hiring of laborers, stricter safety and overtime rules, and improving on facilities such as dormitories (Gupta and Chan 2012). According to CEO Tim Cook, the company is “measuring working hours for 700,000 people. I don’t know anybody else doing this. And we are reporting it, and we are showing a level of care that I don’t see in other places. And I think it is really important” (Bilton et al. 2014).


Unresolved Dilemmas


It is clear that Apple is aware of the pitfalls of outsourcing manufacturing to low-wage countries. In order to balance the assessment of Apple’s and Foxconn’s responses it is helpful to see what independent organizations have found after Apple and its suppliers had promised to address wrongdoings. Organizations such as the Centre for Research on Multinational Corporations (SOMO), China Labor Watch, and SACOM have focused on labor practices, while the Chinese Institute of Public and Environmental Affairs (IPE) has studied pollution through Apple’s supply chain and its impacts on workers and the environment. The reports of these organizations need to be approached with the same rigor as Apple’s supplier reports, yet the fact remains that the findings in these reports are dramatically different from the information published by Apple and Foxconn. This shows that conditions have not improved to the point where critics have been silenced.

In 2007, a year after Apple had first come under scrutiny because of its iPod production facilities, SOMO assembled a report on Apple’s corporate social responsibility. It found that, although Apple stressed the importance of its Supplier Code of Conduct, the means by which compliance is verified remained opaque. Furthermore, workers continued to express concerns about forced overtime, lack of safety while working with hazardous substances, low wages, disproportionate wage deductions, and withheld wages (Van Dijk and Schipper 2007). In 2010, the year that witnessed the labor unrest in South China and the first of the Foxconn suicides, SACOM investigated working conditions at Foxconn by conducting interviews with factory workers and sending in undercover researchers to work in production facilities. It alleged that workers were compelled to work overtime, as they were required to sign an overtime pledge clause as part of their contract, and that physical and mental abuse by superiors was far from uncommon (SACOM 2010). In 2011, SACOM found that although Apple commends actions taken by Foxconn, many promises remain unfulfilled. According to SACOM, conditions have hardly improved (Table 13.2) (SACOM 2011).



Table 13.2 Apple and Foxconn unfulfilled promises


	
	Apple and Foxconn promise 2010
	Operational reality 2011/2012

	Recruitment and terms of employment
	In strict compliance with the law
	Misleading statements (e.g., regarding wages, benefits, and location of work


	Wages
	Across the board increases
	Miscalculation of wages; unpaid overtime work per month; continuous shifts denying meal breaks


	Health and safety
	Adequate personal protective equipment; health examination
	Lack of protection; workers not well informed about the chemicals in use


	Student workers
	Length of internship regulated; skills training provided; underage workers protected (16–18 years of age)
	Interns are de facto workers; mandatory night shifts


	Grievance mechanisms
	Better worker–management communication by launching a hotline for workers
	Workers cannot find effective ways to handle grievances at the workplace


Source: Adapted from SACOM (2011).


In 2011, the IPE published a report concerning hazardous waste in Apple’s supply chain and its impacts on factory workers and the environment. From their investigation, IPE concluded that more than twenty-seven Apple suppliers experienced environmental problems. The majority of them had failed to dispose of their hazardous waste properly, ignoring regulation for hazardous waste transport, leading to unknown whereabouts of toxic waste products. Despite Apple’s self-audits, the 2011 supplier responsibility report does not mention violations regarding the disposal of hazardous waste. Unfortunately, there is no way to confirm these queries with Apple, as its long-term policy is not to disclose supplier information (IPE 2011).

In June of 2012, the US-based NGO China Labor Watch published a report that detailed the working conditions at ten of Apple’s electronic component suppliers in China. Based on interviews with employees and observations made in the workshops, which took place without Apple’s approval, China Labor Watch concluded that employees were exposed to health hazards in the workplace, as well as being paid poorly and having to work long shifts (China Labor Watch 2012a). The organization was skeptical about Apple’s dealings with EMS companies, and doubted whether its actions are an incentive for change in China’s technology manufacturing industry (Gupta and Chan 2012). In contrast, the Fair Labor Association (FLA) published a report in 2012 on the progress made by Apple’s largest suppliers. In the Foxconn Verification Status Report (Fair Labor Association 2012: 3), it suggests that: “Foxconn and Apple are carrying out the robust remediation plan developed following FLA’s investigation, published on 28 March 2012. Over the past three months, steady progress has been made at the three facilities … and all remediation items due within the timeframe have been completed, with others ahead of schedule.” In a scathing review of this report, the Economic Policy Institute (Nova and Shapiro 2012: 2) dismisses these conclusions: “Foxconn receives a perfect completion score from the FLA only because FLA gives Foxconn credits for reforms that are either incomplete or purely symbolic”:



• FLA gives credit to Foxconn for increasing the numbers of workers on a thirty-two-person union leadership committee from two to “at least three,” when the other twenty-nine members can still be factory managers.

• The FLA (2012) maintained that Foxconn employees were working no more than sixty hours per week, and eighty hours monthly overtime (above China’s legal maximum of thirty-six hours). SACOM (2012) argues that as iPhone 5 reached peak production, overtime hours reached a hundred hours per month, with workers only getting one day off every thirteen days (China’s legal minimum).

• The promise made by the FLA and Apple that Foxconn workers would all receive back pay where overtime was illegally undercompensated was broken. The Foxconn practice was to pay overtime in thirty-minute units, with twenty-nine minutes not counting for payment. Later Foxconn reduced this threshold to fifteen minutes.

• While the FLA reported that Foxconn was formally meeting the goal of limiting the working week to sixty hours, this standard remains illegal, and there is no basis in Chinese law to exempt companies. China Labor Watch (2012b) reported that to the extent working hours have been reduced, work intensity has increased: workers are expected to have the same output in fewer hours with less pay.

• Findings by SACOM in 2012 contradict the FLA report, with other media reports of violations including the use of underage labor by Foxconn, involving workers as young as 14; and forced overtime in the production of the iPhone 5, involving the denial of national holidays (Nova and Shapiro 2012).



SACOM observes that “it is ironic that Apple declared to the world that it would ensure that working hours and other working conditions would be improved, but would then push its major supplier Foxconn, and consequently its workers, to meet product schedules inconsistent with such improvements” (SACOM 2012: 1). In 2014, the BBC program Panorama found that workers are left exhausted as Apple’s promises are being broken on the factory floor. All of Panorama’s undercover reporters were routinely on shifts that lasted at least twelve hours, with the longest shift lasting sixteen hours. Overtime was standard, as the workers didn’t have much choice. An instructor yelled: “There are four options. Two show you will consent and two show you will not. Don’t tick the options that indicate that you are not willing. Tick the two which say you are. If you tick the boxes which say you are not willing, the forms will be cancelled” (Bilton et al. 2014). This is a breach of Apple’s promises: “all overtime must be voluntary” (Apple 2015). In spite of Apple’s promise to protect workers under 18 by stating that “juvenile workers shall not work overtime” and “juvenile workers shall not conduct night work” (Apple 2014c), the reporters found evidence of the contrary, and pay slips suggest that illegal working hours are commonplace. One of the reporters was even asked to sign a form consenting to work hours that were a breach of Apple’s sixty-hour limit. Another reporter’s overtime payments were disguised as a work bonus (Bilton et al. 2014).

Although Apple states that it goes “deep into its supply chain to enforce standards” (Apple 2015), in only a few days Panorama found a connection between Apple and dangerous tin mines in Indonesia. As legal mining alone cannot keep up with demand, illegal mines have been created where miners are often members of families, including underage children (Bilton et al. 2014). Apple says that the “ethical sourcing of minerals is an important part of our mission” (Apple 2014a). While the company has confirmed it gets tin from Banka, it has never been confirmed whether illegal tin ends up in Apple products. One smelter operator that provides tin to Apple says that all smelters get an amount of tin through middlemen, and they cannot tell whether the tin is legal or illegal. Yet Panorama’s investigation confirmed that illegally mined tin is provided to smelters that provide to Apple (Bilton et al. 2014). According to China Labor Watch, it is “impossible that they don’t know about the issues, we have repeatedly pointed out the problems in our reports, but we have seen almost no improvement” (Bilton et al. 2014). Panorama informed Apple of its findings six weeks prior to a meeting at Apple’s headquarters. After a three-hour meeting, Apple said it would not be putting anybody up for interview (Bilton et al. 2014).


The Financialization of Apple


Why does the richest company in the world continue to act irresponsibly toward millions of workers in its global value chain? Despite acknowledging there are significant issues in the Apple supply chain in China, surveying these issues on a regular basis, and seeking to remedy them in many ways, Apple Inc. too often accepts standards in China that could not be tolerated in employment in the United States. How is it that Apple can manage a laser-like focus on design innovation, product development, engineering, logistics, marketing, and brand image, and yet in comparison neglect something as fundamental as the human rights and employment conditions in its suppliers’ factories overseas? The essential answers to these questions are discovered in the intense and insistent pressures imposed on Apple by financial markets (Economist 2017; Lazonick 2014). The increasing financialization of Apple Inc. that has accompanied its advancing success has forced Apple executives to concentrate on performing above all else to financial indices, and meeting the expectations of powerful investors. The travails of suppliers’ workers do not figure in this financialized world, except insofar as labor costs can be successively relatively reduced over time, which Apple has proved astonishingly successful at achieving.

Through a strategy of offshoring and outsourcing, Apple has secured exceptional financial performance: “In a financialized world, point values are employed to assess financial performance but the financial numbers combine both value creation and value capture, where a dollar earned from value capture is equally valuable as a dollar earned from value creation. Apple’s management are adept at re-drawing the boundaries of the firm to capture higher return activities through the exercise of power over suppliers in a global value chain” (Haslam et al. 2013: 270).

In analyzing Apple’s financial performance, the value captured and retained has changed in different periods with the development of new products and market competition. However, the trend over time has been to reduce external costs as a whole, increase the value retained, to reduce dramatically labor costs, reduce the investment in research and development, reduce the capital spend, and substantially increase operating cash margins (Table 13.3). The reality of this reduction in labor costs is realized when contemplating the misery of the workers in Apple’s Chinese supplier plants, as Foxconn profit margins have been successively cut. This value capture by Apple is not aimed at enhancing R&D and furthering product development, since Apple has also substantially reduced its R&D expenditure and in fact in some years has invested significantly less in R&D than competitors, including Microsoft, Intel, and Google (Haslam et al. 2013: 271). The value capture Apple has brilliantly executed through exerting power throughout its global value chain is in fact largely deployed to benefit shareholders with increasing dividends, share buy-backs, and executive options.



Table 13.3 Apple Inc. labor, R&D, margins, and capital spend 1992–2012



	
	1992
	2012

	Labor costs
	31.9
	  9.6


	R&D expense
	  8.6
	  2.1


	Operating cash margin
	13.1
	37.0


	Capital spend in total cash
	22.0
	14.0


Source: Adapted from Securities and Exchange Commission (Edgar Dataset) 10-Ks.


The financialization of Apple was accompanied by a profound change in its business model in terms of the interaction of technology, strategy, organization, and finance (Lazonick, Mazzucato, and Tulum 2013). In earlier periods of its existence, Apple had shifted its business model largely in relation to the arrivals and departures of Steve Jobs, the iconic CEO who introduced the world to sophisticated and beautifully designed consumer electronics. As a four-year-old start-up on December 12, 1980 the Apple initial public offering raised more money than any company since Ford Motor Company listed after fifty-three years in existence in 1956 (Polsson 2013). The departure of both Steve Wozniak and Steve Jobs, the technological and design gurus of Apple, brought a new focus on manufacturing and marketing from John Sculley, formerly at Pepsico, as CEO. With the company seeking new inspiration, the return of Steve Jobs at the end of 1996 issued a new era of technological innovation, beginning with the iMac and iPod, and leading to the phenomenal iPhone success integrating information and communication technologies into everyday life. From 2005 there was an explosive growth in sales and revenues of Apple products, which brought spectacular financial success. At the height of this euphoria, the death of Steve Jobs brought Tim Cook, formerly of IBM and the logistics genius of Apple, to the role of CEO in which he consolidated Apple’s position as the most profitable smartphone company in a vastly expanding world market.

It was at this stage in its development that the structural financialization of Apple became apparent. With his passion for technological and design innovation, Steve Jobs had little interest in investors, and he utilized the revenues of Apple to retain and reinvest. However, to attract the most talented staff from the established information technology companies such as Microsoft, Hewlett-Packard, Cisco, and IBM, and to be competitive with the other high-tech start-ups in California, Apple engaged people with significant employee stock options, which became more attractive as the Apple stock price enjoyed phenomenal increases. As CEO, John Scully changed the focus of the company and began to increase distributions to shareholders, and from 1986 to 1996 dividends totaled $457 million and stock repurchases totaled $1,761 million. Rather than strengthening the company, this largesse was associated with a financial weakening of the company, as by 1996 losses amounted to $816 million, and Apple had to issue $646 million in junk bonds (Lazonick, Mazzucato, and Tulum 2013: 262).

As Lazonick, Mazzucato, and Tulum (2013) argue,

Over the course of Apple’s history, the only times that shareholders provided the company with financial commitment was when venture capitalists backed the startup before its IPO in 1980 and public shareholders contributed $97 million in the IPO. When Apple went public, the private-equity interests cashed out handsomely. We can also assume that the public shareholders who bought stock in the 1980 IPO sold their stakes over the ensuing years to secure a healthy capital gain … The only time that Apple raised new funds from public shareholders was in its IPO in 1980, and those shareholders have long since reaped their returns on that investment … Yet now that Apple has accumulated an enormous cash reserve, public shareholders are demanding that Apple “return” capital to them.

(Lazonick, Mazzucato, and Tulum 2013: 262).

As Apple achieved the zenith of its commercial and financial success from 2010 to 2016 and accumulated vast piles of cash and liquid investments, the hedge funds and other activist investors came knocking. In September 2010 David Einhorn of Greenlight Capital bought 1.4 million shares in Apple at $280 per share. By September 2012 the Apple stock price peaked at $705 per share and Einhorn could have sold the stock with a gain of $600 million. However, he held the stock and by February 2013 the Apple share price had fallen to $450. Einhorn demanded that Apple disgorge its $137 billion in liquid assets to existing shareholders as a perpetual preferred stock, which would raise its share price and Greenlight Capital would reap a fortune. While the Apple board resisted the Einhorn proposal, they committed to returning additional cash to shareholders and increased the company’s planned program of $45 billion in dividends and buy-backs to shareholders, to a $100 billion program over the next thirty-two months (Bradshaw 2013).

Apple soon came to the attention of Carl Icahn, one of the most prominent hedge fund managers and “activist shareholders” in the United States. By January 2014 Icahn had purchased nearly 53 million shares in Apple, equivalent to 0.9 percent of the company’s outstanding shares, at a total cost of $3.6 billion. He believed that even without earnings growth, simply by massive stock buy-backs the price of Apple shares could be significantly increased. Icahn was renowned as one of the leading corporate raiders of the 1980s. He besieged Apple with thirty-seven tweets and six open letters demanding Apple should “increase shareholder value” with massive stock buy-backs. CEO Tim Cook was subjected to a continuous commentary from Icahn on the prospective fortunes of Apple, including Icahn’s sales forecasts, and high expectations for the Apple watch (which in fact proved a rather disappointing product launch). Though Cook and the Apple board were firmly resistant to Icahn’s advice to engage in a $150 billion stock buy-back in public, they were clearly influenced by Icahn in their financial strategy for the corporation in developing their generous capital return program. Icahn completely sold his holding in Apple in April 2016, two days after Apple announced its first quarterly sales decline in thirteen years, recouping a profit of $2 billion from holding the Apple shares for thirty-two months (Lazonick, Hopkins, and Jacobson 2016).

The future of the innovative capacity of Apple is in doubt when value creation becomes defined as value extraction in “unlocking shareholder value,” with boards determined to “return” cash to shareholders who never provided the cash for the development of the company. As one of America’s most eminent corporate lawyers put it in a presentation graphically entitled Bite the Apple; Poison the Apple; Paralyze the Company; Wreck the Economy:

The activist-hedge-fund attack on Apple—in which one of the most successful, long-term-visionary companies of all time is being told by a money manager that Apple is doing things all wrong and should focus on short-term return of cash—is a clarion call for effective action to deal with the misuse of shareholder power. Institutional investors on average own more than 70% of the shares of the major public companies. Their voting power is being harnessed by a gaggle of activist hedge funds who troll through SEC filings looking for opportunities to demand a change in a company’s strategy or portfolio that will create a short-term profit without regard to the impact on the company’s long-term prospects … They ignore the fact that it is the stakeholders and investors with a long-term perspective who are the true beneficiaries of most of the funds managed by institutional investors. (Lipton 2013)

It is possible that the financialization of Apple has already extended beyond recovery with an “Apple Capital” emerging out of Apple Inc. about half the size of Goldman Sachs (Economist 2017) like a huge cancerous growth. According to the Economist, “Apple Capital” has $262 billion of assets, $108 billion of debt, and has traded $1.6 trillion of securities since 2011. This could be part of a pattern where the financial arms of large manufacturing companies have hurt the main business, as in the case of General Electric and General Motors. Among the activities of “Apple Capital” are investments of the firm’s surplus profits by its subsidiary Braeburn Capital, massive investments in derivatives to protect against currency and interest rate changes, and Apple bonds which amount to America’s fifth largest debt pile. Since the death of Steve Jobs, the financial assets of “Apple Capital” have risen by 221 percent, double the rate of increase in Apple product sales. With regard to assets, debt, credit exposure, and profits, “Apple Capital” compares with other large international financial firms. While “Apple Capital” does not take deposits and does not make loans, it is involved in corporate securities, derivatives with a face value of $124 billion, and has most of its financial assets overseas due to US corporate tax rates. An irony is that with its extensive commitments to share dividends and buy-backs, it has to borrow domestic debt (a total of $92 billion in 2017) to meet these commitments (Economist 2017).

While it could be said that this financial engineering has so far been effectively managed, it is a major distraction for Apple from what its core business was of genius in technological innovation and design. With the lowering of US corporate tax rates in 2018 it is possible that significant overseas Apple funds will be repatriated, and Apple is proposing new investments in manufacturing in the US, but it is a long way from recovering its focus on Apple’s core capability of innovation.


Apple Changes Tune?


The essential question is whether Apple is capable of recovering its soul, or whether this innovative and idealistic corporation is lost forever? With regard to its core operations two important commitments distinguish Apple from other major players in the global value chain. The first is that they have consistently published a comprehensive supplier responsibility progress report, which offers a degree of transparency regarding conditions in its contractors’ factories. Secondly Apple has shown a willingness to recognize that problems exist, and a commitment to remedy them over the years. Critics will say the transparency of Apple reporting has self-interested constraints, and that any willingness to fix problems is secondary to getting production out on schedule, particularly at product launch times. However, over time it does appear that Apple has worked energetically to significantly improve the record of labor and human rights, health and safety, and environmental performance in its Chinese plants (Table 13.4).


[image: Table_Image]


The results in earlier supplier responsibility reports were often dismal, and for a company that prides itself on perfection in its products, profoundly unacceptable. Apple does now appear to have got the message that the horror stories concerning its suppliers’ plants in China are no longer tolerable. The Apple 2017 supplier responsibility report is, according to its opening heading, “Driven by Responsibility to People and the Planet.” A result of 705 comprehensive site audits, with 59 percent high performing sites and 31 percent low performing, it seems the message may be getting through to the suppliers as well. With standout results including 98 percent working hours compliance for 1.2 million workers, and 100 percent compliance with regulated substances, it does seem that on some critical matters at least Apple contractors are working toward zero tolerance (although as noted earlier the working hours deemed acceptable in Apple plants are far greater than the maximum tolerated in the West). Apple states, “A number of large suppliers have already committed to power all Apple manufacturing with renewable energy by the end of 2018. Ultimately, our goal is to equip our suppliers with the capability to one day independently uphold all labor and human rights protections, and maintain effective health, safety, and environmental practices in their own operations” (Apple 2017: 2, 2018). As a result of poor responsibility performance Apple reduced business allocation to thirteen suppliers, and cut business ties with three suppliers altogether.

Apple has maintained a campaign against bonded labor in its suppliers’ factories, and a total of US$28.4 million has been repaid to 34,000 workers. Apple has committed to extensive training and education programs for its Chinese workers, and has achieved the top score in the Corporate Information Transparency Index, a Chinese non-governmental organization. With a commitment to zero waste, and by committing to closed-loop consumable materials, Apple could become a significant example to local companies on environmental good practice. With third party verification and extensive audit, it does appear that Apple now is committed to an interpretation of best practice in social and environmental performance. Of course a critical view is that with its revenues, profits, and vast wealth, this is the least that Apple could do for the workers who delivered the products that secured this enormous wealth for the company. Similarly, Apple could show responsibility in social innovation and infrastructural investment (Lazonick 2014). However, to the extent that the rest of the global value chain has to benchmark against these significant improvements in social and environmental performance, this is a good outcome. The Greenpeace Guide to Greener Electronics (Cook and Jardim 2017) places Apple second after Fairphone in terms of environmental impacts (encompassing energy, resource consumption, and chemicals), with the other international smartphone and computer manufacturers including Samsung, Microsoft, Google, and Huawei all performing less well. However, Greenpeace notes that whatever progress has been made, lingering problems persist with the industry, including lack of transparency, dirty energy, planned obsolescence, e-waste, lack of recycling, and stalled commitments to product detox from dangerous chemicals.


Conclusions


While polishing its product image and in recent years enriching its shareholders, Apple has not in the past portrayed itself convincingly as a company committed to social and environmental responsibility in its global value chain. This places Apple firmly in the jaws of a serious corporate dilemma:

Apple bears ultimate responsibility for the way the workers who make its products are treated. Apple’s responsibility is underscored by the reality that the company has profited greatly from a production system at Foxconn that has long been defined by low wages and harsh and illegal treatment of workers—a system that has in many ways been necessitated by the price pressures and production demands Apple imposes, especially when it is rolling out new products.

(Economic Policy Institute 2012: 10)

Apple concentrated on its investors and customers, and neglected the poor conditions of its suppliers’ workforce, and both Apple and Foxconn were satisfied with largely rhetorical commitments to workers’ welfare and environmental responsibility. However, the facade of compliance and commitment to high standards in the global value chain was not convincing.

Apple is now increasingly confronting demands for greater responsibility in its value chain, and offers every indication that it wants to respond. The effectiveness of this response will need to be continuously monitored. The pressure for responsibility and sustainability in global supply chains is growing. Sustainable management of supply chains concerns “the strategic, transparent integration and achievement of an organization’s social, environmental, and economic goals in the systemic coordination of key inter-organizational business processes for improving the long-term economic performance of the individual company and its supply chains” (Carter and Rogers 2008: 364). Sustainability is also defined as “the management of material and information flows as well as cooperation among companies along the supply chain while taking goals from all three dimensions of sustainable development, i.e. economic, environmental and social, and stakeholder requirements into account” (Seuring et al. 2008: 1545). Lindgreen, Swaen, and Maon (2009: xv) contend that sustainable supply chain management “remains an uncertain concept with few absolutes. The social and environmental issues that organizations should address can easily be interpreted as including virtually everything.” Indeed, existing literature describes initiatives dealing with diversity, human rights, safety, philanthropy, community, and environment (Campbell 2006; Carter and Easton 2011; Kleindorfer, Singhal, and Wassenhove 2005; Mueller, dos Santos, and Seuring 2009; Sarkis, Zhu, and Lai 2011; Srivastava 2007). Apple is a company of immense resources and capability and has to demonstrate that it is ready in principle to take care of everything.

The impulse to be more responsible and committed to sustainability in the supply chain will be enhanced and fueled by multi-stakeholder initiatives, which are necessary to balance the insistent demands of activist shareholders that have presently unbalanced the moral responsibility of corporations. The use of multi-stakeholder initiatives, a practice that involves bringing together private, public, and third sector institutions, as well as a range of stakeholders, has proliferated in recent times (Vachani and Post 2012). Such initiatives aim to increase global value chain sustainability by improving work conditions and reducing environmental impact in export-oriented sectors in developing countries and emerging markets (Martens 2007). The development of these initiatives is the direct result of a landscape that is characterized by international trade, economic deregulation, and the ascent of global value chains (Utting and Zammit 2009).

Multi-stakeholder initiatives attempt to fill the governance gap by formulating co-regulatory measures, regarded as an alternative to corporate self-regulation. Empirical studies suggest that establishing partnerships between companies and NGOs can improve stakeholder integration, assist in formulating sustainable standards, and stimulate cooperative behavior among stakeholders throughout global value chains (Dahan et al. 2010; Perez-Aleman and Sandilands 2008). Multi-stakeholder initiatives are often portrayed as more legitimate, compared to industry-led initiatives, as they include civil society actors. They can establish and implement social and environmental standards and are perceived as initiatives that can address governance challenges in global value chains (Dolan and Opondo 2005; Lund-Thomsen and Nadvi 2010). It is unlikely that corporations such as Apple would have become committed to take action on social and environmental responsibility if it were not for the increasing pressure felt from the campaigning of many stakeholders. If corporations exhibit irresponsibility in global value chains, and regulatory authorities fail to improve regulation and enforcement, workers are best served by co-regulatory efforts coming out of multi-stakeholder initiatives voicing all stakeholder concerns, instead of relying on the current corporate self-regulatory social and environmental regimes.
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CHAPTER 14

Growth Strategies of the New Multinationals

Mauro F. Guillén and Esteban García-Canal



Introduction


When business historians look back at the tumultuous last two decades, they are likely to argue that the most earth-shattering events of the time were the bursting of the high-tech bubble at century’s end, the global financial collapse that peaked in 2008, the rise of state capitalism in China, and the near (one hopes) unraveling of the Eurozone.

We don’t dispute the importance of those events, and we recognize that many of them are still working their way out. But we think something even more profound has been happening in the shadows while the media mostly looked elsewhere: the spectacular growth of globe-spanning businesses in the developing world. As they displace established firms, redistribute world power, and redefine who is in charge, these emerging-market multinationals—or new multinationals, as they are often labeled in this chapter—are going to reshape the global economic order for decades to come.

The new multinationals have expanded throughout the world, making acquisitions and setting up manufacturing and distribution operations, not just in emerging economies and developing countries but in developed ones as well. Their rapid foreign expansion holds lessons that can be applied to any company in the world that wishes to adapt to the new winds of change in the global economy. This is the subject of our book, Emerging Markets Rule, in which we analyze the rise to prominence of eighteen companies from Argentina, Brazil, Mexico, Egypt, India, China, and Taiwan.

The list of global leaders from emerging economies is long and getting longer: Argentina’s Arcor is the largest candy company in the world, Mexico’s Bimbo is the largest bakery, Brazil’s JBS is the biggest meat company, Argentina’s Tenaris is the largest maker of seamless steel tubes, South Korea’s Samsung Electronics is the largest consumer electronics firm, China’s BYD is the leading manufacturer of nickel-cadmium batteries, Brazil’s Embraer is the largest regional jet and executive jet manufacturer, and so on. The list of emerging-market firms poised to become number one in their respective industries over the next few years includes Cemex from Mexico in cement, Acer from Taiwan in personal computers, TCS and Wipro from India in IT services and outsourcing, Vale from Brazil in mining, and Sinovel from China in wind turbines, among others.

Emerging-market multinationals were born in a peculiar context. Emerging economies are characterized by incomplete or imperfect market development (including the markets for labor, capital, intermediate goods, and final goods and services), governments that intervene heavily in the economy, and relatively unpredictable dispute-resolution and legal systems. In addition, some emerging economies are characterized by policy uncertainty and a considerable degree of political interference in various industries. Hence, it is important to keep in mind that emerging-market multinationals reflect in their structure and behavior these characteristics of their home countries. They learned the ropes in a difficult environment in their home country, and thus they are uniquely equipped to deal with the growing uncertainty and volatility that characterizes the global economy nowadays.

In this chapter we try to answer two questions. First, do these firms share some common distinctive features that distinguish them from traditional multinational enterprises (MNEs)? Second, how come they have been able to expand abroad at dizzying speed, in defiance of the conventional wisdom about the virtues of a staged, incremental approach to international expansion? Before being in a position to answer these questions, one must begin by outlining the established theory of the MNE and explore the extent to which its basic postulates need to be re-examined.


The New Multinationals and the Theory of the Multinational Firm


Although MNEs have existed for a very long time, scholars first attempted to understand the nature and drivers of their cross-border activities during the 1950s. The credit for providing the first comprehensive analysis of the MNE and of foreign direct investment goes to an economist, Stephen Hymer, who in his doctoral dissertation observed that the “control of the foreign enterprise is desired in order to remove competition between that foreign enterprise and enterprises in other countries … or the control is desired in order to appropriate fully the returns on certain skills and abilities” (Hymer 1976 [1960]: 25). His key insight was that the multinational firm possesses certain kinds of proprietary advantages that set it apart from purely domestic firms, thus helping it overcome the “liability of foreignness.”

Multinational firms exist because certain economic conditions and proprietary advantages make it advisable and possible for them to profitably undertake production of a good or service in a foreign location. The most representative case of foreign direct investment is horizontal expansion, which occurs when the firm sets up a plant or service delivery facility in a foreign location with the goal of selling in that market, and without abandoning production of the good or service in the home country. The decision to engage in horizontal expansion is driven by forces different than those for vertical expansion. Production of a good or service in a foreign market is desirable in the presence of protectionist barriers, high transportation costs, unfavorable currency exchange rate shifts, or requirements for local adaptation to the peculiarities of local demand that make exporting from the home country unfeasible or unprofitable. However, these obstacles are merely a necessary condition for horizontal expansion, not a sufficient one. The firm should ponder the relative merits of licensing a local producer in the foreign market or establishing an alliance, compared to those of committing to a foreign investment. The sufficient condition for setting up a proprietary plant or service facility has to do with the possession of intangible assets—brands, technology, know-how, and other firm-specific skills—that make licensing a risky option because the licensee might appropriate, damage, or otherwise misuse the firm’s assets.1

Scholars in the field of international management have also acknowledged that firms in possession of the requisite competitive advantages do not become MNEs overnight, but in a gradual way, following different stages. According to the framework originally proposed by researchers at the University of Uppsala in Sweden (Johanson and Vahlne 1977; Johanson and Wiedersheim-Paul 1975), firms expand abroad on a country-by-country basis, starting with those more similar in terms of sociocultural distance. They also argued that in each foreign country, firms typically follow a sequence of steps: on-and-off exports, exporting through local agents, sales subsidiary, and production and marketing subsidiary. A similar set of explanations and predictions were proposed by Vernon (1966, 1979) in his application of the product life cycle to the location of production. According to these perspectives, the firm commits resources to foreign markets as it accumulates knowledge and experience, managing the risks of expansion and coping with the liability of foreignness. An important corollary is that the firm expands abroad only as fast as its experience and knowledge allows.


Enter the “New” Multinationals


The early students of the phenomenon of MNEs from developing, newly industrialized, emerging, or upper-middle-income countries focused their attention on both the vertical and the horizontal investments undertaken by these firms, but they were especially struck by the latter. Vertical investments, after all, are easily understood in terms of the desire to reduce uncertainty and minimize opportunism when assets are dedicated or specific to the supply or the downstream activity, whether the MNE comes from a developed country or not (Caves 1996: 238–41; Lall 1983; Lecraw 1977; Wells 1983). The horizontal investments of the new MNEs, however, are harder to explain because they are supposed to be driven by the possession of intangible assets, and firms from developing countries were simply assumed not to possess them, or at least not to possess the same kinds of intangible assets as the classic MNEs from the rich countries (Lall 1983: 4). This paradox becomes more evident with the second wave of foreign direct investment (FDI) from the developing world, which started in the late 1980s. In contrast with the first wave of FDI from developing countries that took place in the 1960s and 1970s (Lall 1983; Wells 1983), the new MNEs of the 1980s and 1990s aimed at becoming world leaders in their respective industries, not just marginal players (Guillén and García-Canal 2010, 2013; Mathews 2006). In addition, the new MNEs do not come only from emerging countries. Some firms, labeled as “born-global,” “born-again global firms,” or “born-regionals” (Asmussen 2009; Bell, McNaughton, and Young 2001; Hashai 2011; Khavul, Pérez-Nordtvedt, and Wood 2010; Madsen 2013; Rialp, Rialp, and Knight 2005; Zhou, Wu, and Luo 2007), have emerged from developed countries following accelerated paths of internationalization that challenge the conventional view of international expansion. Also some middle-income countries such as Spain have generated multinational firms that can be labeled as new multinationals (Guillén 2005; Guillén and García-Canal 2010).

The main features of the new MNEs, as compared to the traditional ones, appear in Table 14.1. The dimensions in the table highlight the key differences between new and conventional MNEs. Perhaps the most startling difference has to do with the accelerated pace of internationalization of the new MNEs, as firms from emerging economies have attempted to close the gap between their market reach and the global presence of the MNEs from developed countries (Buckley and Hashai 2014; Mathews 2006). A second feature of the new MNEs is that, whatever their home country, they have been forced to deal not only with the liability of foreignness, but also with the liability and competitive disadvantage that stems from being latecomers lacking the resources and capabilities of the established MNEs from the most advanced countries. For this reason, the international expansion of the new MNEs runs in parallel with a capability upgrading process through which newcomers seek to gain access to external resources and capabilities in order to catch up with their more advanced competitors—i.e., to reduce their competitiveness gap with established MNEs (Aulakh 2007; Dau 2013; Hennart 2012; Lessard and Lucea 2009; Li 2007; Mathews 2006; Ramamurti 2009; Verbeke and Kano 2012). However, despite lacking the same resource endowment of MNEs from developed countries, the new MNEs usually also have an advantage over them, as they tend to possess stronger political capabilities. As the new MNEs are more used to dealing with discretionary and/or unstable governments in their home country, they are better prepared than the traditional MNEs to succeed in foreign countries characterized by a weak institutional environment (Cuervo-Cazurra 2012; Cuervo-Cazurra and Genc 2008; Diaz Hermelo and Vassolo 2010; García-Canal and Guillén 2008). Taking into account the high growth rates of emerging countries and their peculiar institutional environment, political capabilities have been especially valuable for the new MNEs.



Table 14.1 The new multinational enterprises compared to traditional multinationals



	Dimension
	New MNEs
	Traditional MNEs

	Speed of internationalization
	Accelerated
	Gradual


	Competitive advantages
	Weak: upgrading of resources required
	Strong: required resources available in-house


	Political capabilities
	Strong: firms used to unstable political environments
	Weak: firms used to stable political environments


	Expansion path
	Dual path: entry into developing countries for market access and developed countries for resource upgrading
	Single path: from less distant to more distant countries


	Preferred entry modes
	External growth: alliances, joint ventures, and acquisitions
	Internal growth: wholly owned subsidiaries


	Organizational adaptability
	High, because of their recent and relatively limited international presence
	Low, because of their ingrained structure and culture



These first three features, taken together, point to another key characteristic of the new MNEs: they face a significant dilemma when it comes to international expansion because they need to balance the desire for global reach with the need to upgrade their capabilities. They can readily use their home-grown competitive advantages in other emerging or developing countries, but they must also enter more advanced countries to expose themselves to cutting-edge demand and develop their capabilities. This tension is reflected in Figure 14.1. Firms may evolve in a way that helps them to upgrade their capabilities or gain geographic reach, or both. Although some emerging-market multinationals can focus only on emerging markets for their international expansion, becoming what Ramamurti and Singh (2009) call local optimizers, the corporate expansion of the new multinationals typically entails moving simultaneously in both directions: capability upgrading and geographic reach. Along the diagonal, the firm pursues a balanced growth path, which is the typical expansion pattern of the established multinationals. Above the diagonal it enters the region of capability building, in which the firm sacrifices the number of countries entered (i.e., its geographic reach) in order to close the gap with other competitors, especially in the advanced economies. Below the diagonal the firm enters the unsustainable region, because prioritizing global reach without improving firm competences jeopardizes the capability upgrading process. The tension between capability upgrading and gaining global reach forces the new MNEs to enter developed and developing countries simultaneously right from the beginning of their international expansion. Entering developing countries helps them gain size and operational experience, and generates profits, while venturing into developed ones contributes primarily to the capability upgrading process. The new MNEs have certainly tended to expand into developing countries at the beginning of their international expansion and limit their presence in developed countries to only a few locations where they can build capabilities, either because they have a partner there or because they have acquired a local firm. As they catch up with established MNEs, they begin to invest more in developed countries, in search of markets, though they also make acquisitions in developed markets in order to secure strategic assets such as technology or brands.


[image: image]
Figure 14.1 Expansion paths of new MNEs in developed and developing countries



A fifth feature of the new MNEs is their preference for entry modes based on external growth (see Table 14.1). Global alliances (García-Canal et al. 2002; Johanson and Vahlne 2009) and acquisitions (Buckley, Elia, and Kafouros 2014; Rui and Yip 2008) are used by these firms to simultaneously overcome the liability of foreignness in the country of the partner/target and to gain access to their competitive advantages with the aim of upgrading their own resources and capabilities (Figure 14.1). When entering into global alliances, the new MNEs have used their home market position to facilitate the entry of their partners in exchange for reciprocal access to the partners’ home markets and/or technology. Besides the size of the domestic market, the stronger the position of new MNEs in their market, the greater their bargaining power to enter into these alliances. This fact is illustrated by the case of some new MNEs competing in the domestic appliances industry, like China’s Haier, Mexico’s Mabe, or Turkey’s Arçelik, whose international expansion was boosted by alliances with world leaders that allowed them to upgrade their technological competences (Bonaglia, Goldstein, and Mathews 2007). Capability upgrading processes have been possible in some cases due to the new MNEs’ privileged access to financial resources, because of government subsidies or capital market imperfections (Buckley et al. 2007, 2014; Lu et al. 2014).

A final feature of the new MNEs is that they enjoy more freedom to implement organizational innovations to adapt to the requirements of globalization because they do not face the constraints typical of established MNEs. As major global players with long histories, many MNEs from the developed economies suffer from inertia and path dependence due to their deeply ingrained values, culture, and organizational structure. Mathews (2006) shows how the new MNEs from Asia have adopted a number of innovative organizational forms that suited their needs, including networked and decentralized structures.


Competitive Capabilities of the New Multinationals



In our previous research on the new multinationals (Guillén and García-Canal 2010, 2013), we have distilled their competitive capabilities into seven principles that companies from any country in the world should adopt in order to be ready for the new kind of intense global competition of the twenty-first century. These principles are outlined in the following paragraphs. In order to prove their applicability to any company, they are illustrated both with emerging-market multinationals and established ones. The examples are explained in more detail in our book Emerging Markets Rule (Guillén and García-Canal 2013).


Executing before Strategizing


Emerging-market multinationals have shown to the world that action should take precedence over strategy. In the rapidly changing global economy, companies need to experiment and to adapt incrementally rather than wait for the “perfect” strategy to arrive. Executing must take precedence over strategizing, although both are needed to succeed. Here’s how this apparent contradiction works. Successful strategies do not come out of the blue. They have to provide a sound value proposition for the customer, and the company should be second to none in putting this into practice.

Companies willing to implement this axiom should not waste time thinking their strategy to the smallest detail. They should get feedback from the market quickly without being afraid of experimenting, taking chances, and doing whatever is needed to improve their value proposition. Our research indicates that most great leaders and most great companies are the result of this messy process of trial and error. The truth is, hardly anyone has ever hit upon a great business idea just by thinking about it. Huawei, the Chinese telecommunications equipment giant, rose to prominence not through endless planning but by painstakingly improving its operational execution and attention to detail.

As companies muddle through, they should start thinking about the implications of what they are doing and how well (or poorly) they are adding value to the customer. Learning from both successes and failures is extremely important. They have to constantly update their priors, looking for the emergent strategy arising. Embraer has been on the brink of bankruptcy several times, only to re-emerge as the global regional jet leader. Perhaps it’s in the nature of the industry, but this Brazilian firm has made an art and a science of learning from its mistakes.

Once identified, the strategy that works should be executed with excellence. Even the best strategy can run the ship aground if it’s executed haphazardly. Acer had a brilliant idea for the US market back in the 1990s—an Internet-enabled computer, the Aspire—but it launched Aspire without having developed the companion expertise to crack the world’s most competitive market.

Companies should not hesitate to challenge their own established practices and ways of doing things. They have to take advantage of any opportunity to improve their execution capabilities. When incorporating IT into the company, moving operations overseas, redesigning their structure, or outsourcing activities, they should redefine all of their processes to improve efficiency and time-to-market.

In addition, they should not try to do everything by themselves. The world is full of opportunities to learn, and everybody can improve their execution by studying what others are doing elsewhere. As a slow innovator, Matsushita of Japan (now Panasonic) recently decided to ally itself with Samsung, Toshiba, and Olympus to launch new consumer electronics products.

The rise of the emerging-market multinationals is something akin to a mental revolution—a new way of viewing the forces that shape global competition. We have been taught that big success requires thinking big and acting big. Companies such as Bimbo in bread or Embraer in regional aircraft, by contrast, took small steps that accumulated into something very big. They paid attention to detail and looked beyond the low-hanging fruit to find new ways of competing. The managers at these firms weren’t thinking in terms of a big bang in the short run. Their bosses and the owners of the firm didn’t ask them to do so, and they took it to heart. They kept themselves busy with the tiniest details, but without losing track of the overall picture.

It is often said that we learn by doing. That’s exactly what focusing on execution is all about. The management lesson here is not that emerging-market multinationals will always win or that they are inherently superior at executing efficiently, effectively, and on time. The more important point is that this principle can be learned and can become the basis for reinventing the company. After all, that’s exactly what IBM achieved when it got out of the computer business.


Catering to the Niches


Companies must follow the path of least resistance into foreign markets, which typically is a narrow niche they can dominate. Later, they can use that niche as a platform or beachhead for mounting an assault on the mainstream of the market. Market niches are opportunities, windows, and sometimes shortcuts to success when expanding abroad. The essence of our message is that it is really hard to fight against established leaders in an open battlefield and with their same weapons. In these cases it is much better to adopt guerrilla tactics and look for under-served market segments in which customers demand products or services specifically suited to their needs. At the end of the day, these segments could be a solid basis for further expansion, once the firm has a foothold in a foreign country.

Capitalizing on niches requires a number of ingredients. First, companies have to identify and exploit the attributes of their products that make them different from those of the established multinationals. Having these attributes already developed means half the work is done. The other half is finding the niche markets wherever they might be in the world. Natura Cosméticos is perhaps the only company in the world that can claim to have natural components from the Amazonian rainforest supplied to its factories, while always meeting the most demanding standards of sustainability and social responsibility.

Another excellent platform for exploiting niches abroad is having the uncanny ability to adapt the products to the specific needs of particular groups of customers. In that case, the key is to find the niche and then make the adaptation work. That means reading widely, talking to people outside the network, and carefully observing what is going on. The global economy of the twenty-first century is rich in demographic, economic, social, political, and cultural change. Hidden in that confusing mix of trends, there are profitable niches to be exploited.

There are two, not just one, viable niche strategies. The first is to be a global niche player targeting the same customer profile with the same product or service worldwide. The second is to be a discriminator, catering to different niches in different national markets. In both cases, it is possible to think beyond the niche after having dominated it, in order to exploit opportunities in the mainstream of the market.

Niches should be thought of as a Trojan horse. That’s the way Haier took the American household appliance market—first by stealth, then by storm. Incorporating what is really different in a value proposition and delivering it to specific niches is an easy way to gain a foothold in foreign markets. That is how successful emerging-market multinationals have paved their way to global leadership: by looking for customers who value what they do differently. Considering customers and markets to be homogeneous around the world is a mistake. They are not. Not all customers prefer standardization and global brands. This is good news in fact for companies that are different. Corona and Natura Cosméticos benefited from attributes related to their home country: a beer positioned as a tropical, exotic product and rainforest active ingredients that are extremely difficult to replicate by established multinationals. Playing the country-of-origin card, however, is not necessary. Companies only have to deliver something really different than the mainstream product or service. At the end of the day, standardization never makes everybody happy. There’s profit in customers ready to rebel against the tyranny of the mainstream. Companies should make them their next niche.


Scaling to Win


The third principle involves building up scale fast so as to preempt competitors, attract price-sensitive customers, and build up market share. The world market has become a big place. It’s no longer the few hundred million people in Europe and the United States that count. Over 3 billion people in emerging economies have now become eager consumers. Even when focusing on a well-defined niche, the global market is still overwhelmingly big. Attractive markets these days run into the billions of dollars.

There’s an art and a science to betting on a large market, though. No company should just invest and wish for the best. That’s a recipe for disaster, as companies from both developed and emerging economies have found. South Korea’s Daewoo or Italy’s Benetton overinvested in manufacturing and distribution capacity without having a plan as to how to sell their automobiles and sweaters.

The first thing companies should do is to identify the shortest and smoothest path to scale. Scale can be achieved in multiple ways—that is, by increasing the number of national markets served or by expanding the product offerings, or both.

The process of building up the scale should be linked to the process of learning. Companies should scale up only in areas where they feel confident they have the knowledge, the capabilities, and the resources to win. Swatch, the global leader in wristwatches, decided to increase its manufacturing of watch movements to a much greater extent than finished watches, selling the excess production to its competitors in Asia, which became dependent on the Swiss giant for the most critical component in the final product.

Scale should never be thought of as a goal in itself. It’s a process, a way to become a better competitor. Scale should be built in order to meet the needs of customers around the world, to attract the best suppliers, and to keep competitors at bay. However, scale should never tarnish the company’s reputation for design, quality, or the ability to customize. As the number of customers increases, it is easier for firms making better products with more variations. We are no longer living in a Fordist world in which every product must be the same. Tata Motors is building up a portfolio of brands without abandoning scale. In a few years, it will be ready to take on the world.

Teaming up with other companies is also a way to build scale that needs to be considered. Benetton in the United States or Häagen-Dazs in Europe decided to go it alone without having the capabilities and the resources to do so. They entered foreign markets, building a huge production and distribution infrastructure, without thinking about how they could attract enough customers. They could have won big had they acknowledged their limitations and sought to overcome them with the help of other companies.

We often hear that size matters, and the reality is that it does—in more ways than one. We are convinced that no great company should remain small. But many companies undermine their own status, credibility, and profitability by scaling in the wrong way. Siemens, for instance, lost millions in the cell phone industry by overexpanding. Scale should be built on the basis of some strength. Companies from emerging markets, such as Samsung, Arcor, or Suzlon, first developed the capabilities to scale by paying attention to execution. Haier started by focusing on a niche and then built scale as it extended its product line. The little secret about scaling to win is that not every company is ready to grow big at the same time in the evolutionary process.


Embracing Chaos


If scale is important in the global economy, so is the ability to embrace chaos, the fourth principle. We live in a complicated world. And emerging countries have a complicated environment to do business: subpar infrastructure, red tape, political instability, underdeveloped financial markets, and on and on. It is called the advantage of the underdog. Others would say that what doesn’t kill you makes you stronger. As emerging-market multinationals became used to these environments, it was easy for them to get the knack of how to thrive in them.

But that said, all the advantage doesn’t necessarily lie with emerging-market multinationals when it comes to coping with chaotic business environments. Dealing with chaos is all about finding innovative ways to overcome these complexities, and whatever a company’s country of origin that requires clear thinking more than anything else. Here are some tips for starting to see the glass half full.

No company should throw in the towel because of the lack of resources or the budget of bigger competitors. At the end of the day, some of the most important innovations in the world came from people who questioned the conventional wisdom and proved possible what others had dismissed. For instance, Tata has proved to the world that it is possible to make a profit by selling a car for just $2,500, the Tata Nano. Thinking this way will help firms to overcome any lack of resources.

Network-like structures can help overcome chaos and the lack of resources, especially when building organizational systems that enable the company and its partners to define a win–win relationship. That is how Chinese motorbike assemblers such as Longxin and Zongshen have pushed the outsourcing of components to the limit by dividing the final product into modules and imposing on their subcontractors rough parameters such as weight and size. Longxin is now the main Chinese exporter of motorbikes. These partnerships can also be used when expanding abroad, as Acer did to overcome its lack of financial resources. By doing so the company found an excellent balance between global coordination and local responsiveness.

In chaotic environments, stakeholders like politicians and regulators have more power than in developed countries. This power must be seen as an opportunity. Companies should put themselves in the shoes of politicians and regulators when dealing with them, trying always to define win–win scenarios as Orascom did when entering North Korea. In exchange for investments and services that pushed the development of the country forward, Orascom gained excellent entry conditions. Having said that, companies should never be naïve when dealing with foreign governments, especially in environments where they are overexposed to the risk of expropriation. For all their willingness to work with marginal governments, successful emerging-market multinationals follow a strict policy of gradualism, slowly increasing their exposure to risk as they generate trust with the host country.

Succeeding in chaotic environments does not entail making giant leaps into the unknown or just letting things unfold by themselves and waiting to see what happens. Nor does thriving in chaotic contexts require laying down life-or-death bets. Quite the contrary: succeeding calls for innovative thinking and the willingness to go through a trial-and-error process—experimenting to find the right way and increasing commitment when chaos plays in favor of the firm. That is what América Móvil did in Latin America. The company first learned in Mexico how to sell mobile telecommunication services in a market unaccustomed to them. It also familiarized itself with how to operate under a deficient regulation and supervision system, transforming chaotic conditions into an advantage. The easy part was to replicate this model in other, equally fragile Latin American countries.

Or take the case of Bharat Forge. Overcoming the infrastructure and technological deficits in India led the company to important process innovations that challenged the conventional ways of producing forged components, and that, in turn, won Bharat the prime role of supplying premium car manufacturers like BMW or Mercedes. It comes down to this: when facing a chaotic situation, companies have to first explore how to benefit from it and then exploit the advantage of being able to thrive where others feel threatened or incapable.


Acquiring Smart


In order to sustain rapid growth, and to learn new capabilities along the way, we propose a fifth principle which urges companies to acquire smart, in the dual sense of buying assets that complement their existing capabilities, and doing so at the right time and with a clear integration strategy in mind. Acquisitions are a great way of growing—and of making mistakes. Companies can choose the wrong target (e.g., AT&T’s purchase of NCR). They can also easily get carried away and overpay (e.g., Ford’s takeover of Volvo). They can even kill the goose that lays the golden eggs by making the wrong post-acquisition decisions (e.g., Daimler and Chrysler). In fact, it is so easy to make mistakes with acquisitions that a second Murphy’s Law might seem to be in play: “If you grow through acquisitions, sooner or later you are going to make a huge mistake that will bring your corporate expansion to an end.” Emerging-market multinationals, though, have excelled in making acquisitions by following the following principles (see also Madhok and Keyhani 2012).

First, they considered acquisitions as stepping stones for getting to the other side of the river. They watched carefully each step, aware that the real goal was to get to the other shore. In this way, it is advisable to have in mind the sequence of targets that would help a company to become a global leader by increasing its size and/or capabilities.

Second, smart acquirers act only when they can manage the target better than its current managers (as Cemex did) or when the target can bring valuable resources to the parent firm, as happened with the acquisitions of Tata Communications (see Guillén and García-Canal 2013).

Another simple rule is that the cheaper the target, the easier it is to make profits. Usually it is a good idea to wait until a good deal can be secured, looking elsewhere in the meantime for more interesting opportunities. Overvalued targets can be bought on the cheap if a company is patient enough. América Móvil’s acquisitions in Latin America are a perfect example of optimal timing. By contrast, Cemex’s acquisition of Rinker, perhaps the only flaw in its track record, illustrates how just one mistake can put the whole company in danger.

When acquiring just for the smarts inside the target—i.e., for the resources of the company, technology, brands, or know-how—these resources should be transferred and exploited quickly across the entire organization.

When integrating targets, companies should be flexible. Each integration is an opportunity to identify new best practices through benchmarking. Cemex built an entire organizational structure to handle acquisitions and ensure that two-way learning would take place. On the other hand, cross-country differences in the type of customers, distribution channels, or products can and often do justify differences in management systems. In addition, every acquired company has smart managers, salespeople, or product designers that should be retained.

Successful bidders are proactive and aggressive, but also farsighted and patient. They know that acquisitions should not be made at just any price. Zhang Ruimin, Haier’s CEO, advises to act like a cormorant looking for “ ‘stunned fish’—good companies waylaid, often by circumstances beyond their control” (McLannahan 2009). That is why Haier’s acquisition track record, both inside and outside China, has been so successful.


Expanding with Abandon


Scale through internal and external growth should enable the company to implement our sixth principle: expand with abandon. We argue that if a company waits to make a foreign move until it’s ready, then it has waited too long. Foreign expansion cannot be planned day by day. Companies need to be willing to experiment, to engage in trial and error, to expose themselves to new opportunities and ways of doing things. The world economy used to be a tranquil pond in which companies could tread water in a leisurely way, knowing that things would change not only slowly but also predictably. Disruptive innovations such as new products or new technologies roiled the water only every few years, sometimes decades. The fundamental features and attributes of products such as automobiles or beverages didn’t change much for nearly a century!

No more. The new economy of the twenty-first century is a global economy, one that is tightly integrated as well as mercurial and ever changing. There are just too many moving parts, interacting with each other in complex and uncertain ways. A new innovation arrives just as firms are learning to cope with the previous breakthrough.

Some managers believe that it is not possible to move fast in this type of global economy. They feel compelled to take their time before acting. They are wrong. Speed is the order of the day. That is why companies must expand with abandon—but within reason, and methodically.

Usually the only profitable response to change is change itself. Never underestimate the need for change, even if things are going well. The seeds of change are to be found in the period of quietude immediately preceding a major disruption or discontinuity.

Change is important, but the direction of change matters. Companies must evaluate where their business is going and what their capabilities are before embarking on a new course of action. AT&T paid $7.5 billion to acquire a presence in personal computers as late as 1991, in a move that few considered appropriate at the time. Did AT&T choose the right direction? Did it have the capabilities to manage NCR better than its previous owners? No and no. Nestlé, by contrast, acquired dozens of water brands worldwide, including Poland Spring and San Pellegrino. They chose the right direction given new customer preferences for natural drinks, and they did possess the knowledge to integrate these brands into existing operations.

Companies should never expand into new markets where their existing capabilities won’t give them the edge. Häagen-Dazs had been successful at entering Canada, Hong Kong, Singapore, and Japan in the 1980s. It then directed its efforts at Europe, where the likes of Unilever and Nestlé had access to distribution channels locked up. Instead of fighting not one but two goliaths, it should have focused on other Asian markets or on Latin America.

Expansion is also a way to learn, to develop the firm’s capabilities, to become a better firm. Exposing to new markets, learning through trial and error, developing new capabilities, and sharing them around the organization allows the company to enter into a virtuous cycle every time an expansion plan is implemented.

Companies from emerging-market multinationals have grown relentlessly, and without fear of the unknown. BYD could have remained the world’s leader in batteries, but seeing the electric vehicle revolution coming, it made a large bet by acquiring an antiquated car company. The capital outlay wasn’t the biggest risk it took. The far greater challenge involved exposing the organization to a new industry, a new technology, and a potentially new profitable market. América Móvil also expanded with abandon, anticipating that opportunities in the telecommunications industry come up sporadically and without warning. Ocimum Biosolutions put its ability to integrate knowledge to the test when acquiring companies around the world, but integrating diverse kinds of knowledge was precisely the way to pioneer the “offshore lab.”


Taking on the Sacred Cows


In this new, rapidly changing global economy, companies must abandon their sacred cows. What brought them success in the past cannot become a hindrance for pursuing the new opportunities that are becoming available around the world. Successful managers are often their own worst enemies. As human beings, we all feel a weakness for what brought us success. We take comfort in what we think works. We are scared by change. We seek refuge in the known and the proven, and revert to being creatures of habit.

The story of the emerging economies and of the emerging-market multinationals reminds us of how important it is not to take anything for granted, to constantly scan the environment for new clues and opportunities, and to seize the moment of change by changing and adapting.


Conclusion


The new MNEs are the result of both imitation of established MNEs from the rich countries—which they have tried to emulate strategically and organizationally—and innovation in response to the peculiar characteristics of emerging and developing countries. The context in which their international expansion has taken place is also relevant. The new MNEs have emerged from countries with weak institutional environments and they are used to operating in countries with weak property rights regimes, legal systems, and so on. Experience in the home country has become especially valuable for the new MNEs because many countries with weak institutions are growing fast and they had developed the capabilities to compete in such challenging environments.

In addition, the new MNEs have flourished at a time of market globalization in which, despite the local differences that still remain, global reach and global scale are crucial. The new MNEs have responded to this challenge by embarking on an accelerated international strategy based on external growth aimed at upgrading their capabilities and increasing their global market reach. When implementing this strategy, the new MNEs have taken advantage of their market position in the home country, and, ironically, their meager international presence has allowed them to adopt a strategy and organizational structure that happens to be most appropriate to the current international environment in which emerging economies are growing very fast.

Our analysis of the new MNEs has shown that their international expansion was possible due to some principles that are outlined in the second part of this chapter: Execute before strategizing. Cater to the niches. Scale to win. Embrace chaos. Acquire smart. Expand with abandon. Take on the sacred cows. The success of the new MNEs can be emulated by companies from the developed world by following these principles.
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CHAPTER 15

Corporations, Organization, and Human Action

an anthropological critique of agency theory

Jean-François Chanlat



Introduction


Management as a systematic body of principles and ideas appeared in the West at the turn of the twentieth century, mainly in the United States (Chandler 1977; Chanlat 2007a; Lécuyer and Bouilloud 1994; O’Connor 1999; Taksa 2017;Wren 1994, 2005). This is not a coincidence, and corresponds to the major social changes happening at the time. These are associated with big corporations and the managerial practices occurring within them, and to the emergence of managers as a socio-professional category who take charge of these practices (Barnard 1938; Chandler 1977; Mintzberg 1973). Henri Fayol, the director-general of a large business in France, was the corresponding leading figure in Europe in management theory and practice (Fayol 1956; Saussois 1994). These social changes led finally to the founding of the first business schools versed in Fayol’s teaching in Europe and in North America (Khurana 2007).

Since then, management has seen a series of great developments both in theory and practice throughout the twentieth century. The second half of the last century was in effect marked by increased professionalization and a growth of management education programs around the world under the influence of the American model (Djelic 1998), and the advent of management science among new disciplines in the field of social sciences (Audet and Malouin 1986; Clarke and Clegg 2000; David, Laufer, and Hatchuel 2012 [2001]; Khurana 2007). The end of the twentieth century and the beginning of the twenty-first century set the stage for the strengthening of the influence of managerial ideas on societies and economies.

Over the past three decades, the dynamic of capitalism has demonstrated a triple hegemony: first, a hegemony through economic domination of an increasingly strong market logic (Caillé and Laville 2007; Castel 1995, 2002; Castoriadis 1975, 1996; Chomsky 1999; Gorz 1988; Kay 2003; Krugman 2005, 2009; Kutner 1999; Laval 2007), and the hegemony of economists within the social sciences field (Fourcade, Ollion, and Algan 2015); then the hegemony of the company through the growing influence of the private entrepreneurial model in other types of organization (public enterprises, administrations, associations, churches, etc.) (Byrkjeflot 2003; Chanlat 1990, 1998; Coutrot 1998; Duvillier, Genard, and Piraux 2003; Giauque and Emery 2016; Mintzberg 1989; Reich 2007); and finally a hegemony of categories of managerial thinking in other spheres of social life (Alvesson 2003; Chanlat 1990, 1998; de Gaulejac 2005; Legendre 2007; Mintzberg 1989, 2004).

Both a social practice and scientific body, resulting from the project created by late modernity (Giddens 1987), management has not ceased to generate a large number of reflections, publications, and handbooks since its emergence (Chanlat 2007a; Clegg, Kornberger, and Pitakis 2004; Mintzberg 1989; Pfeffer and Sutton 2006; Wilkinson, Armstrong, and Lounsbury 2017). This production of ideas is not without influence on the daily decisions and strategies of managers. But, when we look closely at the representations of the human beings behind all of this production, we notice the dominance of some ideas and their often simplistic nature. These dominant representations and their simplicity beg questions of their anthropological foundations, and of how their effects are deleterious on the organizations and employees concerned.

These types of questions have appeared repeatedly since the early ideas of management (Barnard 1938; Fayol 1956 [1913]; Follett 1924, 2002; Graham 1995; O’Connor 2000, 2012) were brought up to date, particularly in Anglo-Saxon countries, in the wake of the scandals that accompanied the collapse of the Internet bubble and the global financial crisis. Among these critiques, several seem exemplary to us:



1) The position taken by the President of the American Academy of Management (Bartunek 2002).

2) The work of Henry Mintzberg (2004) on training provided to masters of business administration (MBAs).

3) The last article of Sumantra Ghoshal (2005) strongly criticizing management teaching and the principal theories taught.

4) The ideas developed by Rakesh Khurana (2007), a professor at Harvard Business School.

5) The numerous critiques of the financialization of the economy and businesses (Lazonick 2014; Madrick 2011).

6) The updating of the themes of inequality (Piketty 2014; Stiglitz 2012).



These stances, each in their own way, challenge the dominant representation hidden behind the managerial concepts taught today, in the most prestigious programs, notably in North America.

In this chapter, we will focus on the model of the human being that we find is most often used in contemporary concepts of management, and question it by showing its limits and highlighting its consequences for the lives of working people. Compared to the reflections of Gareth Morgan (1986), who was mainly interested in the metaphors of organization behind the concepts of the organized, our gaze will adopt a wider anthropological stance (we have been working on this stance for more than thirty years; Chanlat 1990, 1994, 1998, 2007b, 2012).

Like that of Robert Merton, our position stands on the shoulders of not only some of the giants of social science, in particular Weber, Mauss, Polanyi, and Braudel, but also the authors in the management field who did not hesitate to highlight the social, experiential character and embodied, situated managerial action, both from before (Barnard 1938; Follett 1924; Graham 1995) and more recently (Aggeri 2015; Clarke 2015; Dufour 1985; Dupuy 2015; Ghoshal 2005; Gomez 2003; March 1991; Martinet 1984, 2007; Mintzberg 1989; Pettigrew, Whittington, and Thomas 2005; Pitcher 1997; Segrestin and Hatchuel 2012).

But what is the dominant model of human action in management? When we consult publications and current discourse in the managerial universe, it is clear that the representations of the human being in the field of management—what some anthropologists would call human models (Lévi-Strauss 1967)—revolve around several figures (homo economicus, reflex man, machine man, cognitive man, social man … ). We consider here that the first model, especially in the version presented in agency theory, largely inspired reflection on the governance of the company, particularly in the Anglo-Saxon world. It is the basis for a number of conceptual abuses denounced by many English-speaking colleagues (Clarke and Chanlat 2009), and by French-language researchers who also did not hesitate to criticize it several decades ago (Aktouf 1989; Brabet 1993; Chanlat 1990; Déry 2010; Dufour 1985; Martinet 1984, 1990; Perroux 1963; Richard 2005). The recent economic crisis, driven by the follies committed by the American and international financial sectors in the course of the past two decades, has added resonance to this work.


The Model of Economic Action: Hypotheses from Classical Economists to Modern Economists of Organizations


The world of management, since its inception into a systematic body of principles, has always drawn on the sources of economics. This is, of course, not surprising when one knows the meaning of being a manager: effective social action in an organized context (Mintzberg 1973; Wren 1994, 2005). Economics was born with the founding work of classical economists (Quesnay, Smith, Ricardo, Malthus … ) and took off as an academic discipline with the work of economists in the second half of the nineteenth century, Menger, Jevons, and Walras, who laid the foundations for what is today called the model of general neoclassical equilibrium. As we have already noted, management and its teaching appeared at about the same time. This led the influential engineer of methods, Frédéric Winslow Taylor, to define himself as a political economist of the workshop (Kanigel 1999).

The representation of the human being in the neoclassical schema is now well known. This is an economic individual who constantly seeks to maximize their utility. He or she is rational, and this continual optimal quest ensures, according to neoclassical economists, well-being both individually and collectively by means of the market (Guerrien 1989; Laval 2007).

If this conception has been regularly featured, on the one hand from within by many economists (Bogle 2005; Boyer 2004; Burgenmaier 1994; Friedman 2005; Guerrien 2007; Hirschman 1984; Kay 2003; Krugman 2005; Kutner 1999; Layard 2006; Perret and Roustang 1993; Passet 1996, 2002; Perroux 1963; Sen 1997; Stiglitz 2002, 2012), and on the other hand from the outside by other disciplines (Bourdieu 2000; Caillé 2007; Castoriadis 1975, 1996; Etzioni 1988; Godbout 2006 [1992]; Godelier 1966, 1984; Gorz 1988; Granovetter 2000; Laval 2007; Sahlins 1972; Swedberg 1994), it has emerged even more in the last two decades. This is due to several factors, particularly the rise of neoliberal criticism that emerged from the mid-1970s to challenge the Keynesian synthesis that had been dominant up until then. It was reinforced by the collapse of the Berlin Wall, and of the socialist experiments that this symbolizes. Thus, the representations of homo economicus and the market as a coordination mechanism became for some the unsurpassable horizon of our time (Fukuyama 1992), to borrow a famous phrase that Sartre used, ironically, after World War II about Marxism!

This new situation did not fail to influence the ideas developed in management, notably through the designs borrowed from the economics of organizations. After having long neglected what was going on within organizations—the neoclassical schema did not speak of this at all—certain contemporary economists gradually became interested. They conceived of the organization as a place of transaction costs (Coase 1937; Coriat and Weinstein 1995; Gabrié and Jacquier 1996; Ménard 1993; Williamson 1975, 1994). Human relationships in business increasingly came to be evaluated by the standard of agency theory, in which the business relationship boils down to one main relationship: between a principal and an agent (Eisenhardt 1989; Jensen and Meckling 1976; Shapiro 2005). Some francophone researchers did not hesitate to adopt this English formulation (Chanlat 2014).


Agency Theory: A Brief Overview


The founding article of agency theory (Jensen and Meckling 1976) constitutes in effect a direct application of a neoclassical analytical framework. It applies to situations where information asymmetries are manifest, that is to say where there is inequality of access to pertinent information between agents and principals. If we assume that they are rational and seeking to maximize their interests, exploring the limits of the assumption made by the neoclassical paradigm of perfect information by Herbert Simon will lead researchers to ask questions about the potential emergence of problems of coordination and incitement (Eisenhardt 1989).

Agency theory is also a direct extension of the theory of property rights (Alchian and Demsetz 1972). Its authors, Jensen and Meckling (1976), define the agency relationship as a contract in which one or more persons (the principal) engage another person (the agent) to execute on their behalf any task that involves delegation of certain power of attorney to the agent or representative. The company is then defined as a nexus of specific contracts signed between the owners of production factors (capital and labor) and their “clients.”

This view has many important implications: the company is seen as a legal fiction, not having an independent existence and therefore no real borders, and especially the market/organization distinction, inherited from the work of Coase (1937), losing a large part of its meaning. The company is understood as a form of organization looking to minimize agency costs associated with information asymmetry. This ultimately means finding the right structure of contracts, before allowing the right incentives to be put in place and directing the coordination of agents by defining the optimal way to share the risks and benefits between these agents.

As for the theory of property rights, agency theory suggests that it requires the most efficient contractual configuration. Thus, in a complex environment where the business is large (that is to say that the relevant information is divided among a large number of agents), it defends the idea that it is more efficient to separate control of management decisions from that of the control decisions.

At the origin of this theory of agency, there are certain conventional thoughts already expressed by Adam Smith. Indeed, did he not write in The Wealth of Nations: “the directors of these kinds of companies [stock companies] are the stewards of other people’s money rather than their own money, you can not hardly expect that they will bring this exact vigilance and concern that the associated often bring to the use of their funds” (Smith 1778, 1976)? This shows that the interest raised by the problems linked to what economists and managers of organizations today call the agency relationship is as old as the discipline of economics itself (Laval 2007).

It was nevertheless not until the early 1930s that Berle and Means (1967 [1932]) deepened the issues arising from the divergence of interests between the director and the owner of the company. Thus was born the first case of the principal/agent relationship, through the study of the relationship between managers and shareholders. The question that Jensen and Meckling raise is to understand, in this context, what type of contract will best satisfy both parties involved in the agency relationship while minimizing the costs of their contracts—what they call agency costs.

It is well understood that the approach of these different researchers consists essentially in a tentative explanation, or at least understanding, of the operation of the firm. This work came in the wake of the economic theory of organizations, launched by Coase, who criticized the traditional current of simply understanding the firm as a black box. But in his desire to explain the existence of the company economically, as an alternative organizational structure in the market, Coase (1937) offered an explanation, in an article that later became famous.

Today, this view is widely shared by many authors who stress the universal nature of the principal/agent relationship. According to them these relationships appear in a variety of situations and at all levels of society—for example, between a landlord and a tenant of an apartment, between an insurance company and its clients, between a doctor and her patients, between the owner of a restaurant and its servers, between politicians and citizens, between judges and parliament, and even between citizens (Eisenhardt 1989; Shapiro 2005).

Agency theory therefore rests on two hypotheses concerning human behavior. The first assumes that individuals seek to maximize their utility, and the second postulates that individuals are likely to benefit from contractual incompleteness.

According to the authors of this theory, managers are agents of shareholders in the company and are intended to manage the business in line with the interests of the latter (Jensen and Meckling 1976). However, this can be a problem because the managers and shareholders have different functions, and each acts to maximize their respective utility. So, according to them, managers will tend to capture some of the firm’s resources in the form of privileges for their own consumption (discretionary spending) or to strengthen their position at the company’s head. They may also prefer the growth of turnover to that of profit, or employ more people than necessary. In other words, according to this theory, we start from the following hypothesis: the aspiration of the manager is basically to maximize earnings and minimize effort. This divergence of interest is further accentuated by the difference in the risks involved: the shareholder may lose what he brought into the company, and the manager may risk losing their job and value in the labor market concerned.

The asymmetry in the distribution of information that is associated with this divergence of interests therefore gives rise to the problem of agency. Indeed, if there is no difference in the preferences of the actors, information asymmetry will not cause any problems, as the agent will act in the same way as the principal. Similarly, in the absence of a problem of information asymmetry, potential conflicts of interest will be easily overcome since the principal immediately detects all opportunistic behavior on the part of the agent. The agency relationship only exists because the principal believes that the most suitable agent can manage his property for him—he recognizes their abilities and specific knowledge. Information asymmetry, therefore, is indeed the origin of the contractual relationship (Gomez 1996).

Agency problems, then, are linked both to uncertainty, to the disregard of the efforts of the agent, and the costs of establishing and enforcing contracts. As the complexity of managerial work cannot be precisely described, the shareholder is therefore subject, according to this theory, to the potential opportunism of the manager. Thus, the more uncertain the environment, the higher the risks of asymmetric information, the extent of problematic individual effort, the risk of neglect, or even more mistakes detrimental to the interests of the shareholders are likely to be.

Agency relationships therefore suggest problems, that economists call moral hazards, of adverse selection and opportunism. Moral hazard is in effect defined as a perverse effect of the regulatory or contractual system. It occurs when the latter contains significant legal loopholes, which allow for potential abuse or fraud—or in common parlance, freeloading behavior. In other words, a moral hazard is the possibility for a person to strategically exploit, voluntarily, a situation not covered by a system of design.

Indeed, the leaders who are in charge of the company’s management possess privileged information on its operation. In addition, shareholders do not always have the necessary skills to know whether a transaction serves their own interests or those of the managers. It is then possible for the manager to adopt opportunistic behavior by manipulating the information they manage, communicating only what serves their interest. Opportunism can lead the manager to divert for personal gain, even if this decreases the residual benefit of the owner. The principal will have to establish a system of incentives and control mechanisms if it wishes to limit losses caused by a divergence of interests (Eisenhardt 1989; Jensen and Meckling 1976; Shapiro 2005). The establishment of control and incentive system techniques to ensure the smooth running of the contracts will generate agency costs. These can be understood as the costs of organizing and representing the symmetric transaction costs.

Nobody can contest that the reality of the organization has an economic dimension, and that individuals do indeed have their own interests, calculate, and optimize, notably in the social context. However, historically such behavior has not always existed or been interpreted in these terms, and all lived relationships cannot be reduced to this. This discussion is all the more important as it is in the name of these ideas that contemporary social reality is constructed, and it is from them that the crisis that we live derives its ideological sources. In other words, the terms “agent” and “principal” contribute by the power of the words to creating the contemporary managerial universe (Austin 1962; Boden 1995; Boutet 2016; Girin 1990, 2016; Weick 1995; Westwood and Linstead 2001). It is therefore worthwhile to make a critique on behalf of an enlarged anthropology.


Agency Theory: An Anthropological Critique




The Economic Vision: A Part and Partial Vision of Human Action


Marcel Mauss (1997: 370) has suggested, “Homo oeconomicus is not behind us, it is before us … Man has for a long time been something else; and it was not long ago that he was a machine, a complicated machine to calculate.” One of the assumptions of neoclassical economics is in effect to think that the human being was always a homo economicus. This transposition of a modern vision of the economy, affected by the hegemony of market logic, leads to a naturalization of this vision (Laval 2007). However, as has been shown in the work of many historians and anthropologists of the economy, such a view is untenable from a historical perspective, as such behavior only appears very late in human history.

While the constitution of capitalism and the market economy as an objective and conscious system emerged in the nineteenth century (is it not, in fact, Werner Sombart, who published his book Modern Capitalism in German in 1902, to whom we owe the extensive use of the word capitalism for the first time?), our species initially organized almost exclusively in hunter/gatherer societies. Now these communities knew neither money nor commodity exchange, the concept of work, or the notion of unlimited needs (Godelier 1966, 1984, 2007; Polanyi 2001 [1957]; Sahlins 1972). If, more recently, with the Neolithic revolution, human experience produced agrarian societies, which emerged about ten thousand years ago in Asia Minor (Demoule 2017), and the first forms of trade and market arose within them, it remains that in these societies the merchant had not yet invaded every sphere of life (Braudel 1985; Caillé and Laville 2007; Godelier 1966, 1984; Laval 2007; Marx 1967; Polanyi 2001 [1957]; Sahlins 1972; Weber 1995, 1991 [1909], 2003). Consequently, the experience of the capitalist economy as we know it today, even if we can find elements in societies that have preceded us (Caillé and Laville 2007), remains very recent in terms of the timescale of humanity as a whole. It also has its own limitations (Braudel 1985; Kay 2003; Krugman 2005; Kutner 1999; Passet 1996; Weber 1991 [1909]).

What the French anthropologist, Maurice Godelier, strongly emphasizes is: “Market expansion has limits and some of these limitations are absolute. Do we imagine a child in contract with its parents to be born ? This idea is absurd and its absurdity shows that the first link between humans, that of birth, is not ‘negotiated’ between those it concerns. From the beginning, life as a gift establishes a debt, regardless of the form of society in which new life is born” (Godelier 2007: 87). He adds a little further:

Men do not live only in society, such as primates and other social animals, but they produce society for living. And it seems to me that to produce a society, it is necessary to combine three bases and three principles. It is necessary to give some things, to sell some or barter others, and it is necessary to always keep some. In our societies, buying and selling have become the dominant activity. Selling is to completely separate things from people. To give is always to keep something of the person in the thing given. To keep is not to separate things from people because in this union is affirmed a historical identity that must be transmitted, at least until you can longer reproduce it. This is because the three operations—to sell, to provide and to maintain in order to transmit—are not the same as the items that are presented according to these three contexts either as alienable or alienated things (good), or as inalienable but alienated things (donations), or as things inalienable and unalienated (for example, sacred objects, texts of law). (Godelier 2007: 87–8)

If the development of the homo economicus model is historically dated (Laval 2007; Polanyi 2001) and is consubstantial with capitalist society emerging gradually, there is also some trace of the experience of hundreds of thousands of years before its accession, especially in the three bases and principles at the very foundation of social production, of which Godelier speaks.

The model of homo economicus and its by-products in the economic theory of the firm—agency theory—is no longer a natural given, but just one of the representations produced socially by capitalist modernity. Also, from an anthropological point of view, it may be subject to a number of criticisms.


The Anthropological Conception of Agency Theory: An Impoverished Vision of Human Action


Laval insists that “The economic man, subject of a social interest, is transverse in its manifestations, universal in its properties. It must be considered and studied as a social and historical fact, as a civilisation effect” (Laval 2007: 19). If we start with a comprehensive anthropological view of human action (Dufour 1985; Gusdorf 1967; Mauss 1968; Morin 1973) to which we are committed, and we are in the management field (Chanlat 1990, 1998, 2007b), we will characterize the conception of human action in agency theory (and we only recall the main elements), as do many other social scientists (Donaldson 1990; Ghoshal 2005; Perrow 1986; Sharma 1997; Shapiro 2005), as a summarily and strongly reductive anthropology.

When we learn about the model of the human being that emerges from this theory—still truly popular in some managers’ worlds, in which it appears, as Shapiro wrote, in a “new zeitgeist” (2005)—we are struck by the fact that it is in effect a human being amputated from many essential elements of social life (Amblard et al. 1995; Chanlat 1990, 1994; Clegg and Kornberger 2006; Gagliardi 1990; Kiser 1999; Le Breton 2006; Mitnick 1992; Sainsaulieu 1977, 2014; Shapiro 2005; Turner 1990; Wright 1994, 2005). The agent and principal, as described, do indeed have no emotions. They are also asocial, acultural, apolitical, ahistorical, and amoral. This representation also has a certain kinship, as Lex Donaldson (Donaldson and Davis 1991) indicates, with the design of the X theory developed by Douglas McGregor (1960) more than fifty years ago.


The Agent of Agency Theory: A Human Being Without Emotional Life


The conception of the individual that emerges from agency theory is first marked by a total absence of any reference to what is associated with emotions. To be without emotions, having no mental life, the agent in question and its partner, the principal, amount to an optimization of economic needs. Its rationality is a detached abstract rationality of any concrete emotional life that could perturb the choices made. Profoundly inspired by behaviorism underlying standard economic theory, “homo oeconomicus is not … only influenced by monetary stimulus, but it is a person whose behavior is entirely determined by stimuli. Its rationality is not different from that of a rat or a pigeon” (Posner 1990: 382).

Unconscious, this theatre obscures where many moving, key elements of human behavior are never considered (Arnaud, Fugier, and Vivaillet 2018; Clot 1999; Dejours 1998, 2000, 2004; Enriquez 1983, 1997b; Gori 2015; Jaques 1951; Le Breton 2004, 2006; Pagès et al. 1979; Sievers 1994). Yet many works show us, on the one hand, how human rationality needs emotion to perform logical actions (Damasio 2005 [1994]; Ollivier 1995) and secondly, how trade relations are also deeply influenced by the feelings that the interlocutors have vis-à-vis each other.

Based on an abstract view of rationality borrowed from standard economic theory, contractual logic, which is specific to the design of economic agency theory, forgets that many human behaviors, including in the commercial context, have elements relevant to other references—envy, jealousy, desire and absolute power, egotism, paranoia, mimcry—which are not without some truth in illuminating the dynamics of social relations in the context of business (Barus-Michel, Enriquez, and Lévy 2002; Enriquez 1983, 1997b; Gori 2015; Jaques 1951; Sievers 1994; Vidaillet 2014).

As put so well by Eugène Enriquez (1983: 183): “The social bond is present from the outset as a tragic link: it allows us to understand that other people exist, not as possible objects of our satisfaction but as subjects of their desires, otherwise said that is susceptible to reject us as we love ourselves, to manifest wills contradictory to ours, to present permanent danger not only for our narcissism but also to our very survival, and to be for us, despite that and at the same time as indispensable as the air that we breathe.”

We can point to many studies that address business leaders (Amado 2008; Aubert and de Gaulejac 2007; [1991]; Kets de Vries 2002; Kets de Vries and Miller 1984; Khurana 2002; Lapierre 1992, 1994, 1995; Pitcher 1997; Zaleznick 1970; Zaleznick and Kets de Vries 1985), the emotional life of groups (Anzieu 1975; Barus-Michel, Enriquez, and Lévy 2002; Bion 1961; Schwartz 1990), or the actual behavior of finance (Aglietta and Orléan 2002). The so-called agent/principal relationship cannot ignore the tragic record evoked by Enriquez.

That is, if the relationships are also embedded in a psychic fabric of consuming passions, insatiable desires, and dreams to realize that optimize calculations. They are not an object of investing love and hate for the different partners. This is what reductive anthropology, which is the foundation of agency theory, largely forgets. It thus prevents understanding of certain fundamental jurisdictions of human existence and obscures the role that holds the subject in all social action (Arnaud, Fugier, and Vidaillet 2018; Enriquez 1983, 1997b, 2007; Faÿ 2004; Giust-Desprairies 2003; Ollivier 1995). Daily news of organizations provides exemplary illustrations of this. Think of Enron, the Lehman Brothers, Société Générale, or more recently of Volkswagen.


The Agent of Agency Theory: A Human Without Social Roots


Amartya Sen (1997: 54) has claimed that while “No man is an island, whole, complete in himself, ‘the individual postulated by economic theorists is too often perceived as’ complete in itself.” One of the inputs of social science in general and sociology in particular, is to show the social roots of every individual. As Durkheim wrote: “When individuals who happen to have common interests come together, not only to protect those interests, but also to partner, for the pleasure of being at one with others…” (Durkheim 2007 [1893]: 35). When we read the social conception that emerges from the notion of an agent, it is clear that it refers more to an individual atom than to a person with a social identity (see also Mauss 1969). The representation that emerges is indeed that of an individual without gender (Aaltio and Kovalainen 2003; Kanter 1977; Laufer, Marry, and Maruani 2003; Méda 2001), unattached, and whose only identity is to make short-term calculations to establish its utility function independently of others and its social role. This individualism, as recalled by Simmel, is without doubt in part linked to this hyper-rational design unique to modernity: “All interpersonal emotional relationships are founded on the individuality of people, while in the rational relations, men are reduced to numbers, to items which, by themselves, are indifferent and have no interest in the point of view of their objectively comparable production” (Simmel 1990: 63–4).

But such a sliced and diminished vision, however, and with that the majority of managers, practitioners, as well as theorists, have had and still have their function. Inspired by the reflections of Mary Parker Follett (1924), Chester Barnard (1938), whose influence on managerial thinking is evident, did not hesitate to affirm that the most important quality of a leader was their loyalty to the pursuit of a common goal and to the personality of their organization.

As mentioned briefly at the beginning of the chapter, the managerial function in the modern sense arises in effect at the end of the nineteenth century and will be the subject of much reflection through to today. For a number of decades, many people, like Chester Barnard, have defended the idea that management occupies such a function—it is indeed a trade, a profession that must benefit from adequate training. This will be provided both in the field and at school, and will focus on experience, expertise that will nourish the professional identity. They thus rely on a model of the human being that was strongly advocated by psychologists and sociologists of organizations in the 1950s and 1960s. In this model, the manager is considered as a person motivated by a strong need for achievement, by the nature and challenges of the work, through the exercise of authority and responsibility associated with it and the recognition of their peers and superiors, motivational factors that are not part of any financial agenda (Herzberg et al. 1959, 1966; Maslow 1976; McClelland 1961).

Moreover, according to them, the identification with the company of managers, especially those who have worked for many years in the same organization, and participated in its structure and orientations, will tend to be stronger, their self-esteem fed by the prestige of the company. In this way, if a manager believes their future is tied to the company in which they find themselves, they will perceive that their interest and that of their company are the same, independent of any participation in the company’s share capital. According to this stewardship theory, as it is called in the Anglo-Saxon world, the manager, far from being an opportunist, seeks above all to do their job and therefore serve the interests of their organization (Aggeri 2015; Charreaux 1997; Charreaux and Wirtz 2006; Gomez 2003; Hopper and Hopper 2009; Khurana 2007; Mintzberg 2004). There is no inherent problem with the motivation of managers. It is only necessary to find the right way of management that will ensure this commitment (Donaldson and Davis 1991; Shapiro 2005). This is why William Deming (1994), father of the quality movement, would not hesitate to recommend abolishing pay for performance, and paying employees a salary rather than commission. This would replace a system based on bonuses with a system that relies heavily on the trust that is founded on the self-esteem and personal pride drawn from work. Such an appeal to the business then joined the elements of Y theory presented by McGregor (1960). According to McGregor (1960: 61), Theory Y, an alternative to theory X, is in effect based on the principle of integration and autonomy, the integration referring to the situation in which an individual can best achieve their own objectives when they direct their efforts to achieve those of the company. The task of management is no longer to provide incentives but rather an appropriate environment that will allow every employee to find intrinsic rewards in their work (McGregor 1967: 14).

This professionalization of the subject saw a shift over time, however, especially after World War II, with the emergence of an academic teaching model based on the model of hard sciences and mathematical economics (Chanlat 1998; Ghoshal 2005; Hopper and Hopper 2009; Khurana 2007; Simon 1991). Agency theory is perhaps in its own way one of the avatars of the combination of the desire to make management scientific, at the expense of management as a concrete experience, together with socio-economic changes underway since the 1970s.

In the context of the rise of neoliberal ideas promoted particularly by economists from the University of Chicago, this theory gradually prevailed in management circles with the advent of financial capitalism (Ghoshal 2005; Khurana 2007). It contributed to a redefinition of the role of manager. Rakesh Khurana (2007: 316) states: “Agency theory seeks not to explain why there are managers or the need for managerial autonomy but rather why managers and managerial autonomy are currently problematic from the point of view of shareholders … It focuses on the complexity and difficulties in regulating managers when ownership is widely dispersed.”

This conception resulted in a de facto legitimization of the traditional function of the manager, such as we have just presented. It thus excluded from consideration the question of collective identity (Sainsaulieu 1990). “On the contrary, agency theory represents managers as distinct and separate from one another defining the organisation as a mere nexus of contracts between individuals … once managers are no longer trustees or servants of their companies and its values. They are free agents who have no permanent involvement with standards or collective interests” (Khurana 2007: 325).

The organization has become a legal fiction, and managers no longer have any contribution to make toward a concrete collective entity. This context is particularly favorable for the ascension to power of what Pitcher (1997) qualified in a landmark Canadian research study as technocrats, people primarily oriented toward figures and a universal/abstract management, to the detriment of artists, people oriented toward innovation and creativity, and artisans, people motivated by professionalism and a job well done—the latter forming the great majority of executives (Dejours 2004; Mintzberg 2004; Pitcher 1997).

By also presenting the organization as a nexus of contracts, agency theory leads to questions of power, coercion, and exploitation. It is a theory of organizations without organization (Kiser 1999). Essentially locked in a dyadic relationship, including the manager/shareholder relationship, it forgets the plurality of social relations; it rejects any idea of a special relationship between the manager of a company and other partners, and it underestimates the varied games that can be played between the various stakeholders (Aggeri 2015; Charreaux 1997; Charreaux and Wirtz 2006; Clarke 2015; Crozier and Friedberg 1977, 1980; Donaldson and Davis 1991; Freeman and Reed 1983; Gomez 2003; Hatchuel et al. 2005; Reynaud 1989; Sainsaulieu 1990), including among supervisors (Mispelblom Beyer 2006). Political science is nevertheless rich in such analyses (Kiser 1999; Moe 1984; Shapiro 2005).

Agency theory cannot in any case finally explain the primary relationships, those that support the membership reports. One such model is revealed, as rightly written by Jacques Godbout, as “incapable of thinking of membership rapport, communitarian rapport, which can be applied to the family as to humanity, and even to the whole of all living. This rapport, even if it has been replaced by the producer–user opposition in many domains, has not disappeared. It is reactivated in times of crisis.” For these relationships of belonging are the first for all human beings and also exist in organizational contexts ( Noon and Blyton 2002; Reichheld 1996), as shown by many important French works on the sociology of the firm (Alter 2010; Francfort et al. 1995; Osty 2003; Osty and Uhalde 2007; Sainsaulieu 1977, 2014; Sainsaulieu and Segrestin 1986).

We can now understand why the practice of this vision is the source of many problems in contemporary companies as they transform individuals into desocialized atoms (Granovetter 1985, 2000). The proper mercantile obsession with this vision of the agent, putting more emphasis on the good rather than the link, prevents finally seeing how certain acts are just as essential to the relationship, including the act of giving, which is also the foundation of the social bond. “The gift,” writes Jacques Godbout (2007: 15), “is not strictly speaking the servant of this bond. Fundamentally, it is what makes the bond social or human.” The conception of the human in agency theory does not in any case consider it. It thus leaves out key aspects of social relationships mentioned by Maurice Godelier (see the section “The Economic Vision: A Part and Partial Vision of Human Action”), the marked presence of which can be observed in modern francophone organizations (Alter 2002, 2010; Dumond 2007, 2013; Godbout 2007; Grévin, Masclef, and Gomez 2015; Mauss Revue 2007).


The Agent of Agency Theory: A Human Being Without Culture


Leslie White (1949: 34) has commented that “The symbol is the origin and basis of human behavior,” and that “Generic determinations of ‘human nature’, impulses and needs, are subject to specific determinations of the local culture” is proposed by Marshall Sahlins (2008: 22). Another aspect that strikes when one starts reading the writings of agency theorists, is also the absence of reference to culture. Without emotion, without psychic life, without social belonging, the agent in question is also without culture. All contracts are designed without thinking that the ideas behind this notion are the product of a given cultural universe (Chanlat, Davel, and Dupuis 2013; Davel, Dupuis, and Chanlat 2008; d’Iribarne 1993; Geertz 1973; Hofstede 1980; Laurent 1983; Schneider and Barsoux 2003). But the obsession of the contract in the American universe, as reflected in agency theory, cannot be understood without going to see what is returned and its historical construction, whose roots go back to John Locke (d’Iribarne 1993, 1998, 2006, 2014; Micklethwait and Wooldridge 2005).

The hegemony exercised by American management and economic thought in the field of international production is not therefore unconnected with certain ideas that we find in agency theory, the latter only seeing the relationships from the angle of the contract. What the authors of this theory do not see, and also some of those who use it, is that such a view is in resonance with the American sense of the universe, which is one of contemporary manifestations (Kay 2003). The conception of the agent/principal is indeed a beautiful illustration of the customer/supplier logic, as seen daily in American organizations (Chanlat, Davel, and Dupuis 2013; d’Iribarne 1993, 2006, 2014). The authors of this theory primarily apply themselves to the manager/shareholder relationship, a situation of information asymmetry.

But then again, many field studies show that the reality is often different from this theoretical conception. In China, for example, the notion of the contract as we define it seems to have no meaning, nor the notion of efficacy (Jullien 1996, 2005). This is why Westerners often experience many difficulties in their international trade relations (Duan 2007). We find various other examples, in Lebanon (Yousfi 2006), in Vietnam (Viet Lon Nguyen 2015), and elsewhere in the world (Chanlat, Davel, and Dupuis 2013; d’Iribarne 1998, 2006, 2014).

Finally, the authors of this theory do not therefore see how, confident as they are of established science about their own theory and the fundamentally economic nature of man, they are the victims of their own social imagination. Maurice Godelier (2007: 38) states: “The imagination … is the set of representations that humans make and are made of nature and the origin of the universe around them, beings who populate or are assumed to populate, and the humans themselves conceived in their differences and/or their representations.”

Thus the vision developed by the authors of agency theory is the product of an imaginary dominated by economic categories, which is closely related to certain dreams of late modernity, including those of neoclassical economic theory (Castoriadis 1975, 1996; Durand 1986; Laval 2007). In the latter, economic relations are thought of abstractly, and individuals are described as perfectly rational agents. If the domain of the symbolic, to again cite Godelier, “is together the means and the processes through which ideal realities are incarnated,” the contemporary social imaginary, largely dominated by economic categories, will produce representations like agency theory that will find their practical application in establishing new relationships at work and in the construction of new organizational configurations. It can be argued that all the movements of restructuring, of re-engineering, and new governance practices which we are witnessing today are precisely connected to this contractual vision where the shareholder is at the center of the game to the detriment of other stakeholders (Bogle 2005; Stiglitz 2002; Reich 2007; Zajac and Westphal 2004). This simply illustrates once more the justice of the affirmation of Arthur Maurice Hocart, a Franco-British sociologist, cited by Sahlins (2008: 42): “Utility dominated the study of culture because it dominates the culture studied.”


The Agent of Agency Theory: A Human Being Without History


Another element that is linked to those we have presented is the ahistorical character of this theory. If this is historically identifiable, as we have noted, the fact remains that this perspective puts aside the historical aspects at three levels: at the individual level, at the level of relationships studied, and at the level of organizations concerned.

The agent, we are told, has no history. This is not surprising. It is linked to its asociality. How indeed to assign a historicity to an agent who is an individual without identity, without roots, without culture, and whose only goal is to maximize profits regardless of many other rights holders. Reacting to stimuli, they care only for their own benefit or that of shareholders for which they work.

Relations between the agent and the principal leave little space for history. However, all empirical studies of relationships between actors show again how much the weight of history is important. How, in effect, do we explain long-term relationships if we do not take into account the relationships that are interwoven over the years and the social networks in which they are inserted? How, if we do not consider the events that have marked relations, can we understand the degree of relationship or the end of the relationship? How can we forget the way in which relationships are structured in the organization and the relationship between the actors involved (Aggeri 2015; Clarke 2015; Granovetter 1985, 2000; Gomez 2003; Martinet 1984; Shapiro 2005; Stinchcombe 1965; Whitley 1992a, 1992b)? All these questions are essential to interpreting the type of relationship that has developed over time between two or more partners.

Finally, the organization itself does not seem to have history. It is, as we have seen, a nexus of revocable contracts at all times, an undefined space where one enters into contracts at the discretion of the offered conditions and whose scope varies according to the transaction costs established by the agent. We are here in the world of fluidity, well described by Bauman (2002, 2007), in which the depth of history can be a brake on the desired maximization.

For the agent who has history is a social actor who does not behave like an atom in a free market. They act within a given space and time. This often determines their loyalties, allegiances, and membership—in other words, their grounding in a territory (Granovetter 1985; Kay 2003; Thoenig and Waldman 2005). However, agency theory precisely seeks to detach individuals from their multiple allegiances in favor of the interests of a single beneficiary, the owner. In the society implied in this theory, the world is a vast market where agents build only ephemeral ties. In such a universe, history has no place because it could limit the benefits of the principal. In its own way, it is an example of the disappearance of history in favor of a space-speed that, as Paul Virilio (2010) says, imposes its new requirements (Aubert 2004; Palmade 2003; Sennett 1998).

As can be expected, stakeholder theory is so popular today because of the growing movement of social responsibility and sustainable development (Capron and Quairel-Lanoizelée 2015; Pasquero 2000; Pasquero and Chanlat 2016; Pesqueux and Biefnot 2002), but is not at the center of agency theory. However, it is at the heart of the dominant institutional logic in discussions surrounding corporate governance (Clarke and Chanlat 2009; Clarke 2015; Zajac and Westphal 2004). Which brings us to our final point: the amoral character of the agent in this theoretical vision.


The Agent of Agency Theory: An Amoral Human Being


In reflecting on the viability of the neoclassical defense of agency theory, Amitaï Etzioni (1988: 257) has proposed that “The more people accept the neoclassical paradigm to guide their behaviour, the more they undermine the foundations of a market economy.” Reading articles by the proponents of neoclassical economic theory is often surprising for a social scientist, especially a francophone. They try at all costs, in the tradition of the neoclassical founders, to comply with the economic regulation called for by Lord Robbins in the 1930s not to address the moral issue, by defining economics as “the science that studies the behaviour of individuals facing fine and rare management of alternative use” (Robbins 1935). According to this view, the agent talked about is an amoral individual because his choices are established only for the sake of economic efficiency, the issue of values that guide social action being relegated elsewhere (Laval 2007). This posture is resumed even ideologically in the famous article by Milton Friedman (1970). This poses some problems, which will be discussed and concluded, and which many analysts raise today in the context of the recent economic crisis. Indeed, the ideas are not pure. They always fall within a normative framework (Baiada-Hirèche, Pasquero, and Chanlat 2012). The supposed amorality of our agent or our principal hides in fact a certain point of view of human nature.

As Christian Laval (2007: 185) rightly points out, “Political economy may well be amoral, as the economists claim, it is all the more normative in the measure where the individual must no longer obey a moral Law that indicates to them good and evil, but operates a fair calculation who knows to integrate constraints of all kinds (fiscal, legal, social, political, etc.) permitting them to maximise their satisfaction. Economic theory contributes, from this point of view and in its domain, to long working substitution of a normative to another one.” This is why the social sciences since Adam Smith are also and always moral sciences (Perroux 1963; Sen 2004). The assumptions underlying agency theory are a perfect illustration of this.

One such amoral point of view is based in fact on a specific representation: that of a human cheater, opportunistic without loyalty or faithfulness in relationships. (A remark in passing: this judgment is characteristic of a paranoid personality psychology; see Kets de Vries and Miller 1984). Thus, the vision that emerges from agency theory is indeed that of managers who are not trustees or representatives of the company and its values, but “hired men, free agents, who have no permanent commitment with respect to any interest group or collective standards” (Khurana 2007: 325). In a certain way, they are the antithesis of a good professional of old, influenced by a puritan ethic, which we mentioned earlier (Hopper and Hopper 2009; see the section “The Agent of Agency Theory: A Human Without Social Roots”).

Without metadata values to guide their action, it should not be so surprising that the agent in question behaves, as Max Weber predicted a century ago: “While the performance of professional duties may not be directly related to the highest spiritual and cultural values … the individual generally renounces its justification. In the United States, at the very site of its paroxysm, the pursuit of wealth stripped of its ethical-religious sense, has the tendency today to be associated with purely agonistic passions, which confers to them more often in the nature of a sport. For the last men of the development of civilisation,” he adds, “these words could turn into truth: ‘specialists without vision and voluptuous without heart’, that void imagines having climbed a degree of humanity never achieved so far” (Weber 1991: 161).

These representations, due to their massive distribution in some management circles, are not without consequences in the daily behavior of managers (Enriquez 1997a; Jackall 1988), and by extension on the current socio-economic dynamics. For they participate through the practices developed in the social construction of reality in the contemporary organized world, which many analysts have begun to seriously question since the collapse of the financial markets following the subprime crisis (Lazonick 2014; Madrick 2011; Stiglitz 2012).

The concrete influence that this agency theory had, and still has, exists at three levels: at the level of teaching and ideas of students of the management of human action in the organized context, at the level of management practices and organizations themselves, and finally at the level of society as a whole.

Agency theory has produced, as we have just seen, a considerable diffusion among some management education programs worldwide, and notably in the United States. Even today, it constitutes one of the most widely taught theories (Shapiro 2005). This predominance had the consequence of rethinking the role of the manager and the vision of the company that had traditionally existed. Instead of reporting to multiple stakeholders in a long-term perspective, the manager today is invited to be concerned with one stakeholder, the group of shareholders, a group that sometimes fluctuates greatly, and whose speculative horizon is often short-term (Charreaux and Desbrières 1998; McKinley, Mone, and Barker 1998; Segrestin and Hatchuel 2012; Villette and Vuillermot 2005). As Sumantra Ghoshal (2005: 75) points out forcefully in his last article: “In the course of corporate governance inspired by agency theory, we taught our students that we cannot trust the managers to accomplish their task, which of course is to create value for the shareholder, and to overcome these agency problems, the interests and incentives of managers should be aligned with those shareholders, by allocating to them for example a substantial amount of their compensation in stock options.”

Professors of management, including those of finance, were therefore invited to teach the techniques (leverage, stock options) that should enable alignment of corporate strategy with the objectives of the shareholders. The company is thus seen primarily as an equity portfolio, and the manager a portfolio optimizer. By the same token, writes Khurana (2007: 323), “Agency theory dissolves the idea that managers should be seen as having rights, direction (stewardship) or promoters of the common good in a single standard: the interest of shareholders.”

Furthermore, as they are taught to be wary of these managers, and fundamentally opportunistic, this often leads the student, as already stated by Harold Leavitt, professor at Stanford in the 1980s: “to see themselves as a professional mercenary combat‑ready and eager to fight any war without asking the tough questions: is this war worth it? Is it right? Can I believe in it?” (taken from Khurana 2007: 326). Nowadays, such a posture leads to obscuration of big issues at hand: “whether new technologies, the globalisation of trade, demographic trends, growing inequality between the rich and poor and the change in social norms can lead to the consideration of the model of financial capitalism as unsustainable if not obsolete” (Khurana 2007: 365). In a way, “propagating ecologically-inspired theories of amoral, business schools,” as pointed out by the late Sumantra Ghoshal (2005: 76), “contributed actively to clear their students from any sense of responsibility in this regard.”

This conception of human action has also had effects on the concrete practices without also having evident empirical support of research (Daily et al. 2003; Ghoshal 2005). In this regard, the Enron case has revealed the worst turpitude, after having been the subject of a best business education case and receiving recognition from Fortune magazine as the leading corporation in America. For many years, the magazine has not hesitated, in fact, to grant Enron the title of the most innovative company, while the company annually hired more than 250 American MBAs from three of the largest universities in the US. This exemplary case, inspired largely by short-sighted economic vision, and with ideas borrowed from agency theory, collapsed under greed and the race for bonuses. This resulted in its fall, and the loss of jobs and pensions by thousands of people who had believed in the discourse of their leaders, to get rich quick, and in reassurances given by institutions, some of which have totally failed in their mandate and sunk too, for instance Arthur Andersen (Cruwer 2003).

In this society, obsessed with breaking even, as noted by John Bogle (2005: 3), one of the most respected American mutual fund managers, many are “measuring the wrong line: form rather than content, prestige more than virtue, money rather than concrete achievements, charisma rather than character, the ephemeral rather than the perennial.” With Enron, the emblematic case if there is one, we discover once again that the sustainability of an organization is based on concrete realities and not on virtual projections driven by a formidable greed (Bogle 2005; Kay 2003; Khurana 2007). The crisis, related to the collapse of subprime mortgages and associated securitization, gives us another even grander illustration since it leads us into an abyss (Aglietta and Orélan 2002; Aglietta and Rigot 2009; Jorion 2008, 2011).

The views expressed by agency theory, participating in changing the scope of organizations and introducing new management practices in the name of the alignment of agent/principal interests, have thereby affected the dynamic of our societies. By strengthening the economicization movement of the social world (Gorz 1988; Laval 2007), they lead the organized world to forget certain key elements of its sustainability, notably the role of duration in relationships and the reciprocity that follows. In overly economicizing the relationships, did they not indeed kill the relationships themselves? The company of contempt is no longer far away, as is shown by Axel Honneth (2007), or Christophe Dejours in his clinical work on his work experience for over thirty years (1998, 2015; Dejours and Deranty 2010). In such a liquid society (Bauman 2007), there is indeed no more room for reference to the past, as age and seniority in a post are often seen as barriers to the fluidity of relationships and especially to efficiency.

More generally, the desocialization and dehumanization that are associated with this vision of human action are not sustainable in the long term. For the application of these ideas has contributed largely to participation in the change of economic distribution that we have witnessed over the past two decades between the representatives of capital and those of labor.

As many recent studies show, the share of the richest has increased disproportionately to that of the majority of employees. A favorable fiscal environment for the wealthy, tremendous capital gains, an explosion in income for executives of major listed companies, and considerable remuneration paid to the financial sector and to board specialists in strategy and restructuring are responsible for this redistribution, so unfavorable to employees in most industrialized countries (Artus and Viard 2005; Bogle 2005; Bakan 2004; Hutton 2002; Kay 2003; Lazonick 2014; Lazonick, Hopkins, and Jacobson 2016; Piketty 2014; Stiglitz 2002, 2012).

If this serious crisis, whose effects are still being felt, has attracted governmental appeals and reactions, especially toward bankers and financial market operators responsible for the crisis (capping salaries, suppression of stock options, increased levels of taxation, etc.), it remains that the natural has returned at a gallop. Such movements can also be based, as we have already seen in the 1930s, in undemocratic elements (populism, excessive nationalism, religious fundamentalism, etc.). It is important to note that the responsibility lies with researchers and teachers in management, as it does with all managers and business leaders, in order to avoid such excesses and maintain an adequate socio-economic balance (Chanlat 2015).

In the field of organizational studies itself (Clegg and Bayley 2007), it seems important that researchers rely more on the numerous human science studies that take into account the diversity, richness, and complexity of social relations organized in different parts of the world and not only in the United States (Mitnick 1998; Shapiro 2005). The anthropology that emerges from the representation of man in agency theory is indeed, as we have shown, very poor. This is anthropology of lack and absence, which has its roots in the very design of neoclassical economics and its abstract vision of homo humanus, where it is found detached from the living (Dupuy 2012; Jorion 2012; Laval 2007; Passet 1996, 2002; Perroux 1963; Stiglitz 2002). If such a vision continues to spread, living humanity runs the risk of moral hazard, to use the terminology of the same economists, unforeseen by their theory, and of living more and more with the deleterious effects of their own assumptions. We should never forget that, as British economist John Kay (2003: 347) points out, “The attempt to structure the patterns of incentives designed to align the interests of managers with those of shareholders has not eliminated fraud: it caused it.”

But the sources of resistance are there, and perhaps it is this capacity to resist that we can rely on to avoid breaking the human subject.

“Generalised Management,” wrote Legendre (2007: 63), “seemed the ultimate stage of the Westernisation of the world. Crafted by propaganda, recorded by the economy, cut up by science, the human remains ‘the Thing that I am’, that resists, unfathomable, unassailable, horizon that always eludes. This ‘Thing’—is not globalisable.”

At a time of global warming, of sustainable development and involving formidable challenges, as the meeting of COP 21 in Paris demonstrates, and of this historic economic model crisis we face, the managerial universe cannot take any more unless we want to contribute to the darkest forecasts that some predict. Indeed, hope is not on the side of those who believe that human action, to speak like Ricoeur, resides precisely in this capacity to make and bind us for the good of the greatest number, and so to participate in the foundation, as recently invited by our colleague, Alain-Charles Martinet (2007), of a moral and conceivable political science. For our part, we support such a project, which seems commensurate with the issues facing today’s management, and society as a whole, in experiencing a relentless capitalism (Saussois 2006). But such a project requires, as we have just seen, an anthropological broadening of some still dominant managerial visions.

We hope that this critique of our own human model in the theory of agency will contribute to our field—the sciences of organized action, including that of corporate governance—and will participate in the refounding of the very idea of business that many voices are calling for to face the two great challenges we have: the socio-economic challenge and the environmental challenge (Bréchet et al. 2015; Clarke 2015; Colasse 2015; Ford 2015; Frank and Cook 1995; Gomez 2003; Gorz 2008; Martinet 1984, 2007; Morris and Vines 2014; Sainsaulieu 1990, 2001; Segrestin and Hatchuel 2012; Stout 2012; Supiot 1994; Rambaud and Richard 2015; Richard 2016; Thurow 1999).

To resubmit, such a reflection on human action in an organized context, as a capacity to make and to link us to this common goal, becomes day by day more and more urgent: the preservation of nature and humanity (Jonas 1984) is indeed essential for teachers who want to be socially engaged (Dietrich, Pigeyre, and Vercher-Chaptal 2015). European researchers, notably the French, have again been involved in this movement for many years (Brabet 1993; Capron and Quairel-Lanoizelée 2015; Chanlat 1990; Charreaux and Desbrières 1998; David et al. 2012 [2001]; Gomez 2003; Martinet 1984; Perez 2009; Pesqueux 2000; Richard 2016), and this Handbook adds a new stone in this edifice of intellectual and social reconstruction.
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CHAPTER 16

The Japanese Corporation

community, purpose, and strategy

Takaya Seki



Introduction


Corporate governance in Japan has often been criticized for a lack of independent oversight by outside directors and excessive representation of core shareholders, making it difficult for outsiders to be involved in corporate affairs. These factors are often cited as the main roadblocks to preventing the persistent corporate malpractices and accounting fraud seen in the past. Concerned with these deficiencies, regulators as well as others involved in the field over the years have made numerous attempts to bring about reforms. Reflecting these efforts, corporate governance has substantially improved, to the extent that we can now notice an increasing number of outside members on corporate boards as well as some signs that core shareholders, such as banks and insurance companies that were once so dominant, are diminishing.

The current government also views addressing these issues as among their top priorities when developing policies to revitalize the Japanese economy. The outcome of the new measures put in place by the government include Japan’s first nationwide corporate governance code, guidelines, and associated reports. The new code and rules call for the appointment of multiple outside members, as well as effective board control through dialogue between shareholders and company management. A separate effort by the government Committee for Company Law Review recommended the introduction of an alternative board structure aiming at effective and practical control as well as redefining the criteria for outside directors. A series of measures implemented by the government have brought noticeable changes in Japanese corporations. There is a deep-rooted historical background that makes Japanese corporate governance unique, but it also has features that can be explained in a worldwide context.

The Modern Corporation and Private Property, an acclaimed book by Berle and Means published in 1932, was translated into Japanese in 1958. Since then it has been widely read and quoted by both academics and practitioners for its analysis of the development of the separation of ownership and control, and the consequences of this separation in corporate Japan. Though the book was based on developments in the United States after the end of the nineteenth century, similar changes in shareholding structure have also been evident in Japan since that time, particularly after World War II, since Japan absorbed many of the policies adopted in the US either by the policymakers or due to the mounting pressures from international capital markets.

This chapter attempts to focus on the transformation of share ownership in Japan since the early twentieth century, and how it has followed the path described in the Berle and Means book. The purpose of this analysis also includes examining how share ownership in Japan relates to the current practice of corporate governance and society at large, and how it may converge with the changing environment.


Historical Changes in Share Ownership of Major Japanese Corporations


We begin with a brief history of modern Japanese capitalism at the end of the nineteenth century. As in the US, many prominent companies which exist today in Japan trace their origins to the nineteenth century, and were often founded by an individual entrepreneur or a family, such as Mitsubishi (by the Iwasaki family), Mitsui (by the Mitsui family), Sumitomo (by the Sumitomo family), and Yasuda (by the Yasuda family). Their names are often reflected in the names of leading companies today (Japanese Family Histories n.d.).

It is noteworthy that many of the founding families can trace their business origins back more than one hundred years prior to the commencement of their modern business operations at the end of the nineteenth century. For example, the original Mitsui family opened its first retail shop in 1673 in the Nihombashi district, which later became known as the Mitsukoshi Department Store with its main store at the same location. By the time these families moved onto the central stage of modern industrialization, they had already established an effective corporate hierarchy with a management system similar to what we are familiar with today.

The modernization of the industrial system was one of the priorities the government pursued after the Meiji Restoration in the middle of the nineteenth century. Company law was introduced in Japan in 1899, modeled after German law. Adoption of the German legal system was considered appropriate as Japan joined the industrial revolution relatively late, when it was already at its height in Europe and the United States. The idea of the one-share, one-vote principle, equity treatment of shareholders, limited liability principle, and a system of checks and balances by independent members had already been implemented from the outset in Japan. Capital was, however, limited, and only a handful of industrialists were able to provide the amount of cash required for large-scale investment in plant and equipment. In some industries such as steel, electricity, and railroads, the government itself took steps to build the infrastructure needed to boost the economy. For example, the government owned 57 percent of Japan Iron and Steel in 1940.

Besides government, descendants of zaibatsu such as Mitsubishi, Mitsui, and Sumitomo were also expanding their sphere of influence in Japanese industry. Zaibatsu, a term that refers to financial business conglomerates, are characterized by a concentration of capital around a single family. Typically, through a series of successes in startup businesses, these zaibatsu have been able to widen their scope of operations. For example, Mitsubishi started with a shipping business, and its subsequent success has made it possible to use the accumulated reserves to provide capital for other operations including heavy machinery, trading, materials, and financial businesses (Mitsubishi 1970).

After some fifty years of modernization efforts, Japanese industry was able to establish a model of its own by the mid-1930s. Although no separate statistics are available on the overall pre-war shareholding structure, it is possible to estimate that many prominent companies were owned by zaibatsu families. Tables 16.1, 16.2, and 16.3 provide examples of typical shareholdings of major companies in Japan in the first half of the twentieth century.



Table 16.1 Major shareholders of Mitsubishi Shoji (later the Mitsubishi Corporation) in 1940


	Name of shareholder
	Percentage held

	Mitsubishi (holding company owned by the Iwasaki family)
	80.7


	Mitsubishi Mining
	  3.0


	Meiji Life Insurance*
	  2.9


	Tokio Marine**
	  2.7


	Mitsubishi Heavy Industries
	  2.7


*  More than 50 percent of the shares were held by other Mitsubishi Group companies.

**  More than 40 percent of the shares were held by other Mitsubishi Group companies.

Source: Kaisha Shikiho (quarterly company handbook) (1941) by Toyo Keizai Inc.





Table 16.2 Major shareholders of Mitsubishi Heavy Industry in 1940



	Name of shareholder
	Percentage held

	Mitsubishi (holding company owned by the Iwasaki family)
	87.3


	NYK (shipping)
	12.6


	Meiji Life Insurance
	  8.4


	Nippon Life Insurance
	  5.8


	Dai-ichi Life Insurance
	  5.8


Source: Kaisha Shikiho (quarterly company handbook) (1941) by Toyo Keizai Inc.




Table 16.3 Major shareholders of Mitsubishi Bank in 1940


	Name of shareholder
	Percentage held

	Mitsubishi (holding company owned by the Iwasaki family)
	41.3


	Tokio Marine
	  5.3


	Mitsubishi Trust and Banking
	  5.3


	Meiji Life Insurance
	  4.7


Source: Kaisha Shikiho (quarterly company handbook) (1941) by Toyo Keizai Inc.


The holding company for these Mitsubishi companies was established in 1893 when a new company law was about to be enacted. Initially, shares in the company were evenly held by two individuals who were its founding members: Yanosuke Iwasaki and Hisaya Iwasaki (Mitsubishi 1970). Ownership structures were very similar in other zaibatsu companies, where shares were held exclusively by members of the founding families (Hadley 1970). The scale of zaibatsu had grown to such an extent that by 1940 they represented some 75 percent in coal, 99 percent in steel, 86 percent in shipbuilding by tonnage, 88 percent in paper, and 87 percent in flour of the total Japanese output (Tamashiro 1976).

With increasing demand for industrial output, the zaibatsu found it progressively more difficult to meet the finance requirements for their operations by themselves. By 1940, they had started to seek external sources of capital through selling some of their shares by means of public offerings, while retaining the family majority shareholding. For example, the Mitsubishi holding company sold its shares to the general public, resulting in an increase in the number of shareholders to 13,291. In 1940, the ration of shares held by members of the founding family had been reduced to 56 percent, while 30 percent were held by its subsidiaries or affiliated companies (Kaisha Nenkan 1941). The Mitsui family also offered their holding in 1943 after merging the holding company with one of its leading subsidiaries, Mitsui and Co. Other zaibatsu, too, were planning public offerings of their shares, although this was not realized by the end of the war, suggesting that the dispersion of share ownership as proposed by Berle and Means could have taken place in Japan even before the war.


The Adoption of State Capitalism in 1940


Japanese corporate governance, based on European legislation and typical nineteenth century-style capitalism, has probably followed a similar path to those of the US and later the UK. However, the shadow of global uncertainties which ultimately led to World War II triggered the Japanese government to adopt a wider range of policies affecting industrial activities and control. Noguchi’s (1998) book The 1940 System argued that Japanese companies were organized in a way that would allow them to support the government’s effort in preparing for the anticipated conflicts abroad. Some of the orders issued by the government included:



• restricting mobility of labor markets and fixing wages to encourage workers to remain in the same organization for a lifetime

• controlling prices

• regulating the supply of capital as well as dividend payments to reduce the influence of major shareholders

• supervising financial markets through tighter regulation of the banking industry

• creating industry groups, in which competitors from the same industries were encouraged to form industrial associations to cooperate in order to avoid excessive competition.



This wide-ranging government interference in the fields of finance, labor, and materials demonstrates the distinct characteristics of state capitalism, giving bureaucrats extensive authority over controlling and influencing business activities. Having complied with government orders, companies were given priorities in securing necessary supplies and materials to keep their businesses going.


Post-War Industrial Reforms and Democratization of Japan


At the end of the Pacific War in 1945, the US occupation forces immediately took extensive steps to democratize Japan. During the six-year occupation by US forces, the post-war Japanese government was guided to implement numerous new measures, ranging from the governance of the state to the modernization of various practices and aspects of the economy. One of these policies was to redistribute the wealth that was heavily biased in favor of a handful of rich families. For example, an order was issued to release agricultural ownership from landlords to tenant farmers. Together with industrial democratization, this radical policy was applied, as the fear of social disorder based on inequality was mounting.

Another policy pursuing the same objective was to introduce anti-monopoly legislation similar to that of the US in the early twentieth century. Zaibatsu conglomerates such as Mitsubishi, Sumitomo, Mitsui, Yasuda, and many others were considered anticompetitive, and were ordered to discontinue. The breakup of zaibatsu took two forms. Holding companies that presided over industrial groups were ordered to dissolve. Shares of holding companies in the hands of founding family members and other major shareholders were seized. Consequently, founding members lost most of their century-long wealth as well as their unyielding control over group companies. Another form of policy implementation was to break up the companies that were considered to be dominant. Targets for breakups were extensive; Mitsubishi Shoji and Mitsui and Co., the two largest trading houses, were ordered to be broken up into hundreds of small companies. The application of the policy was immediate, and furthermore, the use of existing zaibatsu names was also prohibited for companies or banks, even if they were able to escape being broken up.

Shares once owned by the holding companies were handed over to the general public as well as to financiers and newly growing industries, resulting in the spontaneous diversification of ownership and democratization of the stock markets. The first statistics on share ownership released by the stock exchanges in Japan in 1950 indicated that some 60 percent of the shares in listed companies were in the hands of private individuals, a figure never surpassed thereafter. Tables 16.4, 16.5, and 16.6 provide examples of the major shareholders in 1950 from among the former zaibatsu companies that were either ordered to break up or change their names.



Table 16.4 Major shareholders of Kyokuto Shoji (a division of the former Mitsubishi Shoji) in 1950


	Name of shareholder
	Percentage held

	Tokio Marine
	5.0


	Fukusuke
	4.0


	Takase Saburo
	2.8


	Fukutake
	2.7


Source: Kaisha Shikiho (quarterly company handbook) (1951) by Toyo Keizai Inc.




Table 16.5 Major shareholders of Nakanihon Heavy Industry (a division of the former Mitsubishi Heavy Industry) in 1950


	Name of shareholder
	Percentage held

	Chiyoda Bank
	20.6


	Nikko Securities
	  4.7


	Yamaichi Securities
	  3.0


	Bank of Kobe
	  1.2


Source: Kaisha Shikiho (quarterly company handbook) (1951) by Toyo Keizai Inc.




Table 16.6 Major shareholders of Chiyoda Bank (former Mitsubishi Bank ordered to change its name) in 1950


	Name of shareholder
	Percentage held

	Omi Kenshi Boeki
	1.5


	Fukoku Life Insurance
	0.9


	NYK (shipping)
	0.9


	Nikko Securities
	0.9


	Yamaichi Securities
	0.8


Source: Kaisha Shikiho (quarterly company handbook) (1951) by Toyo Keizai Inc.


Although the US occupation forces took steps to modernize Japanese industries through newly introduced legislation, including an anti-monopoly act, a securities exchange act, and a labor act, it did not go far enough to overhaul the system entirely. For example, it somehow endorsed banks to maintain their integrity and continue financing large companies together with former zaibatsu companies, allowing the unique characteristics of Japanese employment practice to survive. The latter was particularly useful as it was effective in minimizing the number of unemployed and thus reducing the risk of social instability. As a result, some of the policies adopted in 1940 survived the war as well as the series of modernization programs that came after the war. For example, the practice of lifetime employment and seniority, which are often quoted as pillars of Japanese labor practices after the war, had its origin in 1940.


Post-War Reconstruction and the Emergence of Cross-Shareholdings


With the signing of the peace treaty and reinstallation of sovereignty in 1951, Japanese companies with their origins in former zaibatsu companies were allowed to reclaim their old names. The move was welcomed by these companies, although none of the former zaibatsu families were able to retrieve their original level of control. Former zaibatsu banks that had operated under different names gradually reverted to their original names, with some notable exceptions such as Fuji Bank, once known as Yasuda Bank, preferring to keep its new name. The companies that had been ordered to break up gradually reassembled around their most successful offspring. However, since the resurgence of the old families was impossible, these new companies, bearing the old zaibatsu names but without holding companies, maintained their dispersed share ownership.

During the reconstruction of the Japanese economy in the 1950s, many Japanese companies gradually amassed the liquidity necessary to rebuild factories damaged during the war and to consolidate their position. The development of new technologies and the increasing number of affluent consumers further helped companies to expand. Moreover, these successful companies started adopting strategies of working more closely with the reliable and long-term support of suppliers in order to achieve more efficient production, a system later to be known as keiretsu.

At the same time, threats of unfriendly takeovers became a matter of concern. Out of the post-war reconstruction and development of the economy and industry, two types of shareholding practices emerged. Former zaibatsu companies started to reassemble together by means of cross-shareholding. Other companies that did not belong to former zaibatsu established new industrial groups of companies with the company itself presiding over the group. The former are often referred to as horizontal industrial groups (horizontal keiretsu) and the latter as vertical industrial groups (vertical keiretsu). By the mid-1960s, the practice of cross-shareholdings began to be seen as the most attractive solution to fending off unfriendly takeovers. Banks actively participated in cross-shareholding not only with their own industrial groups, but also with the companies presiding over the new vertical keiretsu companies (Okumura 1984).

Tables 16.7, 16.8, and 16.9 show the typical shareholding distribution among major Japanese companies in the early 1970s. Needless to say that cross-shareholding is closely tied to the banking relationship.



Table 16.7 Major shareholders of Mitsubishi Corporation in 1972


	Name of shareholder
	Percentage held

	Mitsubishi Bank
	7.9


	Tokio Marine
	7.9


	Mitsubishi Heavy Industries
	5.9


	Meiji Life Insurance
	4.8


Source: Kaisha Shikiho (quarterly company handbook) (1972) by Toyo Keizai Inc.




Table 16.8 Major shareholders of Mitsubishi Heavy Industry in 1972


	Name of shareholder
	Percentage held

	Mitsubishi Bank
	5.8


	Meiji Life Insurance
	3.6


	Tokio Marine
	3.2


	Sanko Shipping
	2.9


Source: Kaisha Shikiho (quarterly company handbook) (1972) by Toyo Keizai Inc.




Table 16.9 Major shareholders of Mitsubishi Bank in 1972


	Name of shareholder
	Percentage held

	Meiji Life Insurance
	5.9


	Tokio Marine
	4.7


	Dai-ichi Life Insurance
	3.6


	Mitsubishi Heavy Industries
	3.3


Source: Kaisha Shikiho (quarterly company handbook) (1972) by Toyo Keizai Inc.


The practice remained unchanged for almost a quarter of a century, as can be seen by the names of the major shareholders in 1998 (see Tables 16.10, 16.11, and 16.12).



Table 16.10 Major shareholders of Mitsubishi Corporation in 1998


	Name of shareholder
	Percentage held

	Bank of Tokyo Mitsubishi
	6.7


	Tokio Marine
	6.1


	Mitsubishi Trust and Banking
	5.6


	Meiji Life Insurance
	5.1


	Dai-ichi Kangyo Bank
	3.4


Source: Kaisha Shikiho (quarterly company handbook) (1998) by Toyo Keizai Inc.




Table 16.11 Major shareholders of Mitsubishi Heavy Industry in 1998


	Name of shareholder
	Percentage held

	Mitsubishi Trust and Banking
	4.8


	Bank of Tokyo-Mitsubishi
	3.7


	Meiji Life Insurance
	3.4


	Sumitomo Trust and Banking
	3.2


	Chuo Trust and Banking
	2.0


Source: Kaisha Shikiho (quarterly company handbook) (1998) by Toyo Keizai Inc.




Table 16.12 Major shareholders of Bank of Tokyo-Mitsubishi (formerly Mitsubishi Bank) in 1998


	Name of shareholder
	Percentage held

	Meiji Life Insurance
	5.7


	Nippon Life Insurance
	3.9


	Dai-ichi Life Insurance
	3.8


	Tokio Marine Insurance
	2.6


	Mitsubishi Trust and Banking
	2.4


Note: Mitsubishi Bank was renamed after its merger with Bank of Tokyo.

Source: Kaisha Shikiho (quarterly company handbook) (1998) by Toyo Keizai Inc.





Post-1990—After the Collapse of the “Bubble” Economy


The full recovery of Japanese industry was completed by the 1970s, and for over two decades Japan experienced unparalleled industrial success in overseas markets. Japanese goods in many major product markets ranging across consumer goods, automotive, and electrical goods became dominant in both America and Europe. The wealth generated during this period was extraordinary, and became known as the Japanese economic miracle (rivaling the German economic miracle in a similar period). However, the rapid inflation of all asset prices in Japan, and the excessive debt levels became recognized as a dangerous bubble. Japan underwent a period of prolonged uncertainty after the collapse of the “bubble” economy after 1990. This involved a dramatic fall in the stock exchange, together with a serious fall in asset prices and widespread financial failure, which put unparalleled pressure on Japanese banks and forced many of them to revise their policies on the shareholdings of keiretsu companies.

As a result, the list of major shareholders looked very different in 2018, as shown in Tables 16.13, 16.14, and 16.15. Note the appearance of such institutions as Master Trust Bank of Japan, Japan Trustee Services Bank, and Trust and Custody Services Bank, which operate by exclusively providing services for the safekeeping of institutional investors. They started their operation in the early 2000s, anticipating an increase in trading volume and advancements in information technologies. None of the custodians disclose the names of the beneficial owners behind their registration on the investee’s list of shareholders; however, it is conceivable that many pension plans, both private and government, utilize the services. One such example is the Government Pension Investment Fund (GPIF), which manages the nation’s pension fund. It owned 2,300 Japanese stocks, amounting to more than 40 trillion yen, at the end of March 2018. It should also be noted that these custodians do not represent ownership by commercial banks or insurance companies owing to their intention to maintain a business relationship with the investee companies.



Table 16.13 Major shareholders of Mitsubishi Corporation in 2018


	Name of shareholder
	Percentage held

	Japan Trustee Services Bank
	12.6


	Master Trust Bank
	  7.4


	Tokio Marine and Nichido Fire
	  4.7


	Meiji Yasuda Life
	  4.1


	Ichigo Trust Pte
	  2.3


Source: Yuuka Shoken Hokokusho (annual securities report), tabulated by the author.




Table 16.14 Major shareholders of Mitsubishi Heavy Industry in 2018


	Name of shareholder
	Percentage held

	Japan Trustee Services Bank
	9.6


	Master Trust Bank
	4.8


	State Street Bank and Trust
	2.3


	JP Morgan Chase
	2.0


	Nomura Trust and Banking
	1.9


Source: Yuuka Shoken Hokokusho (annual securities report), tabulated by the author.




Table 16.15 Major shareholders of Mitsubishi UFJ Financial Group (formerly Bank of Tokyo-Mitsubishi) in 2018



	Name of shareholder
	Percentage held

	Japan Trustee Services Bank
	11.9


	Master Trust Bank
	6.1


	State Street Bank and Trust
	3.8


	Bank of New York Mellon
	1.3


Note: Bank of Tokyo-Mitsubishi was renamed after its merger with UFJ Financial Group.

Source: Yuuka Shoken Hokokusho (annual securities report), tabulated by the author.



The significant transformation of share ownership that took place between 1990 and 2018 suggests the end of the horizontal keiretsu era among Japanese companies. These changes have not completely eliminated all forms of cross-shareholdings, which will be discussed later in the chapter; however, many companies are now aware that their relationships with new emerging institutional investors are more critical to protecting their well-being with various stakeholders, in particular with employees and loyal business partners.


Share Ownership of Listed Companies in Japan


We now have to determine whether the changes in the ownership of Mitsubishi and other prominent Japanese companies are unique to those companies, or whether they represent a universal phenomenon evident among other Japanese companies. To find the overall distribution of share ownership in Japan, it is useful to refer to the reports published by such institutions as the Tokyo Stock Exchange and the Bank of Japan. The Tokyo Stock Exchange conducts an annual survey of ownership distribution of all companies listed on stock exchanges in Japan. The survey is based on reports prepared by each listed company or its stock transfer agent, in a predetermined format. The stock exchange has published the distribution and level of ownership since 1950.

Table 16.16 classifies the types of shareholders into several groups including government, financial institutions, non-financial corporations, overseas and individual private shareholders. Financial institutions are further broken down into banks, trust banks, insurance companies, and securities companies. The transfer agents use separate methods to distinguish pension funds and investment trusts, so the table is supplemented by figures on institutional holdings, though they do not represent the whole amount. Table 16.16 shows the trend of share ownership in Japan since 1950.
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The overall figures on overseas investors are astounding, replacing the majority of holdings released by Japanese financial institutions. However, the fact that not many of the overseas investors appear among the major shareholders suggests that most of them are dispersed and it is highly likely that they represent pensions or mutual/unit trusts with a large number of beneficial owners in the background.

The Bank of Japan publishes a quarterly national flow of funds providing the level of holding of equities among various types of investors. Figure 16.1 shows the level of shareholding at the end of 2017 from the Flow of Fund table from the Bank of Japan. Evidently, Table 16.16 and Figure 16.1 show very similar distributions, except for some differences that could be explained through the separation of pension funds, both public and corporate, from trust accounts.
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Figure 16.1 Share distribution in Japan 1953–2014

Source: Flow of Funds by Bank of Japan 1950–2015. Figures based on face value of stock before 1978 and market value after 1979.



Both Table 16.16 and Figure 16.1 provide very useful information on the development of share ownership in Japan as well as insight into the change of companies’ as well as investors’ attitudes toward the relationship that exists between them. Changes in share ownership structure in Japan for the last sixty years may be summarized as follows:



• Holdings by individual shareholders were gradually absorbed by financial institutions and business corporations.

• Banks and insurance companies that lost their ground in the late 1990s were replaced by a growing number of investors from overseas.

• Business corporations maintain and value relationships with their business partners, though their practices are under close scrutiny.




Major Shareholders


Data prepared by the Tokyo Stock Exchange and Bank of Japan are useful in finding the summary as well as long-term development of share ownership in Japan. Nevertheless, these tables do not identify any major shareholders who might be exerting influence over companies they have invested in. Also, these data do not distinguish individual shareholders who started the business and therefore possess a substantial stake in the company from individual shareholders who might simply trade stocks for profit-taking purposes and who form the majority of shareholders.

This analysis attempts to identify the characteristics of major shareholders by looking at the names of the top ten shareholders of each listed company and classifying them into a number of categories. In addition, the analysis tries to link the names with those who assumed the directorship in the company. The method used in the analysis is as follows. Japanese companies quoted on stock exchanges are required to publish an annual securities report referred to as “Yuuka Shoken Hokokusho,” and submit a copy to the financial authority. The requirement to publish this report was first introduced in Japan in 1949 after the adoption of the Securities Exchange Act, modeled on the law with the same name in the US passed in the early 1930s. The typical annual securities report has about one hundred pages in all, containing information very similar to that of the US 10-K annual reports. Repeated amendments to the act resulted in the enrichment of the quality of reporting. One of the recent amendments mandates extensive analysis of corporate governance and certification by chief executives on the reporting of the system and internal control.

Among the details required for inclusion in the securities reports is a table of the top ten largest shareholders, with their names and the amount they hold. With the recent arrival of XBRL (eXtensible Business Reporting Language), a globally accepted standard for exchanging business information, it has become possible to extract these data digitally, and this facilitates the cross-analysis of the data easily and comprehensively. Since companies disclose the names and the holdings of only their top ten shareholders, it is not possible to reproduce the whole table of share distribution published by Tokyo Stock Exchange (TSE) or Bank of Japan (BOJ). However, the analysis has an advantage as it concentrates on the majority shareholders, whose interests are more focused on controlling the company they have invested in rather than pursuing short-term profit-taking. It can be viewed as the distribution of powers among shareholder groups, identifying who is actually exerting influence over the nomination of corporate directors and leading the company’s financial strategies.

Table 16.17 contains the summary of the largest ten shareholders from the 3,660 companies listed on the stock exchanges in Japan at the end of March 2018. With the simultaneous disclosure of share price information, it is possible to determine the value of holdings represented by these major shareholders. The total amount held by the top ten shareholders of every listed company is 295.8 trillion yen, representing 43.9 percent out of the gross capitalization of the market (447.9 trillion yen).



Table 16.17 Adjusted shareholder distribution



	
	Amount held in billion yen
	Distribution among top ten shareholders (percentage held)

	Government, local government
	11,549
	3.9


	Banks
	13,777
	4.8


	Custodial accounts
	92,460
	31.3


	Life and casualty insurance
	16,927
	5.7


	Other financial institutions
	2,514
	0.8


	Non-financial business corporations
	58,936
	19.9


	Foreign shareholders (custodial accounts)
	34,413
	11.6


	Direct investment from overseas
	10,593
	3.6


	Individual shareholders
	20,240
	6.9


	Others
	34,405
	11.4


	Total
	295,814
	100.0


Source: Yuuka Shoken Hokokusho (annual securities reports), tabulated by the author.


Based on this information on individual companies, attempts were made to classify the Japanese companies listed on the stock exchange by type of shareholding structure, into categories as shown in Table 16.18.



Table 16.18 Feature of largest shareholder


	
	Number of corresponding companies
	Average net asset (trillion yen)

	Government, local government
	11
	612.8


	Banks
	91
	12.3


	Custodial accounts
	415
	42.6


	Life and casualty insurance
	94
	14.7


	Non-financial business corporations listed on the stock exchanges
	72
	6.8


	Non-financial business corporations not listed
	1,613
	24.5


	Foreign shareholders (custodial accounts)
	111
	29.0


	Direct investment from overseas
	49
	133.8


	Individual shareholders
	917
	9.4


	Others
	192
	7.7


	Employees’ share ownership plan
	130
	3.5


	Total
	3,695
	120.7


Source: Yuuka Shoken Hokokusho (annual securities reports), tabulated by the author.


Findings from these tables are as follows: government-owned companies are basically confined to those privatized soon after the war or in the midst of the worldwide wave of privatizations that occurred in the mid 1980s. A decline in holdings by banks, which is apparent in the tables prepared both by the stock exchanges and BOJ, is also evident in this table. The number of companies having a bank as principal shareholder represented fifty-nine out of 3,660 companies, and the average amount in that case was 13.1 billion yen. As Japanese non-financial companies accumulate their own reserves and consequently increase their ability to raise money, they are less dependent on bank borrowing. In spite of the swelling volume of deposits raised, banks realized that it was becoming increasingly difficult to find appropriate borrowers. Instead of allocating finance to industry, their lending inclined toward more speculative areas such as stock investment and real estate property, which ultimately led to the so-called “bubble economy” of the late 1980s. The price of land and the stock market index soared to an unprecedented level, at which point most people realized it was unjustifiable. The inevitable recession in the economy following the bursting of the bubble led to the collapse of some major banks and investment companies, eroding the ability of banks to remain as major shareholders in Japan. Together with companies under the influence of insurance companies, the sphere of the financial institutions, so dominant in the Japanese market for many years, diminished.


Cross-Shareholdings


Business corporations still retain substantial influence as shareholders over the companies they invest in. The practice of vertical keiretsu holdings still exists, although the level of holdings is on the decrease. The Tokyo Stock Exchange (2017) White Paper on Corporate Governance indicates that some 11 percent of listed companies have other listed companies as their principal shareholders, or are often referred to as parent companies. Despite the attempts made by the authorities to curb such practices, the level still remains considerable.

Another rule was implemented in 2010 requiring companies to disclose shareholdings by listed companies classified as not purely for investment purposes—or to use another expression, shares owned in order to maintain friendly business relationships. Analysis is made on 3,660 companies listed on the nation’s stock exchanges.

Figure 16.2 indicates that some 143 of the largest Japanese companies with market capitalization exceeding 1 trillion yen consider thirty-six companies “friendly” enough to invest in their shares for non-trading purposes. Of the thirty-six companies, seventeen are classified as cross-holding, meaning that an investee of company A also owns shares in company A.
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Figure 16.2 Number of companies held for the purpose of maintaining business relationships

Source: Yuuka Shoken Hokokusho (annual securities reports), tabulated by the author.



Figure 16.3 shows the level of keiretsu holding for the nine years to 2018. Despite repeated concerns expressed both by the authorities and institutional investors, the level remains static in terms of the ration of shares held by keiretsu partners out of the total number of share issues. The value of shareholdings has increased from 8 percent to over 10 percent in nine years, reflecting a recent surge in the share price in the market.
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Figure 16.3 Shareholdings of Keiretsu Companies 2010–18

Source: Yuuka Shoken Hokokusho (annual securities reports), tabulated by the author.




Shareholding and Directors


Little analysis has been conducted on the composition of Japanese corporate boards for many years, as it was often considered meaningless when most board members were inside directors who climbed the corporate ladder, having joined the organization immediately after obtaining undergraduate degrees from university. However, this phenomenon, which has persisted for the last fifty years, may not be the sole characteristic of Japanese board practices. We will first look at the changes in the Japanese board structure since 1940 (Table 16.19).
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In 1940, when most of these companies were under the umbrella of holding companies, they nominated external directors descended from the holding companies alongside executive members. The practice still exists today among companies where founding members retain a substantial amount of the holdings. The breakup of the zaibatsu immediately after the war was accompanied by the removal (purging) of directors involved in the management of zaibatsu companies (Miyazaki 1976). Soon after the seizure of assets owned by zaibatsu families, directors associated with the ruling families lost their positions, entirely eliminating the outside directors representing the interests of the holding companies (Hadley 1970). By 1950, newly organized companies were led by new executives, many of them promoted from the middle-ranking managers. Liberated from the zaibatsu families and their control, the new companies were then managed by those from inside with little consideration for external interests (Okumura, Hojin Shihon Shugi, and Ochanomizu Shobo 2000). Moreover, an abrupt change of hands in shares, which achieved dispersed ownership immediately after the war, compelled the concentration of power to fall among the new management that had been selected from the corporate hierarchy. This move eventually led to the development of strong professional managers under weak ownership.

During the consolidation of cross-shareholding, corporate directors came to be composed mostly of insiders as they dominated the corporate management. As Japanese companies formed new keiretsu relationships, it could have been possible to develop cross-directorships among the keiretsu companies as in the pre-war period. However, this never materialized and some reasons may be cited as to why those inside directors were reluctant to invite outside members onto their boards (Okumura 2000).

Firstly, Japanese company law defined the roles of directors who would manage the company. They are mandated to monitor representative directors, many of whom assume the role of the president or chairman. Second, there was (and still is) a hierarchy within a board of directors. The president is regarded as the most powerful figure in the company. Many presidents will continue to maintain their influence over the board by becoming chairman after stepping down as president, often intervening in the conduct of new presidents. Other directors are ranked with executive titles such as deputy president, senior managing director, and managing director. Directors without titles are often regarded as candidates to be promoted to managing director in the future depending on their performance. Thirdly, because there is competition among directors to be promoted to superior positions on the board, they are asked to manage a particular division within the organization. This results in a contradictory effect in board meetings where every director is supposed to monitor the performance of the company as a whole. This worked well within the 1940 mechanism under which employees were encouraged to remain in the same organization for life and to see becoming a board member as the ultimate goal for their career after remaining loyal to the corporate hierarchy. Table 16.20 shows an example of the change in hierarchy in the board of directors in 1972 and in 1998.
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Directors and Major Shareholders


In 1998 Japanese boards were still comprised of some thirty members, consisting mostly of insiders. There were no independent outside directors, except for a few companies that invited executives from keiretsu companies to strengthen the business relationship. Because the board was so huge, meaningful discussions and effective conduct seemed almost impossible. In order to achieve prompt decision-making, many companies set up another group with several senior executive directors that was referred to as the “Jomu-kai” meeting. Although the Jomu-kai was not a legally defined body and therefore had no official authority, it nevertheless became the ultimate entity in control of the company, leaving the official board meeting as a mere approving body for the executives.

Change came when the influence of overseas investors, attracted by the possibility of a more rational share price in the market, became evident soon after the collapse of the bubble economy. Their presence has been accompanied by their critical views on Japanese corporate governance, which prompted them to write letters to the management of companies they invested in. By the turn of the century, institutional investors, both domestic and overseas, began chorusing the needs for external supervision of the Japanese board and encouraged them to appoint an increased number of independent directors. Sony Corporation responded to this move in 1997 by reducing the number of directors by more than half, and those who were told to leave the board were instead given the new title of “Shikko-yakuin” or executive officer. The practice soon became commonplace among other companies, indicating that many corporate leaders must have been concerned by their oversized and less effective boards (Aronson 2011).

Figure 16.4 shows the changes in the average number of directors/kansayaku between 1998 and 2017, together with the number of outside members in companies comprising the Nikkei 225 index. Japanese company law has also supplemented the move by providing a definition for the outside directors (or outside kansayaku) as those who have not worked in the company and do not participate in executive roles.
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Figure 16.4 Changes in average board size (Nikkei 225 companies)

Source: Yuuka Shoken Hokokusho (annual securities reports), tabulated by the author.



As the number of outside directors increases, an analysis of their background becomes meaningful. Table 16.21 shows the background of directors who constitute Japanese boards. The table indicates that when professionals such as lawyers, accountants, and university professors are nominated to be directors, they will assume the role as outside directors. It is also noted that 8.2 percent of inside directors and 15.1 percent of outside directors have backgrounds in financial institutions. While the holdings of banks on non-financial companies decreased to less than 5 percent, banks still maintain some influence over the industry through their network of affiliated personnel.



Table 16.21 Analysis of the background of Japanese board members



	Background
	Inside
	Outside

	Government
	0.7%
	6.6%


	Commercial bank
	8.2%
	15.1%


	Insurance company
	0.2%
	1.1%


	Attorney-at-law
	0.2%
	18.0%


	CPA
	0.7%
	13.3%


	University professor
	0.2%
	7.0%


	Others*
	89.8%
	38.9%


	Total
	100.0%
	100.0%


	of whom:



	Individual major shareholder
	7.9%
	0.4%


	From major shareholders
	2.1%
	4.0%


*  Primarily senior executives who have spent most of their career within the company (insiders) and executives of other companies (outsiders).

Figures based on 90,453 directors and 9,490 kansayaku among 3,660 companies listed on Japanese stock exchanges.

Source: Yuuka Shoken Hokokusho (annual securities reports), tabulated by the author.



Analysis of the background of directors can be coupled with the list of major shareholders. Table 16.22 shows the names of the largest shareholders of all listed Japanese companies. The table is prepared from the disclosures of the top ten shareholders. A column has been added on the right to indicate the number of directors and kansayaku among listed companies.
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The table includes a large amount of holdings by custodial accounts representing domestic and institutional owners. It suggests that those beneficial owners hidden behind trust accounts have the potential to exercise influence, which prompted the government to consider and introduce a Japanese version of the Stewardship Code in 2014, modeled after the same initiative by the UK.


Reinforcement of Effective Monitoring by Outside Directors and Kansayaku


Is the current ownership and shareholding structure effective in promoting better corporate governance? We will first look at the legal framework that might have led to the present structure. Japanese commercial law, which was introduced in the late nineteenth century and revised after the war, adding some US ideas, was not capable of preventing a series of corporate wrongdoings. The typical scandals in the early days of post-war reconstruction included unlawful payments to political leaders. Affairs involving the payment of bribes associated with the import of US-made aircraft led to the prosecution of a former prime minister in 1976. Though politicians became more careful about their involvement with industrialists, another scandal emerged in 1988. This time the method of bribery payment was replaced by a stock, set for initial public offering. There were also numerous emissions and other incidents affecting the health of people living near factories, where Japanese companies were blamed for damaging the environment.

Other prominent examples of corporate wrongdoing included incidents involving payments made to racketeers (Sokaiya), manipulation of financial statements, and engagement in anticompetitive behavior such as price-fixing, bid-rigging, or monopolistic practices. The reasons for many of these poor decisions, often leading to the arrests of executives, were the lack of objective monitoring and effective supervision by the board of directors. Each time a fresh scandal surfaced, rule-makers took steps to rewrite company law to prevent such occurrences from happening again. For most revisions, the focus was directed at strengthening the roles and duties of kansayaku. As a result, the power of kansayaku, whose function had been that of merely checking financial statements, was eventually raised to that of monitoring the affairs of executives, including the directors representing the company. They were also allowed to form a board separate from the board of directors, which was appropriately renamed in English to the Audit and Supervisory Board in 2012.

Because the focus for improvement was directed at kansayaku, the revision of the roles of directors was left unattended for many years until 2002 when companies were allowed to set up three committees comprising audit, nomination, and compensation in lieu of kansayaku and the board of kansayaku. While both structures indicate supervisory as well as monitoring functions, they are arranged horizontally in the “kansayaku” structure and vertically in the “committee” structure.

On top of the existing two models, a third model referred to as the “audit and supervisory committee” structure was added in 2015. The background to the new idea is to reduce the reliance on the kansayaku-style structure, which is often criticized as “a difficult notion to understand” for overseas investors. If a company decides to adopt the new structure, it will abolish the kansayaku and replace this with a new “audit and supervisory committee,” whose members are also directors, of whom the majority must come from outside. Because they are members of the board they will be able to vote at board meetings, while retaining many of the features of kansayaku.

On the corporate governance side, although the company law amendment stopped short of mandating outside directors to publicly listed companies, it implemented a rule of “comply or explain,” which requires companies to state reasons why they do not appoint outside directors. The policy put extensive pressure on Japanese companies, bringing the ratio of companies with outside directors to almost 98 percent among publicly quoted companies by the end of 2017. While it succeeded in achieving the long-awaited practice of appointing at least one outside director, it is still difficult to predict whether the practice of having more outside members on a board of directors will become commonplace. For the foreseeable future, Japanese companies will continue their efforts to enhance the supervisory function of boards with the minimum number of outside members. Unfortunately, events like those that occurred at Olympus suggest that the quality and independence of outside members is more important than the number of them represented on the board. Olympus showed that having three outside directors was not in itself the solution to preventing fraud.

Good progress has been made in discussion about setting independence criteria for corporate directors and kansayaku. Since Japanese companies put priority on appointing at least one outside director, applying an independence test has somehow kept a low profile for some time. Numerous attempts were made under private initiatives to implement New York Stock Exchange-style independence criteria and there are some signs of success. The Tokyo Stock Exchange issued a rule in 2010 mandating its listed companies to appoint at least one independent director or kansayaku among its outside members. The definition of independence was not, however, made clear, but outside directors descended from such institutions as parent or affiliated companies, banks with finance relations, major shareholders, and relatives of executives are not regarded as independent. The final decision on the independence of the nominee is left to the company and the extent to which the directors are conscious of their duties.


Fiduciary Duties of Board Members


The purpose of the discussion surrounding outside and independent directors is to strengthen the effectiveness of board members to act in accordance with what lawmakers have intended. As in most jurisdictions, Japanese corporate directors are subject to the duty of loyalty to the company that appoints them, as well as the duty of care for the management of the company’s assets. The duty of care, stipulated under Section 10 of the Civil Code, for a mandatory officer who is appointed to perform a juristic act, requires him or her to assume a duty to administer the mandated business with the care of a good manager in compliance with the main purport of the mandate. Such duties will include reporting the current status of the administration.

The duty of loyalty, interpreted to include duties to avoid conflicts of interest between board members and the assets of the company, is an idea generally shared with fiduciary duties as understood in Anglo-American jurisdiction. Duties of care and loyalty constitute the fundamental obligations of directors to the company and its assets. The fiduciary in Japan is an area not clearly defined and therefore not often mentioned in everyday conversation. The country has its own trust law modeled after Anglo-American concepts, with many characteristics similar to the tradition developed in England. The law defines relationships among settlor, trustee, and beneficiary as well as the transfer of titles from a settlor to a trustee after the creation of the trust, thus recognizing the duties of the trustee. Although the trust is widely used in the fields of financial instruments, including its applications to pension and investment trusts, it is not commonly seen in charities or wills where the functions of a trust could best be realized.

One of the reasons why the concept of a trust is not well disseminated in Japan lies essentially in the absence of a clear continuity between traditional and modern trust law. In medieval Japan, there were some structures in which ownership of properties was transferred for the benefit of a third party, which was very similar to the role of a trustee (Makoto 2014: 25). However, the tradition did not survive in legislation after the introduction of the Civil Code based on the Franco-German laws during the Meiji Restoration in the nineteenth century.


The Complex Duties of Directors in Japan


Without the solid backbone of the tradition of equity and trust, the duties of directors cannot be viewed as parallel to those of directors in other types of bodies such as charities and nonprofit organizations—whereas in England, an established set of ideas on fiduciary pertains to the duties of directors in spite of the differing types of organizations. The duties of directors may become complex as the size of an organization grows and thus involves a wider range of stakeholders. Directors who have a duty to the assets of the company must also be aware of the complexity of the various interest groups surrounding the company. This becomes markedly apparent if expectations rise among interest groups, particularly among employees and local communities who are dependent on the company for their source of income.

The unique cultural background characterized by lifetime employment and seniority has contributed to the internalization of production. For example, if a middle-ranking manager in a large company proposes to start a new project within his granted authority, he would likely be compelled to make use of employees standing idle within the company rather than seeking outside personnel, thus avoiding market transactions. The formation of industrial groups (horizontal and vertical keiretsu) has also contributed to the promotion of internalized production or intra-group manufacturing.

Also, a large number of managers, and indeed inside directors who have spent their entire career in the same organization, set their ultimate goal on being at the helm of their company as leaders rather than pursuing their own financial success. The average number of years a typical inside director/corporate auditor spends in and outside the organization is described in Figure 16.5.
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Figure 16.5 Number of years an average director spends in lifetime career

Assuming all directors are university graduates completing twenty-two years of education. Postgraduate academic career excluded.



Figure 16.5 shows that most directors have spent two-thirds of their business tenures in the same organization. The figure could go even higher if their movements among keiretsu companies were counted. This is also reflected in Figure 16.6, which reveals a relatively low level of compensation (Jackson and Milhaupt 2014).
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Figure 16.6 Average compensation of inside (executive) directors

Units in million yen (US$/JPY 1/75 in 2011). Performance-linked compensation includes bonuses, stock options, and stock compensation as well as retirement allowances.





Institutional Investors as Catalysts for Change


Contrary to what the law defines, the dominance of executive officers on corporate boards in Japan overshadows the function of those supposed to be supervising or overseeing management (Aronson 2014). The development of some kind of effective external control seemed inevitable. The most obvious candidate has always been shareholders. The representation of institutional investors among shareholders in Japanese companies is on the rise. The combined total investments of domestic and overseas institutions are now estimated to exceed 40 percent of Japanese shares outstanding. Unlike existing Keiretsu shareholders, these investors with fiduciary obligations to answer to ultimate holders, most notably pensioners and beneficiaries of investment trusts, often express controversial views on corporate governance of the company. As institutional investors increase their momentum, many companies, as well as their leaders, are taking their views more seriously.

The birth of shareholder activism in Japan came in 2003 when the Pension Fund Association, a pseudo-government organization overseeing corporate pensions, started its own funds management. Applying its own corporate governance guidelines and voting policy, the Fund voted against those companies deemed slow in pursuing objective board conduct. The impact was extensive, and the move soon spread among other investment managers. Awakened by the increasing influence of institutional investors in Japan, the Stewardship Code of Japan, an initiative modeled after a similar approach adopted in the UK, was introduced to clarify the roles and duties of institutional investors and to position them as the engagement forum between companies and their shareholders. The Code was supplemented by the report of another study group that identified some impediments, like the tight schedule associated with holding annual meetings of shareholders, as well as the handling of proxies by beneficial owners held under the so-called “street names.” One of the controversial issues articulated by the group was to recommend that companies devote more attention to, and to improving, performance ratios such as return on equity, or else face dissatisfied votes from shareholders.

Their influence can be checked through the level of votes cast in the AGMs of investee companies. However, as shown in Figure 16.7, the levels of negative votes cast at AGMs remains relatively low, which proves there is no significant influence by institutional shareholders. An amendment of the rule concerning the annual securities report in 2010 has also made it possible to find out how shareholders voted on the agenda when selecting board members. Companies are required to disclose voting results in an extraordinary report soon after the AGM, which has been further enhanced, since 2017, by requiring certain investors to publish how they voted individually. Figure 16.7 indicates that outside directors tend to receive more negative votes than inside directors. The difference between the two voting results is conspicuous among those nominated from banks and insurance companies, suggesting that many shareholders are concerned about the independence of those with a background in financial institutions.
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Figure 16.7 Level of “for” votes cast on certain agenda issues (companies with a higher ratio of institutional investors)

Unit: percent



Fund managers and those supposed to be involved in engagement activities belong to a similar group of employees in the financial institutions where a kind of loyalty to the organization counts, although there have been some improvements.



Directors’ Duties Tested


As reviewed, there is a limit to what shareholders may achieve. They have the liberty to sell their investment if they are not content with the performance of a company. Many of them seem unwilling to become excessively involved, partly because their potential loss is limited to the amount of their initial investment. There have also been some examples in Japan where shareholders’ limited liability created serious flaws when companies faced abrupt failure. Taxpayers’ money had to be poured in to rescue stakeholders affected by, for example, companies ignorant of health and environmental issues. There have also been cases of bailing out financial institutions by the authorities. Though institutional investors are told to be prudent in their voting policies, overwhelmingly they approved directors who later were found to be responsible for wrongdoings. Table 16.23 shows how shareholders approved the board members immediately before the occurrence of wrongdoings in two widely reported incidents. (Similar results were also shown in Volkswagen, where most members of the supervisory board were elected with the approval of well over 99 percent of the shareholders.)
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Institutional investors are often critical of the level of remuneration of senior executives, although it is relatively insignificant compared with other Western economies, and seem less interested in looking at how the duties of directors are discharged. Doubts have been cast about whether the current shareholding structure, and superficial corporate governance reforms, will achieve objectives sought after to contain similar events in the future.

Therefore, implementing measures to step up the awareness of everyone who assumes the role of company director seems inevitable. Over the last two decades, directors’ duties have been severely tested. Firstly, major obstacles were removed to suing directors involved in fraud, facilitating derivative suits by shareholders at a lower cost. Secondly, financial regulations were amended, requiring directors to declare their responsibility for financial statements. The requirement was further reinforced by the amendment of company law, mandating directors to implement a system of internal control. Thirdly, Japanese companies have become increasingly alert to active shareholders challenging the way incumbent management runs the company (Aronson 2014). Some episodes over the competing control of a company have caught the headlines. Though protected by traditional cross-shareholding structures, some companies went further by introducing “poison-pills,” which ultimately led to the actual triggering of the poison-pill, as seen in the case of Bull-Dog Sauce in 2007 (Seki and Clarke 2014). Modeled after the US-styled poison-pills, cases at the Delaware Court were often referred to in judging directors’ duty among Japanese companies (Milhaupt 2005).

These challenges compelled companies to be conscious of independent oversight by outside directors. Lawmakers and regulatory authorities have further encouraged the move by introducing alternate corporate governance structures whereby companies may abolish the board of kansayaku and replace it with an audit and other committees. Some watchers have pointed out that Japan’s kansayaku, or corporate auditors, are confusing to those overseas. This system was originally imported from Germany, but it is very different from the current Aufsichstrat/supervisory board function in modern German corporate governance. Kansayaku function as a means to discipline management. A three-committee structure was introduced under the amendment of company law in 2002 in order to give Japanese companies the option to abolish kansayaku, if they were replaced with audit, nomination, and compensation committees (thus referred to as the three committees). However, having a powerful nomination committee did not sit very well with some companies, reluctant to hand over the outright power of nomination to outside board members. As a result, the ratio of companies adopting this structure remains very low.

To supplement the unpopular three-committee system, the government introduced yet another option for companies in 2014. This time, companies were allowed to abolish the kansayaku and replace it with a board committee, referred to as kansa-tou-iinkai (Audit-etc. committee). The “etc.” here refers to the transitory name given to the committee during the consideration of the bill, which was the audit and supervisory committee. Although the term “supervisory” was omitted in the final phase of the enacting processes, the idea remains. The system differs from the three-committee structure in that it does not require the company adopting this to set up a nomination and compensation committee. The legislation did not go further to allow companies to appoint statutory executive officers as in the case of the three-committee structure. Also, the government required those companies without outside board members to disclose a very good reason why, and made it very difficult for companies to continue without an outside director. The first season that companies had to incorporate the new requirement was 2015, and they were also required to consider adopting the new structure. Table 16.24 indicates the number and ratio of companies opting for the new structure. As a result of the changes, the proportion of companies not appointing any outside board members has come down to 2.3 percent. The intent of policymakers seems to have shown a certain level of success.



Table 16.24 Ratio of companies under various corporate governance structures (Nikkei 225 companies)



	Type of governance structure
	Percentage (number of companies)

	Companies with kansayaku
	79.6 (179)


	Companies with three committees
	110.7 (24)


	Companies with audit and supervisory committee
	9.8 (22)


	Companies appointing more than two outside directors
	99.1 (223)


	Companies in which the majority of board members are outside directors
	11.6 (26)


Source: Yuuka Shoken Hokokusho (annual securities reports), tabulated by the author.


Though it stopped short of mandating outside directors, the voluntary code on corporate governance introduced in 2015 recommended that companies appoint at least two outside directors so that they are able to set up nomination and remuneration committees with an outside majority.

The adoption of these new formats with increased representation by outside directors was seen as a strong commitment to achieve robust corporate governance structures. Interestingly, these measures were often applied by companies that had experienced serious disorder or committed wrongdoings. As a result, it became urgent for the new management to demonstrate their determination to regain the confidence of their shareholders.

Tokyo Electric Company faced a serious crisis after the accident at Fukushima Nuclear station, and, in the aftermath of that crisis, converted its board structure to a three-committee structure with the majority of members from outside the company. Olympus doubled the number of its outside independent directors after accounting fraud was discovered. Mizuho Financial Group adopted a three-committee structure after illegal transactions were found at one of their subsidiaries. Japan Airlines, which filed for bankruptcy in 2010, returned to the market with a three-committee structure, the bulk of which was made up of independent outside directors. The most recent example was Toshiba, where accounting irregularities were found. The company, which had already been reputed as a model of cutting-edge corporate governance structure with three committees, revised its board membership by increasing the number of independent directors and replacing the members of its three committees with an entirely independent group of outside directors. Upgrading the corporate governance structure is seen as a method of proclaiming the company’s commitment to a renewal in management in order to recover confidence in the financial market. But does fiddling with the ratio of outside directors provide a final solution for avoiding further wrongdoing?


Recent Developments and Future Changes


As we have seen, many traditional shareholders lost their supremacy in controlling the companies they had invested in. Banks, once the most powerful overseer of Japanese corporate governance, reduced their holdings to a mere fraction. Some life insurance companies, exposed to market competition, were prompted to demutualize. With their ability to expand their operations through the public offering of shares, they are less dependent on existing relationships with the investees. (Dai-ichi Life, which demutualized in 2010, states how it voted in investee companies at its AGM.)

For the theory of Berle and Means to be fully consistent with corporate governance in Japan, we have to see if share ownership in Japan will continue to change, and if managers will appreciate and accept such a new environment. We have seen domestic and overseas investors taking over the shares once held by banks and traditional business corporations. The European experience demonstrates that the ratio held by overseas investors, consisting mostly of institutional investors managing on behalf of pension funds and others, can go up to over 40 percent or even higher. There will be a turnaround if the combined total of both Japanese and overseas institutional investors among Japanese share ownership reaches a majority amid the disengagement of cross-shareholding.

We have seen that, in the past, Japanese companies performed while being well supported by the dominant share ownership of keiretsu shareholders (Ahmadjian and Oxley 2007). Understandably, they preferred to have the reliable, long-term commitment of shareholders who would engage not only as an owner of the company, but as stakeholders such as creditors, suppliers, and customers. With unspoken assurance from them at hand, the operation of the company was not disrupted by the excessive pressures for short-term results and disregard of stakeholders other than shareholders. This also served to align the interests of both executive managers and employees protected by lifetime employment.

During the last decade, institutional investors in Japan have become increasingly active in exercising their voting power. There are some indications of institutional investors who are prepared to get themselves involved in the affairs of the companies they have invested in. We will see if the newly enlightened investors with such potential will truly engage with the companies they have invested in to produce better performance in the future. Japanese pension plans and investment companies, which traditionally kept apart from active investment, let alone from engagement with investees, are under pressure to be more visible. This is unavoidable as the scale of modern business corporations has grown to such an extent that any damage caused by irresponsible management would have to be compensated for by the taxpayer. Institutional shareholders, managing the assets of beneficiaries who are ultimately taxpayers, are ideally positioned to monitor and ensure that proper corporate governance is in place. It is also their duty to let those companies that cannot meet the expectations withdraw from the market.

The Government Pension and Investment Fund (GPIF), one of the most prominent pension funds in the world, is encouraged to invest more in stocks as part of the government’s policy to revitalize the economy. It is also expected that some kind of governance supervision will be required to oversee the operation of pension funds in Japan, reflecting the large-scale mishandling of pension records that was discovered in 2007.

The shareholders who participated in the traditional cross-shareholdings had clear objectives to maintain strong relationships with the investee companies. Scope for such objectives often embraced more than the maximization of shareholder value. For example, banks often behaved as creditors rather than as shareholders. Non-financial business corporations also acted as business partners, mutually supporting their common well-being.

Unlike cross-holding shareholders, newly emerging institutional investors are free from any financial interest with the investee other than as shareholders. As their potential loss is limited to the amount they have invested, it is not practical to assume they will commit beyond their pursuits in profit maximization. Hence it is hard to expect institutional investors to undertake the arbitrating roles among differing interests of various stakeholders once performed by cross-holding shareholders. Establishing some form of arrangement is essential so that these institutional investors and their directors are aware of their fiduciary duties and care for their ultimate owners, who constitute society at large.


Corporate Governance Code: Comply or Shame


Japan introduced the Corporate Governance Code in 2015, modeled after the UK code and the principles published by the Organisation for Economic Co-operation and Development (OECD). The Code, led by the Financial Services Agency and the Tokyo Stock Exchange, was prepared in order to catch up with other codes around the world. Its late arrival meant that it needed to touch on a wide range of principles including board accountability, directors’ responsibilities to company assets, as well as their relations with stakeholders and dialogue with shareholders.

Discussion surrounding the Japanese Code encompassed corporate financial performance. Inclusion of maximizing corporate value is a common doctrine among other codes; Japan’s discussion went as far as indicating financial goals such as recommending 8 percent for the return of equity the management should achieve. This is because the Code was positioned within the framework of the government policy to revitalize the Japanese corporation by upgrading its governance structure.

Means to secure sound effectiveness of the Code was another matter. For the “comply or explain” to function, the country needs a group of professional and enlightened investors to engage in discussion with the companies they invest in. Therefore, the FSA introduced the Stewardship Code of Japan, targeted at institutional investors, a year ahead of considering the Corporate Governance Code.

Ideas such as strong independent monitoring, accountability of directors, and dialogue with investors cannot be realized in a short period of time; while the companies the Code is directed toward find many of its provisions far-reaching and unconventional. Difficulties in complying with all the principles became apparent when the TSE revealed that fewer than 20 percent of the listed companies reached full compliance (Tokyo Stock Exchange 2017). This rate of compliance is a reflection of the fact that, although investors are aware of their duties to ultimate owners as well as their role to open dialogue with investees, their combined representation, both domestic and overseas in the capital market, falls short of a majority in terms of their total voting power.

In lieu of “comply or explain,” one needs to explore more effective means for the targeted companies to respect the rule. One such example was observed during the commercial law amendment of 2015, requiring companies to explain the reason why they do not elect any outside directors. This approach was a success in almost eliminating the companies without outside directors. It put pressure on corporate executives who found their obsolete practice and unexplainable non-compliance brought “shame” when over 90 percent of the companies by then had equipped themselves with some outside representation. This implicit “comply or shame” approach has the potential to change corporate governance practices, although this works well only when corporate executives realize that their practice is isolated and dishonorable. The hurriedly written Code contains a large volume of fresh ideas that will take a while to disseminate and for the “comply or shame” doctrine to function.

Another question associated with the Code is whether it will contribute to social and environmental issues. Although the Code refers to directors’ relations with stakeholders, it does not go far enough to touch the boundary between inner and outer circles of stakeholders. It is known that there is a boundary between employees who are secured for their lifetime, and non-permanent workers, many of whom are women. Another typical boundary is found between keiretsu companies defined by relational shareholdings and non-keiretsu companies. Criteria for how executives may appreciate the “shame” are fairly comprehensive, and further study by the policymakers on the existing best practice in corporate culture could work well and be beneficial to the discussion on corporate governance as a whole.


Conclusion: A Better Social Order?


US capitalism, once characterized by the concentration of capital among a handful of industrialists, has moved on to a wider spread of shareholders. Dispersed shareholdings have achieved an affluent society through the relocation of assets among workers. The post-war radicalization of the industrial system in Japan, accompanied by anticompetitive legislation and coherent securities exchange rules, established an equal playing field for medium and small companies as well as for minority shareholders. It also achieved innumerable benefits for those working in the industry. Together with the practices of lifetime employment and seniority already implemented, Japanese employees were able to plan their careers within an organization that provided job protection and security. If they remained loyal to the organization, their chances of being selected for a position as a top executive were highly probable considering that the board of directors consisted mostly of insiders. This also resulted in reducing the overall labor cost as these incentives for promotion were often substituted for higher remuneration.

However, the system is often criticized for causing lower productivity and inefficiency. Another adverse effect of lifetime employment is that it often acts as a deterrent to an effective labor market with adequate mobility, resulting in a monotonous and conservative corporate culture involving both companies and investors. Although a further change is imminent, and although zaibatsu and their legacy have lost twice in their histories in terms of their dominance in shareholdings, those working inside and in society at large seem to still be struggling to accept the development forecast by Berle and Means. For many, the practice of lifetime employment provides security throughout their entire career and is preferred. A survey among young Japanese students published recently suggests that many are hoping to join companies bearing the old zaibatsu names, which retain the traditional employment scheme (Aoki 2006).

Attempts to modernize employee participation have also been made. The government tried to introduce a law to widen the scope for non-permanent employment so that companies could be more flexible in the way they employ people. The issue met with strong opposition, with fears that the plan could increase the number of layoffs and consequently the people queuing up for the dole. There was even a plan for mandatory employee representation at kansayaku board level, an idea put forward by the Democratic Party of Japan, elected to run the government in 2009, which was supported by the trade unions. It did not materialize as the party lost its ground in the subsequent poll. It was also thought impractical without the support of a works council (Betriebsrat), a very European practice that does not exist in Japan.

While it is essential for companies to bring in more outside directors to improve the monitoring function and call for better financial results through the efficient use of shareholders’ investment, at the same time they have to take into account the mind of their employees and the working environment embedded in Japanese corporate culture. The country may have to maintain its traditional board practice, which provides various types of goals for other employees who commit their lives to the company. This is attainable through developing a Japanese way of dealing with fiduciary duties. A set of fiduciary duties of directors to the assets of companies could include maintaining employee relationships and other important relationships with stakeholders, as well as their valued reputation in society. Therefore, the ultimate Japanese board will never be directed solely to shareholders, who might prefer to have a board comprised entirely of outside members except for the chief executive officer.

Japanese companies are under intense pressure to internationalize. Prior to the bubble economy in the 1980s, the country was classified as an export-oriented economy based on products manufactured domestically. This has changed in the last twenty years as Japanese companies perceived that the cost of maintaining domestic production facilities was too expensive and took steps to relocate their manufacturing plants outside Japan. Globalization of operations will ultimately lead to the internationalization of governance of top management, occasionally as the result of almost hostile challenges from abroad.

One should also look at how the Japanese experience might suggest the development of share ownership in other Asian countries. Asian corporate governance is characterized by the dominance of controlling shareholders, either by the state or by wealthy families. Some of their capital markets are not open fully to overseas investors. The rights of minority shareholders seem a little ambiguous, and transparency of securities trading may not reach the level in other countries where it has a longer history. In terms of their corporate governance structures, they demonstrate better affinity to investors from the US and Europe as their boards contain a number of outside directors in order to meet the criteria set by the Securities and Exchange Commission and the New York Stock Exchange. However, at a time when many Asian companies are offering American Depository Receipts to international investors, their independence criteria are somewhat superficial. Most Asian countries have not undergone the political transformation of corporate ownership as experienced by Japan after the war, or the prolonged recession after the collapse of the bubble economy. It would be interesting to see if these Asian countries too will follow the path suggested by Berle and Means when their economies mature. The rapidly aging population and the emergence of an affluent middle class in Asia will certainly transfer share ownership. Similarly there will be changes in the minds of Asian managers with experience of the advantages of societies in the US, Europe, and Japan.
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The Innovative Corporation





CHAPTER 17

Dynamic Capabilities, the Multinational Corporation, and Capture oF Co-created Value from Innovation

Christos N. Pitelis and David J. Teece



Introduction


Stephen Hymer (1976 [1960]) is widely regarded as the founder of the theory of the multinational enterprise (MNE) and foreign direct investment (FDI) (Dunning and Pitelis 2008; Dunning and Rugman 1985; Teece 1985;). John Dunning (1980) developed the “eclectic paradigm,” subsequently renamed as Ownership, Location, Internalization (OLI) (Dunning 2001; Dunning and Lundan 2008). It is, however, arguable that limited progress has been made on the theory of the MNE and FDI following these classics and subsequent canonical contributions from Buckley and Casson (1976), Teece (1977a, 1981b), Williamson (1981), and more recently Kogut and Zander (1993). A reason for this lies in the employment of an economic lens by scholars of the theory of MNE, a lens which has failed to leverage adequately scholarly developments in organization theory and international strategic management.

Our aim in this chapter is to build on such developments over the past sixty years or so, to inform our understanding of the nature, objectives, and essence of the MNE. We suggest that, in contrast to the conventional economics-based approaches that have been dominant in the field of international business (IB) for many decades, the aforementioned approaches can fruitfully be seen as interrelated, co-determined and co-evolving. Moreover, MNEs exist because of the actions of entrepreneurial managements, who leverage capabilities to create and capture value through the establishment and design of organizations that help develop cross-border markets and shape business ecosystems. We submit that the concepts of co-specialization, market and business ecosystem creation and co-creation, and dynamic capabilities (DCs) are essential to explicating the nature and essence of the MNE. Embracing critical developments in organization, international strategic management, and entrepreneurship scholarship can help the theory of the MNE move toward a multidisciplinary perspective that is both richer in descriptive content and stronger in predictive power.

To this end, we develop an entrepreneurial, DCs-based theory of the MNE. In our integrated framework, DCs coupled with good strategy are seen as necessary to sustain superior enterprise performance, especially in fast-moving global environments characterized by deep uncertainty. Entrepreneurial management and transformational leadership are incorporated into a capabilities theory of the MNE. The framework is then used to explain how strategy and DCs together determine firm-level sustained (i.e., durable) competitive advantage (SCA) in global environments. We argue, further, that MNE entrepreneurs, motivated by appropriability, act in path-dependent ways to shape demand- and supply-side conditions, markets, and supporting business ecosystems (that is, to orchestrate the very context) that help appropriable value (Jones and Pitelis 2015; Pitelis and Teece 2018).

We begin by providing a critical account of developments in the economic theory of the MNE and FDI. This is followed by a consideration of how DCs can be usefully injected into the theory of the MNE. We then propose that DCs in cross-border market, business ecosystem, and value co-creation are seen as the DCs par excellence in explaining the nature and the essence of the MNE. We conclude by reflecting on the implications for MNE theory and practice.


The Economic Theory of the MNE and FDI: A Historical Overview


The modern theory of the MNE and FDI is rooted in the economic theories of the firm and industrial organization (Buckley and Casson 1976; Horst 1972; Magee 1977; Teece 1976), and its origins are usually traced to Stephen Hymer’s (1976 [1960]) PhD thesis. Hymer asked the question why cross-border integration through FDI is selected by firms over potentially less hierarchical alternatives, such as licensing to foreign firms, to exploit an advantage. Hymer’s fundamental insight was that the MNE was not primarily a capital market phenomenon engaged in leveraging capital from geographic domains where it enjoyed low returns to geographic domains where it might earn higher returns. Instead, he claimed that benefits arising from the intra-firm use of advantages, and the risk diversification-related benefits of FDI explained the existence of the MNE, as well as why MNEs were able to compete with locally based rivals in foreign countries, despite potential inherent disadvantages (the “liability” of being foreign) (Hymer 1976 [1960]: 46). Hymer recognized that advantages animated competition and allowed expansion abroad, but placed emphasis on the eventual global collusive oligopolistic structures which he felt would eventually stymie competition (Dunning and Pitelis 2008).

Following Hymer’s seminal contribution, much of the literature on the MNE has been dominated by the theory of “internalization” of transactions to anticipate and avoid potentially difficult contractual hazards that would result if firms tried to address foreign opportunities using arms-length agreement arrangements. The “internalization” perspective attempted to explain the reasons for international production and the phenomenon of the MNE by appealing to “market failure” considerations. Such potential market “failures” help explain why firms internalize transactions across national borders.

Classic contributions on “internalization” include Buckley and Casson (1976), who emphasized intermediate product (knowledge-related) market failures as a result of their “public goods” characteristics, and Williamson (1981), who emphasized bilateral interdependencies and holdups, induced by asset specificity (i.e., assets being specific to the use, user, location, etc.). Teece (1976) focused on differential resource-transfer costs cross-border and across organizational boundaries, while Hennart (1982) originally suggested that the MNE could be seen as an organization that coordinates cross-border interdependencies more efficiently through employment relationships than through output markets, and more recently as superior to alternative cross-border asset bundlers (Hennart 2009).

The nature and role of knowledge was addressed by Hymer in a subsequent paper in French (Hymer 1968), and more so by Buckley and Casson (1976), Teece (1977a, 1981a, 1981b), and Kogut and Zander (1993). Recently, the focus on knowledge and industrial know-how has come back into vogue following the emergence of the resource-based view (RBV) and knowledge-based views of the firm (Barney 1991; Grant 1996; Mahoney and Pandian 1992; Penrose 1959; Peteraf 1993; Spender 1996; Teece 1982; Wernerfelt 1984). RBV and learning-based ideas have been employed to provide more dynamic interpretations and to update Dunning’s OLI framework (Dunning 2001; Pitelis 2007a),1 which also stressed the important role of location (Dunning and Lundan 2009).

One of the “advantages” of being an MNE involves the opportunity to create a portfolio of subsidiaries. Subsidiaries can be thought of as each representing a distinctive cluster of capabilities. Leveraging the skills of subsidiaries, as well as identifying the best way to do this (e.g., through “granting” subsidiaries relative autonomy, or keeping “tight” controls) has emerged as an important issue in IB scholarship (Birkinshaw 1997a, 1997b; Birkinshaw and Hood 1998, 2000; Eden 1991; Hedlund 1986; Papanastassiou and Pearce 2009; Yamin and Forsgren 2006).

Despite much progress, however, it is arguable that there is little that is specifically “multinational” or “foreign” in the economic theory of the nature of the MNE and FDI (Boddewyn and Pitelis 2009). Multinationality requires the existence of borders, and of different sovereign nations, all with the ability to regulate and tax individuals and firms (North 1994). Accordingly, a theory of the MNE needs to explore the differential costs and benefits of different sovereign legal jurisdictions (Ghemawat 2007; Penrose 1987). Yet, all three elements of Hymer’s triad, for example, apply to diversified firms within a nation (Penrose 1987). This is also true of “internalization”-type theories as well as the OLI.

In an early exception, Teece (1977a) collected primary data in order to identify the extra costs of technology transfer attributable exclusively to multinationality. While the results confirmed his view that multinationality matters, he also went on to conclude that: “Further analytic research and more extensive data collection are required if our understanding of international technology is to be improved” (Teece 1977a: 260). Unfortunately, there has been little progress on this data collection front since.

Teece’s (1976, 1977a, 1981a, 1981b, 1985) insights and analysis were subsequently reincarnated by Kogut and Zander (1993) and incorporated into their evolutionary theory of the MNE. While Teece’s focus was on the costs of (international) technology transfer, Kogut and Zander emphasized (lower) intra-firm costs, which was what Teece found to be mostly, though not always, true. Cantwell (1991) employed the concept of technological accumulation to flesh out the nature and extent of MNE advantages. Pitelis (1991) assembled market failure and firm advantage-related arguments to explain the firm and the MNE in an early “differential abilities-based” framework. Despite scattered references to technology transfer costs and capabilities, the economic theory of the MNE and FDI has been slow to incorporate more recent conceptual developments from the wider organization, entrepreneurship, and international (strategic) management fields. This has resulted in a number of shortcomings that need to be addressed if a more meaningful framework of the MNE and FDI is to be developed.

First, neither transaction cost-based internalization theories nor OLI explains very well the sources of firm-level asset ownership and capability advantages vis-à-vis competitors. While capabilities are obviously built in large part through learning, the O factor in Dunning’s OLI has little to say about that (Pitelis 2007a). It is important to recognize that learning is a key mechanism by which firm-specific assets develop. In more recent writing, Dunning and associates use the path-dependent resources and capabilities of a firm and its institutional infrastructure to explain dynamic growth, and highlight the need to link the microstructure of capabilities to the evolution of the (institutional) macrostructure (Cantwell, Dunning, and Lundan 2010; Dunning and Lundan 2008). Although this recent scholarship has been helpful in enhancing our understanding of the dynamics of the internalization process of firms, large gaps nevertheless exist. While the theory of technological accumulation discussed in Cantwell (1989) remains an important mechanism by which firms build technological capabilities, given the ever greater global dispersion of technology, reliance on in-house R&D as the sole basis of SCA is no longer tenable. Technologies from both within and beyond the enterprise must be orchestrated effectively to achieve timely delivery of differentiated products and services that customers value (Augier and Teece 2007; Pitelis 2004; Pitelis and Teece 2018), as many firms move to “open” innovation (Chesbrough 2003), or combine “closed” with “open” innovation in hybrid structures. Often this involves keeping sufficient in-house R&D to create the “absorptive capacity” to identify (or even develop) “open” innovation opportunities created by others, or in collaboration with others (such as universities), that can be captured by the MNEs (Chesbrough et al. 2006; Panagopoulos and Pitelis 2009).

Further, the economic theory of the MNE does not deal effectively with MNE heterogeneity, and hence cannot address issues relating to SCA—the foundation for enterprise- or business-level financial performance that is both superior (“supernormal”) and durable. The transaction cost framework as advanced by Hennart and colleagues suggests that the invention of new and superior governance modalities can be a source of temporary competitive advantage (CA), but, in general, there is no easy way to protect innovations in governance from rapid imitation, as the work of Armour and Teece (1978) and Teece (1988) demonstrates. Hence, governance advantages will erode, sometimes rather quickly, and there is no indication of how competitive advantage is built and preserved for particular firms’ longer term.

Moreover, extant economic theories of MNE and FDI largely overlook the entrepreneurial and dynamic concepts of market creation and co-creation that have always been seminal functions of the MNE. To date, the context in which MNEs and managers operate is still largely taken as a datum, despite the recognition of its importance (Doz 2004; Hitt, Li, and Xu 2016). Instead, MNE theory has traditionally put more emphasis on market-entry mode selection decisions (e.g., Brouthers 2013; Hennart 2009; Zahra, Ireland, and Hitt 2000). In doing so, it implicitly assumes preexisting markets, which “fail” under certain conditions (e.g., where asset specificity or complex know-how transfers are involved), necessitating the emergence of the MNE and FDI to address these potential failures by internalizing (under a management structure) transactions that would otherwise likely evolve in the market in an unfavorable way for one or both of the parties. However, it has long been recognized that the market failure assumption is an analytic convenience. Markets only fail relative to a hypothetical perfect market, which never exists. Infatuation with market failure and the functions (or lack thereof) of markets has deflected attention away from more important issues around the very existence of markets. The latter is a major challenge and opportunity for the MNE.

Some consideration of market creation and development is present in Casson’s work on entrepreneurship (Casson 1982, 1997, 2005). However, market-making in his theory is overly focused on individual action, and not linked very well to the MNE. In particular, Casson’s approach does not seem to recognize the importance of the capabilities of the enterprise and its management in pioneering markets, influencing trends, shaping demand, and assembling the complements needed for new market opportunities to be addressed—that is, in orchestrating the very context within which MNEs operate (Pitelis and Teece 2018).

As it stands, current theory of MNE and FDI limits the scope for the anticipatory and proactive, purposive behavior emphasized in entrepreneurship and organization literatures (Alvarez and Barney 2007; Hoskisson et al. 2011; Kirzner 1973; Mises 1949; Sørensen and Fassiotto 2011) and in behavioral business strategy (Gavetti 2012; Pitelis 2007a). It ignores almost completely the role of the present as history (Zald 1996) and hence it under-conceptualizes the question of by whom and how the context and choices MNEs are facing are created to start with.

MNE theory needs to acknowledge that entrepreneurial managers and MNEs can help build the markets and business ecosystems within which global firms operate. Rather than solving transactional difficulties by simply internalizing all activity, entrepreneurial MNE managers must often consider what is tantamount to creating markets for ideas or for products, and bolstering the capabilities of suppliers in order to have markets they can sell into, or from which they can source raw materials and components. Large firms like Siemens, Microsoft, and McDonald’s can stimulate the creation of productive environments by funding universities, collaborating with rivals, and helping complementors to innovate. Other firms, like IBM and Apple, focus on employing their complementary integration, design, and marketing capabilities to create and capture value. Sometimes this involves establishing “platforms” and building business ecosystems. Major firms located offshore often package extant industrial and design know-how into attractive new products. The MNEs have gradually morphed from “system-integrators” (Teece 1986b, 2006a) within the firm, sector, region, or nation, to become “orchestrators” of the wider global value chain and value creation process (Pitelis and Teece 2018).

It follows from this that the rationale for the MNE is not just to achieve efficiencies (relative to some hypothetical benchmark) from internal transfers of technology and intermediate products, but also to create and co-create new markets and expand old ones. Indeed, it is recognized elsewhere in this chapter that a prime reason why MNEs exist is that their cross-border presence, entrepreneurial capacities, and organizational capabilities are integral to the market creation and co-creation process, both upstream and downstream, and also laterally.

It is arguable that the extant economic theory of the MNE has failed to address these issues adequately and is thus unable to explain how MNEs develop and sustain CA. Reflecting this, Doz (2004) has called for a managerial theory of the MNE that builds on the work of scholars such as Penrose (1959) and aims to be practice-based, marrying induction with deduction, content with process, agency with structure. If possible the entrepreneurial managers’ perspective of management also needs to be married to economics-based views. Doz has pointed to the need for recognition of history and historical processes.

To address this call and the limitations of the existing frameworks, we draw on the literature on DCs to develop an entrepreneurial theory of the MNE that incorporates the concepts of cross-border market creation and co-creation by entrepreneurs and entrepreneurial managers. We also draw on Jones and Pitelis (2015) to explain how MNE entrepreneurial agency is motivated and enabled by appropriability and legacy-shaped entrepreneurial imagination. By doing so, we provide a differentia specifica, or raison d’être, for the MNE. In addition, the concepts of co-specialization and DCs, and orchestration both at firm and country levels (Augier and Teece 2007; Pitelis and Teece 2018; Teece 2006a), could be usefully leveraged to explain the origin and exploitation of CA by MNEs. We pursue these ideas in the following sections.


Dynamic Capabilities and Cross-Border Market and Business Ecosystem Co-Creation: Toward an Entrepreneurial Theory of the MNE




Dynamic Capabilities: Theoretical Building Blocks


While the consideration of the importance of agency and the particulars of the firm’s managerial and organizational capabilities have been largely missing from the economic theory of the MNE and FDI,2 the works of Edith Penrose provided important elements of a resource/capabilities perspective (Pitelis 2009b),3 and a careful reading of Hymer would indicate that he, too, was aware of resources/capability arguments, particularly in his 1968 article (Dunning and Pitelis 2008; Teece 1985).4 Hymer referenced Bain (1956) for what we know about ability (Teece 1985). However, Bain’s framework did not endeavor to develop capability concepts. Cantwell (1989) correctly recognized that MNEs are frequently active generators of firm-specific competitive advantages (CAs). He saw the firm in evolutionary terms, accumulating technology (and capabilities) over time. Moreover, technology transfer activities by MNEs create spillover benefits. These external economies enhance the competitive capabilities of regions, thereby possibly stimulating more inward FDI.5

Teece (1977a) explicitly flagged knowledge and capabilities as being central to the MNE. If a firm possesses capabilities, it can create and capture additional value by scaling them globally. The modern capabilities approach represents business enterprises as bundles or portfolios of difficult-to-trade assets and competencies. Within this framework, CA can flow at least for a period from the possession and protection of scarce and difficult-to-imitate assets.6 However, SCA can only flow from whatever unique ability business enterprises have to continuously shape, reshape, configure and reconfigure, and align those assets to create new products, new technology, and new methods of organization so as to respond to competition, gain critical mass, and serve changing customer needs. The particular (non-imitable) “orchestration” activity of business enterprises has come to be known as the firm’s (dynamic) capabilities (Augier and Teece 2007, 2009; Katkalo, Pitelis, and Teece 2010; Teece 2007). The dynamic capabilities (DCs) approach outlined here emphasizes both the organizational and the technological capabilities of MNEs and is thereby capable of adding to our understanding of such phenomena.

The original definition of DCs by Teece, Pisano, and Shuen (1997: 516) referred to the ability of an organization and its management to integrate, build, and reconfigure internal and external competencies to address rapidly changing environments. Eisenhardt and Martin (2000) extended this to also embrace what Teece (2014) refers to as “shaping the environment.” Teece, Pisano, and Shuen (1997) originally identified the core building blocks of DCs under the tripartite rubrics of processes, positions, and paths. This was supplemented in Teece (2007) by a more applied focus organized around sensing, seizing, and transforming.

In the DCs framework, considerable emphasis is placed on the replicability and imitability of organizational processes and positions (Teece, Pisano, and Shuen 1997). Clearly, if one is interested in SCA, one needs to take imitability into account. That which is easily replicated by the firm allows for scalability, possibly globally. However, that which is easily imitated by others will not be able to support superior financial returns, and will not therefore be able to support growth. Other stakeholders also suffer when firms are financially weak. When examining competitive advantage, it is therefore critical to distinguish between “ordinary” (and easily replicable) capabilities and DCs, which by their very nature are hard to replicate. Ordinary capabilities support technical fitness, while DCs support evolutionary fitness. The former is more about the enterprise “doing things right”; the latter has more to do with “doing the right things.” DCs are undergirded by processes (routines) and resources (positions). They rely not just on best practices but on “signature” practices; not just on any resources but on valuable, rare, inimitable, and non-substitutable (VRIN) resources. They also require astute managerial orchestration guided by what Rumelt (2011) has called “good strategy.” Table 17.1 illustrates this, and contrasts it with ordinary capabilities.
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The DC perspective recognizes the most promising opportunities and the managerial orchestration needed to create, accommodate, and fashion resources both inside and outside the firm, at home and abroad, including the external linkages and alliances that are common in the global economy and well documented and analyzed in the international business literature.

Signature processes and signature business models embody a company’s history, experience, culture, and creativity (Gratton and Ghoshal 2005). Because of their deep roots, they are not so easily replicated by others who do not share this history, and may have different values, too. Over longer periods of time, they may become somewhat imitable by others. Whether signature processes and business models are “good” may take some time to become apparent. Eventually, it should show up in key performance indicators. However, the replicability of a process or business model is often confounded, particularly externally, by what Lippman and Rumelt (1982) call “uncertain imitability.” This, along with a high tacit component to the underlying knowledge, may keep a signature process effectively proprietary.

A corollary of the fact that VRIN resources and signature processes and business models are products of the firm’s heritage and past managerial decisions is that DCs tend to get built, are difficult to imitate, and cannot generally be bought. For example, Tim Cook, a long-time executive at Apple and its current CEO, said in February 2013: “Apple has the ability to innovate in all three of these spheres and create magic … This isn’t something you can just write a check for. This is something you build over decades” (AFP 2013). This is the reason for the “stickiness” of DCs—that is, they don’t tend to travel well, they are complex, and they are hard to figure out and to implement.

At a quite general level, DCs are about how an enterprise seizes the future and develops the products, processes, and business models to meet (and shape) ever-changing markets. DCs result from superior top management team orchestration skills. They are hard to teach, in part because there is a large tacit component (Teece, Pisano, and Shuen 1997). They also help characterize how an enterprise obtains strengths, extends these strengths (for instance by developing new business models), synchronizes business processes and models with the business environment, and/or shapes the business environment in its favor (Teece, Pisano, and Shuen 1997).

Firms with strong DCs exhibit technological and market agility. Agility, coupled with the ability to sense new opportunities and threats, supports evolutionary fitness. This inevitably requires that firms constantly create new technologies, differentiated and superior processes, and better business models if they are to stay ahead of the competition, stay in tune with the market, and even shape, create, and co-create the market if necessary. The firm must be able to simultaneously cope with changes in the external environment and with changes caused by processes internal to the firm (Greiner 1998). It will help if it has sufficient resources and superior information, talent, and capital, including relationship capital. However, absent the required ability to orchestrate resources and the wider context of markets and supporting ecosystems, and to create and execute a quality strategy, such resources are likely to be of little value.

Strong DCs will help organizations stay relevant to marketplace needs and technological opportunities. Organizations must change their capabilities to reflect anticipated changes in markets, technologies, and the business environment more generally and should build capabilities to co-create the context that helps align anticipations to reality. However, as Winter (2003) explains, change can be reactive—yet he recognizes that even such reactive approaches to problem-solving may have micro-routines embedded within them. Certainly, skills are implicated. The individual and organizational skills at issue with DCs are much more oriented to creating unique problem-solving methodologies and signature processes. Problem recognition and problem-solving are pillars to DCs. There is a great deal of distance between the purely routinized and the purely ad hoc. The middle ground also constitutes a dynamic capability. Indeed, most invention is not fully directed. The innovation process is neither completely routinized nor ad hoc.


Dynamic Capabilities and the Theory of the MNE



The DCs framework is especially relevant to markets embedded in a semi-globalized, knowledge-based economy, a large share of which is reasonably accurately characterized as “open”—i.e., as being exposed to the forces of global competition, and to international flows of capital, technology, and skilled labor. The payoff to flexibility,7 agility, entrepreneurship, learning, astute investment choices, and other factors that are central to the DCs framework has increased since the 1960s when the global liberalization of trade and investment began gaining momentum (Teece 2000). Moreover, intangible assets and intellectual capital are playing a greater role in economic activity.

The typical MNE owns and/or controls assets in numerous jurisdictions. Home and host country distinctions are becoming blurred. Differences between firms can be considerable and need not erode instantly, as assumed in some economic theories. When there is a wide diversity of assets inside and outside the enterprise and complex regulatory and taxation regimes to navigate, global orchestration skills are important. Orchestration needs and opportunities tend to expand as the firm globalizes, since the panoply of assets an MNE can control is likely to be more extensive (Augier and Teece 2007). For example, MNEs increasingly recognize that each of their (globally distributed) R&D laboratories can be the source of new innovation, and they must organize themselves appropriately to capture these potential benefits (Almeida and Anupama 2004; Kottaridi, Papanastassiou, and Pitelis 2010). Inasmuch as change requires continuous adjustments to business models and realignment of assets and competences to sustain value capture and creation, an MNE’s DCs require the continuous sensing and seizing of changing opportunities and needs on a global basis—as well as prompt execution. The ability to orchestrate assets globally, referred to here as “managerial orchestration,” is an essential element of DCs (Katkalo, Pitelis, and Teece 2010; Teece 2007; Teece 2014). Orchestration theory, encompassing DCs, can be seen as a potent alternative to internalization theory (Pitelis and Teece 2018).


Capabilities and MNE Performance


While ordinary capabilities are insufficient for long-term survival and growth, DCs enable the firm to have a better chance of establishing and maintaining SCA (and concomitant superior performance) in economies where change is rapid, and intangible assets are critical to competitive differentiation. However, the firm also needs good strategy.

DCs are hard to develop, and difficult to transfer across borders, in part because they are tacit, in part because they are often embedded in a unique set of relationships and histories, and in part because of uncertain imitability. In short, DCs undergird the “future” of any MNE, because, along with strategy, they support competitive advantage in fast-moving, knowledge-based economies. Well directed short- and long-cycle product development processes lie at the heart of dynamic capabilities.

The greater the diversity and rate of change in a business environment (and hence the deeper the uncertainties the firm confronts) and the greater the importance of intangible (including relationship) assets, the more critical good strategy and strong DCs become for the MNE’s growth and financial performance. To maintain competitiveness, the MNE must develop and maintain asset alignment both internally and with collaborating firms. The MNE and its partner firms must develop and deliver joint “solutions” that are in tune with customer needs in multiple environments. It is not just a matter of selecting the right organizational boundaries to achieve a fit, although that is clearly one element. Strong DCs include the processes, business models, and leadership skills needed to effectuate high-performance sensing, seizing, and transforming in unpredictable environments when there are many unknown unknowns. Importantly, through orchestration, they help render the environment more manageable (Pitelis and Teece 2018).


Leveraging Capabilities through Horizontal Expansion


Transaction cost-based internalization theory tells us little about which markets the MNE should create and/or enter; implicitly, one can perhaps read into internalization that the right markets are those in which the services of firm-specific assets generate value. In other words, transaction cost-based internalization theories help specify entry mode, but not the best direction and timing for expansion (Teece 1977b). These are important decisions, and a robust theory of the MNE should be able to help explain them or at least specify the process by which such decisions are (or should be) made.

Clearly, horizontal market-entry strategies of the MNE are not just about figuring out the right contractual mode. Firm-specific capabilities will need to be assessed, both as to relevance abroad and as to transfer costs. Modifications and adaptations may sometimes be required. Intellectual property issues will need to be analyzed. Replication of capabilities in a different context may be difficult (Teece 1976, 1977a). In the main, the problems likely to be encountered with market entry strategies in different jurisdictions are not contractual ones; they relate more to technology (and capability) transfer costs, and the assessment of market opportunity. In effectuating such transfers, it is important for the MNE to minimize the “liability of foreignness” (Hymer 1976 [1960]; Zaheer 1995) while simultaneously exploiting home country benefits, as well as benefits from other locations.

Thus firm-level capabilities act simultaneously both as a constraint on, and as an enabler of, what firms can do with respect to “foreign” market entry. Cross-border expansion will be facilitated when the firm’s capabilities align with market needs abroad, and management in the parent or subsidiary can keep it that way. The unevenness in the global business and economic landscape navigated by MNEs creates opportunities to both transfer and deploy existing capabilities, and create new ones, thereby fueling cross-border expansion.

Hence, while the boundaries of the MNE may be partially determined by transaction costs, capabilities (or the lack thereof) are likely to loom larger along with the need for, and difficulty associated with, their replication and the associated transfer of technologies. This aspect of the argument echoes the theory of technological accumulation outlined by Cantwell (1989, 1995, 1999). It also implies that MNEs will invest abroad to augment their existing capabilities, as their geographically dispersed networks facilitate the accumulation of diverse technological assets over time.

Accordingly, the boundaries of the MNE can be seen as resulting from entrepreneurial management developing and assembling the particular constellation of specific assets that the firm’s activities require in each location where it elects to operate. The MNE becomes the locus for creating and leveraging products and capabilities, and for capturing value from this process globally. In the language of economic theory, value is achieved not just by minimizing transaction costs but also by exploiting (through management actions) the implicit bid–ask spreads associated with the “transfer” of intangible assets and the effective leveraging of capabilities.

The MNE’s country of origin is a key contextual factor. Firms are, in part, products of the environments in which they were born; however, by going global, they can tap into regional and national systems of innovation outside their home country. The capabilities of the MNE will thus stem over time from the diverse environments in which they operate.

However, most country advantages may be open to all that choose to invest in a particular host country. Low-cost labor, for example, is generally fungible across all foreign entrants. Hence, as discussed in the section “Market Creation and Co-Creation,” country-specific advantages are not so compelling in the (dynamic) capabilities-based approach to SCA. They may help explain entry, but they are at best one factor behind competitive advantage at the enterprise or business level. In short, the essence of the MNE is that “it accepts, adapts to, and capitalizes on institutional, cultural, and market heterogeneity while simultaneously trying to capture economies associated with some kind of (scalable) advantage in certain assets or processes it owns or is currently developing” (Teece 2006a: 125). In short, the essence of the MNE is that it orchestrates as much as possible the very context within which its operations take place (Pitelis and Teece 2018).


The Special Role of Complementary and Co-Specialized Assets


An especially important cognitive and strategic skill in the context of global competition and innovation is to understand the role of complements and complementary investments in enterprise success (Teece 1986a). In most analyses of competition and competitive advantage, it is common to stress that various innovations are substitutes, rather than complements. Schumpeter (1934), for example, stressed that successful innovations/firms are threatened by swarms of imitators, all striving to produce “me-too” substitutes.

Of equal if not greater significance, however, (particularly in digital electronics and in industries in which innovation might be characterized as cumulative), is complementary innovation. For instance, in the enterprise software industry business applications can be especially valuable to users if they can somehow be integrated into a single program, or into a tightly integrated suite.8 With the sources of technology being widely distributed internationally, there is a requirement to integrate globally distributed assets using the MNE as the instrument to do so. Accordingly, cross-border operations by MNEs are not just about scale and extending global reach. They are also about harnessing complementary technologies, assets, and capabilities, both horizontally and vertically.

Complementary assets where the value of an asset is a function of its use in conjunction with other assets can be referred to as co-specialized assets.9 With co-specialization, joint use is value enhancing.10 Furthermore, the co-specialized assets will not have a market in which they can be sold for their full value in use.

Situations of co-specialization often emerge from R&D investments and other investments in innovation activities where the assets in question are sufficiently idiosyncratic that they cannot be readily bought and sold in a market. Accordingly, orchestrating and capturing co-specialization benefits frequently requires integrated operations. An enterprise’s ability to identify, develop, and leverage specialized11 and co-specialized assets, whether built or bought, is in fact a core DC (Augier and Teece 2007).

With co-specialization and separate ownership there is a high risk that value can be added and then potentially appropriated by another party. Furthermore, an asset owner need not be cognizant of the value of its assets to other parties with assets whose value will be enhanced through combination.12 This arises because the markets for co-specialized assets are necessarily thin, and are frequently global in nature.13 It is also the case that co-specialized assets may need to be combined to enable systemic innovation14 to proceed and to allow value appropriation in multi-invention contexts (Somaya, Teece, and Wakeman 2009). If they cannot be procured externally, they will need to be built internally. MNEs can therefore create value by orchestrating the process of creating and combining co-specialized assets.15


Dynamic Capabilities and SCA


The DCs perspective on the MNE is about managing with rich opportunities and deep uncertainties. Strong dynamic capabilities enable innovation that is well targeted, plus adaptation and flexibility across multiple jurisdictions. Dynamic capabilities put substance and strategy behind the concept of “agility.” Importantly, the DC approach also encompasses the proactive entrepreneurial shaping not only of the MNE’s own footprint, but also of the market and business ecosystem. To establish CA, the MNE must build the right capabilities, and they must be non-imitable. Non-imitability is best assured in the presence of “isolating mechanisms” and “tight appropriability regimes”16 (Rumelt 1987; Teece 1986a, 2006b). Under a “tight” regime, superior performance can be more readily sustained, at least for a time.

The DC approach sees MNE activity as driven by the opportunity to leverage capabilities and create and capture value from innovation and supply chain management on a global scale. Entrepreneurial managers are not just passive and reactive resource allocators; they also sense, shape, create, and exploit opportunities. A theory of the (multinational) firm that doesn’t recognize this logic and these phenomena, and their associated locational dimensions, will be unable to explain the foundations of MNEs’ sustainable competitive advantage. To create and exploit opportunities globally, entrepreneurial activity must be linked up with capital and other complementary assets, because property rights over discoveries and inventions are incomplete. Some ownership and control over complementary assets and intellectual property is likely to be needed to assist the MNE in the appropriation of value needed to support continued investment (Teece 1986b, 2006b). As Teece (1980, 1982, 1986b) explains, managers, entrepreneurs, and innovators cannot just leave it up to the market to line up specific assets and develop new ones, and integrate them into a well-functioning global invention, production, and marketing system that provides the theoretical raison d’être and management for the MNE. They are themselves the instruments that make markets work well. Even if transaction costs were zero, market, co-creation, and orchestration would still need to be carried out (Pitelis and Teece 2009, 2010, 2018). The entrepreneurially managed MNE is a vehicle designed for this purpose.

Below we claim that the firm-level DCs can help explain the new nature and the essence of the MNE and FDI in the semi-globalized intangible economy. Toward this objective we leverage the concepts of orchestration and cross-border market and business system co-creation, and explore their implications for the theory of the MNE and FDI.


How and When do MNEs Enter New Geographic Markets?


The mode of entry into a foreign market is the topic on which transaction cost-based internalization theories have been thought to have their firmest footing. However, as already discussed, one cannot fully understand choices with respect to the global expansion mode by looking at transaction cost/governance issues alone. At least two other factors are at work. First, the presence of pre-entry capabilities, including slack resources, matters considerably. An MNE will (and should) be reluctant to enter a foreign market (or even a proximate domestic market) if it does not have (or cannot readily access) at least strong ordinary capabilities and enough slack to replicate them without hitting internal resource constraints. The slack resources at issue might even be financial (Pitelis 2007b). Indeed, Teece (1986b: 296) highlighted cash as an important factor in explaining the mode of market entry; but it could equally well be intellectual property or complementary assets. As Madhok (1997) notes, the firm boundary issues are largely capability-related.

Conversely, when timing is of the essence and certain capabilities are absent, joint ventures are likely to be preferred by the enterprise endeavoring to go global. When an MNE enters a foreign market, it will need to replicate some of the capabilities (processes, skills, etc.) employed in the home market. Adjustments may be necessary because the skills and know-how the MNE possesses in one context might not quite work in a different geographic context. Getting this fit right requires DCs.

Time–cost tradeoffs have been analyzed and empirically estimated for technology transfer processes (Teece 1977b, 1980, 1986b). If the time–cost tradeoff is too steep, managers should associate with (joint) venture partners who can help flatten it. Joint ventures and collaboration not only reduce financial outlays; they often also enhance the MNE’s ability to access local capabilities. Thus mode of entry will depend not just on contractual factors but also on who owns and controls the required capabilities, the time it takes to transfer them, and the timing imperatives of market entry.

Scholars have begun to study why and how some firms internationalize very early in life (e.g., Coviello 2015; Oviatt and McDougall 1994; Rennie 1993). The “born global” phenomenon is consistent with DCs. Small companies can have strong DCs, and may be able to access abroad the ordinary capabilities necessary to make their foreign market-entry strategies viable. Small entrepreneurial firms can quickly create and (with local partners) co-create new markets abroad ( Jones and Pitelis 2015; Pitelis and Teece 2010).

Recent evidence (Arregle et al. 2013) indicates that prior investment in a region (consisting of multiple countries) impacts future decisions to invest in these countries: that is, capabilities can be redeployed within regions more readily than between them. This finding, which goes beyond previous country-level analyses, is consistent with capability transfer being easier with geographic proximity, and with institutional, cultural, and language similarity. The finding is more consistent with capabilities theories than with transaction cost/contract theories, although the two approaches reinforce each other, because contracting may also be easier when institutions and cultures are more alike.

DCs themselves (involving as they do sensing, seizing, and, ultimately, reconfiguring/transforming) can in most cases be sequenced over time and across different geographic markets. It is more challenging if the firm has to perform all three simultaneously in each of its businesses, and in all of its markets. However, such simultaneity is sometimes required. For example, Yum! Brands (the owner of fast-food brands KFC, Taco Bell, and Pizza Hut) has simultaneously engaged in rapid expansion in China, and in retrenchment and transformation in one of its established markets, the United Kingdom.


The Role of Headquarters and Subsidiaries


Transaction cost-based internalization theory has little to say about the role of headquarters and foreign subsidiaries. Capabilities perspectives, on the other hand, provide insights into the respective roles of headquarters and subsidiaries.

The headquarters function is where important dynamic capabilities reside. They can enhance the firm’s capabilities by allowing and facilitating technology transfers among the divisions, and by encouraging and supporting the exploitation of complementarities. Top management teams at headquarters perform a most important strategic and global asset orchestration function in the DCs framework ( Pitelis and Teece 2018; Pitelis and Wagner 2018). They allocate the financial resources needed for the MNE to create markets outside the home jurisdiction while leaving operational matters to lower levels of the organization.

There is an obvious opportunity for all business enterprises to learn, and to embed that learning in new signature processes and business models. Hence the MNE competing in diverse contexts has the opportunity to develop distinct signature processes and models in different geographies. Accordingly, the MNE as such may have an advantage in the development of new products and signature processes and business models. It can more readily run multiple, simultaneous business and market experiments than can a purely domestic enterprise. Moreover, adaptation and adoption of new processes inside the MNE are likely to be easier than they would be across unaffiliated enterprises.

Indeed, subsidiaries can play a vital role in the firm’s DCs. They can generate know-how and capabilities from their own histories that can be transferred to other business units at home or abroad (Michailova and Zhan 2014). This generally tends to be neglected and/or overlooked in transaction cost approaches as they ignore capability considerations. Fortunately, it is a significant and vibrant component of the literature on international management (e.g., Birkinshaw 2000).

It is important to recognize that once an MNE creates a subsidiary that establishes its own networks and learning path, the subsidiary can accumulate specific assets and capabilities that can find useful application elsewhere (Berry 2014; Li and Lee 2014; Michailova and Zhan 2014). As a sizable literature has already documented, subsidiaries can engage in “reverse” technology transfer to the parent that may well generate opportunities (e.g., Birkinshaw 1997a, 1997b; Birkinshaw and Pedersen 2008; Phene and Almeida 2008; Prahalad and Doz 1981). Rugman and Verbeke (1992, 2001, 2003) also recognized quite properly that firm-specific assets could arise anywhere in the MNE. This is consistent with a capabilities perspective.

In fact, it has been recognized (Bartlett and Ghoshal 1989) that the MNE may well need to, and does in fact, behave more like a network. Subsidiaries can have considerable autonomy, while being integrated into worldwide operation. New products and processes can be developed by the parent or a subsidiary, then shared globally. A decentralized multidivisional (M-form) MNE allows and encourages local knowledge creation and local discovery of opportunities, with subsequent technology transfer and related orchestration activities provided by top management. Transaction cost approaches provide few insights into global asset (especially technology) orchestration activities and the role of country-specific capability-building activities.

In short, capabilities perspectives elevate the potential role of MNEs’ subsidiaries in that they can be seen to contribute to the capabilities and hence the competitive advantage of the MNE, as recognized by many, including Birkinshaw, Hood, and Young (2005). Learning and the development of signature processes and VRIN resources are seen to be subsidiary-specific. This distribution of activity provides the opportunity to recognize what Bartlett and Ghoshal (1989) called “the transnational solution,” combining astute (country-specific) blends of adaptation, rationalization, and centralization.


Global Distribution of R&D and Innovative Business Ecosystem


An entrepreneurial/managerial theory of the firm must also be able to explain asset augmentation (i.e., the creation of firm-specific assets), asset exploitation, extension, and renewal. In the DCs framework, asset augmentation comes fundamentally from R&D and learning processes (e.g., learning by doing; learning by using), whether internal or from (and with) partners. It also requires recognizing that innovation necessitates collaboration with a panoply of partners in a business ecosystem (Pitelis and Teece 2010). Value capture comes from applying the logic of the “profiting from technological innovation” paradigm (Teece 1986b, 2006b). Ongoing engagement with ecosystem partners can be seen as leading to the migration of the locus of value creation from the firm to the level of the business ecosystem. External sourcing and collaboration can, when done well, augment the firm’s internal capabilities (Capron and Mitchell 2009; Chesbrough 2003). However, it can also drain them if partners are laggards, and fail to contribute as agreed. Boeing’s disappointing engagement with its partners over the development of the 787 Dreamliner is a case in point.

The transaction cost-based internalization theory of the MNE by no means ignored the role of R&D. Indeed, it is of central importance to Buckley and Casson (1976). However, the development of firm-specific technological assets through internal and external combinations—and hence through DCs—has not been emphasized much in the transaction cost approach. The capability to innovate not only depends on the amount spent on R&D; it also depends critically on how that is spent, both as to focus and whether it is done in-house or outsourced. Once again, good management requires excellence with respect to strategy, product development (spending on the right things), and on the orchestration function described earlier. Here the orchestration is of technology both inside and external to the firm, both at home and abroad, and across different technological domains and product market segments (Pitelis and Teece 2018).

Early studies of R&D in the foreign subsidiaries of US-based MNEs showed that, in the 1970s, companies used R&D not just to access offshore talent, but (and mainly) to adapt technologies and products for local markets (Mansfield, Teece, and Romeo 1979). This is still the case, but the degree to which US enterprises use subsidiaries to develop new products has undoubtedly increased. Indeed, Cantwell and Kosmopoulou (2002) see R&D migrating to sites where local conditions are most conducive to technology creation. Location decisions have much to do with market access and tapping into talent, and less to do with transaction cost issues.

The “foreign” subsidiary can also play a role not only in technology creation, but also in capturing value from innovation generated in any part of the MNE. The foreign subsidiary can invest in co-specialized manufacturing assets, co-specialized distribution/marketing assets, and/or co-specialized technologies. Ownership or control of such assets can play an important role in the MNE’s ability to profit from innovation. This is a quite general result from the innovation literature (Teece 1986b, 2006b), but it seems especially applicable to the MNE. These issues have been expanded at length by Cantwell and Mudambi (2005). For the purpose of this chapter, the main point is that the global distribution of R&D can be seen as a phenomenon that supports the creation of capabilities in different geographies: capabilities that perhaps then need to be integrated to produce new products, as in the case of the civilian aircraft industry. Transaction cost theory produces only limited insight into this phenomenon. Insights from the strategy and capabilities perspectives seem more pertinent.


Location and “Country” Factors and MNE Theory


The DCs framework suggests that while country and regional factors may impact investment location decisions, they usually have little relevance to understanding how MNE competitive advantage is anchored. The simple reason is that country factors are often exploitable to a substantial degree both by domestic firms and by multiple MNEs. Unless a particular MNE has a privileged relationship with a nation state, or a unique and difficult-to-replicate history (“first mover advantage”) there, country advantages are accessible by all MNE investors and by domestic firms as well.

Hence country factors may explain why economic activity of relevance to an MNE takes place in a particular offshore location. Internalization theory can help determine whether that activity is best accessed via outsourcing or by FDI. However, country (and regional) factors available to incumbents and new entrants alike will have little to do with explaining firm-level competitive advantage, except inasmuch as they help explain the history of particular units of the MNE. This is a place where traditional MNE theory and the theory of CA part ways.

In short, country and regional factors can be potentially foundational for MNE SCA only when a particular MNE is able to access local advantages and avoid local disabilities in a way that others cannot (or fail to) copy. For example, learning or other knowledge development that takes place in distinct host-country environments might form the basis for signature processes and VRIN resources that could contribute to competitive advantage for the company as a whole, and these would still be difficult for rivals to replicate.

In the framework advanced here, MNE SCA flows from MNE-specific factors. These include not only the firm’s innovation, corporate culture, and management, but also the location-specific history and resources related to the firm’s unique global footprint. This is where national systems of innovation (Nelson 1993) are relevant, and this is all the more important because sources of innovation are more globally dispersed than ever before. If a host country’s national system (and the MNE’s history) affords privileged access to the national system, or to the outcome of the innovation process, then individual MNE competitive advantage is possible.


Cross-Border Market and Business Ecosystem Creation and Co-Creation



Following in Coase’s (1937, 1960, 1991) footsteps, the economic theory of the firm and the MNE relied on a separation between the objective of firms (usually taken to be the pursuit of profit), the nature of the firm (for Coase, the employment contract between capital and labor), and the essence of the firm (or how firms “run a business” to achieve competitive advantage) (Pitelis and Teece 2009). The economic theory of the MNE has largely relied on the same conventions.

In the section “Dynamic Capabilities and the Theory of the MNE” we showed that the injection of DCs into the theory of the MNE helps explain the essence of the MNE—or how firms achieve cross-border sustained advantage (SA). In this section we claim that the distinction between objective, nature, and essence is of limited relevance to organization, strategy, and entrepreneurship scholarship, not least because it downplays the role of economic agency (in particular entrepreneurship, leadership, and entrepreneurial management) that the DCs perspective places center stage (Pitelis and Wagner 2018).

A defining, even existential issue of the strategy field is whether and how the pursuit of value capture motivates economic agents to set up organizations and develop profit-seeking competitive strategies. We suggest that organizational value capture, value creation, and CA are co-determined and co-evolving, in that the objective (value capture) informs the nature and the essence, which are in turn intrinsically interrelated (Pitelis 2009a). In this context, the concepts of co-specialization, DCs, and orchestration help explain the nature of the MNE and the creation of firm-specific advantage (Pitelis and Teece 2018).


Cross-Border Co-Specialization


As applied to the case of the MNE, co-specialization, such as scope economies and sub-additivity, helps explain why it is often beneficial to bring together firm-level and country-level advantages in setting up an organization cross-border, which is the nature of the MNE (Verbeke 2009). For example, it is often the case that co-specialization dilemmas (and hence co-specialization opportunities) are discovered during cross-border activities. When internalization is deemed preferable as a way to capture value from such opportunities (through designing requisite appropriation architectures), cross-border integration (i.e., the internalization of activity inside the firm) will be chosen over market-based transactions. Thus the nature (designing and setting-up of organization) and the essence (employing strategy to capture value) are co-determined and are linked to asset co-specialization and the DCs required for orchestrating such assets ( Jones and Pitelis 2015; Pitelis and Teece 2010).

Consider the example of mPortal, a young venture involved in wireless content provision. According to its CEO, J. P. Venkatesh, mPortal is a naturally born global firm “from day zero” because he himself “knew no other way.” Besides the CEO’s own multinational background, an important reason involved cross-border asset co-specialization. In such a, rather extreme, case the suitable programmer for prototypes (development partner) in terms of flexibility, creativity, and complementarity was based in Holland. That led to a fruitful collaboration, without the two parties ever having to meet. The case of mPortal shows why cross-border asset co-specialization and complementarity help explain internationalization, but not necessarily integration.

In the case of OriGene Technologies, a US-based young venture mapping the human genome, cross-border asset co-specialization (between the USA and China) probably constitutes the key reason it can exist. According to OriGene Technologies’ CEO Wei-Wu He, the requisite technology is only available in the USA, which leads China by at least twenty years in this area. However, the production of protein (a highly labor-intensive, rather tedious job) could only be undertaken in China. For the time being, it happens that no other place (or technology) could satisfy OriGene’s objectives, leading to a perceived view of extreme cross-border co-specialization. Integration (FDI) in this case may be predicated on the need to protect the technology, ensure quality control, and related reasons. Importantly, however, for OriGene’s CEO, an important reason for FDI is to “be there as a leader.” This goes beyond the extant theory of co-specialization, and is pursued in the remainder of this chapter.


Market and Business Ecosystem Creation and Co-Creation


The existing economics-based approach to the MNE assumes pre-existing markets, which fail under certain conditions, necessitating the emergence of firms to address these failures. However, in real-life conditions of uncertainty and limited knowledge and (mostly procedural) rationality, the critical issue for aspiring entrepreneurs and/or entrepreneurial managers involves creating markets for their ideas in the first place. Such markets often do not exist, or are very thin or otherwise imperfect. As often discussed in the folklore of the history of business strategy, early path-breaking ideas, such as the PC or the CT scanner, were met with skepticism and over-pessimistic guesstimates of their market size potential (Teece 1986a). In such cases it was up to the originators of these ideas to try to prove themselves right. This often required amassing the co-specialized and complementary assets required to set up an organization and adopt the requisite structures and strategies to create the supply and simultaneously stimulate demand.

Importantly, since markets for know-how created in one national location may not exist in another, in the knowledge-based economy cross-border market creation and co-creation is likely to be the norm. As markets are formed, exchanges occur. Local players also participate with their firm- and country-specific advantages. Hence, cross-border presence can well be part and parcel of the market co-creation process. The MNE does more than rectify market failures. It also proactively helps create, protect, transfer, and otherwise orchestrate a panoply of global assets in a manner which engenders the creation of markets in which both the MNE and other enterprises subsequently participate and from which consumer demand can be co-created. The outcome of this process depends on the actions of the firm itself and the other participants in the market co-creation process (such as customers, suppliers, competitors, potential entrants, etc.). These actions are partly endogenous to the actions of the MNE, and partly dependent on the actions of the market’s co-creators, which are, more often than not, not known or even predictable. Put differently, existing economic theory of the MNE and FDI assumes prior knowledge of (and the existence of) O advantages, L advantages, and I advantages. These are heroic assumptions (Pitelis 2007a).

Through market co-creation, entrepreneurial management also helps establish the very business and sometimes even wider ecosystem within which the MNE operates. In contrast, the basic industrial organization (IO) model, transplanted in strategy by Porter (1980, 1985), the DCs literature favors the concept of the business ecosystem over that of the industry (Teece 2007) as the unit of analysis. We extend this idea by submitting that ecosystems are also partly endogenous, being co-created by entrepreneurial managers. Ecosystem co-creation, as well as market co-creation, allows firms to co-create social value. However, what distinguishes private entrepreneurs from other value creating individuals, like philanthropists, is that their value creation and co-creation efforts are motivated by the desire to reap the fruits of these efforts, by appropriating as much as possible out of the created and co-created value in the form of profit. It is arguable that appropriability is the sine qua non of organizational strategy and entrepreneurship (Makadok and Coff 2002). In this sense, value creation and co-creation is a necessary prerequisite for appropriation. This helps to integrate value creation with value capture considerations (Pitelis 2009a; Priem, Li, and Carr 2012).

The business ecosystem concept relates to work on clusters (Pitelis 2012). This work and the emergent literature show how firms’ locational decisions help engender ecosystems and stimulate market development. It often is the case that MNEs act as catalysts for cluster creation (Cantwell 2000). Cross-border market, cluster, and ecosystem co-creation is arguably at least as important an explanation of the nature and essence of the MNE as is market failure—in our view more important. The orchestration of this process of social value co-creation involves critical firm-level DCs.


Appropriability, Entrepreneurial Orchestration and the MNE


As noted by Jones and Pitelis (2015), scholarship on the nature of the MNE and entry modalities has for the most part not followed up the interest of contributors such as Penrose (1959). In part, this reflects the need of international business (IB) scholarship to incorporate entrepreneurship into the MNE and FDI theory (Doz 2004).

“Imagination” is absent from the economics-based rational choice approach to the MNE. While bounded rationality is assumed ( Cyert and March 1963; Simon 1997 [1947]) and learning is recognized ( Argote and Miron-Spektor 2011; Nelson and Winter 1982).

Drawing on Penrose, Witt identified entrepreneurship with “the incessant (re)structuring of production and trade—be it via markets or via firms. For entrepreneurial ventures to be undertaken business opportunities must be imagined and conceptions for realizing them must be figured out in the first place. Visions like these are a crucial, though often overlooked, cognitive input to the entrepreneurial service of (re)organizing production and trade” (Witt 2007: 1125–6). Here, we submit that in order to picture opportunities for the creation and co-creation of cross-border context or markets and business ecosystems, entrepreneurs have to provide imaginative efforts (Jones and Pitelis 2015; Tolbert, David, and Sine 2011).

Imaginative efforts draw on extant experiences, learning, and insights. Hence, entrepreneurs who have visualized what is possible in some contexts, e.g., countries, may well “imagine” a situation where similar, suitably modified, appropriately adapted conditions can be created and co-created in other contexts, at home and/or in foreign countries. In such cases entrepreneurs can perceive desired realities, drawing on their experiences, knowledge, learning, intentionality, and appropriability-informed imagination, that motivate decisions and actions that help create and co-create a desired context for their planned operations at home and cross-border (Jones and Pitelis 2015).

Jones and Pitelis (2015) discussed various ways in which legacy-informed imagination can help existing companies shape cross-border context. One involves shaping cross-border activity to one’s home country image. This corresponds to the Hymerian view that MNEs shape the world to their “image” (Dunning and Pitelis 2008; Hymer 1972). It is also akin to what Doz (2004) calls “replication.” A variant involves entrepreneurial managers imagining organizational, industrial, and institutional structures cross-border that might have been possible, but are not (or are no longer) available in their home markets. These may relate to impacting on market structures (for example, less competition cross-border and/or the possibility of reducing the forces of competition), regulatory, trade, and institutional regimes. Regulation policy, for example, may be more (or less) lax, trade policy may be more (or less) protectionist, appropriability regimes stronger or weaker. Institutional arrangements may be more (or less) conducive to entrepreneurship and “doing business”; gaps to be filled and other opportunities may be more numerous. In such cases, entrepreneurs can visualize possible structures cross-border that may be more amenable to the realization of their objectives.

In some cases, such opportunities can draw on past experiences at home, and the resultant learning through trial and error. Errors, however, may not always be correctable within a country, due to irreversibility and path dependencies. Cross-border expansion provides a new terrain where past errors can be avoided, in a fresh new setting. Cross-border in such cases could provide opportunities to “rectify” past mistakes, to use, so to speak, a second opportunity. In such cases, cross-border differences, whether extant or possible to engender, can be perceived as conventional “locational advantages” and/or opportunities. This type of “error correction-based” reasoning adds an interesting twist to the Hymerian approach, in that it views the future as hitherto unrealized history (Jones and Pitelis 2015).

The case of McDonald’s expansion to Russia discussed by Pitelis and Teece (2010) effectively involved the co-creation of a market and business ecosystem, which aimed to eventually serve the preferred model of McDonald’s to franchise, as stated explicitly by the company’s top management. McDonald’s observed a situation without potential franchisees and it put in place a process that facilitated small business creation, with an eye to eventually turning these businesses into franchisees. It helped co-create organizations, a new market, and a supporting ecosystem, based on its knowledge of the existing situation in its core markets, and proceeded to create the conditions that would allow it to capture co-created value from the value created by leveraging its already tested business model.

A 200-year-old trading company based in Hong Kong and ultimately owned by a British family, Jardine Matheson & Company (JMC), provides a further example. JMC evolved to become a successful MNE by shaping the legal environment for business and trade in China in a way that suited its interests and could no longer be achieved at home (Connell 2006). Infamously, that involved lobbying the British government hard to wage the first Opium War with China, over attempts by China to curb imports of the drug by the company and other importers. Hence JMC’s example helps explain the emergence of institutions that are normally regarded in conventional theory as the repositories of firm-specific advantages (FSAs) and capabilities, and the identifiers of efficiency- and control-enhancing modalities. These however might not have existed in the absence of entrepreneurial management actions (see Jones and Pitelis 2015 and Clegg 2016).

The case of established firms involves firm-specific advantages (FSAs) in line with conventional theory. However, in many cases FSAs do not exist to start with. The advantage instead lies downstream at the level of the entrepreneur. The mobile banking revolution in Kenya is a case in point. It was the outcome of the identification by an entrepreneur of a business opportunity resulting from a disadvantage/problem, namely the absence of conditions that facilitate conventional banking (Jones and Pitelis 2015). The business model innovation, which was based on the use of mobile phones, has helped create a new market, and hence demand and value for the user and society. It has also helped engender a new cross-border scalable business model and demand for banking products. The knowledge created through the realization of a “vision” by an entrepreneur in Kenya (Michael Joseph of Safaricom) was predicated on locational and organizational challenges and disadvantages. The emergent company (Safaricom) had to develop cross-border experience and capabilities, by collaborating with Vodafone, and achieving cross-border expansion through cooperation. While the result is FDI by Vodafone in Kenya, that resulted from the actions of the Kenyan entrepreneur. It was triggered by challenges faced in Kenya and led to the creation of new product offerings and new markets (first local then cross-border). This illustrates that problems and challenges help engender innovative solutions that involve both supply-side (organizational) and demand-side (market creation) solutions. The solutions are the result of entrepreneurship directing and harnessing legacy-based knowledge and learning.

A third type of entrepreneurial perception and imagination in practice, discussed by Pitelis and Teece (2010) and Jones and Pitelis (2015), refers to opportunities, resources, and conditions available exclusively abroad. These include the subset of conventional locational advantages which are only present cross-border, including co-specialized and complementary assets which only exist in other countries. This more opportunity-driven action is in line with Cyert and March’s “slack-induced innovation,” Dunning’s “strategic asset seeking,” and Hennart’s (2009) asset bundling, extended to the demand side and applied to the case of the entrepreneur. It is particularly relevant for the case of “born globals,” and highlights the role of managerial intentionality, not merely path-dependent learning (Hutzschenreuter, Pedersen, and Volberda 2007).

The legacy-informed and shaped creation and co-creation of cross-border markets, demand, and business ecosystems, and hence appropriable value, can be a reason for cross-border expansion and the existence of the MNE, hence cross-border business organization. The choice of the FDI modality (the MNE), as opposed to licensing, for example, is predicated on the fact that its realization is facilitated by the power to do so, which in its turn is likely to be higher in the case of an organization with presence on the ground—hence the ability to shape and influence the environment more than through an arm’s-length relationship with a licensee. This is not always an exercise of (public anti-trust policy-relevant) market power but rather of power to shape, create, and co-create new supply- and demand-side realities (Foucault 1980; Pitelis and Teece 2010), which can ultimately also help engender competition with cooperation (co-opetition).


Concluding Remarks


Since Hymer’s canonical contribution on the MNE and FDI almost sixty years ago, scholars have presented and tested ideas which help us to understand the MNE better, and to explain FDI more cogently. In recent years, an understanding of capabilities has begun to emerge in the strategic management literature. These capabilities are ones that can generally be scaled successfully cross-border, and can be leveraged more effectively intra-firm.

Recognizing the existence in practice and the importance in theory of non-imitable firm-specific assets possessed by MNEs is important to our understanding of the MNE. It suggests, inter alia: (1) FDI can occur in industries other than research-intensive ones. MNEs may possess firm-specific organizational assets that are relevant globally. For example, Dell’s business model can suffice to undergird its global FDI strategy. (2) The assets that are at the core of the MNE’s CA are ones for which the market for know-how is likely to function poorly. Organizational routines, governance systems, and business models cannot generally be protected by the instruments of intellectual property (IP) law—and the absence of secure property rights is likely to handicap the operation of the market for know-how—indicating that FDI is likely an important vehicle by which firms can capture value from advantages such as innovation. (3) The firm with high-performance systems is likely to be able to generate sufficient profits and the cash flow to support scaling the business, domestically and internationally. (4) MNE expansion is likely to be associated with entrepreneurial management. Firms active in seeking and effectuating “new combinations” domestically are also likely to seek and effectuate them globally. (5) MNE expansion is likely to be as much a function of business model creativity and orchestration capability and effectiveness as of technological prowess.17 The capabilities approach recognizes the importance of technological know-how, but also a whole raft of organizational and managerial factors which have hitherto received limited attention.

The DCs view also helps address current concerns in organization, strategy, and entrepreneurship scholarship. These include how profit-seeking motivates the setting up of cross-border organizations (the nature of MNEs), as well as market and value co-creation for the purpose of value capture (the essence of the MNE). In the MNE theory advanced here, management’s task is not just to overcome contractual difficulties; it must also build and leverage distinctive resources, signature processes, and signature business models, combine assets internally and externally, and shape and orchestrate the context of its operations, guided by and through a prescient strategy. The MNE’s growth and survival is not just about adapting to market failures; it’s also about creating and deploying VRIN resources and signature processes and distinct business models to orchestrate and enable excellence in meeting (or possibly even modifying) market demand in ways that are hard for competitors to imitate. This, in turn, may lead the MNE to engage in technology and capability transfer, and possibly even the strengthening of complementors and suppliers. Put differently, the building and leveraging (extending) of DCs can animate FDI decisions. In contrast, what seems to animate the firm in the transaction cost/market failure paradigm is mitigating contractual hazards. Clearly this is not sufficient to explain MNE activity, much less MNE heterogeneity.

What makes the MNE conceptually “interesting,” and a challenge to model and manage, is that it operates/sells in multiple environments. Its activities must be consonant with those various environments; and, importantly, these environments often need to be shaped, and markets and ecosystems need to be “created” and co-created. To account for this, one needs to augment the conventional approach with the concept of an appropriability-informed and legacy-shaped entrepreneurial imagination and orchestration. While managers and administrators “internalize,” entrepreneurs do much more: they don’t just “imagine,” they also act on their imaginings and visions to create a world that helps them realize these visions. They orchestrate the very context within which they operate.

The basic question to be answered by a robust theory of the MNE is not simply where to locate in order to minimize production and transaction costs, but where to locate to build or deploy signature processes and obtain market access while guarding intellectual property and leveraging the firm’s existing VRIN resources into new business/market environments. Accordingly, an MNE’s DCs must be more amplified and leveraged than those of a firm with a less ambitious, purely domestic, focus. The capability to orchestrate and leverage multiple co-specialized and complementary assets across multiple jurisdictions in order to co-create cross-border markets is arguably the grandest of all DCs (Pitelis and Teece 2018) and an important reason behind the spectacular advances of business globalization, notwithstanding the current crisis and setbacks. We hope that this chapter will stimulate further research and help us better appreciate the nature, behavior, management, and impact of the MNE.
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1 Recent interest in institutions and development (e.g., North 1994) led to cross-fertilization between international business scholarship and development and institutional economics (Dunning 2006; Cantwell, Dunning, and Lundan 2010; Dunning and Lundan 2008).

2 Exceptions include Hood and Young (1979: 56) who state clearly (1979: 92) that: “large corporations do possess, and lay much store by, acquired managerial experience through which profit opportunities are diagnosed. Such experience is an important dimension of an MNE’s comparative advantage.” The framework here endeavors to specify what particular management expertise is likely to be critical.

3 Penrose did not overplay, from a theoretical perspective, the international aspects of large corporations (Pitelis 2000). However, she did note that “the managerial, technological, or financial contribution from the parent may be considerable and generally make new real resources available to the local economy” (Penrose 1968: 43).

4 In Hymer’s words: “The most important aspects of international operations may be the capital flows associated with them, but it is by no means the only aspect. Also, associated with international operations is the flow of business technique and skilled personnel” (Hymer 1976 [1960]: 69).

5 See also Feinberg and Gupta (2004) and Pitelis (2000).

6 It is critical to analytically treat the firm’s assets as not necessarily being permanently bound (“integrated”) to the firm.

7 Makadok (2001) distinguishes between flexibility and commitment-based theories. As explained by Teece, Pisano, and Shuen (1990, 1997), the DCs approach is Schumpeterian in its lineage and can be thought of as endorsing the value of flexibility. However it ought to be recognized that the DCs framework may not be relevant to all environments, e.g., highly regulated industries shielded from competition (such as water reticulation).

8 The development of gyroscopic stabilizers, for example, made imaging devices such as video cameras and binoculars easier to use, and enhanced the product, especially when the new features could be introduced at low cost. Likewise, better batteries enable portable computers and cell phones to run longer between charging.

9 Lippman and Rumelt’s (2003a, 2003b) work on developing the microfoundations for RBV is complementary to Teece’s development of the microfoundations of DCs. In particular, they use the concept of supermodularity to bring in the tools of cooperative game theory.

10 Complete co-specialization is a special case of economies of scope, where not only are complementary assets more valuable in joint use than in separate use, but they may in fact have zero value in separate use and high value in joint use. Co-specialization may stem from economies of scope, but it could also stem from the revenue enhancement associated with producing a bundled or integrated solution for the customer.

11 A specialized asset is an asset that cannot be put to alternative use without loss in value (Joskow 1985).

12 Even if they are cognizant, they may not have the bargaining power to take advantage of the situation (Teece 1986a).

13 Because the co-specialized assets in question are unique, competitors cannot necessarily obtain these assets, and even if they could, the co-specialized asset is likely to have a different value in use if the competitor has a different portfolio of complementary assets.

14 For a discussion of systemic innovation, see Teece (1988, 2000).

15 The computer, software, and electronics industries are riddled with co-specialization requirements and opportunities, domestically and globally. An example is the iPod pioneered by Apple. Apple combined known technology (digital music players had already been invented) with the iTunes music store (a co-specialized “asset” pioneered by Apple) and digital rights management (DRM) software developed by Apple to give the artists confidence that their music would not be pirated. These key elements were combined in a well-designed package (the iPod player itself) which has all but obliterated competition in the personal stereo market. Nevertheless, the components that make up the iPod are almost completely outsourced. As one observer noted: “take an iPod apart and 83% of the components are made by Japanese companies” (Jesper Kroll, quoted in the Financial Times, May 5, 2005: 11).

16 CAs are continuously eroded by actions of other players, which lead again to higher levels of competition and the need to react faster. These dynamic interactions between firm learning and adaptation, on the one hand, and higher levels of competition and selection, on the other hand, can cancel each other out. This is often dubbed an “arms race” or “the Red Queen effect” (Kaufman 1995) after the comment to Alice, “it takes all the running you can do to keep in the same place” (Carroll 1946). When isolating mechanisms are operative, and appropriability regimes are tight, Red Queen effects can be partly overcome.

17 Since technologies and intellectual property can generally be licensed more readily than business intangibles, the framework would suggest high levels of FDI from countries with high levels of business creativity, all else being equal.



CHAPTER 18

The Theory Of Innovative Enterprise

foundations of economic analysis

William Lazonick



The Schumpeterian Challenge


In The Theory of Economic Development, first published in 1911, Joseph Schumpeter, drawing inspiration from Karl Marx, argued that capitalism had to be conceptualized as an economic system in which technological change, or more broadly speaking innovation, constantly disrupted the general equilibrium of market exchange (see Lazonick 2011). As Schumpeter (1950: 106) would put in his 1942 book, Capitalism, Socialism, and Democracy:

What we have got to accept is that [the large-scale enterprise] has come to be the most powerful engine of [economic] progress and in particular of the long-run expansion of total output not only in spite of, but to a considerable extent through, the strategy that looks so restrictive when viewed in the individual case and from the individual point in time. In this respect, perfect competition is not only impossible but inferior, and has no title to being set up as a model of ideal efficiency.

Yet a century after the publication of The Theory of Economic Development and over seventy years since the appearance of Capitalism, Socialism, and Democracy, the mainstream of the economics profession still ignores the role of the innovative enterprise in the operation of the economy, and continues to set up perfect competition as the model of ideal efficiency (see Lazonick 2016). To make the case, neoclassical economists put forth the monopoly model as the demonstration of the inefficiency that occurs when perfect competition does not hold. Under monopoly, according to the neoclassical model, product prices are higher and output lower than under the perfectly competitive ideal.

For decades now, the neoclassical theory of monopoly has been touted as proof of perfect competition as, to use Schumpeter’s words, “a model of ideal efficiency” while apparently incorporating into neoclassical theory an obvious characteristic of twentieth-century capitalism: the existence of “big business” in the economy. Yet, as I will show in this chapter, the neoclassical theory of monopoly commits a fundamental error of logic by positing that the monopolist optimizes subject to the same cost structure as perfectly competitive firms. In committing this logical error, neoclassical economists have ignored not only Schumpeter but also the empirical and theoretical observations of Alfred Marshall (1961), whose Principles of Economics focused on the growth of the firm relative to the growth of its industry (Lazonick 1991: ch. 5); the pioneering work of Edith Penrose (1959) on “the theory of the growth of the firm” (Lazonick 2002); and the historical synthesis of Alfred Chandler (1962, 1977, 1990) on the growth of the industrial corporation and its implications for the operation and performance of the economy (Lazonick 2010b, 2012). Building on these intellectual contributions, the theory of innovative enterprise shows how, by transforming its cost structure, a firm can grow large while, in sharp contrast to the monopoly model, enhancing the efficiency of the economy.

Superior economic performance depends on innovative enterprise: the development and utilization of productive resources to generate higher quality, lower cost goods and services. Government policies to support the achievement of superior economic performance must be based on a theory of how an innovative enterprise operates, performs, and evolves. In this chapter I outline a theory of innovative enterprise in which social conditions summarized as strategic control, organizational integration, and financial commitment are central to the development and utilization of productive resources. The need for these social conditions derives from the uncertain, collective, and cumulative character of the innovation process (Lazonick 2016; Lazonick and O’Sullivan 1998; O’Sullivan 2000).

The neoclassical theory of the market economy that has long underpinned government economic policy in the advanced economies lacks a theory of innovative enterprise. Instead it posits the “optimizing firm” as the relevant microeconomic unit of analysis, and calls for the breakup of large-scale business enterprises so that large numbers of small-scale optimizing firms can move economic activity closer to the purported “ideal” of “perfect” competition (see Lazonick 2016). Under the sway of the theory of perfect competition, the theoretical case for government policy that can influence business behavior and performance has long focused on the monopoly model, in which large-scale business enterprises prevent the achievement of superior economic performance by producing lower output at higher prices than would be the case under conditions of perfect competition.

The basic empirical problem with the neoclassical monopoly model is the fact that in many industries that are central to the operation and performance of the economy, a small number of innovative firms can grow to be very large by generating more industry output at lower product prices than would have been the case if the industry had been populated by large numbers of near-identical competitors. This critique is not new. Economists such as Alfred Marshall, Joseph Schumpeter, and Edith Penrose understood the inferiority of so-called “perfect competition” as a benchmark of economic performance. Central to the growth and performance of advanced economies in the twentieth century was, as the business historian Alfred Chandler put it, “the visible hand” of managerial coordination.

Through the elaboration of the theory of innovative enterprise, I show the illogic of the neoclassical monopoly model as proof of the superiority of “perfect” competition. The neoclassical monopoly model is illogical because it assumes that the monopolist optimizes subject to the same cost structures as perfect competitors. The challenge is to explain the conditions under which this investment strategy results in innovative outcomes: higher quality, lower cost products than had previously been available. In the conclusion to the chapter, I draw out the methodological, ideological, and institutional implications of the theory of innovative enterprise.

In the next section of this chapter, “The Theory of Innovative Enterprise,” I outline the theory and show how it provides a framework for explaining the growth and performance of the firm. The theory of innovative enterprise demonstrates clearly why the neoclassical model of perfect competition is just the opposite of an ideal model of economic efficiency. From the perspective of the theory of the innovating firm that makes investments to transform technologies and access markets that can potentially give it a competitive advantage, the neoclassical theory of the optimizing firm is a theory of the un-innovating firm; it takes technologies and markets as given constraints, and as a result the optimizing firm makes no attempt to differentiate itself from its equally “perfect” competitors.

I conclude this chapter by drawing out the methodological, ideological, and political implications of the theory of innovative enterprise. Methodologically, the theory calls on economists to integrate theory and history so that, at any point in time, theory becomes both a conceptual distillation of what we know and a guide to researching what we need to know. The theory of innovative enterprise rejects constrained optimization as a methodology for analyzing the operation and performance of a modern economy. Ideologically, the theory calls for an understanding of the economy as a collective, cumulative, and uncertain process in which markets are outcomes rather than causes of economic development. While in no way rejecting the importance of markets in providing opportunities for individual choice, the theory of innovative enterprise rejects the ideology that individual choice exercised through markets drives economic development. Politically, the theory of innovative enterprise provides a framework for structuring governance, employment, and investment institutions to support the social conditions of innovative enterprise—strategic control, organizational integration, and financial commitment—and to regulate markets in products, labor, and capital so that the operation of business enterprises contributes to equitable and stable economic growth.


The Theory of Innovative Enterprise



A business enterprise seeks to transform productive resources into goods and services that can be sold to generate revenues. A theory of the firm, therefore, must, at a minimum, provide explanations for how this productive transformation occurs and how revenues are obtained. These explanations must focus on three generic activities in which the business enterprise engages: strategy, organization, and finance. Strategy allocates resources to investments in developing human and physical capabilities that, it is hoped, will enable the firm to compete for chosen product markets. Organization transforms technologies and accesses markets, and thereby develops and utilizes the value-creating capabilities of these resources to generate products that buyers want at prices that they are willing to pay. Finance sustains the process of developing technologies and accessing markets from the time at which investments in productive resources are made to the time at which financial returns are generated through the sale of products.

I identify three “social conditions of innovative enterprise” related to strategy, organization, and finance that enable a business to generate higher quality products at lower unit costs than those that had previously been available. These social conditions, summarized as strategic control, organizational integration, and financial commitment, can enable the firm to confront the uncertain, collective, and cumulative characteristics of the innovation process.



• Innovation is uncertain because when investments in transforming technologies and accessing markets are made the financial returns cannot be known, even probabilistically. As we shall see, “optimization” is the enemy of innovation. Hence the need for strategy.

• Innovation is collective because, to generate higher quality, lower cost products than were previously available, the business enterprise must integrate the skills and efforts of large numbers of people with different hierarchical responsibilities and functional capabilities into the organizational learning processes that are the essence of innovation. Hence the need for organization.

• Innovation is cumulative because collective learning today provides the foundation for collective learning tomorrow, and these organizational learning processes must be sustained over time until, through the sale of higher quality, lower cost products, financial returns can in fact be generated. Hence the need for finance.



Innovation requires the strategic allocation of resources to developing and utilizing productive resources. The social condition that can transform strategy into innovation is strategic control: a set of relations that gives decision makers the power to allocate the firm’s resources to confront the technological, market, and competitive uncertainties that are inherent in the innovation process. For innovation to occur, those who occupy strategic decision-making positions must have both the abilities and incentives to allocate resources to innovative investment strategies. Their abilities to do so will depend on their knowledge of how the current innovative capabilities of the organization over which they exercise allocative control can be enhanced by strategic investments in new, typically complementary, capabilities. Their incentives to do so will depend on the alignment of their personal interests with the interests of the business organization over which they preside in attaining and sustaining its competitive advantage.

The implementation of an innovative strategy requires organization. The social condition that can transform organization into innovation is organizational integration: a set of relations that creates incentives for people with different hierarchical responsibilities and functional capabilities to apply their skills and efforts to strategic objectives. The need for organizational integration derives from the developmental complexity of the innovation process—that is, the need for organizational learning—combined with the imperative to secure high levels of utilization of innovative investments if the high fixed costs of these developmental investments are to be transformed into low unit costs. Modes of compensation in the forms of work satisfaction, promotion, remuneration, and benefits are important instruments for integrating individuals into the organization. To generate innovation, however, a mode of compensation cannot simply manage the labor market by attracting and retaining employees. It must also be part of a reward system that manages the learning processes that are the essence of innovation; the compensation system must motivate employees as individuals to engage in collective learning.

This collective learning, moreover, cumulates over time, necessitating the sustained commitment of financial resources to keep the learning organization intact. The social condition that can transform finance into innovation is financial commitment: a set of relations that ensures the allocation of funds to sustain the cumulative innovation process until it generates financial returns. What is often called “patient capital” enables the capabilities that derive from collective learning to cumulate over time, notwithstanding the inherent uncertainty that the innovation process entails. Strategic control over internal revenues is a critical form of financial commitment, but such “inside capital” must often be supplemented by external sources of finance such as stock issues, bond issues, or bank debt that, in different times and places, may be more or less committed to sustaining the innovation process.

The “social conditions of innovative enterprise” perspective asks how and under what conditions the exercise of strategic control ensures that the enterprise seeks to grow using the collective processes and along the cumulative paths that are the foundations of its distinctive competitive success.1 Of central importance to the accumulation and transformation of capabilities in knowledge-intensive industries is the skill base in which the firm invests in pursuing its innovative strategy.

At any point in time, a firm’s functional and hierarchical division of labor defines its skill base (Lazonick 1998, 2005, 2010a). In the effort to generate collective and cumulative learning, those who exercise strategic control can choose how to structure the skill base, including what types of employees (e.g., white-collar versus blue-collar) are integrated into the organizational learning processes and how employees move around and up the enterprise’s functional and hierarchical division of labor over the course of their careers. At the same time, however, the organization of the skill base will be constrained by both the particular learning requirements of the industrial activities in which the firm has chosen to compete and the alternative employment opportunities of the personnel whom the firm wants to employ. The innovative enterprise requires that those who exercise strategic control be able to recognize the competitive strengths and weaknesses of their firm’s existing skill base, and hence the changes in that skill base that will be necessary for an innovative response to technological opportunities and competitive challenges. These strategic decision makers must also be able to mobilize committed finance to sustain investment in the skill base until it can generate higher quality, lower cost products than were previously available.

The neoclassical theory of the firm, found in any microeconomics textbook (see the left-hand side of Figure 18.1), trivializes the content of strategy, organization, and finance. The rule of profit maximization, imposed on the firm by given technological and market constraints, determines the firm’s strategy about the industry in which it should compete and the quantity of output it should produce. The appearance of supernormal profits in a particular industry as a result of exogenous changes in technology and markets induces “entrepreneurs” to allocate resources to produce in that industry. Having invested in an industry, the management of the firm reduces to an exercise in “substitution at the margin” in the choice of its profit-maximizing output. It is indeed, as we shall see, a loss of control over the internal organization of production that is essential for this “optimal” outcome. Financing the transformation of productive resources into revenue-generating products is non-problematic because the theory assumes that at each and every point in time the firm can borrow capital at the prevailing market rate and can sell all of the output that maximizes its profits, covering the cost of capital.
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Figure 18.1 Comparing the optimizing firm and innovating firm



While the neoclassical theory of the firm trivializes the problems of strategy, organization, and finance, the particular formulation of the theory by post-Marshallian economists from the 1920s on embodied a number of realistic assumptions about the factors that could influence the relation between the costs of production and the amount of output produced. These realistic assumptions have made the theory credible as a depiction of the way in which an actual firm operates. Analytically, these assumptions have provided the basis for a reasoned account of why the firm might have a U-shaped cost curve that, through the profit-maximization rule, enables it to choose an optimal level of output. The problem is, however, that the optimizing firm is not an innovating firm; indeed it can be characterized as an un-innovating firm.

In terms of strategy, the theory of the optimizing firm posits that an “entrepreneur” chooses the industry in which he wants to compete by allocating resources to any industry in which, because of the exogenous appearance of a disequilibrium condition, there are supernormal profits to be made. However, the disequilibrium condition disappears as entrepreneurs reallocate resources to this particular industry, and, as long as equilibrium conditions persist across all industries, there will be no incentive for the entrepreneur to shift resources from one industry to another.

There are two assumptions embodied in the neoclassical theory of the firm that limit its ability to understand innovative enterprise. First, the neoclassical theory assumes that the entrepreneur plays no role in creating the disequilibrium condition that triggers the reallocation of resources from one industry to another. In the theory of the innovating firm, by contrast, entrepreneurs create new profitable opportunities, and thereby disrupt equilibrium conditions. Second, the neoclassical theory assumes that the entrepreneur requires no special expertise to compete in one industry rather than another. All that is required of the entrepreneur is that he follow the principle of profit maximization in the choice of industry in which to compete. In the theory of the innovating firm, in contrast, the entrepreneur’s specialized knowledge of the industry in which he chooses to compete is of utmost importance for his firm’s ability to be innovative in that industry.

The entrepreneurial disruption of the “circular flow” was Schumpeter’s basic contribution to the theory of the innovating firm. In The Theory of Economic Development (1934), Schumpeter drew a sharp distinction between neoclassical general equilibrium—that is, “The circular flow of economic life as conditioned by given circumstances,” the title of chapter one—and entrepreneurial innovation—“The fundamental phenomenon of economic development,” the title of chapter two. Over the course of his career, Schumpeter recognized that the entrepreneurial function that initiates the innovation process could be a collective rather than individual endeavor (see Lazonick 1994).

Once the industry has been chosen, the neoclassical theory assumes that there are certain fixed costs, exogenously determined by existing technology and prevailing factor prices, that must be incurred by each and every firm that chooses to compete in that industry. These fixed costs are typically attributed to lumpy investments in plant and equipment, although it is also sometimes recognized that the entrepreneur’s salary represents an element of fixed costs. These costs are fixed because they are incurred even if the firm produces no output. As the firm expands its output, the average cost curve slopes downward as fixed costs are spread over a larger volume of output. The limiting assumption here is that the entrepreneur does not choose the firm’s level of fixed costs and the particular productive capabilities embodied in them as part of his firm’s investment strategy. In the theory of the innovating firm, the level of fixed costs manifests strategic decisions to make investments that are intended to endow the firm with distinctive productive capabilities compared with its competitors in the industry (see the right-hand side of Figure 18.1).

Given the firm’s fixed costs, the entrepreneur purchases the required quantity of complementary variable inputs at prevailing factor prices in accordance with the technological requirements of the amount of output at which profits are maximized. Thus variable costs per unit of output are added to the fixed costs per unit of output to yield total unit costs, with the average cost curve mapping these total unit costs for different levels of output. If variable costs were to remain constant as output expands, the average cost curve would slope downwards continuously (although at a declining rate) as fixed costs are spread over more units of output.

At this point, however, the neoclassical theory makes a critical assumption that causes the average cost curve to change direction and slope back upwards, thus yielding the well-known U-shaped cost curve. The assumption is that the addition of variable factors of production to the firm’s fixed factors of production results in a declining average productivity of these combined factors (that is, the firm’s technology, which is also the industry’s technology).

In deriving the U-shaped cost curve, neoclassical theorists have put forward two quite plausible reasons why productivity declines as output expands. Both reasons assume that the key variable factor is labor. One reason is that as more variable factors are added to the fixed factors, increasingly crowded factory conditions reduce the productivity of each variable factor as, for example, workers continuously bump into one other. The other reason is that as more workers are added to the production process, the entrepreneur, as the fixed factor whose role it is to organize productive activities, experiences a “control loss” because of the increasing number of workers that he has to supervise and monitor.

Hence organization—in this case the relation between the entrepreneur as manager and the workforce that he employs—becomes central to the neoclassical theory of the firm, and places a limit on the growth of the firm. In making this optimizing firm the foundation for perfect competition, neoclassical economists simply assume that increasing costs set in at very low levels of output so that the firm is very small relative to the size of the industry, and hence its output decision does not affect the price at which it can sell its product. Why increasing costs should afflict firms at such low levels of output is not explained.2 This assumption is, however, essential for neoclassical economists to posit the possibility of perfect competition.

In the theory of the optimizing firm, the constraining assumption is that the entrepreneur passively accepts this condition of increasing costs, and optimizes subject to it as a constraint. In sharp contrast, in the theory of the innovating firm, the experience of increasing costs, as shown on the left-hand side of Figure 18.2, provides the firm’s strategic decision makers with an understanding of the limits of the initial investment strategy, and with that information they make additional new investments for the strategic purpose of taking control of the variable factor that was the source of increasing costs (for an elaboration of this argument, see Lazonick 1991: ch. 3).
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Figure 18.2 Innovative strategy and the reshaping of the cost curve



An innovating firm would not take a condition of overcrowding or control loss that results in increasing costs as a “given constraint,” but rather would make investments in technology and organization to change that condition. In effect, for the sake of improving its capability to develop and utilize productive resources, the innovating firm makes strategic investments that transform variable costs into fixed costs, which, in order to innovate successfully, it must now endeavor to transform into low unit costs.

What is the role of finance in the theory of the optimizing firm? A firm needs to finance fixed cost investments because, by definition, the returns from these investments are generated over time. The theory of the optimizing firm posits that, at any given point in time, the firm can sell all the output that it wants according to a known industry demand schedule. Hence, in theory, there are no risks entailed in the financing of investments over the period of time that it takes to amortize the investments. The cost of capital is built into the firm’s cost structure, and simply reflects the market price of finance.

Neoclassical theorists have recognized the adjustment problem that faces an industry when there is a reduction in demand. With market prices depressed, some firms should exit the industry. But given the assumption that all firms in the industry have identical cost structures, it is not clear why some firms would drop out of the industry, leaving the remaining firms to enjoy the restoration of “normal” profits. Rather, all firms in the industry, viewing their fixed costs as sunk costs, would continue to produce at the profit-maximizing level as long as the market price at least enables them to cover their variable costs. Under such conditions of “cut-throat competition,” firms in effect live off their existing investments while they lack the prospective returns to justify the financing of new investments (see Reynolds 1940 for a classic article explaining this).

In contrast, in the theory of the innovating firm, the uncertainty inherent in fixed costs is central to the analysis rather than just a by-product of ad hoc concessions to reality. The theory of the innovating firm assumes that the investments that the firm makes must be developed and utilized over time, as the firm transforms technologies and accesses markets, before returns from those investments can be generated, or indeed before the rate of return can even be known. The problem is not, as in the theory of the optimizing firm, whether the prevailing return on investment provided by existing technological and market conditions will continue in the future. Since the return on investment depends on the extent of the market that the innovating firm ultimately attains, and since that extent of the market is inherently uncertain, a return on investment does not even prevail in the present—that is, at the time when the investments in innovation are made.

Investments in innovation must be made despite the existence of uncertainties concerning prospective returns. The distinguishing characteristics of a particular industry derive from its particular technologies, markets, and competitors. As a result, any strategic manager who allocates resources to an innovative strategy faces technological, market, and competitive uncertainties concerning the eventual success of the strategy.

Technological uncertainty exists because the firm may be incapable of developing the higher quality processes and products envisaged in its innovative investment strategy; if one already knew how to generate a new product or process at the outset of the investment, it would not be innovation. Market uncertainty exists because, even if the firm is successful in its development effort, future reductions in product prices and increases in factor prices may lower the returns that can be generated by the investments. Moreover, the innovative enterprise must access a large enough extent of the product market to transform the fixed costs of developing a new technology into low unit costs. Like transforming technology, accessing the market is an integral part of the innovation process, and at the time when resources are committed to an innovative strategy it is impossible to be certain, even probabilistically, about the extent of the market that will be accessed.

Finally, even if a firm can overcome technological and market uncertainty, it still faces competitive uncertainty: the possibility that a competitor will have invested in a strategy that generates an even higher quality, lower cost product. Nevertheless, if a firm is to have the opportunity to profit and grow through innovation, it must invest in the face of uncertainty.

The optimizing firm may calculate, on the basis of prior experience, the risk of a deterioration in current market conditions, but it has no way of contemplating, let alone calculating, the uncertainty of returns for conditions of supply and demand that, because innovation is involved, have yet to be created. The fact, moreover, that the optimizing firm will only finance investments for which an adequate return already exists creates an opportunity for the innovating firm to make innovative investments that, if successful, can enable it to outcompete optimizing firms. Indeed, in the future, optimizing firms may find that the cause of the “poor market conditions” they face is not the result of an exogenous shift in the industry demand curve, but rather the result of competition from innovating firms that have gained competitive advantage while their own managers happily optimized (as indeed the economics textbooks instructed them to do) subject to given technological and market constraints.

The task for a theory of innovative enterprise, therefore, is to explain how, by generating output that is higher quality and/or lower cost, a particular enterprise can differentiate itself from its competitors and emerge as dominant in its industry. Unlike the optimizing firm, the innovating firm does not take as given the fixed costs of participating in an industry. Instead, the amount of fixed costs that it incurs reflects its innovative strategy. Neither indivisible technology nor the “entrepreneur” as a fixed factor (typical assumptions, as we have seen, in the neoclassical theory of the optimizing firm) dictates this “fixed-cost” strategy. An innovative strategy, with its fixed costs, results from the assessment by the firm’s strategic decision makers of the quality and quantity of productive resources in which the firm must invest to develop higher quality processes and products than those previously available or that may be developed by competitors. It is this development of productive resources internal to the enterprise that creates the potential for an enterprise that pursues an innovative strategy to gain a sustained advantage over its competitors and emerge as dominant in its industry.

The development of productive resources, when successful, becomes embodied in products, processes, and people with superior productive capabilities than those that had previously existed. But an innovative strategy that can eventually enable the firm to develop superior productive capabilities may place the innovating firm at a competitive disadvantage in the short term because such strategies tend to entail higher fixed costs than those incurred by rivals that choose to optimize subject to given constraints. As an essential part of the innovation process, the innovating firm must access sufficient markets for its products to transform high fixed costs into low unit costs, and so transform competitive disadvantage into comparative advantage.

These higher fixed costs derive from the size and duration of the innovative investment strategy. Innovative strategies will entail higher fixed costs than those incurred by the optimizing firm if the innovation process requires the simultaneous development of productive resources across a broader and deeper range of integrated activities than those undertaken by the optimizing firm. But in addition to, and generally independent of, the size of the innovative investment strategy at a point in time, high fixed costs will be incurred because of the length of time that is required to develop productive resources until they result in products that are sufficiently high quality and low cost to generate returns. If the size of investments in physical capital tends to increase the fixed costs of an innovative strategy, so too does the duration of the investment required for an organization of people to engage in the collective and cumulative—or organizational—learning that is the central characteristic of the innovation process.

The high fixed costs of an innovative strategy create the need for the firm to attain a high level of utilization of the productive resources that it has developed. As in the neoclassical theory of the optimizing firm, given the productive capabilities that it has developed, the innovating firm may experience increasing costs because of the problem of maintaining the productivity of variable inputs as it employs larger quantities of these inputs in the production process. But rather than, as in the case of the optimizing firm, taking increasing costs as a given constraint, the innovating firm will attempt to transform its access to high-quality productive resources at high levels of output. To do so, it invests in the development of that productive resource, the utilization of which as a variable input has become a source of increasing costs (see Figure 18.2).

The development of the productive resource adds to the fixed costs of the innovative strategy. Previously this productive resource was utilized as a variable factor that could be purchased incrementally at the going factor price on the market as extra units of the input were needed to expand output. Having added to its fixed costs in order to overcome the constraint on enterprise expansion posed by increasing variable costs, the innovating firm is then under even more pressure to expand its sold output in order to transform high fixed costs into low unit costs. As the innovating firm succeeds in this transformation, through the development and utilization of productive resources, it in effect “unbends” the U-shaped cost curve that the optimizing firm takes as given (see Figure 18.2). By shaping the cost curve in this way, the innovating firm creates the possibility of securing competitive advantage over its “optimizing” rivals.

As indicated in Figures 18.3a and 18.3b, the dynamics of the innovation process depend on the evolution of not only product costs but also product demand. Indeed, the two are interdependent because the attainment of low unit costs depends on the extent of the market that the firm accesses, and the extent of the market that the firm is able to access depends on the productive capabilities that it develops. At a point in time there exists a potential demand for a good or service that is dependent on both the incomes and wants of buyers. The innovative firm, however, must access these markets, a process that generally entails investments of considerable size and duration in sales forces, distribution and servicing facilities, advertising, and branding.
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Figure 18.3a Accessing market segments: product innovation
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Figure 18.3b Accessing market segments: process innovation



These investments, which add to the fixed costs of the innovative investment strategy, are necessary because of the need to inform and convince potential buyers that the product is in fact (given their wants) of “higher quality” than alternative goods or services that could satisfy those wants. These investments in accessing markets can shape the demand curve for the firm’s product by increasing the quantity of the product that buyers will demand at a given price. To some extent, this demand will become “dedicated” as buyers come to view the firm’s product as of higher quality relative to those of competitors; that is, buyers will be willing to pay a premium price for the firm’s brand. Market investments can also shape the price elasticity of demand for the firm’s product, as the buyers’ perception of its higher quality makes them less willing than they would have otherwise been to reduce the quantity demanded in response to an increase in price.

The dynamics of the innovation process can enable the innovating firm to capture progressively a number of market segments based on different income levels of buyers (see Figures 18.3a and 18.3b). Especially at the initial stages of the innovation process, the innovating firm may not have sufficiently developed its capabilities to gain access to all of these market segments simultaneously. Cumulatively, however, the ability of the innovating firm to access one market segment may provide a foundation on which it can develop capabilities to access other market segments as it transforms its ability to produce a higher quality, lower cost product, as indicated by supply curves t1 and t2 in Figures 18.3a and 18.3b (which reflect the type of transformation shown on the right-hand side of Figure 18.2).

As a general rule, as shown in Figure 18.3a, the innovating firm will access high-income, price-insensitive markets through product innovation and then proceed from the higher income segments to the lower income segments as it improves its manufacturing capability and achieves economies of scale. Conversely, also a general rule, as shown in Figure 18.3b, the innovating firm that is incapable of product innovation can enter an industry by accessing lower income, price-sensitive markets through process innovation, and then may seek to access higher income, more price-insensitive markets through a combination of improvements in both products and processes.

By meeting demand for an innovative product in the high-income market in the early stage of the innovation process, the firm generates revenues that help sustain the process, while, through the iterative investment process that I described earlier, the firm learns how to mass-produce and mass-market, thus gaining access to buyers who have a lower income and are hence more price-sensitive. In gaining access to lower income segments, as depicted in Figure 18.3a, the firm may also engage in process innovation. But its competitive advantage will come from product innovation. Indeed, as it moves into the lowest income, or mass-market, segments, the innovating firm will have to decide whether to continue manufacturing this product now that it has become a commodity.

Alternatively, an innovating firm may seek to capture existing mass markets through process innovation that, if it can attain a sufficient extent of the market, makes existing products lower in cost. In this case, as illustrated in Figure 18.3b, the innovative strategy will target lower income markets in the first phase. In subsequent phases, however, the innovating firm will seek to move into higher income segments of the market that can afford higher quality products by adding new product features to the advantages it has already gained through process innovation.

The innovating firm generates revenues when, as a result of developing and utilizing productive resources, it can offer buyers a product of a quality that they want at a price that they are willing to pay. What then determines output and price in a theory of innovative enterprise? The answers are not straightforward because the innovating firm’s pricing strategy and its investments designed to shape market demand are endogenous to the innovation process itself (see Moudud 2010; Spence 1981). The innovating firm will have a strong interest in increasing the extent of the market to which it has access. Greater market share not only lowers unit costs but also increases the learning experience of the innovating firm, while it helps to prevent rivals from gaining access to buyers not only at present but also in the future as buyers become customers who repeat their purchases of, and upgrade their demand for, the innovating firm’s products (see Christensen 1997). For the innovating firm, output and price are variables that are determined by its competitive strategy—a strategy that entails transforming technologies and accessing markets as the firm strives to differentiate itself from its competitors.

Technological transformation and market access require not only strategy, but also organization and finance. The revenues (and not just the profits) that the innovating firm generates can be critical to sustaining its success. When the innovating firm generates revenues, it has financial resources that can be allocated in a number of ways. If the gains from innovation are sufficient, the firm’s revenues create the possibility for self-financing. The firm may leverage this financing with bonded and bank debt on favorable terms, depending on its relations with the financial sector and its need for finance. For the innovating firm, financial resources not only fund new investment but also enable the firm to keep its “learning” organization intact. The innovating firm can use the gains of innovative enterprise to reward its employees for their application of skill and effort to transforming technology and accessing markets.

It may be that, as a result of sharing the gains of innovative enterprise with its employees, the firm’s wage bill is higher than those dictated by labor markets. Yet, depending on the extent of the changes in the supply and demand curves that result from the innovation process, its profits may be higher because of its higher wage bill. The gains of enterprise that the innovating firm has shared with its employees may have been critical inducements for gaining their cooperation in implementing its innovative investment strategy. In dynamic perspective, the innovating firm’s high wages may be integral to its dynamic capabilities that generate competitive advantage.

The innovating firm becomes dominant, therefore, by transforming the industry cost structure, shaping market demand, and producing a larger volume of output that it can sell at lower prices than optimizing firms in the industry. That is, by confronting and changing technological and market conditions rather than accepting them as constraints on its activities, the innovating firm can outperform the optimizing firm in terms of both output and cost. Unlike the optimizing firm, the innovating firm has an interest in lowering prices as part of a strategy to increase the extent of the market available to it, which in turn lowers unit costs further as the enterprise reaps economies of scale. The economies of scale are not given to the industry but reflect the innovating firm’s ability to transform the high fixed costs of its innovative investment strategy into the low unit costs that give it competitive advantage.

Indeed, given the high fixed costs of its innovative investment strategy, if economies of scale are not attained the innovating firm will be at a competitive disadvantage relative to the optimizing firm. Yet when the innovative strategy is successful, the innovating firm has the potential of not only outperforming the optimizing firm in terms of product quantity and price, but also generating sufficient surplus revenues to pay higher wages to employees and higher returns to other stakeholders such as suppliers, shareholders, and, through taxation, governments. So the innovation process can potentially overcome the “constrained-optimization” trade-offs between consumption and production in the allocation of resources as well as between capital and labor, and even between enterprise and society, in the allocation of returns. It is for this reason that innovation can form the foundation for equitable and stable economic growth, or what I have called “sustainable prosperity” (Lazonick 2009; Lazonick and O’Sullivan 2002).


The Illogical Monopoly Model


In the first decades of the twentieth century, the reality of the rise of the innovative managerial enterprise confronted the theory of the optimizing firm. Neoclassical economists responded by depicting the “monopoly model” as the analytical basis for assessing the performance of “big business.” Indeed, in the post-World War II decades, the monopoly model became the theoretical foundation of the “structure-conduct-performance” school of industrial organization, a neoclassical perspective rooted in the “ideal” of perfect competition (see Weiss 1979). According to the monopoly model, a firm that dominates its industry will raise prices and restrict output compared with prices and output under perfectly competitive conditions (see the left-hand side of Figure 18.4).
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Figure 18.4 The theory of innovative enterprise and the illogical monopoly model



The comparison of constrained optimization under conditions of perfect competition and monopoly contains, however, a fundamental flaw (see the right-hand side of Figure 18.4). The problem is not with the internal logic of the constrained optimization model per se, be it in its competitive or monopoly form. Rather the problem is with the logic of comparing the competitive model with the monopoly model within the constrained-optimization framework. If technological and market conditions make perfect competition a possibility, how can one firm (or even a small number of firms) come to dominate an industry?

One would have to assume that the monopolist somehow differentiated itself from other competitors in the industry. But the constrained-optimization comparison shown on the left-hand side of Figure 18.4, which demonstrates the inferiority of monopoly, argues that both the monopolist firm and perfectly competitive firms optimize subject to the same cost structures that derive from given technological and factor-market conditions.3 Indeed, except for the assumption that in one case the firm can make its profit-maximizing output decision as if it can sell all of its output at a constant price (according to a perfectly elastic demand curve) and that in the other case the firm is so large that it can only sell more output at a lower price (according to a downward sloping demand curve), there is absolutely nothing in terms of the structure or operation of the firm that distinguishes the perfect competitor from the monopolist! So how would monopoly ever emerge under such conditions?

Economists have long argued that natural monopoly characterizes some industries, as exemplified by electric utilities. Relative to the size of the market to be served, the fixed costs of setting up an enterprise in such an industry are so high that it is uneconomical to have more than one firm serving a particular market area. But, if that is the case, then the comparison of output and price under natural monopoly with the “optimal” levels of product price and product output under competitive conditions is irrelevant. If one opts for the “natural monopoly” explanation for the concentrated structure of an industry, one cannot then logically invoke the “perfect competition” comparison to demonstrate the inefficiency of monopoly.

Recognizing the irrelevance of the competitive alternative under certain technological and market conditions, governments have long regulated utilities by (in principle at least) setting output prices that can balance the demands of consumers for reliable and affordable products with the financial requirements of utility companies for developing and utilizing the productive resources that will enable the delivery of such products to consumers. The analysis of the conditions for evaluating such long-term projections concerning the evolving relation of supply of, and demand for, such products requires a theory of the innovating firm that can transform technological and market conditions, not a theory of the optimizing firm that takes these conditions as given constraints.

To draw conclusions concerning the relative economic performance of the optimizing firm of neoclassical theory, its output and price should be compared with those that can be achieved by an innovating firm that, as we have seen, transforms technological and/or market conditions to generate higher quality, lower cost products than had previously been available at prevailing factor prices (see Figure 18.1). As a general rule, the innovating firm has an interest in lowering prices in order to increase the extent of its market, thus driving down unit costs and expanding industry output.

The overall gains from innovation will depend on the relation between the innovating firm’s cost structure and the industry’s demand structure, while the distribution of those gains among the firm’s various “stakeholders” will depend on their relative power to appropriate portions of these gains. What is important in the first instance is that, as a result of the transformation of technological and market “constraints,” there are gains to innovative enterprise that can be shared. In expanding output and lowering cost, it is theoretically possible (although by no means inevitable) for innovative enterprise to result, simultaneously, in higher pay and better work conditions for employees, a stronger balance sheet for the firm, more secure obligations for creditors, higher dividends and/or stock prices for shareholders, more tax revenues for governments, and higher quality products at lower prices for consumers.


Implications of the Theory of Innovative Enterprise



The theory of innovative enterprise, with its critique of the neoclassical theory of the firm, confronts the methodology, ideology, and politics of conventional economics. Methodologically, the theory of innovative enterprise demonstrates the importance of an analysis that integrates theory and history so that theory functions as both a distillation of what we know and a guide to what we need to know. Ideologically, the theory of innovative enterprise argues that active markets in products, labor, and capital are outcomes, not causes, of economic development. Politically, the theory of innovative enterprise provides a framework for the governance of organizations and the regulation of markets to generate equitable and stable economic growth. In the concluding remarks that follow, I shall elaborate briefly on each of these implications of the theory of innovative enterprise.


Methodology


The theory of innovative enterprise posits that, under certain conditions, at certain times, and in certain industries, a business enterprise can exert its power over the allocation of labor and capital to transform the technological and market conditions that it faces at a point in time to generate higher quality, lower cost products over time. It follows from this definition that an optimizing firm that takes technological and market conditions as given in making its resource allocation decisions cannot generate innovation. As we have seen, the relation between an innovating firm and an optimizing firm can be modeled by asking how, by transforming technological and/or market conditions, a small number of innovative enterprises might be able to differentiate themselves from other firms in an industry to gain sustained competitive advantage. The innovative enterprise becomes dominant by transforming the industry cost structure and producing a larger volume of output that it can sell at lower prices than the industry’s optimizing firms. By confronting and transforming technological and market conditions rather than accepting them as given constraints on its activities, the innovative enterprise can outperform the optimizing firm. By expanding output and lowering prices, the innovative enterprise grows to be larger than the optimizing firm.

The elaboration of the theory of innovative enterprise requires systematic comparative-historical research on the organizational and institutional determinants of the processes that transform technological and market conditions to generate goods and services that are higher quality and lower cost than those that previously existed (see, e.g., Lazonick 2005, 2010a). Writing at the end of his career, Joseph Schumpeter (1954: 12–13) advised: “Nobody can hope to understand the economic phenomena of any, including the present, epoch who has not an adequate command of the historical facts and an adequate amount of historical sense or of what may be described as historical experience.” By “historical experience” Schumpeter meant the ability of the economist to integrate theory and history. For theory to be relevant to real-world phenomena, it must be derived from the rigorous study of historical reality. To develop relevant theory requires an iterative methodology; one derives theoretical postulates from the study of the historical record, and uses the resultant theory to analyze history as an ongoing and, viewing the present as history, unfolding process. Theory, therefore, serves as an abstract explanation of what we already know, and as an analytical framework for identifying and researching what we need to know.

Obviously, rigorous historical analysis is essential if an economic theory is to have descriptive value. But in contrast to the “positive” economic methodology proposed in the 1950s by Milton Friedman (1953), rigorous historical analysis is also essential if a theory is to have predictive value. Friedman argued that, because all theories involve abstraction from reality, one’s choice of theoretical assumptions does not matter as long as one’s predictions prove to be correct.

There are two basic problems with this methodological position. First, if one’s predictions do not prove to be correct (as has often been the case with neoclassical economists), then one requires a methodology that entails rigorous empirical analysis in order to discover what assumptions would yield correct predictions. Given their ahistorical constrained-optimization approach, neoclassical economists lack such a methodology. Second, even when one’s predictions do prove to be correct at one point in time, they may prove to be incorrect at another point in time because the underlying model takes as given one or more variables that are in fact integral to the changes that have occurred over the time period. Put differently, two very different theoretical models may yield the same predictions at a point in time, but only one of the models may be able to account for changes in outcomes over time (see, e.g., Lazonick 1992: ch. 4). If a theory is to have predictive (and hence prescriptive) value, rigorous historical analysis (brought up to the present) is a precondition for rigorous logical analysis.

Basic to overcoming the intellectual constraints that render mainstream economics irrelevant is the ability to do rigorous analysis of a dynamic historical process. To do historical analysis (again brought up to the present if one wants to inform current policy debates) does not mean, however, to neglect theory. Rather it means to make theory the servant of historical reality rather than a substitute for it.

In line with Schumpeter’s notion of “historical experience,” historical analysis provides us with the knowledge required to make relevant theoretical abstractions and to modify our adherence to abstractions previously adopted that fail to comprehend a changing reality. At the same time, theory provides us with a framework that directs our historical research to ask the relevant questions and explore the relevant material to provide answers. In short, economists require a methodology that brings history and theory into dynamic interaction with one another so that our theoretical deductions remain anchored in our understanding of historical reality. And when that historical reality is of an innovative economy, it will by definition be a reality that is always in the process of change.


Ideology


A methodological penchant for constrained optimization is conducive to an ideological attachment to the market mechanism as the preferred mode of resource allocation in the economy, because a reliance on the market to allocate resources undermines the ability of particular economic actors to exercise extraordinary control over the resource allocation process. In a “perfect” market economy individuals are, as Milton and Rose Friedman (1980) put it, “free to choose” how to allocate their own labor, capital, and income, but they are powerless to influence the resource-allocation decisions of anyone else.

Yet the existence in advanced economies not only of strong governments but also of powerful business enterprises—many of which employ tens of thousands and some even hundreds of thousands of people—raises questions about the roles of organizations and markets in generating superior economic performance. The theory of innovative enterprise posits that a key determinant of superior economic performance is the willingness of people who could make use of markets to pursue their own individual agendas to commit their working lives to collective organizations for the sake of developing and utilizing productive resources.

Investment in innovation is not a market process; it is not the response of producers to price signals that represent a demand for innovative capital products and consumer products. The market cannot demand products that do not yet exist. Developed markets in products, labor, and capital are outcomes, not sources, of investment in innovative organizations (see Lazonick 2003). Moreover, for the sake of continued innovation, the organizations on which the economy depends for investments in real per capita productivity growth need to regulate these developed markets. In the absence of regulation, developed markets will tend to disrupt and undermine the organizational processes that generate innovation.

Conventional economists assume that an advanced economy is a market economy in which millions of individual decisions concerning the allocation of the economy’s resources are aggregated into prices for inputs to and outputs from production processes. Any impediments to this process of market aggregation are deemed to be “market imperfections,” and any undesirable social outcomes from the process are deemed to be “market failures.” From the perspective of the theory of the market economy, liberal economists argue that the role of public policy is to design economic institutions to mitigate market imperfections by allowing market processes to function more smoothly and swiftly, and to remedy market failures through government intervention intended to achieve more socially desirable outcomes. Conservative economists counter that market imperfections reflect inherent and immutable human behavior and that market failures reflect unsubstantiated or unwarranted value judgments by their liberal colleagues. But both sides of the academic aisle work within a received intellectual framework in which the perfection of markets, in terms of both processes and outcomes, would be the best of all possible worlds.

Markets are of utmost importance to our economy and society; they can allow us as individuals to choose the work we do, for whom we work, where we live, and what we consume (Lazonick 2003). Insofar as we have market choices, however, it is because the economy is wealthy. If market processes cannot explain investment in innovation, then the “best of all possible worlds” cannot explain the wealth of nations. If we, as economists, want to devise public policies to shape the processes and influence the outcomes of investment in innovation, we need to construct an economic theory of “organizational success.”


Institutions


If one accepts that business enterprises are social structures that are in turn embedded in larger (typically national) institutional environments, a theory of innovative enterprise must itself be embedded in a model of the relations among industrial sectors, business enterprises, and economic institutions that can support the processes that transform technologies and access markets to generate products that are higher quality and/or lower cost than those that had previously existed. Figure 18.5 provides a schematic perspective on the interactions among sectors, enterprises, and institutions in shaping the social conditions of innovative enterprise.
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Figure 18.5 Social conditions of innovative enterprise



Innovation differs across industrial sectors (lower-left section of Figure 18.5) in terms of the technologies that are developed and the markets that are accessed. In the theory of the optimizing firm, business enterprises take technologies and markets as given: they constrain the “strategy” of the business enterprise to be like that of each and every other firm in the industry. In the theory of the innovating firm, in contrast, enterprise strategy transforms technology and accesses markets. In doing so, strategy confronts technological uncertainty—the possibility that an innovative investment strategy will fail to develop higher quality products or processes—and market uncertainty—the possibility that the strategy will fail to access a large enough extent of the market to transform the high fixed costs of developing these products and processes into low unit costs. But, as indicated in the lower part of Figure 18.5, the innovating firm must also confront competitive uncertainty—the possibility that even if the firm is successful in transforming technology and accessing markets to develop higher quality, lower cost products than were previously available, competitors will do the same thing better and cheaper.

The rise of new competition poses a challenge to the innovating firm. It can seek to make an innovative response or, alternatively, it can seek to adapt on the basis of the investments that it has already made—by, for example, obtaining wage and work concessions from employees, debt relief from creditors, or tax breaks or other subsidies from the state. An enterprise that chooses the adaptive response in effect shifts from being an innovating to an optimizing firm. How the enterprise responds will depend not only on the abilities and incentives of those who exercise strategic control, but also on the skills and efforts that can be integrated in its organization and the committed finance that, in the face of competitive challenges, can be mobilized to sustain the innovation process.

If and when innovation is successful in a particular nation over a sustained period of time, the types of strategic control, organizational integration, and financial commitment that characterize the nation’s innovating firms will constitute distinctive social conditions of innovative enterprise. Why, one might ask, would the social conditions of innovative enterprise exhibit similar characteristics across firms in a nation, particularly when they are engaged in different industries? And why, for a given industry, would the social conditions of innovative enterprise differ across nations?

The answer to both questions is that historically nations differ in their institutions. At any point in time these institutions both enable and proscribe the activities of firms, while over time distinctive elements of these institutions become embedded in the ways firms function. Of particular importance in influencing the social conditions of innovative enterprise are economic institutions related to governance, employment, and investment. Through a historical process, the strategic, organizational, and financial activities of a nation’s innovative enterprises shape the characteristics of these economic institutions, but these institutions also exist and persist independently of these enterprises as part of the “social fabric”—the rules and norms of the nation applicable to economic activity that find application in the social relations of that nation’s firms.

Governance institutions determine how a society assigns rights and responsibilities to different groups of people over the allocation of its productive resources and how it imposes restrictions on the development and utilization of these resources. Employment institutions determine how a society develops the capabilities of its present and future labor forces as well as levels of employment and conditions of work and remuneration. Investment institutions determine the ways in which a society ensures that sufficient financial resources will be available on a continuing basis to sustain the development of its productive capabilities. These economic institutions both enable and proscribe the strategic, organizational, and financial activities of business enterprises, thus influencing the conditions of innovative enterprise that characterize social relations in any given firm at any point in time. As these business enterprises succeed at innovation, they may reshape the conditions of innovative enterprise; for example, their strategic decision makers, acting collectively, may take steps to reform these institutions to suit the new needs of their enterprises.

This highly schematic perspective therefore posits a dynamic historical relation between organizations and institutions in the evolution of the social conditions of innovative enterprise. To go beyond this schema requires the integration of the theory of innovative enterprise with comparative research on the evolution of the conditions of innovative enterprise in different times and places—an exercise in comparative political economy. To study the innovative enterprise in abstraction from the particular social conditions that enable it to generate higher quality, lower cost products is to forego an understanding of how a firm becomes innovative in the first place and how its innovative capabilities may be rendered obsolete. A comparative-historical analysis enables us to learn from the past and provides working hypotheses for ongoing research. This approach also opens the door to the analysis of how political movements might operate at the intersection between economy and society to shape social institutions that, with innovative enterprise as a foundation, can achieve equitable and stable economic growth.

The objectives of government economic policy should be to support equitable and stable economic growth (see Lazonick and Mazzucato 2013). Growth is equitable when those who contribute to the growth process receive a commensurate share of the gains. The equitable sharing of the gains from growth should occur at the level of the enterprise through its relations with employees, suppliers, distributors, and financiers. Tax policy should be designed to ensure that the government secures an equitable return from the business sector on government investments in physical and human infrastructure as well as subsidies that companies use to generate innovation and growth.

When certain types of participants in the economy extract much more value than they create—that is, when the distribution of income is highly inequitable—the economy becomes unstable. The relation between consumption and production is thrown out of balance. Speculative investments are encouraged. Those who extract more than they create have an interest in manipulating financial markets to increase their own gain. Government policies should be designed to reduce the possibilities for value extraction that is not warranted by value creation. Such policies would seek to preserve the incentives to innovation while reducing the possibilities for gains from speculation and eliminating the possibilities for gains from manipulation.

In my recent empirical work on the current state of the US economy, I have argued that value extraction has indeed come to dominate value creation, and that the market-based ideology of “maximizing shareholder value” is destroying the US economy (see Lazonick 2014a, 2014b, 2015a, 2015b). In the United States and elsewhere there is a pressing need to understand the politics that has enabled the financial economy to dominate the productive economy. Suffice it to conclude this chapter with the argument that the analyses of how an economy achieves equitable and stable economic growth and the forces that undermine it require, as a foundation, a theory of innovative enterprise.
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1 See Lazonick (2002) for the relation between the “social conditions” perspective and the “dynamic capabilities” approach of Teece, Pisano, and Shuen (1997). See Teece (2009, 2010) for the subsequent development of the dynamic capabilities perspective.

2 I am grateful to Jamee Moudud for raising this point.

3 The left-hand side of Figure 18.4 compares output and price of monopoly and perfect competition along the same industry supply curve, demonstrating that, comparatively, monopoly lowers output and raises price. Of course, if perfect competition could actually exist in this industry, the entry of perfectly competitive firms would expand output and lower price even more until the industry equilibrium is reached with price at the lowest point of the average cost curve (as shown on the right-hand side of Figure 18.4). But the logic of the argument to demonstrate the inferiority of monopoly remains nonsensical; if one firm can dominate the industry, why would one assume that it has the same cost structure as would be the case if the industry were characterized by perfect competition?



CHAPTER 19

Corporations In The Clouds?

the transformation of the corporation in an era of disruptive innovations

Danielle Logue



Introduction


We have long witnessed the disruption of corporations by innovation, from the electric light to the building of US railways. From studies of these episodes of disruption, we have gleaned understandings of how corporations engage in and respond to innovation. For example, from the analysis of Edison and his electric light (Hargadon and Douglas 2001), we observe that it wasn’t just the technology (the electric light) that disrupted—it was an entire ecosystem that Edison developed in order to create and capture value from this innovation, overthrowing the incumbent gas industry in only fifteen years. Similarly, we observe how the development of US railways in the nineteenth century, a disruptive technical innovation, resulted in corporations being able to service multiple markets and geographies, and the consequent emergence of the new corporate multidivisional form (Fligstein 1990). While disruptive innovations may take the form of an exogenous shock to a corporation or industry, most innovation is more incremental, yet can be disruptive over the longer term (Campbell 2004).

Indeed, the nature of disruptive innovations today—whether technological, product, process, business model, or investment model—is contributing to some claims that the modern (public) corporation is not only being disrupted and transforming, but possibly collapsing (Davis 2011, 2016). “Disrupt, and you will be saved” (Lepore 2014). As Walgenbach, Drori, and Höllerer (2017: 100) point out, “the modern corporation is rather an assemblage of organizational units, and … its boundaries are fractured by its various relations with clients, suppliers, sub-contractors, and other entities in the organizational environment as well as by more fluid forms of organizing.”

In this chapter I consider the historical changes in the way corporations engage in innovation, conceptualizations of disruptive innovation, and the consequences of recent developments in technology, models and movements for the corporate form (particularly boundaries), practices, and leadership. I conclude with considerations of how disruptive innovations are impacting the role and significance of the corporation in modern society.


Conceptions of Corporate Innovation


Around twenty years ago, the business press was heralding the age of the virtual corporation—where technology would allow the sharing of services and resources, leading to outsourcing of all activity that wasn’t central to a firm’s core competencies. Far from being “management-consultant cyberspeak,” the virtual corporation was presented as an organizational form consisting of

a temporary network of independent companies—suppliers, customers, even erstwhile rivals—linked by information technology to share skills, costs, and access to one another’s markets. It will have neither central office nor organization chart. It will have no hierarchy, no vertical integration. (Byrne 1993)

Fast-forward to today, and we have arguably witnessed the “triumph of the virtual corporation” to the point where Davis (2011) suggests, in regard to the public corporation, it is “in its twilight years.” Davis writes that the numbers of publicly listed corporations have declined by half in the USA in the past decade or so. He suggests this may be due to increased government regulation on public corporations, or perhaps because “in a world where product categories rise and fall quickly, where brands offer little protection from competition, and where anyone can assemble the components for a business, the public corporation may no longer be a good bet” (Davis 2013, 2016).

Indeed, over the era of the virtual corporation, we have seen what Davis (2011, 2016) describes as the “Nikefication” of the corporation. From the downsizing and outsourcing practices of the 1980s and 1990s, corporations, public or private, have fewer employees, and those employees are often part of a flexible workforce of casual labor and subcontractors. There is also the focus only on value-adding activities such as design and marketing, where manufacturing and production is outsourced, with Apple being a frequently cited example in this regard. Existing as a “nexus of contracts,” the boundaries of the corporation are also harder to define or maintain; corporate identity is less coherent due to the management of hundreds of brands; nationality of the corporation is flexible, often depending on the most attractive tax rates (with attempts to minimize or avoid tax payments attracting worldwide attention from government taxation departments). Hence, this fluidity of boundaries and lack of physicality reflects the title of this chapter in describing “corporations in the clouds” (and not just the use of cloud computing for business operations).

It is against this background that we have seen a transformation in the ways the corporations engage in innovation. In the sections that follow, I discuss the development of the notion of disruption innovation and summarize the main innovation dichotomies that have emerged from years of academic research on how corporations innovate. I then focus on the implications of open innovation and business model innovation for the corporation, and detail current responses of corporations to disruptive innovation.


“Disruptive Innovation”


One of the most cited pieces of work on corporation innovation was Christensen’s (1997) The Innovator’s Dilemma, in which he arguably coined the phrase “disruptive innovation.” Here, disruptive innovation is described as leading to the creation of a new market, or new value network, often displacing existing technologies or business models. This is in contrast to sustaining innovation, which Christensen describes as providing incremental improvements on existing products, service, or models. Christensen draws on the work of Joseph Schumpeter (1939), whose analysis of business cycles theorized “creative destruction”—where old technologies and markets are destroyed in the path of progress (as new products are brought to market). It was rather a critique of the capitalist system (that is, the system would have to destroy itself in order to proceed), yet has become a catchphrase for understanding corporation innovation in the development of new technologies and markets.

The Innovator’s Dilemma was very much focused on understanding why corporations fail, especially corporations who had been at the top of their game, but were then destroyed by new innovations. There are of course many reasons why corporations fail, yet Christensen (1997) argues that a key reason is that successful corporations were focused on sustaining innovations—that is, often incremental improvements that enhanced competencies of existing products. They often did not pay attention to disruptive innovations (or radical innovations) that were competence-destroying and so making existing products obsolete (think music cassettes to CDs). He argues that “precisely because these firms listened to their customers, invested aggressively in new technologies that would provide their customers more and better products of the sort they wanted, and because they carefully studied market trends and systematically allocated investment capital to innovations that promised the best returns, they lost their position of leadership” (Christensen 1997: xii).

Christensen argues that disruptive technologies cause problems because they do not initially satisfy the demands of even the high end of the market. Because of that, large companies choose to overlook disruptive technologies until they become more attractive profit-wise. Disruptive technologies, however, eventually surpass sustaining technologies in satisfying market demand with lower costs. When this happens, large companies who did not invest in the disruptive technology sooner are left behind. This, according to Christensen, is “the innovator’s dilemma.”

Large companies have certain barriers to innovation that make it difficult to invest in disruptive technologies early on. Baggage from precedents (such as equipment, training, procedures) hinders a quick response to disruptive technologies. Large companies also have an established customer base to which they must be accountable. These customers often ask for better versions of current products rather than completely new technologies. Customers are a substantial barrier to innovation. Finally, companies make decisions according to their place in the value network—or, to put it simply, companies make decisions according to where they are in the existing market.

Disruptive technologies can take many forms—from new markets, new products, new legislation and political rules, new business models, new needs and consumer behaviors, and unthinkable events (such as 9/11). Christensen’s (1997) theorizing contributes to work around dynamic capabilities (Eisenhardt and Martin 2000; Winter 2003) and the notion of ambidextrous organizations (O’Reilly and Tushman 2004). Here, it is suggested that corporations need to simultaneously exploit what they are currently good at (sustaining innovations) and explore new markets and products (disruptive innovations) that might challenge their market leadership or sustainability.

While Lepore (2014) criticizes Christensen for his methodology and the data on which his theorizing rests, the conceptualization of disruptive or sustaining innovations reflects the ongoing challenge for corporations today in allocating attention and resources to all forms of innovation. It remains a difficult task when it challenges a corporation’s status quo and cannibalizes existing success.


Innovation Dichotomies



Since Christensen’s (1997) earlier theorizing, significant research has occurred over the past decades to understand innovation processes and, more broadly, processes of change (for a review see Fagerberg, Mowery, and Nelson 2006). This research can be summarized into several key innovation dichotomies for corporations: disruptive verse sustaining (also referred to as “radical verse incremental,” and more about scale and pace of innovation); focus (product, process, service); drivers (technology push or market pull); type (technological or business model/non-technological); and source (open or closed). As we have considered disruptive and sustaining innovations in the section “ ‘Disruptive Innovation,’ ” we now consider focus, drivers, type, and source.


Focus


Product or process (and also service): studies of innovation have seen how firms and industries shift attention from product innovation to process innovation over the life cycle of a technology. As originally presented by Abernathy and Utterback (1978), product process transition curves show how a dominant (product) design emerges, which is then followed by attention and activity on improving the process by which the product is made. Some firms are focused on product innovation; for example, Apple focuses on product design and marketing, and outsources manufacturing and production mainly to Foxconn in China. Once a dominant design is established, innovation focus switches to process innovation, as competition shifts to producing the dominant design as efficiently as possible. For example, Henry Ford’s great process innovation was the moving assembly line in 1913. The Abernathy and Utterback model (1978) still holds for corporations engaging in innovation today, and is reflected in Christensen’s argument in The Innovator’s Dilemma, where smaller firms (challengers) are more likely to be successful when a dominant design is not yet established or when the dominant design is collapsing. Larger corporations, incumbents, typically have the advantage during periods of dominant design stability, when scale economies and the ability to roll out process innovations matter most. A related body of work has developed in services innovation—be that services as a product, process, or firm (Miles 2005). Service innovation is often associated with innovation in non-technological areas, such as new customer interfaces or distribution channels (den Hertog 2000), and is reflective of discourse surrounding many developed nations as “service economies,” where much of GDP comes from knowledge-intensive and services industries (for example, professional services, accounting, higher education), as opposed to traditional manufacturing.


Drivers


There are many drivers of innovation, yet two primary drivers can be described as “technology push” or “market pull” (Brem and Voigt 2009). For example, in “technology push” new knowledge or technology created by scientists pushes the innovation process; in this view, corporate managers should spend much on R&D, to make innovation happen. The alternative driver of innovation for corporations is “market pull,” which focuses on the importance of actual use. Here, users are viewed as actual innovators. In this view, managers should listen more to users than scientists. Essentially it is about achieving a balance here (for managers) and having the right mix of internal and external experts in front-end innovation processes in corporations (Brem and Voight 2009).


Type


Many successful innovations do not rely simply on new science or technology, but involve reorganizing into new combinations all the elements of a business. Osterwalder and Pigneur’s (2010) development of the business model canvas, a tool to map nine components of a startup or corporation, has become a worldwide phenomenon, shifting discussions to business model innovation (rather than only technological), and attention to how a firm intends to create and capture value. This builds on earlier work arguing for corporate attention to value chains, value nets, and value constellations (Norman and Ramirez 1993) in the identification of where value can be created and captured—both within the firm and by reconfiguring the value chain (and its place in it). Swedish furniture design and manufacturing firm, Ikea, is a classic example here due to its reconfiguration of production, distribution, and the role of the consumer (in packing, transporting, and building its product). Thus, the source of innovation is not necessarily technological developments but achieved through better connections and relationships between these nine suggested components of a business model. Common examples of business model innovation include Threadless, a firm that started selling t-shirts, but did so by enabling customers to design, vote for, and win production of their t-shirts, which were then widely sold (providing Threadless with design and intellectual property, content, free marketing, and knowledge of what designs would generate the most sales).

The emergence of discount airlines is another example of business model innovation. For example, Ryanair offers cheap flights, direct sales through the Internet, which cuts out travel agents, and also uses cheaper secondary airports in major cities. In this instance, Internet sales and cheaper airports were much more important than technological innovation. Chesbrough (2003) in earlier years argued for a corporate focus on business model innovation. While corporations were spending millions on R&D, far less was spent on exploring various business models that could bring those innovations to market in new, and more profitable ways. For example, at the time of writing, the largest taxi company in the world is Uber, who owns no vehicles; Alibaba, the world’s most valuable retailer, has no inventory; and AirBnB, the world’s largest accommodation provider, owns no real estate. As Davis (2011) states, “The ability to rent rather than buy productive capacity means that pop-up businesses are replacing large incumbents in many industries. As a result, the corporation itself is increasingly besieged as an institution for aggregating economic power.”


Source


Chesbrough (2007b) has described the change in corporate innovation as a paradigm shift in the past decade from closed to open. Traditional approaches to innovation were to rely on the corporation’s own internal resources and control systems, and to protect the innovation process and its outputs. The history behind this mode of operating was that at the beginning of the twentieth century, universities and government were not involved in the commercial application of science. Corporations thus had their own R&D departments and managed the entire new product development cycle. Consequently, R&D investment was a barrier for new entrants hoping to compete. Yet, over the course of the twentieth century, workers became increasingly mobile and available, the capability of external suppliers improved, venture capital markets emerged, and consequently opportunities emerged to commercialize ideas that were previously “sitting on the shelf” (Chesbrough 2003, 2007a). Large corporations became increasingly challenged by new startups and their ability to get new ideas to market in different ways. The greater speed of research and development necessitated a shift to what is now described as “open innovation” for larger corporations. In a world of widely distributed knowledge, companies cannot afford to rely entirely on their own research, and instead need to also buy or license innovations, or enable unused internal innovations to spin out into new ventures (Chesbrough 2003). Since Chesbrough’s early (2003) work on this topic, discussions around open innovation have evolved further in recent years, with the development of business models that make the boundaries of the firm even more porous, and directly involve various stakeholders (particularly customers) as co-creators.


From Open Innovation to Co-Innovation


In the past decade, open innovation practices have increasingly attracted industry and research interest (Dahlander and Gann 2010). Pedersen (2010) outlines a number of empirical studies that have demonstrated the relevance of open innovation techniques (e.g., Chesbrough and Crowther 2006; Dodgson and Gann 2006; Huston and Sakkab 2006; Rohrbeck and Hoelzle 2009) and concludes that, at this time, evidence is inconclusive regarding the effectiveness of open innovation techniques. In an open innovation model, it appears that firm activity is coalescing around two complementary kinds of openness. One is “outside in,” where a company makes greater use of external ideas and technologies in its own business. The other kind of openness is “inside out,” in which a company allows some of its own ideas, technologies, or processes to be used by other businesses. There is also discussion around “openness” as outcome or process. For example, Huizingh (2011) distinguishes three different framings of open innovation:



• “private open innovation,” where the process is open, but the outcome is closed;

• “public innovation,” where the outcome is open, but the innovation process is closed;

• “open source innovation,” where both the outcome and process are open.



While open innovation blurs the boundaries of the firm, it maintains the firm as the source of innovation through the formulation of a business model and ownership remains with the firm (Edwards, Logue, and Schweitzer 2015). Where both outcome and process are open, this often leads stakeholders to co-create (or co-innovate) with the firm, and fundamentally challenges the ownership of the innovation process (Edwards, Logue, and Schweitzer 2015). That is, who should profit from the ideas if they are co-created? How should this be managed and by whom?

Co-innovation is the latest stage in the evolution of innovation (Lee, Olson, and Trimi 2012). In co-innovation, the customer is now at the center of the business model—as a supplier, a producer, a tester, a marketer, a participant, and a consumer. For example, we see this through the co-creation business models of Threadless (t-shirt design and production) and Local Motors (car design and production). While both very successful business models in terms of profitability and developing niche competitive advantage, they do raise debates around the ownership of ideas. For example, in response to consumer concerns over the distribution of profits from Threadless, the company decided to return design rights to the artists/consumers after a certain period of time. Local Motors traces contributions to the design of cars through their platform, to ensure accurate financial and design attribution. There are several emerging models of co-innovation in which corporations engage (Chen, Tsou, and Ching 2011; Langner and Seidel 2015):



• Competitive co-innovation—where the firm or organization has significant control over the creative process. The company seeks to innovate services through input from stakeholders during the co-creation process. One method of doing this that has received particular attention has been on the generation of ideas through competitions, often labeled as “crowdsourcing” (Howe 2008).

• Community-based competition co-innovation—in contrast to competition-based open innovation models, where contributors are unknown to each other and do not typically collaborate on solutions, another form of open innovation is what are known as community-based competition models (Langner and Seidel 2015). Here, the value may be generated in an exchange between customers, facilitated through a business or online open platform/co-created service that produces a new product.

• Open source co-innovation—here the product (or service) is created by the users for the users. It is both open in the process of the creation and in the outcome. Examples of open source co-innovation include the Linux operating system and also Wikipedia (Boudreau and Lakhani 2009). This is far more community-based open innovation, centered around norms of sharing and joint production (O’Mahony and Ferraro 2007). The value of openness is enhanced with every user—as they directly contribute ideas and content to improve the variety and quality of the product.



The means of interaction, common in many open innovation processes, seems to be facilitated most easily at this time by online platforms. Edwards, Logue, and Schweitzer (2015) suggest understanding these co-innovation models along several dimensions. First, the level of company control over the co-creation process (level of competition). Second, how the relationships among participants (level of community) also influence the co-creation process. Third, the balance between competition and community directly impacts on where the power sits in the co-creation process (locus of power). In thinking of where firms create and capture value, the construction and management of the co-creation process then shifts to who gains most (value) in the process (locus of value in-use).

Overall, these new business models of co-innovation present opportunities and challenges for corporations. For example, the core competency or competitive advantage of a firm may be a community of designers over which they have no formal control. This community then needs to be continuously managed, engaged, and motivated to ensure the survival (and success) of the firm. In addition to governance issues surrounding recognition and compensation of contributions, it also makes the boundaries of the corporation even more permeable.


Current Methods and Models of Corporate Innovation




The Logic of the Startup: From Disruption to “Lean”


Corporations are following the innovation processes of startups. Lepore (2014) writes that the innovator’s dilemma, and its focus on disruptive innovation, essentially draws on the logic of the startup. The logic of disruptive innovation is the logic of the startup: “establish a team of innovators, set a whiteboard under a blue sky, and never ask them to make a profit, because there needs to be a wall of separation between the people whose job is to come up with the best, smartest, and most creative and important ideas and the people whose job is to make money by selling stuff” (Lepore 2014). This description of corporations having a separate “innovation unit” (or “skunk works”) that was often rather separate from the main organization, underfunded and having limited success, is perhaps an outdated view of how corporations innovate. As we have seen the logic of the startup change (Ries 2011), this is increasingly reflected in corporate understandings of innovation and entrepreneurship (or rather intrapreneurship).

So what is the logic of the startup today? The publication of The Lean Startup by Ries (2011) has diffused rapidly and globally among startup communities. Drawing on his own entrepreneurial successes, Ries advocates for a process of entrepreneurship (and essentially innovation) that focuses on quickly developing a prototype as cheaply as possible, testing it with as many potential customers as possible, and reiterating this process until you have a minimum viable product (MVP) or decide to pivot (change direction). Once you have an MVP, you can then consider wider customer testing and scaling. This is the mantra of failing fast and failing early. The process has contributed to the standardization and routinization of the entrepreneurship process, in becoming a handbook for would-be entrepreneurs. It arguably has also contributed to the scientization of the entrepreneurial process, and vouches for a process of experimentation and testing, with minimal investment of resources and time. Larger corporations are now trying to be more like startups, following this logic. Corporations are even establishing their own “garages” and “innovation labs” as dedicated spaces for developing and testing innovations, and running internal “hackathons.”


Acceleration and Incubation: Creating Ecosystems, Participating in Ecosystems


In the generation of new ideas, support systems have emerged for startups, namely in the form of incubators and more recently accelerator programs. Incubators have transformed from being locations of cheap rent, to core sites of entrepreneurial activity—still providing cheaper rent, but also legal, intellectual property, and other services, including mentoring, on an as-needs basis. One of the earliest accelerator programs, the Y-Combinator accelerator program, emerged out of Silicon Valley, and has become a model replicated globally, taking startups (and their founders) through a two- to three-month “boot camp” where they develop and test their ideas, and possibly secure venture funding (or further mentoring) at the end of their program. Accelerator programs have become de rigueur in national innovation ecosystems, with government, universities, and now corporations involved in their delivery and sponsorship.

The involvement of larger, traditional corporations in incubators and accelerator programs hasn’t gone unnoticed. Corporate sponsorship of incubators and accelerator programs is a cost-effective way to “do innovation” in part—perhaps enabling the more difficult “explore” part of desired ambidextrous organizations (while in-house teams focus on improving existing products and processes). The involvement of corporations varies, from providing office space, start-up grants, and mentoring, in return for equity stakes in the selected startups. This way corporates also get to take a better and first look at new products or services, either within or outside their current areas of activity, and employees may also gain new skills and knowledge through the mentoring process. The startups are all free from the constraints of corporate bureaucracy, of human resource and finance departments, and also out of view of shareholders (providing more freedom to fail). Often the corporations can also benefit from the reputational benefits from engagement in and support of local (or national) entrepreneurial ecosystems.

If corporate innovation processes are premised on the belief that “disruptive innovation” will come from external sources, sponsorship and involvement in incubators and accelerator programs are a way to tap these external sources. For corporations, the benefits of this involvement in the startup world, albeit at comparatively low cost and at low risk, help solve the difficulties of larger corporates as outlined originally by Christensen (2013: 129): “Disruptive technologies facilitate the emergence of new markets and there are no $800 million emerging markets … But it is precisely when emerging markets are small—when they are least attractive to large companies in search of big chunks of new revenue—that entry into them is so critical.”


Generating and Sourcing New Ideas Internally



In addition to focusing on the external sources of innovation, many corporations are developing new internal processes and training programs to generate new ideas. This may include training programs for staff in design thinking, or open innovation models and involving more stakeholders (especially customers), or trying to foster a culture of “intrapreneurship” (acting like an entrepreneur but in a large corporation).


Open Innovation


We have already considered how open innovation models are ways for firms to simultaneously control yet open up the innovation in terms of process or outcome. This is commonly done via online platforms. While criticism abounds as to how different this is from gathering insights from customers via focus groups, open innovation models do enable corporations to source many more ideas, cheaply and quickly, and possibly from all over the world. Customers can also become co-creators, suppliers, and marketers for the firm. In addition, the opening up of the innovation process is not always occurring online, with firms continuing to engage in real time and face to face with customers and users. For example, in the 3D printing space, General Electric has participated in building “GE Garages,” spaces where “makers” can come and learn methods of prototyping and manufacturing new products.


Design Thinking


Design disciplines have been dealing with open, complex, dynamic, and networked (i.e., wicked) problems for a very long time, so a specific set of problem-solving practices has been developed and professionalized, particularly around the way designers deal with the collaborative framing and reframing of problem situations as well as their approach to generating, prototyping, and testing alternative solutions iteratively. Design thinking, with academic lineages to Simon (1969) and popularized by design firms such as IDEO, and described by some (Forbes) as a “unified framework for innovation,” is about unwrapping the problem-solving process: it suggests that the creative process is not sequential, but overlapping and iterative. It requires input from people from different disciplines and backgrounds; it is argumentative, and requires integrative thinking (Edwards, Logue, and Schweitzer 2015). It is about “failing forward,” rapid prototyping, and using the wisdom of crowds. In large corporations, staff development programs on design thinking often reflect five stages (noting that this is an iterative rather than linear process):



1. Empathize—a human-centered starting point to understand the issue, developing user and stakeholder insights.

2. Define—synthesizing findings from empathy work and defining the particular problem.

3. Ideate—brainstorming many solutions to the problem.

4. Prototype—quickly developing a physical prototype (or physical user experience) of the proposed solution.

5. Test—trying out the prototype with real users, generating more insights and empathy findings.



Arguably, when training staff in design thinking, they are often trained in research method—essentially to become social scientists. They are trained in interviewing, observing, and surveying the customers, users, and stakeholders associated with the problem area, in experimenting by identifying hypotheses and creating tests, and then in building prototypes (minimum viable products) to test their solutions and validate (or invalidate) their hypotheses.


Multidisciplinary Teams, Networks, and Social Capital


Central to design thinking work is the creation of multidisciplinary teams and collaboration, in order to ensure diverse perspectives are integrated into problem definitions and solution generation. This notion of drawing insights from diversified and varied fields reflects the arguments around the types of networks that entrepreneurs (or rather intrapreneurs) need in order to be successful.

Granovetter’s (1995 [1975]) study of the value of the “strength of weak ties” remains a foundational premise on the networks that entrepreneurs/intrapreneurs need to succeed. This was furthered by Burt’s (1992) work on structural holes, and the value that may accrue to entrepreneurs/intrapreneurs from filling these holes. That is, there is significant value from having connections to distant fields, and being the broker between different groups (even within a large corporation). For example, being this “broker” may:



• provide a broad base of referrals to customers, suppliers, alliances, and employees for a project;

• improve due diligence on potential customers, suppliers, alliances, employees, financing, and alternative organization models;

• increase the probability of knowing which of alternative ways to pitch the project will most appeal to specific potential customers, suppliers, or other sources of support.



Relationships clearly matter to entrepreneurs/intrapreneurs, but understanding how they function requires an appreciation of social capital. The value that is accrued by the structure of personal networks is described as “social capital” (see Bourdieu and Wacquant 1992). Social capital is the goodwill that is engendered by the fabric of social relations and that can be mobilized to facilitate action (Adler and Kwon 2002; Cope, Jack, and Rose 2007). In their investigation of the types of capital that increase the likelihood of success of entrepreneurial ventures, Davidsson and Honig (2003) find that social capital is more influential than human capital (formal education, previous experience). Hence, intrapreneurs would be well advised to develop and promote networks of all sorts, particularly inter-firm and intra-firm relations, and corporations should pay careful attention to the connection of innovation teams to other groups within the organization and the development of social, network, and mentoring capabilities (Davidsson and Honig 2003). Therefore, understanding networks and structural holes is important for leverage, diffusion of ideas, and information flows within organizations.


Cases/Examples



Examples of current disruptive innovations are included in this section with the knowledge that history may find them as amusing as Christensen’s analysis of floppy disk drives. However, they too are reflective of current methods in which many corporates engage in innovation, highlighting the opportunities and challenges of operating in an “open innovation” paradigm.


Technology: 3D Printing, Drones, Blockchain, and Artificial Intelligence (AI)




3D Printing


Many would argue that, at the time of writing, 3D printing is not a new technology and has been available for many years. However, what we are seeing is the emergence of smaller and cheaper 3D printers for personal or home use, in addition to mold-making and prototyping. Indeed, the McKinsey Global Institute recently identified 3D printers as having high potential for economically disruptive impact between now and 2025. Companies such as Makerbot are leading in the selling of 3D printers.

As we saw the revolution in the diffusion of personal computers, what might this localized opportunity for 3D printing mean for larger corporations? Bernstein and Farrington (2014) ask these questions and consider the implications for the traditional manufacturing model: “Our current model of producing goods is built around large-scale, globally linked manufacturing facilities with massive, complex lines of supply and delivery. What happens when 3-D printers overtake current models in terms of speed and cost effectiveness, allowing goods to be custom made for little cost by localized manufacturing hubs? Will we still need today’s manufacturing model?” (Bernstein and Farrington 2014).

Government bodies are producing scenarios of the implications of this disruptive technology for many industries. Some suggest that “The result [of more localized and personalized 3D printing] is a more anticipatory model of manufacturing and new product development that quickly produces goods for small markets in order to test which products will be successful on a larger scale. All products bear a licensing agreement that makes each consumer an official beta tester of the purchased ‘prototype.’ ” This may see the marketplace identifying the preferred products to mass-produce, or corporations providing online platforms (with product software) to print at home. Kanter (2013) suggests that “The easy availability of systems that can replicate anything will then mean that the value-added premium will go to designers, customizers, or hand-crafters.”

This is connected to a social movement labeled the “maker movement” where people are able to fund, design, prototype, produce, manufacture, distribute, market, and sell their own goods. As a consequence, creation shifts geographically to local, philosophically to sustainability, and legally to force the adaptation of new intellectual property laws as people move from consuming to creating and sharing.


Drones


Technology that was originally intended for military weapons is rapidly becoming a consumer device and disruptive innovation. Personal drone devices are used for anything from panoramic “selfies” to delivery services. Many startups are emerging that wrap new business models around drones. China appears to be leading the production of drones, so while little value is available in production of these machines, it seems their business and personal applications is where we may see innovation in business models. Already firms are emerging to help businesses to acquire and use drone data—in building and civil engineering, in emergencies and disasters, and in rescue missions.

Following a similar pattern to other technologies, the rapid reduction in price and the drone’s emergence as a consumer device is disrupting many corporations in many markets, in addition to governments and the legalization of fly zones and citizen privacy. Here we see a technology that is colliding with institutions (Hargadon and Douglas 2001), as a new ecosystem or field evolves and corresponding business models emerge (Zietsma et al. 2017). The labeling and categorizing of these new technologies will also impact on the innovation process and available business models (Logue and Clegg 2015). For example, as a new technology is reconceptualized from a military weapon to a child’s toy, to a consumer device, this will shape the broader ecosystem and government rules and regulations around this growing industry.


Blockchain and AI


More disruptive than these well-established technologies is the development of blockchain, and the role this technology will play in distributing trust in new ways across industries and value chains, and its implications for organizational structure and boundaries (Seidel 2018). Blockchain, as distributed trust technology, enables new models of interaction and exchange that don’t require (or greatly reduce) the need for third parties or traditional intermediaries, greatly changing market and supply chain coordination processes. It initially came to broader public (and corporate) attention via its use in cryptocurrency, and the development of one the earliest—Bitcoin. As Seidel (2018: 40) describes: “A blockchain database is an immutable ledger of transactions which is not maintained by a centralized organizational authority.” This means it provides a transparent, accessible, historical record of transactions that consequently do not require authentication by a central authority (Swan 2015). This has the capacity to disrupt or impact all corporations.

We are also witnessing the rise of non-human, intelligent actors—or wide growth and application of artificial intelligence in business processes and coordination. The increased availability of advanced algorithms for decision-making and resource allocation has contributed significantly to the automation of tasks and jobs, and more radically some suggest, the balance between the social and the technological is shifting to the artificial (Bostrom and Heinen 1977). When artificial intelligence is combined with smart contracts and blockchain, “the possibility appears of developing organisations that are completely built up with code, without management or employees involved, so-called Decentralised Autonomous Organisations, whereby artificial agents act completely autonomously with intentionality” (Bannon 2016; Seidel 2018; van Rijmenam and Logue 2018). The degree of disruption for corporations, the future of work, and ultimately human–AI power relations is overwhelming.


Process: Open Innovation and the Co-Innovation of Professional Services


Design thinking has become a popular process borrowed from the design world and readily adopted by the business world. As a problem-solving and idea-generation process, it is human-centered, integrative, optimistic, and collaborative (see Buchanan 1992). “It is a discipline that uses the designer’s sensibility and methods to match people’s needs with what is technologically feasible and what a viable business strategy can convert into customer value and market opportunity” (Edwards, Logue, and Schweitzer 2015). It has been systematized and popularized by the Silicon Valley design firm IDEO.

In recent years, IDEO has turned its professional capability into, arguably, a force for good, where it has opened up its processes and established an online platform for collaboration, building a global community to solve social problems around the world. The concept was initially created by David Hulme in 2007, who had been observing the success of open innovation processes with Linux and Mozilla Firefox, in addition to observing successful online competition platforms such as Innocentive, that host competitions on behalf of firms such as Procter & Gamble to generate solutions for product development challenges. Processes of innovation and development, that were traditionally done inside a firm, were now able to be reorganized and opened up for anyone, not only employees, to participate and contribute, leading to the launch of OpenIDEO in August 2010 (Lakhani et al. 2012). Different to other crowdsourced competitions, instead of prize money, OpenIDEO offers recognition, providing statistics on each individual through a badge of honor (a Design Quotient). Paulini, Murty, and Maher (2011) describe how OpenIDEO uses both “professionals and amateurs to varying degrees, favouring a hybrid approach where experts guide the design process and tap into the crowd’s contributions for ideas and feedback.”

Here we see OpenIDEO arguably follow a similar path to Apple and iTunes, where it retains control (and leadership) of its platform, yet enables participants to use the platform to generate further solutions and innovations (or iPhone applications in the case of Apple).


Model: Business Model Development from Collaboration Consumption to Platform Capitalism


Taking open innovation and co-innovation a step further, we are witnessing many emerging models of collaborative consumption (Botsman and Rogers 2010). With the shifting mindset in relation to sharing and renting (as opposed to owning) among consumers, Botsman and Rogers (2010) suggest that business models developed on the principle of collaborative consumption facilitate the transformation of products into services as consumers shift toward the utility mindset. Botsman and Rogers (2010) argue that “communities and cities around the world are using network technologies to do more with less by renting, lending, swapping, bartering, gifting and sharing products on a scale never before possible.” These models may be nonprofit or for-profit, including various peer-to-peer exchange models. Examples of for-profit collaborative consumption models include car sharing and driving services (Zipcar or Uber), accommodation sharing services (AirBnB), and asset sharing services (Airtasker). Common with other models of open innovation, is the rating and reviewing of contributions (or in this case, those active in the community). Such a rating system, similar to eBay buyer and seller ratings, enables participants to reduce the potential risk in transactions and makes online reputation rankings fundamental to the functioning of the model and its success.

The development of these models has not been without challenges—for example, the issue of liability (for guests and hosts) on AirBnB and breaches of government regulations (i.e., conditions on renters regarding subletting their apartments). AirBnB’s growth since 2008 to global accommodation provider via an online platform has prompted numerous legal battles, in New York City famously, and also in Berlin, with local governments and regulators and also the hotel industry. So what other consequences are there for corporations of this innovative model? Well many of these peer-to-peer models impact on consumption patterns and disrupt traditional business models, also producing a “gig economy” or piecemeal, insecure work for many people. We are witnessing the institutionalizing of globally connected and yet hyperlocal peer-to-peer network models. Yet we are simultaneously witnessing the rise of platform capitalism, whereby digital platforms dramatically redistribute roles and resources on large scales, some argue dehumanizing workers and work in the process, extracting value without providing commensurate responsibility to broader society (McIntyre and Srinivasan 2017; Nash et al. 2017).


Movements: Sharing Economy to Circular Economy to Social Economy


Social movements have long disrupted corporations and driven market and industry transformations (Davis et al. 2005). Yet since the global financial crisis we have witnessed perhaps greater questioning of the role of corporations in society, to the extent where some argue the legitimacy of big business is at an all-time low in society (Jarvis and Logue 2016; Porter and Kramer 2011). There are growing movements around transforming economies, from the sharing economy to the circular economy, with its emphasis on cradle-to-grave considerations for sustainable business, finite resources, climate changes, and the general survival of humans and the planet. The emergence of social innovation and social entrepreneurship and its global diffusion has seen the notion of “corporate social responsibility” and other efforts of greenwashing become lauded business principles. The role of corporations in achieving social, environmental, and financial impact has seen the emergence of global certification programs, which are even becoming legalized in new corporate structures. Organizations such as B-Lab certify organizations as B-Corporations, verifying their social and environmental performance, thereby reducing risk for “impact investors”; both BCorp certification and impact investing are growing movements (Gehman and Grimes 2017; Hinings, Logue, and Zietsma 2017).

Several efforts are underway to establish new types of legal structures for such hybrids. For example, in the United States there are forms such as the L3C (low-profit limited liability company), the benefit corporation, and the flexible purpose corporation. This is also reflected in claims that there is a growing pool of “impact investors” ready to invest in such corporations and enterprises (Hinings, Logue, and Zietsma 2017). We are also witnessing the emergence of new financial products, such as social impact bonds and environmental bonds, in addition to social stock exchanges to better connect supply and demand in these new markets involving socially and environmentally innovative corporations.


Conclusion: Innovating with Purpose? Or the Collapse of the Corporation?


In this chapter, I commenced with the title of “corporations in the clouds” for two reasons. First, to highlight the changing ways in which innovation is conducted in (and around) corporations, through the increasingly porous boundaries between the firm and its dispersed stakeholders, often in virtual conditions. As Meyer and Höllerer (2014: 1226) suggest, we now are witness to “more ‘fluid’ forms of production (e.g., Schreyögg and Sydow, 2010),” and the attraction to the “crowd” and “openness” in literature and practice makes it difficult to identify organizational boundaries and also challenges some of the key characteristics of classic organizations. Second, to reflect on how this occurs against the broader role of the corporation, as a source of innovation, in society, and the demands from these same stakeholders.

In shifting from a closed paradigm of innovation to an open one, the role of the corporation changed—from a producer to a co-producer and member of broader innovation ecosystems. As we increasingly recognized that most innovations weren’t the work of lone geniuses, that ideas often emerge through a process of borrowing from other places and sectors, or recombining existing resources in new ways (Jones and Spicer 2009), the practices and management of corporations necessarily changed. There is also a large shift in understandings of the value of technological and non-technological innovation, especially the notion of business models. Technology of course provides the ability to interact and source ideas with users, customers, and suppliers in the innovation process, but it also raises questions of power and ownership. Attributing and compensating contributions, and managing ownership of ideas and designs becomes a central issue in a world of co-innovation. Corporations have themselves borrowed ideas, from the startup world (in creating garages and following the lean startup mantra) and from worlds of design (in human-centered problem-solving processes). We see the ongoing tensions between attempts to systematize the creative process in order to create and capture value.

This connects to our second issue—create and capture value for whom? Research has long highlighted the social embeddedness of innovation, and that to be accepted entrepreneurs must locate their ideas within the set of existing understandings and actions (i.e., the institutional environment) (Hargadon and Douglas 2001). This has become increasingly apparent as the boundaries between the corporation and its environment (and stakeholders) become more porous, blurred in regards to power, ownership, and responsibility for innovation processes and outcomes. In light of current demands and social movements, we see increased attention and perhaps pressure on business and corporations to rethink their operations in regards to their social and environmental impact (Mazzucato 2018). This is going beyond corporate social responsibility and greenwashing programs, but to a more fundamental reconceptualization of the purpose of the corporation and a return to its social contract with society, seeking legitimacy and relevance.
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CHAPTER 20

The Changing Nature of The Corporation and The Economic Theory of The Firm

Nicolai Foss and Stefan Linder



Introduction


The economic theory of the firm (aka the economics of organization aka organizational economics) is a set of theories that addresses three fundamental issues, initially defined by Ronald Coase (1937), and elaborated in an impressive theoretical edifice erected since the beginning of the 1970s (Foss and Klein 2013). Why do firms exist? What determines their boundaries to other actors (primarily other firms)? And what explains the internal organization of firms? Transaction cost economics (TCE) (Klein, Crawford, and Alchian 1978; Williamson 1971, 1975, 1985), the property rights theory (PRT) approach (Grossman and Hart 1986; Hart 1995; Hart and Moore 1990), along with the nexus-of-contracts view (Alchian and Demsetz 1972) and agency theory (Holmström 1979; Holmström and Milgrom 1991; Jensen and Meckling 1976; Ross 1973) have profoundly influenced our current understanding of organizations (see Gibbons and Roberts 2012 for an overview). This understanding is reflected in recommendations for efficient organizational design, incentive systems, performance measurement and monitoring practices, antitrust policy and so on. As such the economic theory of the firm has substantial impact on the economy (Ferraro, Pfeffer, and Sutton 2005; Morroni 2006).

However, organizations today operate under quite different conditions than the ones that prevailed when Coase (1937) first raised the seminal questions about the nature of firms and when some of the foundations for the contemporary theory of the firm were laid, mainly in the 1970s. Literature highlights two major trends in particular that challenge firms’ practices and scholars’ understanding of organizations: first, the complex of changes described under the heading of the “knowledge economy” (e.g., Adler 2001; Felin, Zenger, and Tomsik 2009), and, second, the strong pressure for what may be broadly described as “corporate social responsibility” (Carroll 1999; Freeman, Wicks, and Parmar 2004; Garriga and Melé 2004; Matten and Moon 2008; McWilliams and Siegel 2001). These are challenges to the economic theory of the firm, because, for example, the theory seems to have little room for knowledge assets and because the group of stakeholders considered usually only includes those who supply inputs to the firm (as well as the firm’s customers).

In this chapter we therefore critically review what the extant theory of the firm has to offer for understanding today’s firms and the challenges they face. We begin by sketching the contours of the two challenges and how the contemporary theory of the firm can help in developing answers to these challenges. This allows us to subsequently identify research gaps and propose directions for future work. Specifically, we argue that the theory of the firm is quite capable of addressing many of the changes implied by the knowledge economy and corporate social responsibility (CSR). The themes, such as, for example, incomplete and implicit contracts, that are at the core of these two challenges are classical topics of interest of the economics of organization. Drawing on the economic theory of the firm thus facilitates understanding the transformative implications of the knowledge economy and CSR. It equally allows for providing guidance to practitioners on such practical decisions as to whether a firm should “make” or rather “outsource” (e.g., through donations to charities) CSR (e.g., Husted 2003). Moreover, it allows identifying how the two seemingly unconnected developments—the knowledge economy and CSR—are related.

Still, this does not mean that the economic theory of the firm is not challenged by the tendencies that cluster under the headings of knowledge economy and CSR. For example, the knowledge economy questions the notion of authority that the theory of the firm is founded on (i.e., Coase 1937). In turn, CSR calls for rethinking who qualifies as residual claimant(s) and whether the separation of ownership and control thus is a problem—as implicitly assumed in much work—or a solution to a problem. So, while the contemporary economic theory of the firm is thus quite robust, it is also true that these developments push the limits of the economics of organization and call for substantial work to enhance our understanding of the rationales, functioning, and internal organization of organizations in the twenty-first century.


Contemporary Challenges




The Knowledge Economy



The first of the two major challenges which corporations face today relates to the complex of changes discussed in the literature under the heading of the “knowledge economy.” Even though the term has never been defined with any degree of precision (Carlaw, Oxley, and Walker 2006; Foss 2005), it is typically associated with three phenomena faced by firms in recent years: lower costs of information handling, increasing dispersal of knowledge, and the increasing importance of human capital.


Lower Cost of Information Handling


Virtually all discussions of the knowledge economy invoke information and communication technology (ICT) as a main driver and primary characteristic of the knowledge economy (Carlaw, Oxley, and Walker 2006; Foss 2005). Many see it as the technology that the knowledge economy revolves around, because ICT makes information and knowledge continuously cheaper to process, store, transmit, trade, deploy to production, and to otherwise exploit (e.g., Garicano and Rossi-Hansberg 2006; Haase and Kleinaltenkamp 2004). For example, arguments are put forward that ICT drives productivity increases, reduces the need for direct interaction and physical co-location of employees, facilitates the formation of networks between and inside firms, and further (external and internal) scale economies.


Increasing Knowledge Dispersal


While information is becoming continuously cheaper to process, store, and transmit, an influential argument asserts that the knowledge needed to create value is becoming increasingly dispersed, either in direct geographical terms (e.g., Doz, Santos, and Williamson 2001; Zumbansen 2011) or in terms of technological disciplines (Brusoni, Prencipe, and Pavitt 2001; Coombs and Metcalfe 2000; Granstrand, Patel, and Pavitt 1997). The notion of “distributed knowledge,” originally coined in computer science (Halpern and Moses 1990), is often used to label this feature of the knowledge economy. Loosely, “distributed knowledge” is knowledge that is not possessed by any single mind, but “belongs to” a group of interacting agents, somehow emerges from the aggregation of the (possibly tacit) knowledge elements of the individual agents, and can be mobilized for productive purposes (Foss and Foss 2008).

While a division of labor will almost always imply that knowledge is distributed (Hayek 1948 [1945]), recent contributions assert that in some sense knowledge has become more distributed. The sheer knowledge-intensity of products and services renders it unlikely that a single organization (or individual) has the entire knowledge required for making these products or delivering the respective services. Moreover, specialization advantages in dealing with these knowledge-intensive products and services cause the division of labor to become increasingly complex, particularly in the generation of science and technology (e.g., Coombs and Metcalfe 2000). Scholars argue that this development has profound implications for organizational design and the nature and value of organizations as governance mechanism (see, e.g., Freeman and Audia 2006; Grandori 2000; Nahapiet, Gratton, and Rocha 2005).


Increasing Importance of Human Capital


The growing importance of human capital, “knowledge workers” (Zuboff 1988), and “knowledge-intensive firms” (Starbuck 1992)—that is, “. . . organizations staffed by a high proportion of highly qualified staff who trade in knowledge itself” (Blackler 1995: 1022)—is another recurrent theme in the discussion about the knowledge economy (Carlaw, Oxley, and Walker 2006; Foss and Foss 2008; Hogan 2011). While Marschak (1968: 14) already used the terms “knowledge industry” and pointed to “almost unique, irreplaceable research workers, teachers, administrators,” it was widely believed that these were special cases rather than the norm (Williamson 1985). Many scholars thus see the rising number of patent citations and numbers of employees working in knowledge-intensive occupations or industries as indications of the unfolding knowledge economy (Felin, Zenger, and Tomsik 2009; Hogan 2011). These suggest that knowledge (as compared to other “factors of production”) plays an increasingly important role in many business processes as well as in the development of products and services.

The argument is often made that conventional managerial practices may not suffice for attracting, motivating, and retaining knowledge workers. Thus, some scholars submit that firms in the knowledge economy will rely less on authority through direction (see the discussion in Foss and Foss 2008) and eschew high-powered performance incentives to embrace “culture” and “clan” modes of organizational control (Adler 2001; Adler and Heckscher 2006; Benkler 2006; Child and McGrath 2001).


Corporate Social Responsibility



A second major challenge faced by firms today is an increasing pressure from numerous sides, including but not limited to the media, customers, governments, and activists, for what may be broadly described as “corporate social responsibility” (Garriga and Melé 2004; McWilliams and Siegel 2001). Just as in the case of the “knowledge economy,” the term “corporate social responsibility” is used in many different ways and has evolved considerably over the years (Carroll 1999; Garriga and Melé 2004; Matten and Moon 2008; Perera Aldama and Zicari 2012). For pragmatic reasons, we use it here as an umbrella term to discuss a set of (largely self-regulatory) efforts by firms to conduct business in a manner that reflects the social and environmental imperatives and consequences of business success (Barnett 2007; Matten and Moon 2008). In this spirit, three core phenomena associated with the growing pressure for CSR can be identified: the rejection of shareholder primacy, an emphasis on sustainability, and a trend toward disclosure on CSR.


Rejection of Shareholder Primacy


Undoubtedly the most fundamental assertion of the literature on CSR is that shareholders should not take primacy over other stakeholders in value creation and distribution (e.g., Donaldson and Preston 1995; Freeman 1994; Freeman, Wicks, and Parmar 2004). The current pressure for CSR thus implies a broadening of the perspective when discussing the value created by an organization. One implication is that the notion of shareholders as (the) “principals” and managers as their “agents” by consequence loses meaning and legitimacy. This is reflected in the stakeholder model or “stakeholder theory” (Freeman and Evan 1990) which is emerging as the dominant paradigm in CSR (McWilliams and Siegel 2001). It claims that “whatever the ultimate aim of the corporation or other form of business activity, managers and entrepreneurs must take into account the legitimate interests of those groups and individuals who can affect (or be affected by) their activities” (Freeman, Wicks, and Parmar 2004: 365). Thus, managers and employees, suppliers, customers, the local community that the organization operates in, as well as shareholders are all examples of a firm’s stakeholders (Freeman and Evan 1990).

Since all stakeholders have their own preferences, furthering the value created for one stakeholder (or group of stakeholders) may not allow enhancing the value created for others or may even imply lowering the value created for these (Devinney 2009; Donaldson and Preston 1995; Freeman and Evan 1990; Freeman, Wicks, and Parmar 2004). This raises such thorny questions as to who the stakeholders are, what “responsibility” actually means, whether the various interests can be integrated into the firm’s objective function, or how competing interests of various stakeholders should be balanced to prevent some stakeholders being exploited.1 The lack of solid answers to these questions, in turn, makes implementing CSR a particularly difficult challenge for corporations.


Emphasis on Sustainability


Meeting the needs of a firm’s stakeholders today “without compromising the ability to meet the needs of future stakeholders” (Dyllick and Hockerts 2002: 131) is another point regularly featured in the media, high-profile business meetings, and the literature on CSR. The point is to consider the longer-term ecological, social, and societal aspects alongside economic ones in doing business, thereby ensuring the long-term viability (along these three dimensions) of meeting the needs of the stakeholders (e.g., Cho et al. 2015a; Dyllick and Hockerts 2002). CSR thus forces firms to rethink their understanding of what constitutes high performance (Perera Aldama and Zicari 2012) and to look beyond short-term consequences of their actions.


Trend Toward CSR Disclosure


The growing number of firms joining the Global Reporting Initiative (GRI), reporting on the “triple bottom line,” publishing “value-added statements” or reports on “corporate social performance” is another development that can reasonably be associated with the growing pressure for CSR. While scholars continue to disagree about the true effects of these practices, proponents of GRI and similar approaches submit that these reporting activities enhance transparency about firm’s social and environmental impact and thus lead to changes in firms’ behavior (Cho et al. 2015b; Norman and MacDonald 2004).2 It is evident that such disclosure practices require firms to review their performance measurement practices in order to collect the necessary information—a daunting task given the plethora of competing approaches to CSR disclosure.


The Challenges in the Light of the Economic Theory of the Firm



The unfolding knowledge economy and the pressure for CSR are formidable challenges for businesses and create a demand for advice. This raises the question of what the economic theory of the firm, as the set of theories, has to offer in order to further our understanding of these challenges. In this section we therefore provide a short sketch of what these two developments imply for firms when applying the “apparatus” of the extant economic theory of the firm.


Applying the Theory of the Firm as an Interpretive Lens




Lower Cost of Information Handling


Already Coase (1937)—drawing on the example of the telephone—points to the role of technological progress in influencing the costs of using the price mechanism, and of carrying out transactions within a hierarchy, respectively. Since ICT makes the storage, transmission, and processing of information cheaper (Garicano and Rossi-Hansberg 2006), the knowledge economy affects the costs of organization transactions (Haase and Kleinaltenkamp 2004; Ray, Xue, and Barney 2013). Thus, for example, ICT might lower search costs in markets (i.e., the costs of finding exchange partners), and hence might reduce the cost advantage of firms over markets in organizing transactions. Yet, ICT also affects the costs of coordinating activities and measuring performance within hierarchies, as it allows treating larger amounts of data at the same cost or even lower costs than before (Haase and Kleinaltenkamp 2004; Ray, Xue, and Barney 2013). The increasing popularity of modern ERP (enterprise resource planning) systems and reporting systems, as well as tools for internal performance measurement calling for a broad set of data, such as the balanced scorecard (BSC) for measuring performance (Kaplan and Norton 1996), are illustrative of this effect. Depending on which of the two effects prevails for the activities of a focal firm, the knowledge economy will allow the firm to push its boundaries outward (reduction in bureaucracy costs in firms dominates) or force it to shrink (reduction in search costs dominates).


Increasing Knowledge Dispersal


Assumptions about the knowledge or information held by the parties in a transaction are a core ingredient in the economics of organization. Both the “complete contracting” branch of the theory of the firm (Alchian and Demsetz 1972; Holmström 1979; Jensen and Meckling 1976; Ross 1973), which studies situations of asymmetrically distributed information between the partners in a trade about their nature and their post-contractual actions, and the “incomplete contracting” branch of PRT and TCE (Hart 1995; Grossman and Hart 1986; Williamson 1985) that studies situations where the parties pre-contractually lack the information to write a contract considering all possible environmental contingencies, highlight the crucial role played by assumptions about what the parties know for the efficiency of alternative organizational arrangements. In as much as the knowledge economy affects the parties’ knowledge, it thus speaks to a core subject in the theory of the firm.

While a full discussion of the transformative implications of the growing dispersion of knowledge is beyond the scope of this chapter (see Foss and Foss 2008 for a more in-depth discussion), it is helpful to spell out what the presumably stronger dispersion of knowledge implies for the knowledge of the partners in a transaction: they likely do not possess the full—and certainly not the same—knowledge about (a) which tasks are necessary for achieving a particular objective, (b) how a particular task should be carried out to achieve optimal results, (c) whether and what other additional partners to involve given their idiosyncratic knowledge or skills and what routines and processes to use for interacting with them, (d) the other partner or partners’ full set of possible actions, (e) the environmental contingencies prevailing, which influence the success of particular actions and tasks in achieving the desired performance, and (f) potentially even what performance actually was achieved (e.g., Foss 2005; Foss and Foss 2008). The knowledge economy thus largely corresponds to what has been termed a “hidden knowledge” problem in the theory of the firm. It entails significant implications for economic organization: the growing dispersion of knowledge renders team production more prevalent and the acquisition of team- or firm-specific knowledge more important, contracts less complete, and worsens performance measurement problems—all of which calls for different organizational arrangements to address conflicts of interests among the various parties involved than in the past when knowledge arguably was less distributed.

The growing dispersion of knowledge increases the prevalence of settings where value creation hinges on multiple parties contributing their idiosyncratic skills and knowledge to the production process. This calls for carefully identifying the individuals to cooperate with, and requires adopting processes and routines for working together and communicating with one’s collaborators (see Williamson, Wachter, and Harris 1975). All of this is costly, and often requires investments into immaterial relation-specific assets, namely team- or firm-specific knowledge (Williamson, Wachter, and Harris 1975). This knowledge will be of little value should one decide to leave the firm or should the firm (for whatever reason) terminate the employment contract (Blair 1995). The challenge is thus how to entice employees to nevertheless invest into such an asset.3 TCE and PRT identify ownership arrangements that may address this problem (e.g., Rajan and Zingales 1998).

A growing incompleteness of explicit contracts being one of the features of the knowledge economy increases the need to devise safeguards that protect a party’s investment into relation-specific assets. Besides ownership arrangements, the theory of the firm points to implicit and relational contracts as complements when explicit contracts become increasingly incomplete (Baker, Gibbons, and Murphy 2002; Grossman and Hart 1983; Morroni 2006). Such implicit (or relational) contracts—that is, unwritten codes of conduct, norms that affect individuals’ actions, and informal agreements between superiors and subordinates about, for example, task-assignment, promotion, and termination decisions—“can be based on outcomes that are observed only by the contracting parties ex post, and also on outcomes that are prohibitively costly to specify ex ante” (Baker, Gibbons, and Murphy 2002: 40). Since outcomes thus either were not specified ex ante or cannot be verified ex post, implicit/relational contracts cannot be enforced by turning to a third party, such as a court of justice (Baker, Gibbons, and Murphy 2002; Williamson 1991). Therefore they need to be self-enforcing: that is, parties must have an interest in honoring them. Maintaining one’s good reputation is such an interest. A party will honor an implicit/relational contract as long as the present value of honoring the contract exceeds the present value of reneging (Baker, Gibbons, and Murphy 2002). The development and implementation of such implicit contracts are at the core of management in the knowledge economy. In essence, the knowledge economy thus underscores the importance of insights generated in the TCE and PRT streams of the theory of the firm, while questioning the appropriateness of complete contracting approaches—most notably principal–agent theory—for studying the knowledge economy.

By the same token, the knowledge advantage possessed by the specialists over the employer renders the exercise of authority through direction inefficient (Foss 2005). Since it is exactly this notion of authority that underlies Coase (1937) and much of the extant theory of the firm (Foss 2005; Foss and Foss 2008), the knowledge economy questions traditional notions of authority (e.g., Grandori 2000). This calls for rethinking the notion and bases of authority. Superior abilities to judge the overall knowledge and skills of coordinating the activities of others, rather than perfect knowledge of their action set and the capacity to direct their actions, can be a source of authority (Foss 2005; Foss and Foss 2008) and allow an explanation for why some individuals hire others and not the other way around (see Foss and Klein 2012 for a detailed discussion of judgment as a basis for a theory of the firm).

As knowledge becomes more dispersed and specialized, assessment of performance turns out to be more difficult, since the employer may not only lack the knowledge necessary to specify appropriately the desired task and its output, but may also be disadvantaged in developing appropriate indicators for measuring performance or lack suitable yardsticks against which to compare the performance attained. The same applies to a neutral third party, such as a court. Hence it will often be difficult to assess what performance actually was attained, which actions were taken, and whether they were optimal given the contingencies—that is: whether the agent did a good job or not. This hampers performance assessment inside the firm as well as recourse to an outside party in case of disputes. Consequently, the greater dispersion of knowledge results in performance measurement issues and issues of enforcing a contract. One of the key insights from the theory of the firm is that issues in appropriately assessing performance imply an increased noisiness of the performance evaluation, and hence reduce the efficiency of strong performance-contingent incentives (Milgrom and Roberts 1992). Thus, firms in the knowledge economy will have to look for other ways of reducing conflicts of interest than the provision of high-powered performance-contingent incentives.

This problem is further increased by the fact that, given the stronger dispersion of knowledge, more work has to be carried out in teams with non-homogeneous knowledge workers (Blair and Stout 1999). As noted already by Alchian and Demsetz (1972), such a non-separable production function creates problems of performance measurement and incentive alignment. Their suggestion of installing a “monitor,” or Holmström’s (1982) of a “budget breaker” to resolve these issues, however, promise to be of little help when knowledge is distributed as in the knowledge economy, which means that the monitor thus may lack the requisite knowledge to correctly identify free-riding or the budget breaker may be unaware of the optimal performance level that he needs as a yardstick. The situation is further compounded if the knowledge workers possess scarce knowledge or if their productivity depends on them acquiring firm-specific knowledge and skills, as this renders it much more difficult to replace them by the monitor than assumed in the simple model by Alchian and Demsetz (1972). Thus, the knowledge economy also heightens the (long‑known) team production problem by making it both more prevalent and more pronounced due to the increasing dispersion of knowledge.


The Increasing Importance of Human Capital


The growing extent of important knowledge assets being controlled by employees implies that scarce and valuable “knowledge workers” may work with fairly commodity-like physical assets in the value creation process, such as, for example, when software engineers use computers to write their program code. The rise in importance of “intangible assets” thus likely often corresponds to a decline in importance of physical resources for the value creation process (Blair 1995). This translates into an increase in bargaining power on the part of knowledge workers (stemming from the control over critical knowledge assets) (Coff 1999) since ownership of physical assets (as studied in much of PRT) is no longer sufficient to establish or maintain authority (Foss 2005). The knowledge economy thus implies a need to find arrangements that safeguard a firm’s access to and use of knowledge assets, which firms cannot own.

Maximizing the value created by drawing on one’s knowledge assets often calls for collaborating with other individuals who hold complementary knowledge and skills or who own particular necessary physical assets. A prerequisite for such collaboration is to know who holds the complementary assets that allow leveraging one’s own assets. That is, one needs to invest into learning who of the potential collaborators holds the complementary knowledge that allows leveraging one’s own knowledge and skills. Moreover, collaboration calls for adopting processes and routines for working together and for communicating within the work group (Williamson, Wachter, and Harris 1975). Such knowledge is valuable as it enhances the value that can be created, yet it is largely a relation-specific asset as it will be of little value should one decide to leave the firm or should the firm (for whatever reason) terminate the employment contract (Blair 1995). Thus, investing into such firm-specific knowledge creates a danger of being held up by the firm, or respectively by its shareholders.4 The growing importance of human capital in conjunction with the dispersion of knowledge therefore renders the problem of enticing sufficient investment into relation-specific assets both more prevalent and more pressing than in the past.

Yet, finding efficient organizational arrangements when human capital is involved is particularly challenging. Protecting these intangible assets often requires different arrangements than needed for the safeguarding of physical resources, most notably, for example, the stronger reliance on implicit and relational contracts as complements to explicit contracting (Asher, Mahoney, and Mahoney 2005; Boatright 1996). As already Milgrom and Roberts (1992: 313) noted: “[t]he impossibility of transferring ownership of human capital assets also leads to an important question: In whose interests should firms be run?” From an economics of the firm perspective, the growing importance of human capital thus makes other stakeholders besides shareholders bear residual risk (Blair 1995), and the growing importance of human knowledge assets associated with the knowledge economy thus, in fact, resonates with the question of shareholder primacy raised in the debate on CSR. Some scholars in the economics of organization, drawing on PRT, have thus suggested that shareholders should wish knowledge workers to join the board of directors to safeguard their investments (Osterloh and Frey 2006) and thus to protect knowledge workers from exploitation by shareholders.


Rejecting Shareholder Primacy


Rejecting shareholder primacy calls for identifying, weighting, addressing, and satisfying multiple stakeholders who may potentially have very different objective functions (Blair and Stout 1999; Bridoux and Stoelhorst 2014; Donaldson and Preston 1995), and who may strategically forward wrong claims on the firm in order to opportunistically further their personal wealth at the expense of other stakeholders. Not surprisingly, scholarship on stakeholder theory (Donaldson and Preston 1995; Freeman 1994; Freeman, Wicks, and Parmar 2004) has been wrestling with these challenges for quite some time. In the light of the economics of organization, the need to identify, weight, address, and satisfy multiple stakeholders corresponds to larger transaction costs in comparison to a situation of unfettered shareholder primacy where the firm’s objective and its attainment is reasonably simple to identify and assess by the relative growth in the market value of a firm’s equity.

As a consequence, firm boundaries may change as the relative advantage of firms over markets for economizing on transaction costs dwindles for certain transactions. For example, as Husted (2003) drawing on TCE shows, firms may find it easier to engage in corporate philanthropy (Porter and Kramer 2002)—that is, “outsource” certain activities furthering societal goals to charities, rather than having to negotiate among its stakeholders how to carry out these activities “in-house.” Greater costs for negotiating contracts and measuring and evaluating performance under a stakeholder rather than a shareholder primacy model, likely also render negotiating complete contracts prohibitively expensive, resulting in a growing prevalence of incomplete contracts that allow the residual claimant(s) to fill the gaps in the contract later. This obviously raises the question of who the residual claimant(s) in fact is or are.

From a theory of the firm perspective, shareholder primacy is only justified if all other stakeholders’ claims are fully protected through fixed claims, that is through contractual arrangements that can ex post be enforced by a third party (notably, a court of law) and shareholders are the only residual claimants (Milgrom and Roberts 1992). Such situations, however, are a special case rather than the norm (Klein et al. 2012).5 Moreover, the literature on property rights and implicit contracting shows that when implicit contracts are needed to complement incomplete explicit ones, there is a danger that stockholders may want to breach the implicit contract at some point in order to appropriate the quasi-surplus stemming from the firms’ other stakeholders investing into firm-specific assets—and in particular, knowledge assets. If these stakeholders expect being held up by shareholders at some point in time, they will not invest sufficiently into firm-specific assets. Save if the impact of firm-specific assets for the value created is marginal, this results in a suboptimal solution. Therefore, when relation-specific investments are necessary, some means for safeguarding these investments needs to be found in order to entice the stakeholders to invest into these assets—a point recognized in CSR literature by Freeman and Evan (1990). In some cases, ownership arrangements may be found. In many cases, however, and in particular in the case of human knowledge assets (Hodgson 1998), these assets may not be tradable, thus hampering efficient ownership arrangements (Milgrom and Roberts 1992). The parties in a (potential) transaction, therefore, may want to resort to implicit contracts to complement the incomplete explicit ones. Yet, since these contracts cannot be enforced in court they risk being breached by one party unless they are self-enforcing. Therefore, when explicit contracts are incomplete and implicit contracts prevail, “other stakeholders besides the shareholders are residual claimants and these stakeholders may need to be protected” (Asher, Mahoney, and Mahoney 2005: 18).

The theory of the firm thus provides an economic rationale that allows backing-up claims made in the literature on CSR and stakeholder theory and for defining a stakeholder as someone who has some kind of relation-specific investment in the firm (see also Blair 2005). Enticing players to make such relation-specific investments presupposes that they are convinced that they will not be held up by stockholders (or another stakeholder). As a consequence, shareholders may prefer boards of directors not to engage in unfettered pursuit of shareholder value maximization, but to act as a neutral arbiter balancing the interests of various stakeholders (Blair 2005, 2015; Blair and Stout 1999). This reduces the other stakeholders’ fear of being held up by shareholders and thus fosters their investment into firm-specific assets that maximize the value created by the firm—thereby indirectly also furthering shareholders’ interests (Osterloh and Frey 2006). From a theory of the firm perspective, the call for rejecting shareholder primacy issued by writers on CSR thus neither questions the extant theory of the firm, nor fundamentally changes how rational shareholders would have liked their firms and boards of directors to behave in the past.


Emphasis on Sustainability


Given environmental uncertainty, anticipating the long-term action set, consequences, and contingencies of one’s actions is inherently more difficult than when planning only for a short-term horizon. This renders writing complete contracts either impossible or prohibitively expensive (Durkheim 1984; Milgrom and Roberts 1992). Therefore, the growing emphasis on sustainable business practices entails an increasing prevalence of situations that the theory of firm classifies as situations of incomplete contracting (Hart 1995; Williamson 1996). A key insight, alluded to several times already, turns on the fundamental difference between the ex ante bargaining situation and the ex post one, where the party investing in relation-specific assets puts itself in a vulnerable position (Grossman and Hart 1986; Williamson 1975, 1985). The danger of being held up by the other party may either lead to insufficient investment into relation-specific assets or requires governance schemes that allow the safeguarding of these investments.

Thus, the literature on the theory of the firm suggests that in as much as the emphasis on sustainability makes contracts less complete, motivating stakeholders to invest into relation-specific assets requires different ownership arrangements than the ones that are sufficient when the parties focus only on a short-term future that is reasonably easy to foresee. Additionally, complementing the increasingly incomplete explicit contracts with implicit (or relational) contracts is another remedy for situations of incomplete contracts, as we explained earlier. Thus, as in the case of the growing importance of knowledge workers, the trend toward greater sustainability makes the role of self-enforcing implicit contracts more important.


CSR Disclosure


Considering the preferences of multiple stakeholders rather than focusing on shareholders and taking a longer-term perspective implies that CSR renders performance more multidimensional. The trend toward triple bottom line reporting is a manifestation of this and resonates well with core insights from the economic theory of the firm, notably the equal compensation principle (Holmström and Milgrom 1991). Multidimensionality of tasks (and hence, performance) may induce self-interested agents into focusing their effort onto those dimensions that are measured and rewarded, while neglecting the other dimensions (Holmström and Milgrom 1991). Avoiding this focus requires “equal compensation” of all dimensions (Holmström and Milgrom 1991).

Organizational economics thus allows providing a rationale for the contention by proponents of triple bottom line accounting (and similar approaches) that “the overall fulfillment of obligations to communities, employees, customers, and suppliers (to name but four stakeholders) should be measured, calculated, audited and reported—just as the financial performance of public companies has been for more than a century” (Norman and MacDonald 2004: 243). Yet, another key insight in the theory of the firm is that measurement is costly. Thus, there is the danger that the costs for triple bottom line reporting outweigh the gains due to lowered moral hazard, which suggests that practitioners may want to take a second look at the benefit–cost ratio of proposed new reporting practices rather than simply jumping on the bandwagon.


Shared Themes Implied by the Knowledge Economy and CSR


Both the knowledge economy and CSR have attracted substantial scholarly interest in recent years. Thus, for example, by August 2015 EBSCO Business Source Complete counts roughly 11,200 peer-reviewed articles containing the term “corporate social responsibility” (the number is similar when using the abbreviation “CSR”) and some 1,800 containing “knowledge economy.” This impressive amount of scholarly work both underscores the importance of the subject and has considerably advanced our understanding of the challenges faced by corporations today. Interestingly, however, EBSCO finds less than twenty peer-reviewed articles containing both keywords. This suggests that most scholars so far have explored either of the two challenges individually, but not jointly, which may be problematic to the extent that many firms face both challenges. Moreover, our analysis in this chapter in fact suggests little less than that the two challenges have much in common.

As we have argued, the “knowledge economy” entails a growth in the importance of team production with non-homogeneous knowledge workers, renders contracts less complete, heightens performance measurement problems, and suggests a stronger role for implicit and relational contracts to complement the increasingly incomplete explicit ones. Likewise, the push for CSR causes growing prevalence of incomplete explicit contracts, asks for an increased reliance on implicit or relational contracts to complement these incomplete explicit contracts, and raises performance measurement issues. The economics of organization therefore suggests that research has much to gain if scholars interested in the knowledge economy and their colleagues focusing on CSR join forces in exploring the transformative implications of these two challenges for corporations today.


Concluding Discussion




The Theory of the Firm and the Contemporary Corporation


Corporations today undoubtedly operate in an environment that differs significantly from the one they faced when Berle and Means (2009 [1932]) wrote about the corporation and when Coase (1937) first raised the seminal questions that gave birth to the modern theory of the firm. Many scholars have been quick to react to these developments by positing that existing approaches to the economics of organization, such as transaction cost economics, are of little help in furthering our understanding of the two challenges faced by today’s firms (e.g., Donaldson and Preston 1995; Helper, MacDuffie, and Sabel 2000). As arguably the most influential textbook on organizational economics, namely Milgrom and Roberts (1992), is almost a quarter of a century old and its case material is indeed mainly highly traditional firms, questioning the suitability of the extant theory of the firm to understand organizations today may not seem entirely unjustified.

Our discussion in this chapter, however, suggests that the theory of the firm is in fact quite helpful for better understanding the underlying themes of the changes implied by the knowledge economy and corporate social responsibility. Moreover, these themes are classical research topics in the theory of the firm, such as incomplete contracts and governance arrangements under such conditions (Hart 1995; Williamson 1996), team production (Alchian and Demsetz 1972), performance measurement (e.g., Holmström 1979, 1982; Holmström and Milgrom 1991), and even the idea that a firm is rather a nexus of both explicit and implicit contracts than of explicit contracts alone (Baker, Gibbons, and Murphy 2002; Jensen and Meckling 1976; Williamson 1991). In essence, the challenges for firms associated with the advent of the knowledge economy and the growing pressure for CSR can be addressed with the tools offered by the theory of the firm.

In fact, these tools have the potential to significantly enhance our understanding of CSR and the knowledge economy. Stakeholder theory provides a case in point. For decades CSR and stakeholder theory have been plagued by the ad hoc rather than rigorous nature in which the various formulations of stakeholder theory were developed (Blair 2005; Donaldson and Preston 1995). As a consequence, the search for a clear definition of “stakeholder” has continued ever since the concept was first introduced in the literature, and some of the efforts in literature aiming to provide answers to the challenges of identifying, weighting, addressing, and satisfying multiple stakeholders risk being perceived as “preachy and undisciplined” (Klein et al. 2012: 310) normative stances. The theory of the firm may help in laying more rigorous foundations for such a definition. In particular, the new property rights approach allows backing up claims made in the literature on CSR about who the stakeholders of a firm are (Asher, Mahoney, and Mahoney 2005; Klein et al. 2012). The growing prevalence of implicit contracts implies, as they show, that “other stakeholders besides the shareholders are residual claimants and these stakeholders may need to be protected” (Asher, Mahoney, and Mahoney 2005: 18; see similarly earlier, Freeman and Evan 1990) and that stakeholders can, in fact, simply be characterized as all those who have a relation-specific investment in the firm (Blair 2005, 2015). This strongly questions bold claims found in the CSR literature that a stakeholder theory will “necessarily involve normative, rather than purely instrumental, considerations” (Donaldson and Preston 1995: 80).

Similarly, as Husted’s (2003) elaborate study shows, insights that form the extant theory of the firm are helpful in illuminating why some firms rely on corporate philanthropy (that is, “outsourcing” to a specialist) for furthering attainment of their CSR objectives, while others pursue the activities to achieve these goals “in-house.” Provided that corporations do not want to trust blindly, they face the challenge of either refraining from delegation (i.e., carrying out the charitable tasks themselves), thereby either forgoing the advantages of specialization or having to devise ways for ensuring that the money and the resources they provide to charities are used as intended (Husted 2003). Drawing on TCE, Husted (2003) develops a framework that helps managers choose the appropriate governance structure for their CSR activities.


Implications for Future Research on the Corporation



While the theory of the firm offers tools that have the potential to address many of the challenges faced by contemporary corporations, these challenges may also point to the need for further developing the theory of the firm in certain key areas. In the following we highlight some of these areas where CSR and the knowledge economy call for pushing the limits of the extant theory of the firm.


Team Production


The economics of organization have been intrigued with the particular challenges posed by non-separable production functions for many years (e.g., Alchian and Demsetz 1972; Grossman and Hart 1986; Holmström 1982; Rajan and Zingales 1998). Thus, already Alchian and Demsetz (1972) highlight that under such “team production” each team member has an interest to withhold effort as each member incurs the full costs of expending effort whereas they share the payoffs with the rest of the team. To overcome this problem, Alchian and Demsetz (1972) suggested hiring a monitor who can hire and fire team members, and in a similar attempt, Holmström (1982) identified a “budget breaker”—that is: a passive outsider to the team production process who absorbs the total surplus created by the team when it is lower than the optimal (i.e., conceivable) level—as possible remedies. Holmström’s (1982) study explicitly focuses on situations where the “monitor” is not able to assess the activities of the team members and where the productivity of one team member depends on the actions of other team members—and hence, settings much closer to the situation faced by firms in the knowledge economy than the settings assumed by Alchian and Demsetz (1972). Nevertheless, his solution assumes that the “budget breaker” is sufficiently knowledgeable of the production function to judge whether the output is optimal or not—a rather heroic assumption under the conditions prevailing in the knowledge economy.

Blair and Stout (1999) as well as Rajan and Zingales (1998), who build on Grossman and Hart (1986) in turn, focus on contexts where the team’s productivity depends on team members investing into relation-specific assets. Rajan and Zingales (1998) highlight that such investments call for control rights over the specialized assets to be assigned to an outsider of the team, who can hire and fire team members, but who has no right to possess or sell the specialized assets, and according to Blair and Stout (1999) the firm’s board of directors is ideally placed to play the role of such an “outsider.” Yet, while this more recent work addresses important aspects of the team production problem, it—like the earlier work by Holmström (1982) and Alchian and Demsetz (1972)—largely rests on the assumption that the coordination of activities is a “given” and that the “team production problem” is only one of finding remedies to address conflicts of interest between the parties involved. This stands in sharp contrast to the insight that even well-motivated individuals may not perform as desired (Hendry 2002) and that even in the absence of a conflict of interest, coordination and assignments of tasks within a team is far from trivial (Foss and Klein 2013).

While coordination and assignment of tasks have been highlighted as important challenges for team production already by Marschak and Radner’s (1972) work, they have had less repercussions on the economics of organization than the “conflict of interest” perspective (notable exceptions are, for example, Foss and Lindenberg 2012; Kandel and Lazear 1992; Lindenberg and Foss 2011). Given the presumably greater dispersion of knowledge and importance of human capital in the knowledge economy, the problems of achieving coordination clearly merit more scholarly attention in the economics of the firm. Obviously, such work would ideally consider both problems of coordination alongside potential conflicts of interests and thereby finally pull the two separate streams of work on team production together.


The Firm’s Objectives


Identifying stakeholders requires firms to distinguish truly justified claims on the firm from false or exaggerated ones. The latter may be raised by “aspiring” stakeholders—individuals or groups of individuals not being stakeholders, but hoping to pocket some of the value created by the firm by pretending to be stakeholders—or by actual stakeholders who over-represent their stake in an effort to appropriate a larger share of the value created. Once identified, firms need to decide on which stakeholder(s) should be given primacy in establishing the firm’s objective or what weight should be given to the individual objectives if the firm were to pursue multiple objectives at the same time. The contemporary theory of the firm provides a basis for defining stakeholders based on their relation-specific investment with the firm (Asher, Mahoney, and Mahoney 2005; Blair 2005, 2015; Blair and Stout 1999). In this reading, a party without some firm-specific asset thus would not qualify as a stakeholder (Asher, Mahoney, and Mahoney 2005), and the size of the relation-specific investment may be helpful in weighting the claims of various stakeholders (Osterloh and Frey 2006). Yet this still leaves some questions unanswered: How can firms reduce the risk from a party over-representing its firm-specific investment, and how can they pursue the satisfaction of the weighted claims? In order to develop answers to these questions and to further develop the contemporary theory of the firm, two avenues seem particularly promising.

Instilling the economics of the firm with insights about “theory of mind” (Premack and Woodruff 1978) may provide an avenue for exploring the prerequisites for firms to effectively curb back strategically forwarded claims. “Theory of mind,” “mentalizing,” or “mind-reading” denotes the human capacity to explain and predict other people’s behavior by attributing to them independent mental states, such as beliefs and desires (Baron-Cohen, Leslie, and Frith 1985; Frith and Frith 2003; Singer and Fehr 2005). This capacity is a precondition for deceiving, cooperating, and empathizing (Gallagher and Frith 2003) and promises to affect the likelihood of correctly spotting strategically forwarded claims and the ability to devise appropriate means for dealing with the claimants behind the strategically forwarded claims. Some steps have already been made to incorporate “mentalizing” into agency theory (e.g., Foss and Stea 2014; Linder, Foss, and Stea 2017) and more efforts—in particular regarding other streams of the theory of the firm—promise to further our understanding of why some firms seem better able to prevent a dissipation of the value created due to strategically forwarded false claims than others. This may not only lead to recommendations for practice, but may also help theory-building in providing one (but clearly not the only) explanation for why firms may differ in the long-term success of enticing their stakeholders to invest into the specific assets necessary to maximize joint value creation.

Taking a second look at the separation of ownership and control and the notions of ownership and authority seems another promising avenue. It has become quite common to see the direction of activities as the foundation of authority‑and the separation of ownership and control as a problem calling for arrangements that entice the managers who are in control of a firm’s daily operations to act in the interests of the owners. This notion of authority can be traced in the economics of organization to Coase’s (1937) work. The seminal study by Berle and Means (2009 [1932]) on the corporation, in turn, may have a share in triggering the perception about the separation of ownership and control as being problematic. Yet, it is important to note that other conceptions of authority are very possible (see Foss and Foss 2008 for details) and that Berle and Means effectively conclude that the managers are not shareholders’ agents (for details of their position see Berle and Means 2009 [1932]: 293, 310). Moreover, Berle and Means posed the question (and asked for research into the matter) whether the traditional common law-based view of property still applies to conditions when ownership and control are separated (Berle and Means 2009 [1932]: 297). In other words, they already raised a core question related to the current pressure for CSR: in whose interests should a firm be run?

Applying the apparatus and terminology of the modern theory of the firm to this question suggests that their hesitation to accept shareholders as “principals” is well justified: when fixed claims offer only imperfect protection and identification of residual claimant(s), and the aggregation of their objective functions is also difficult, separation of ownership and control may, in fact, not be a problem, but an efficient governance arrangement is needed to ensure sufficient investment into firm-specific assets by all stakeholders and to solve the problem of a lack of an aggregate objective function. Managers being in control rather than the owners opens up the chance to benefit from enhanced value creation due to a more credible balancing of the firm’s actions, thereby reducing fears that stakeholders investing into relation-specific assets will eventually be held up by the owners. The separation of ownership and control thus puts managers into the position of serving as referees suggesting solutions to balance interests6 and ensuring adherence of the firm to these solutions—or as Berle and Means (2009 [1932]: 312n), in referring to workers, stockholders, and the public as part of the “community of a corporation,” called for management to develop into “a purely neutral technocracy, balancing a variety of claims by various groups in the community and assigning to each a portion of the income stream.”7 Consequently, our understanding of contemporary corporations and the theoretical edifice of the theory of the firm stand to gain from taking another look at the notions of authority and at our understanding of claims and their protection.


Internal Organization when Contracts are Incomplete


Since agency theory assumes that principals are able to write complete contracts, standard agency theory likely will be of limited help for understanding companies that operate under the conditions associated with the knowledge economy and CSR. Approaches such as PRT and TCE seem more promising here and the consequences of contracts being incomplete for firms’ existence, and their boundaries, have been a core theme in PRT and TCE. However, even though already Williamson, Wachter, and Harris (1975) and Williamson (1985) point to aspects of internal organization, and the latter sees an emphasis on internal organization as an important characteristic of the “transaction cost approach,” internal organization—i.e., issues of structuring, monitoring, and incentive design—has attracted only limited scholarly attention so far in the PRT and TCE branches of the theory of the firm. As the work by Speklé (2001) demonstrates, extending TCE so as to speak more to questions about the internal organization of firms when contracts are incomplete is a promising avenue for enhancing our understanding of contemporary corporations. Doing so might also help address some of the criticism voiced against the theory of the firm regarding its understanding of authority. The knowledge economy questions the Coasean (1937) notion of authority as the employer picking well-defined actions from a set of discrete actions that the employer has perfect information about (Foss and Foss 2008). We expect that furthering our understanding of internal organization when contracts are seriously incomplete will be helpful in arriving at a more nuanced understanding of what authority is—or can be, depending on the conditions that prevail. Moreover, it may help get us closer to an answer for the question already posed by Williamson (1985: 274) some twenty years ago about “what ramifications, if any, does internal organization have for the long-standing dilemma posed by the separation of ownership from control?”


Conclusions


The set of theories that form the contemporary theory of the firm have greatly enhanced our understanding of firms’ raison d’être, their boundaries, and their internal organization. Yet firms today face a quite different environment than when Berle and Means (2009 [1932]) wrote about the corporation and when Coase (1937) first raised the seminal questions about the nature of firms that gave birth to contemporary theory of the firm. The knowledge economy and the increasing pressure for conducting business in a socially responsible manner profoundly affect corporations. Given these developments, it seems fair to question what organizational economics has to offer for understanding today’s firms and for devising recommendations for business practice.

In this chapter we have shown that theory of the firm is quite capable of addressing some of the changes implied by the knowledge economy and corporate social responsibility. Moreover, the economic theory of the firm allows better understanding of how the two seemingly unconnected developments—the knowledge economy and CSR—are related and may even feed on each other. Taken together the two challenges faced by corporations today imply a growth in importance of team production with non-homogeneous knowledge workers, render contracts less complete, heighten performance measurement problems, and suggest a stronger role for implicit and relational contracts to complement the increasingly incomplete explicit ones.

Overall, the theory of the firm thus seems substantially more robust in terms of furthering our understanding of important new developments in the corporate world than submitted by some of its critics. Therefore, a stronger dialogue between the literatures on CSR and the knowledge economy is needed on the one hand, and on the other, the theory of the firm promises to enhance our understanding of these two challenges and to build stronger foundations for some of the claims voiced in the CSR and knowledge economy literatures. Moreover, such a dialogue may also further our understanding of the rationales, functioning, and internal organization of corporations in the twenty-first century, and hence lead to further refinement of the theory of the firm.
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1 Freeman and Evan (1990) emphasize the notion of “fair contract,” whereby they understand that the interests of all parties are at least taken into consideration (Freeman and Evan 1990: 352). Moreover, they draw on insights of the contemporary contractual theory of the firm about residual risk and residual control to submit that since in their view many parties bear such risk (and that shareholders might bear the least thereof as they can sell their shares daily, in contrast to other stakeholders who may not have that flexibility), all stakeholders should have voting rights (Freeman and Evan 1990). This would ensure a sufficient balance of the interests and help protect their various parties’ stakes (Freeman and Evan 1990). While these thoughts provide a possible starting point for answering the questions about who stakeholders are and how their interests can be balanced, contemporary stakeholder theory continues to provide fairly little guidance on most of these questions (Blair 2005).

2 Some scholars question that these approaches indeed achieve this objective and suggest that the reporting may rather serve for impression management purposes (e.g., Adams 2004; Boiral 2013; Cho et al. 2015a; Cho, Michelon, and Patten 2012).

3 One of the key insights of PRT and TCE is that the party investing into relation-specific assets when contracts are incomplete puts itself into a vulnerable position. Since its investment is of lower value outside the relation, the other parties might threaten to terminate the relation as a bargaining tactic that serves to appropriate some of the quasi-surplus created by the first party’s investment. Rational employees thus will tend to avoid investing into the relation-specific asset in the first place, which may, for example, mean that they acquire less knowledge about how to work together effectively in the team or inside the firm.

4 Save for situations where the firm and its shareholders crucially depend on this knowledge and thus cannot terminate the contract.

5 Milgrom and Roberts (1992: 291) suggest a number of cases in which lenders or employees correspond rather to residual claimants as they are not fully protected through their fixed claims. For example, they point to the success or failure of a firm influencing “the market’s perception of its managers’ abilities and thereby their future opportunities and incomes.”

6 Such balancing efforts over time, in turn, might explain why research on the “business case for CSR” has yielded such mixed results (for a discussion see, e.g., Barnett 2007 and Devinney 2009). If companies at some point give priority to one stakeholder group, later in time to another, and so on, to balance the satisfaction of claims over time, finding stable relations between corporate social performance and shareholder wealth will be difficult.

7 One might object that some of the managers’ efforts may also aim at enhancing their own welfare. Yet, the need to keep all other stakeholders sufficiently satisfied to prevent being fired or failing to gain continued buy-in from core stakeholders, such as knowledge workers, limits their rent-seeking behaviors.



CHAPTER 21

Corporate Responsibility and the Embedded Firm

a critical reappraisal

Cynthia A. Williams



Introduction


Debates in the United States among legal academics on the topic of corporate responsibility have typically assumed a conflict between companies’ social or environmental initiatives and profit maximizing for the firm (Elhauge 2005); have assumed that considering multiple stakeholders, as corporate responsibility does, undermines accountability (Bainbridge 2003); and some people have even suggested that engaging in corporate responsibility initiatives risks breach of directors’ fiduciary duties (Strine 2015). These related arguments are odd in contrast to what we see in the business literature. There, the “business case” for corporate responsibility, which asserts that these initiatives add to firm profits, has been prominently featured for decades (Carroll and Shabana 2010; Porter and Kramer 2011).

Moreover, 80 percent of the American companies comprising the S&P 500 now publish sustainability reports, describing their accomplishments and goals in the social, environmental, and human rights arenas (G&A Institute 2016), a dramatic increase since even 2011 when only 20 percent of the firms in the S&P 500 published such reports (G&A Institute 2016). American companies are not outliers in this regard: over 90 percent of the global 250 companies now voluntarily publish sustainability reports (KPMG 2013). If corporate responsibility initiatives are, per se, unprofitable, and also risk personal liability for members of the board for breach of fiduciary duty, one would not expect that companies would be so eager to discuss them in free-standing sustainability reports. The reliability of these reports may be open to question, but the trend is itself significant: companies are both shaping, and responding to, social reality, including the rapidly changing views of citizens in different countries concerning responsible business behavior (Kaplan 2015; Shamir 2004b).

What accounts for such disparate treatment of the concept of corporate responsibility between academics in law and business? Is this just an example of disciplinary boundaries being rigid, or is something more interesting at work? Not surprisingly, this author suggests the latter. Without claiming this explanation is the only one possible, it is here argued that the history of the topic within the two academic disciplines, interacting with the subject of the inquiry—that of the large, powerful, and increasingly multinational modern business corporation—has led to very different intellectual perspectives on some foundational issues. In particular, the topic of the responsibilities of corporations to society rapidly became depoliticized in law by treating the topic as fundamentally a question of the fiduciary duties of directors within the firm. In contrast, in business the topic was always understood to be deeply political, born as a strategy to try to protect capitalism from collectivist or progressive politics. These histories, from the 1930s through the 1980s, will be briefly described. I then discuss a particularly important phase in the history of corporate responsibility in law—that beginning in the 1980s—in more detail. It was then that law-and-economics-influenced academics strongly conceptualized directors’ fiduciary duties as being to maximize shareholder wealth, and businesses became increasingly global and economies financialized.

In reaction to these intellectual and economic developments, which valorized “self-regulating markets” and saw the withdrawal of the state from important spheres of social protection—indeed, the transfer of power over certain kinds of social provision to corporations—we see the birth in the 1990s of today’s corporate responsibility movement as society “took measures to protect itself” from the idea of a self-adjusting market (Polanyi 2001 [1944]: 3). These trends are part of a dialectic process that social theorist Karl Polanyi described as the “double movement,” as society reacts to the destabilizing effects of unrestrained, “self-regulating” markets (Block and Somers 2014; Polanyi 2001 [1944]: 136). I explore these ideas in further detail, framed by Polanyi’s insights. Finally, the current state of play is discussed, conceptualized as a muddied field including companies’ capture of, but also partial embrace of, corporate responsibility ideas and methods, yet in a context of continuing corporate resistance to the fundamental norms of corporate responsibility, particularly as and when enacted in positive law.


Shifting Political Power: The Recent Origins of Corporate Responsibility Theory


Within law, the modern corporate responsibility discussion is understood to have begun with the debate published in the Harvard Law Review in 1931 and 1932 between Adolf Berle and Merrick Dodd on whether corporate directors should be understood to be trustees for society’s interests, in light of the increasing size and social and economic significance of the modern American corporation (Berle 1931, 1932; Dodd 1932; discussed in Gelter and Helleringer 2015). If correctly understood to be trustees for society, a perspective which was resisted by Dodd at the time, and continues to be resisted today in many countries, then managers and directors would need to have what we would now call a stakeholder perspective in exercising their fiduciary obligations. So, in law, discussions of the responsibilities of companies as powerful organizations shaping employment relationships and the social and economic health of the country were filtered through debates over the fiduciary duties of the people exercising control over the corporation, its managers, and directors.

As such, over the ensuing decades, important public-law questions of politics, regulation, and political economy were deracinated, and reconstructed as essentially private-law questions of fiduciary obligation and accountability in a context that understood the corporation primarily as private property (see Chapter 25, this volume), contractually constructed (Zumbansen 2011). This depoliticization occurred notwithstanding Berle and Means’ book The Corporation and Private Property, published in 1932, in which the authors discussed the power of increasingly large, modern corporations in political terms, and articulated the public-law implications of directors exercising authority over those institutions and by extension exercising power over workers’ lives and the economy (Berle and Means 1932; Bratton and Wachter 2010). A narrowing, private-law construction of important questions of corporate responsibilities accelerated over the ensuing decades, as corporate law scholarship increasingly focused on agency issues within the firm as the most important issues to be solved, and accountability mechanisms increasingly focused on accountability to shareholders, and to shareholders only (Stout 2012).

In contrast, business people and academics have understood since the mid-1930s, at least, that corporate responsibility is a business strategy with various goals, but always oriented toward promoting businesses’ interests in the political realm. The New Deal legislative policies in the 1930s, followed by government’s active directing of the economy during World War II, created the initial impetus for business elites to coalesce to defend capitalism from what some saw as a grave threat to the “small government paradigm that had [previously] reigned in the USA” (Kaplan 2015: 132). Keynesian demand management after World War II, starting with the Employment Act of 1946, for the first time gave the executive branch the responsibility for managing the US economy to maintain full employment (Wapshott 2011), which some conservative economists interpreted as “neo-Marxism” (Kaplan 2015: 133). As labor power grew, and New Deal welfare policies expanded, two factions of the business community emerged to resist and reshape these historical trends.

The first faction sought to resist the New Deal altogether and roll it back through efforts of the National Association of Manufacturers (which still today is an active litigant in US courts challenging any new law or regulation it perceives to be inimical to business interests), the US Chamber of Commerce, and various conservative organizations (Kaplan 2015: 134). One organization that deserves particular attention in this discussion is the Mont Pelerin Society, which still exists today in relative obscurity, but with tremendous influence. Founded after World War II in Switzerland to resist communism and socialism, the Mont Pelerin Society gave an intellectual home to many of the people associated with neoliberalism, such as Milton Friedman and Friedrich von Hayek, and provided a forum in which many of the ideas now associated with the Chicago school of economics were developed: “free markets, limited governments, and personal liberty under the rule of law,” as described by one insider (Plehwe 2009: 2, citing Edwin Feulner).

Indeed, Hayek was the Society’s first president, from 1948 to 1960, and Milton Friedman served as its president from 1970–2 (Plehwe 2009: 18). From the 1940s through the mid-1960s, two American foundations (the Volker Fund and the Foundation for Economic Education (FEE)) provided funds for many Chicago economists to attend Mont Pelerin meetings, and gradually exerted their influence to exclude those Europeans from American Mont Pelerin Society meetings who saw a positive role for the state beyond enforcing property rights, or a positive role for labor unions (Van Horn and Mirowski 2009). Using resources collected from various conservative businessmen, the Volker Fund and FEE sought to counter New Deal politics in the US through the “investigations” they funded for over two decades at the University of Chicago, starting in the late 1940s (Van Horn and Mirowski 2009). These investigations will be discussed later.

The second business faction to emerge following World War II embraced some aspects of post-WWII economic thinking, such as Keynesian demand management, and sought to express a more socially acceptable version of capitalism than the laissez-faire version that had performed so badly in the lead up to the Great Depression. This business faction, supported intellectually by the dean and professors at the Harvard Business School in the 1940s and 1950s (Shamir 2004b), and supported politically by the birth of a new profession, that of public relations (Smythe 2011: 638), articulated the views that companies should treat their employees well, share productivity gains, provide health care benefits and pensions to their employees, and further, that businessmen should be good citizens of their communities (Kaplan 2015). This, then, was the birth of the corporate responsibility strategy in business. These early corporate responsibility theories and actions, meant to show that capitalism was consistent with advancing social welfare, were a strategy adopted to resist collectivist claims and movements, such as communism and socialism, and to resist further expansion of New Deal labor reforms (Kaplan 2015; Shamir 2004b).

Yet the more conservative wing of the business community resisted the language of responsibility and corporate citizenship. Debates grew within the business community, particularly as the emerging consumer protection, environmental protection, and civil rights movements in the 1960s and 1970s began to portend, and then achieve, legislative reforms imposing new regulations on business. These social movements created the conditions for a rapid expansion of federal statutory authority, against which a political backlash soon emerged (Levy, Kagan, and Zysman 1998). This backlash was motivated and energized by Lewis F. Powell, Jr.’s memo for the US Chamber of Commerce entitled “Attack on the American Free Enterprise System,” which argued for the business community to defend itself from critics of corporate power such as Ralph Nader and his Raiders (Gindis 2016 (discussing Powell memo and business reactions)). In academia, the reaction in law was Henry Manne’s argument that Nader was simply uninformed about the new thinking of the ways in which markets constrained corporate wrongdoing, particularly the market for corporate control, providing the only social accountability necessary (Gindis 2016). At the same time, University of Chicago economist Milton Friedman heightened the internecine debate with his famous essay published in the New York Times “The Social Responsibility of Business is to Increase its Profits” (Friedman 1970), in which he called assertions of corporate social responsibilities “pure and unadulterated socialism.” Once Ronald Reagan was elected in 1980, and Republicans simultaneously gained control of both the House of Representatives and the Senate, corporate responsibility as a business strategy to resist progressive legislation became unnecessary.


The Neoliberal and Financialized Firm




The Neoliberal Firm


As is well known, the 1980s saw the collapse of Keynesian approaches to macroeconomic management, and the rise of neoliberal economic policies across Western economies. A brief detour suggesting why Keynesian approaches collapsed is in order, looking only at the United States (although a similar dynamic was at work in the UK, leading to the election of Margaret Thatcher in 1979). Keynesian demand management used the money supply and fiscal policy to smooth out the booms and busts of the business cycle, with governments acting to try to keep both unemployment and inflation low (Omarova et al. 2013). To the extent there was a trade-off understood between these two goals, addressing unemployment was treated as primary (Wapshott 2011). The 1970s brought pressure on this economic and regulatory model in the US, as currency exchange rates became volatile and inflation became a more persistent problem.

The decade was inaugurated by President Nixon’s August 1971 decision to suspend the convertibility of dollars into gold, which effectively caused the breakdown of the Bretton Woods fixed-exchange currency-rate system, leading to increased volatility in currency exchange rates globally. In addition, two major oil price shocks—one in October 1973 when the price of oil tripled in response to the Arab–Israeli war, and a second in 1979 triggered by the Iranian revolution—contributed to increasing inflation, as did military spending on the Vietnam War. Inflation in the US fluctuated between 5 and 11 percent (Goodfriend and King 2005) during the 1970s, while unemployment also increased to just about 8 percent (Streeck 2011), leading to “stagflation” and an apparent de-coupling of the previously understood inverse relationship between inflation and unemployment (Nickell and Bell 1996).

Ideological factors played a significant role in shaping the response to these challenges, albeit not in a strictly partisan manner. Deregulation in trucking, airlines, and electricity began during the Carter administration in the late 1970s (a centrist Democratic administration on economic matters), and many of the most problematic deregulatory actions in finance (partial repeal of Glass–Steagall and refusal to regulate derivatives) were taken during Bill Clinton’s administration, another centrist Democrat on economic matters. Both Republican and Democratic political appointees who headed federal regulatory agencies, starting in the early 1980s and continuing through to the financial crisis, shared deregulatory views, based on faith in markets’ capacity for self-regulation and a belief that government intervention in markets can often cause more harm than good (Johnson and Kwak 2011; Stiglitz 2010).

These beliefs in market self-regulation were strongly influenced by the Chicago school of economics, a set of economic theories that gradually began to be taken seriously at the highest policy levels in the US during the early 1980s with the Reagan administration (Van Horn and Mirowski 2009). To summarize these well-known theories: the Chicago school posits that the microeconomics’ model of general equilibrium of supply and demand provides the best basis for macroeconomic policy actions (Stiglitz 2010: 258). In contrast to classic Keynesian economics, the Chicago school believes that since markets are efficient, and will come back to equilibrium if largely left alone, temporary fluctuations such as recessions should not be the basis for government intervention. In this view, government spending in an attempt to address unemployment will do little more than increase inflation, while undermining the wage readjustments necessary to bring the supply of labor and the demand for it back into equilibrium.

At a macroeconomic level, President Reagan became a chief proponent of this complex of neoliberal policies. Those policies included “supply-side” economics that emphasized cutting taxes, which would in theory increase demand through increasing consumer spending by putting more money into peoples’ pockets; Milton Friedman’s monetarist approach to fighting inflation, with the Federal Reserve articulating clear inflation targets and increasing the money supply at a fixed rate in relation to those targets; and reducing the power of unions, which were understood to cause wage, and therefore price, rigidity, and thus interfere with markets returning to equilibrium (Stiglitz 2010: 260). Subsequent to the Reagan administration, no Federal Reserve Board Chair has explicitly pursued the dual goals of reducing unemployment and fighting inflation that had previously been understood to be central to the Federal Reserve’s mission, until soaring unemployment in 2009, as a consequence of the financial crisis, required Chairman Bernake’s attention.

The Chicago School was not only important in shaping macroeconomic policy, but exercised a profound effect on law, as is well known in the law literature, through the law and economics movement. Yet what is not as well known is the relationship between the Chicago School and conservative business interests and the Mont Pelerin Society.

As stated above, the Volker Fund and Foundation for Economic Education funded two “investigations” at the University of Chicago Law School that became of particular importance to the development of the Chicago School of both economics and law and economics. One was the Free Market Project, which was originally funded in the late 1940s to write an American version of Hayek’s The Road to Serfdom. The Free Market Project was one in which both Hayek and Friedman were centrally involved (Van Horn and Mirowski 2009: 139–53), and which eventually was made good by Friedman’s Capitalism and Freedom in 1962 (Van Horn and Mirowski 2009: 166). The second was the Chicago antitrust project, which sought to reconceptualize the problem of monopoly away from the political power that monopolies can exercise to a concept of “consumer welfare” that can exist comfortably alongside two or three large companies in each industry, so long as productive “efficiencies” can be demonstrated (Van Horn 2009). What the Volker Fund and FEE funding accomplished, along with the institutional and intellectual support provided by the Mont Pelerin Society, was for Chicago economists and law and economics-influenced law professors to develop “a theory of how to reengineer the state in order to guarantee the success of the market and its most important participants, modern corporations” (Van Horn and Mirowski 2009: 161). Moreover, and of particular import, given its significant support from corporate foundations, that theory came to be widely communicated by corporate America beyond the boundaries of academia, and so become influential at the highest level of policy development in the United States.

These political and intellectual developments in the 1980s in law and in economics “shift[ed] the focus from management’s balancing of competing societal interests towards a fundamental transformation of the corporation into a contractualized investment vehicle whose success is measured almost exclusively with reference to its returns to stockholders” (Zumbansen 2011: 121). How that occurred in law is a story often told, so its main outlines will simply be sketched in the next section.


The Financialized Firm within the Financialized, Global Economy


One of the dominant trends in the US economy over the past three decades is that of “financialization,” in which an ever-greater proportion of financial market activity has come to occur within finance itself, rather than in service to the “real” economy, and in which even industrial companies earn significant, and increasing, shares of their profits from financial transactions, not from the sale of goods or services (Krippner 2005; Mitchell 2011). Krippner defines financialization “as a pattern of accumulation in which profit-making occurs increasingly through financial channels rather than through trade and commodity production” (Krippner 2005: 181). So, by the mid-2000s, non-financial firms’ ratio of portfolio income to corporate cash flow was approximately five times higher than in the 1950s through the 1970s (Krippner 2005: 185). Since the late 1970s, there has been a “steady rise in the ratio of financial assets of non-financial companies to their real assets” (Orhangazi 2008a: 865 and fig. 2). Moreover, the ratio of financial to non-financial profits in the US economy as a whole from 1950 to 2001, while volatile, has increased from between 0.10 and 0.20 from the 1950s through the 1970s to 0.50 by 2001 (Krippner 2005: 189). Other measures show similar patterns, such as the average daily trading volume on the New York Stock Exchange, which has increased from 200 million shares in 1990 to 1.6 billion shares in 2006 (Orhangazi 2008b: 17). This same trend toward financialization can be seen in other neoliberal economies as well, such as in the UK (Financial Services Authority 2009) and even in Europe (Streeck 2013 (German), 2014 (English)). For instance, in 1987 the ratio of UK debt (including government, corporate, and private debt) to UK GDP was just under 100 percent; by 2007, that ratio was approximately 450 percent (Financial Services Authority 2009: 20).

Starting in the 1980s, there has also been what can be called the “financialization of the firm,” in which emphasis has increasingly been placed on the stock price of public firms as a measure of their value. We see that financial offices and officers have increasing prestige within the firm, and the firm’s resources, intellectual and financial, have been increasingly devoted to “financial engineering,” such as stock buy-backs, intended to “return money to the shareholders,” but with the not-unintended consequence of keeping the stock price high (Lazonick 2011; Zumbansen 2011). At the same time, the fiduciary duties of officers and directors became defined by legal academics as maximizing shareholder wealth, even though that is not an accurate description of what the cases actually articulate as officers’ and directors’ duties outside of the narrowly circumscribed Revlon situation where there is to be a change in the control structure of a firm (Blair and Stout 1999; Johnson 2018; Stout 2012).

This shift toward shareholder primacy occurred for a number of reasons that have been thoroughly described elsewhere (Davis 2011, for just one example). Generally speaking, influential economic theories of the firm suggested that the central issues to be solved were agency issues, with shareholders understood to be the principals, and officers and directors their agents, an economic conception that badly matches the legal arrangements in the corporation (Orts 2013; Stout 2013). One of the solutions to this concept of agency issues was to align the interests of CEOs with their shareholders by paying an increasing proportion of CEOs’ compensation in stock options and other performance-based pay. This solution has caused CEOs’ compensation to increase dramatically and CEOs’ attention to become focused on keeping the share price high (Lazonick 2011). Another “solution” to agency issues was what Henry Manne named the “market for corporate control,” in which under-performing companies, often identified with the conglomerates which had developed during the 1950s through 1980s, would be taken over, and the conglomerates broken up (Gindis 2016; Manne 1965).

Each of these solutions to the so-called agency issues had the effect of dramatically increasing top executives’ compensation (Lazonick 2011), helping to fuel the economic inequality that has been growing since the 1980s in the US (Freeland 2012; Piketty 2014). Why that is so with respect to stock options is obvious, as executives’ compensation increased as and when stock market values increased. Why the market for corporate control increased executives’ compensation needs some explanation.

One of the most vigorous academic debates in the early 1980s concerned tender offers, and whether directors should have the power to block a “shareholder value maximizing” above-market tender offer (Coffee 1984 (summarizing debate); Easterbrook and Fischel 1981 (arguing that directors should have no power to block above-market tender offers)). Tender offers do not rely upon the target board’s agreement to the acquisition, bypassing the board and communicating directly with target shareholders. As a result, tender offers bring into sharp conflict the interests of potential acquirers and target boards if the board disagrees with the logic of an acquisition. This conflict led to the development of poison pills as virtually absolute defenses that are able to block tender offers, particularly once poison pills were upheld in 1985 by the Delaware Supreme Court in Moran vs. Household International. Contractual mechanisms were soon developed to encourage management and boards not to resist takeovers, however, that is, to overcome the defensive power of poison pills by giving officers and directors financial incentives to find common ground with potential acquirers (Gordon 1991). Thus, the “inefficient managers” that the market for corporate control was meant to discipline were given financial incentives to encourage mergers and acquisitions. These incentives generally included (and still include) stock options that vest, and thus accelerate, on a change of control transaction; bonuses for completing deals; full payment of all future “foregone” salary in CEOs’ contracts if the CEO is not kept on after a merger or acquisition; and “gross ups” to ameliorate the tax consequences of such windfalls. In other words, “inefficient managers” were—and are—disciplined by massive payouts.

Before going on, a number of caveats need to be added here about the “inefficient managers” theory of the market for corporate control. These include: merger targets are not always run by “inefficient managers,” since one typical motivation for mergers is to absorb a competitor which for some reason is a threat (better management than the acquiring company, or better products, or a better production and distribution systems, etc.). Moreover, depressed stock prices are not always indicative of “inefficient managers.” Business cycles can have depressive effects on stock prices; unexpected currency fluctuations can affect stock prices; macroeconomic effects in Europe or a large country such as China, Brazil, or the United States can affect stock prices in companies elsewhere; problems in one company in an industry can depress stock prices for all participants in that industry for a time; and recognized inefficiencies in the stock markets such as herding, momentum effects, bubbles, and busts render “fundamental value” theories about the efficiency of markets illusory (Financial Services Authority 2009). What we can say with confidence is that one company may see another company as a good target for any number of reasons, one of which is inefficient management in the target company, but another is an artificially depressed stock price. As the market for corporate control has become a permanent feature of corporate life in liberal market economies such as America, executives and boards are under intense internal and external pressures to make decisions to keep the stock price high.

The effect on many companies of “managing to the market” (Bratton and Wachter 2013: 504) has not been an unalloyed positive. Contrary to popular belief, the capital markets are not generally providing capital to companies: most funding of corporate enterprise comes from retained earnings. Indeed, the “net contribution of equity finance to [company] investment projects in the UK and United States has been negative since around the 1980s,” given dividends and stock buy-backs from the early 1980s onward (Deakin 2011). Yet, pressures from capital market participants such as stock analysts, media commentators, proxy advisers, and today, voracious and seemingly insatiable shareholder activists, give company managers clear incentives to keep stock prices high, thus “manage to the markets.” Some of these managers’ actions might be productive, such as finding new ways to save energy or use fewer capital inputs, and thus cut costs. But others destroy longer-term value, such as putting off needed maintenance of plant and equipment, delaying marketing campaigns, borrowing money to fund special dividends or stock buy-backs, cutting back on research and development (Coffee and Palia 2016; Graham, Harvey, and Rajgopal 2005), or even engaging in financial-reporting fraud or value-destroying mergers and acquisitions (Jensen 2005).

But it is not only the effects within the firm from “managing to the market” that are of concern, and here we turn back to the topic of corporate responsibility. Wages outside those of the CEO and super-managerial classes have been stagnant in the US since the 1980s, as productivity gains have not been shared and labor’s countervailing power has been decimated (Reich 2007). Economic growth in the US prior to the financial crisis was based on a number of unsustainable trends, including rapidly expanding private debt in the middle class to compensate for stagnant wages and a disappearing manufacturing base, which Colin Crouch has called “private Keynesianism” (Crouch 2011). The shift to a financialized economy has had effects on jobs (reducing them), and inequality (increasing it) (Freeland 2012; Piketty 2014), and has increased macroeconomic imbalances and trade deficits (Konzelmann and Wilkinson 2011).

Increasing economic inequality is a harm in itself, given its effects on persons left out of economic success, but it also increases the political power of those whose incomes are most directly fueling the increase in economic inequality—CEOs in general, and the managerial elite within financial firms, and private equity and hedge fund managers, in particular (Hacker and Pierson 2010; Johnson and Kwak 2011). The political interests of corporations and their shareholders, the latter of whom tend overwhelmingly to be rich, white, and old (Bratton and Wachter 2013), have a disproportionate effect on policy in the US, particularly economic policy (Gilens and Page 2014; Hacker and Pierson 2010). One can argue about when this trend became pronounced, or whether the US has always suffered from a disconnect between democratic theory and economic interests and reality (Hacker and Pierson 2010). Yet, with expanded constitutional powers for wealthy individuals and companies to directly intervene to advance their electoral preferences (Blair and Pollman 2015; Williams and Conley 2013), and with the ideological, electoral, and financial power of elite economic interests directing policy (Gilens and Page 2014; Johnson and Kwak 2011; Wilmarth 2011), the gap between majoritarian preferences and interests, and elite power, has become particularly wide.

Thus, what we have seen in both Democratic and Republican administrations since the 1980s in the US are economic policies that were largely products of neoliberal thinking, and that favor the economic elite. Tax reforms since early in the Reagan administration have given more favorable treatment to corporate debt, helping to fuel the leveraged buyouts of the 1980s’ mergers and acquisitions (Jacoby 2011); have reduced top marginal income-tax rates, which gave CEOs and top managers far greater incentives to push for higher salaries (Piketty 2014: 510); and have cut capital gains taxes, thus fueling financialization. Trade treaties, such as the North American Free Trade Agreement (NAFTA), trade arrangements undergirding the World Trade Organization (WTO), and bilateral investment treaties (BITs) throughout the world privilege capital and are argued to undermine labor and social and environmental protections and challenge democratic authority (de Zayas 2015; Van Harten 2005). And these political arrangements have supported the other important trend fueling corporate responsibility in the post-2000 period—that of globalization of investment and production.


Globalization of the Economy


Post-World War II, and especially post-1980s, has been an era of international economic liberalization and expansion that encompasses a number of features relevant to the corporate responsibility trend. International financial integration and expansion have proceeded further than industrial or networked firm integration, and of course much further than relatively immobile labor integration. The largest and most globally integrated market is the foreign exchange market. In 2013, approximately $5.3 trillion of foreign exchange trades occurred daily, including $2.2 trillion of foreign exchange swaps, $2 trillion of spot trading, and $680 billion of global futures trading (BIS 2013: 11, table 3). In December 1994, approximately 20 percent of outstanding US Treasury bonds were held by foreign treasuries, sovereign wealth funds, and private investors; by June 2007, about 58 percent were so held (Financial Services Authority 2009: 12).

Global trade has similarly increased rapidly, particularly among the three major trading blocs (EU, NAFTA, Asia-Pacific), with new countries entering the trading world in large numbers more recently (China, India, Brazil), and with export and import to GDP ratios over 20 percent in these trading blocs (Held 1998: 62). By the 1980s, international production within firms, defined as production by multinational enterprises (MNEs) outside of their home country of origin, began to exceed world trade (Ruggie 1998: 81) Thus, by the late 1990s over one-third of global trade was intra-firm trading between subsidiaries of multinational enterprises, with a “far higher percentage” than 30 percent of US production comprised of intra-firm trading (Ruggie 1998: 81). Recently, world trade growth has slowed, showing a pattern typical after a serious financial crisis, and the two-to-one pattern of growth in trade volume to growth in world GDP has “appeared to have broken down,” trade and GDP having grown at about the same rate (2 percent increase per year) for 2012 through 2015 (WTO 2015: 14). Still, the absolute values are high: in 2014, US $18.93 trillion of goods and $4.85 trillion of services were traded in the global economy (Ruggie 1998).

The organizational arrangements of global trade also began to shift starting in the 1990s. Trade arrangements internationally had been organized by the General Agreement on Tariffs and Trade (GATT) after World War II; this treaty was updated by the Uruguay Round of trade talks in 1986–94, which entered into effect in 1995 and at the same time established the World Trade Organization (WTO). Regional trade arrangements such as NAFTA, which came into effect in 1994; the European Economic Community (EEC), which eventually became the European Union (EU); and bilateral investment treaties, which proliferated in the 1990s, established facilitative conditions for global trade growth (Vandevelde 1998). At the level of the firm, we now see globally integrated networks of firms, joint ventures among industry participants, global supply chains for the production of goods from apparel to automotives to electronics, and for the sales of commodities from food to minerals to oil, gas, and coal (Blair, Williams, and Lin 2008).

These developments—expansion of world trade, increasing global production of goods for sale in home countries of MNEs, new systems of organizing production, and increasing global financial integration—have clearly had profound effects on domestic economies and politics. As succinctly described by Ruggie in explaining his concept of the breakdown of “embedded liberalism”:

The postwar international economic order rested on a grand domestic bargain: societies were asked to embrace the change and dislocation attending international liberalization, but the state promised to cushion those effects by means of its newly acquired domestic economic and social policy roles. (Ruggie 1998: 88)

And yet, financialization undermined the ability (and perhaps the will) of Western states to address the effects of rapid increases in global trade, such as the effects on job security and wages of expanding the labor pool by adding workers in South-East Asia, South America, and Mexico to the competitive pool for Western workers; or the domestic effects of institutional arrangements such as the outsourcing of manufacturing production (Rodrik 2011; Streeck 2014). Again, quoting Ruggie for a point made by a number of political and economic theorists (Crouch 2011; Reich 2007; Streeck 2014):

Governments are less free to deploy monetary policy in the pursuit of desired domestic outcomes “independent of external constraints” …. This is so because the markets will demand higher bond yields from governments of whose policies they disapprove, or drive down their currency exchange rates. All else being equal, then, capital mobility has increased market-based pressure for policy convergence within a range of acceptability that the markets determine.

(Andrews 1994 quoted in Ruggie 1998: 88)

It is in response to the effects of this interaction of the increased power of global finance over the state, and the insecurity of domestic workers caused by increased global trade, that the modern corporate responsibility movement has emerged.


Karl Polanyi and the Corporate Responsibility Movement


Social and political theorist Karl Polanyi wrote his major book, The Great Transformation: The Political and Economic Origins of our Time, in 1944, observing and analyzing the conditions of market liberalism under laissez-faire capitalism and the gold standard that he argued had given rise to World War I and the Great Depression. It is perhaps not surprising then, that his analysis is so apt for the era in which we live, given that a new era of market fundamentalism grounded on faith in the “self-regulating” market has once again produced a global financial crisis and deep recession. As Polanyi argued, society needs to protect itself from the idea of a self-adjusting market that was born with industrialization, an idea he calls a “stark utopia” (Polanyi 2001 [1944]: 3). As he stated, an institution of a self-regulating market “could not exist for any length of time without annihilating the human and natural substance of society; it would have physically destroyed man and transformed his surroundings into a wilderness. Inevitably, society took measures to protect itself …” (Polanyi 2001 [1944]: 3). Those measures produce what Polanyi has famously called the “double movement: the market expanded continuously but this movement was met by a countermovement checking the expansion in definite directions” (Polanyi 2001 [1944]: 136). The modern corporate responsibility movement, which became visible in mass mobilizations in Seattle and Prague in 1999 and 2000 targeting meetings of the WTO and the IMF—institutions with the power to “enforce the rules of neoliberalism” (Block 2001: xxxviii)—is one example of society “taking measures to protect itself” from the implications of market liberalization and global financial integration.

It must be recognized that this is only one of the ways we see social movements reacting to globalization: right-wing, populist political parties gaining power throughout Europe, including in such social democratic strongholds as the Netherlands and Scandinavia, are also attempts by which people try to assert social control over globalized markets (Block and Somers 2014; Streeck 2014). Nothing in Polanyi’s theory implies that the reactions of society to protect itself from “a pattern of economic organization in which [workers, farmers, and small business people] are subject to periodic dramatic fluctuations in their daily economic circumstances” will necessarily be progressive (Block 2001: xxxiv). But one progressive reaction to the stresses of globalized production and increased financial and market power has been the corporate responsibility movement. This multifaceted movement encompasses labor rights, environmental concerns, indigenous people’s rights, human rights, consumer protection, climate change activism, food safety, privacy rights, and so forth, but generally aims to put limits on corporate actions that may harm people or the environment.

Generally speaking, corporate responsibility activities can be divided into two categories: substantive standards for responsible corporate action and disclosure initiatives. Among substantive standards there are a number of important multilateral initiatives, such as the OECD’s Guidelines for Multinational enterprises; the ISO 26,000 Corporate Responsibility standards; the UN’s Global Compact; and the UN’s more recent “Protect, Respect and Remedy” framework articulating states’ and companies’ human rights responsibilities (for descriptions of each of these initiatives, see Williams 2016). None of these are treaty-based standards, although a number obviously are developed by treaty-based organizations. In addition, there has been a proliferation of transnational, voluntary standards for what constitutes responsible corporate action enacted in just about every industry worldwide, developed by various constellations of participants (such as industry self-regulation, public/private hybrids, NGO-led coalitions, and multi-stakeholder initiatives).

As this author has written recently, from “apparel to chemicals, extractives such as oil, gas and minerals to conflict-free diamonds; sustainable fisheries and forestry to project finance and fair-trade goods such as coffee, tea, cocoa and cotton,” industry-specific standards for responsible action have been enacted across a wide range of industries (Williams 2016). In addition, a number of important multi-sector standards have been developed, such as Social Accountability 8000, which is based on the International Labor Organization’s fundamental Principles and Rights at Work, or the Ethical Trading Initiative, which works with 9.8 million people (as of 2015) incorporated into seventy companies’ supply chains (Williams 2016). While states may be constrained from enacting protective social and environmental standards by global financial players (Ruggie 1998), a multiplicity of private actors clearly do not feel so constrained.

The second category of corporate responsibility initiatives—those targeting expanded disclosure of environmental, social, and governance (ESG) facts—has seen a comparable expansion of global activity. As stated at the outset of this chapter, 93 percent of the global 250 companies now produce voluntary, stand-alone CSR or citizenship or sustainability reports (KPMG 2013). The EU, as a whole, and a number of European countries (France, Denmark, Sweden, and Norway) have been leaders in enacting various ESG disclosure requirements, and by 2015 twenty-three countries have enacted legislation to require public companies to issue reports including environmental and/or social information (Institute for Responsible Investment 2015). Moreover, seven stock exchanges now require social and/or environmental disclosure as part of their listing standards (Institute for Responsible Investment 2015). Numerous (one estimate is over 400) different ESG disclosure frameworks exist worldwide (Carney 2015), producing a kaleidoscope of information that feeds into multiple socially responsible investment (SRI) indices and rankings, and is used and promoted by coalitions of investors, who have also promulgated standards for responsible investment (such as the UN Principles for Responsible Investment) and issue-specific advocacy (such as the Investors’ Network on Climate Risk).

This sketch of corporate responsibility initiatives suggests obvious, but important, questions: What does it all mean? How should we interpret this trend? It is to these questions that this chapter now turns.


Corporate Responsibility Today: An appraisal


To start with, we submit that the corporate responsibility movement has created new institutional arrangements, networks, and norms that have the potential to ameliorate, and presumably are ameliorating, some of the worst conditions caused by globalizing production. One example of a new institutional arrangement is that between 200 US colleges and universities and the Fair Labor Association (FLA), and 175 US colleges and universities and the Worker Rights Consortium (WRC). Both the FLA and the WRC work to ensure that licensed goods such as sweatshirts, t-shirts, hats, pens, and other school-branded paraphernalia are produced in accordance with labor and human rights codes that either the FLA or WRC have developed, or that individual companies like Nike or Reebok that produce for the schools have developed. Both organizations were founded in response to a vigorous student anti-sweatshop movement in the late 1990s in the US, and so now, long after the student activists have graduated, institutional arrangements continue that give workers some redress and voice for issues that arise, and that connect labor movement specialists and activists around the globe with university or college licensing committees in North America.

Another example of new institutional arrangements is that of the plethora of fair trade or specialized certification programs that cover a range of commodities (tea, coffee, cocoa, cotton, fish) and products (clothing and jewelry, candles, towels, paper, wood products, for instance). Fair trade programs, via their buyers, provide a minimum price to small producers to stabilize their incomes; provide a community development premium; the producers are part of the international governance mechanisms; and ultimately it is hoped that the partnerships will lead to more environmentally sustainable production with community development benefits as well (more money for schools, hospitals, community centers). Empirical evidence is starting to accumulate that fair trade arrangements are meeting these goals, that consumers in fact, not just in surveys, are willing to pay up to 20 percent more for fair trade goods, and that demand for these goods is higher than for comparably priced, or even lower priced, non-fair trade goods (Dragusanu, Giovannucci, and Nunn 2014). These are just two examples of new institutional arrangements that have been developed and/or strengthened since the modern, post-1980s, corporate responsibility movement began to develop global traction.

Regarding networks, a dizzying array of coalitions, public/private partnerships, socially responsible shareholder initiatives and institutes bring together human rights, labor, environmentalists, indigenous leaders, religious leaders, companies, auditors, and others to address specific issues or generic corporate responsibility concerns. Some of these networks develop and monitor social responsibility standards; others pressure companies, cities, states, and countries to do more to advance corporate responsibility; some networks interact with treaty organizations such as the OECD or the UN Human Rights Commission; and others interact with business coalitions, auditors, exchanges, investors, or regulators. Various motives energize different actors within the networks (Aguilera et al. 2007), and improvements can undoubtedly be made in the efficacy of individual networks (McCarthy and Morling 2015). What is clear is that these networks are creating frameworks for different patterns of communication between people from different social positions (companies versus NGOs, for instance) and geographies (global south activists interacting with northern responsible investors, for instance) (Conley and Williams 2011), which may ultimately have some effect on corporate actions in specific instances. What can also be said with some confidence is that this proliferation of networked interactions is having an effect on the expectations of different social actors and on the norms by which corporate action is being judged.

To that point, as stated earlier, over 90 percent of Fortune 250 companies now issue a corporate responsibility report, which we take as powerful evidence of what corporations perceive the social expectations of them to be. We do not interpret this fact as unproblematic, and we recognize that there can be a range of company motives for engaging in this kind of communication, as we discuss below. It is evidence, however, of the operative norms concerning the corporate social relationship today when just about every large MNE feels compelled to issue a corporate responsibility report, just as virtually every company website has a “citizenship” or “sustainability” or “social responsibility” link (Williams 2016). Leading business publications such as the Harvard Business Review or Forbes publish articles on corporate responsibility as the new normal (McPherson 2014; Porter and Kramer 2011). And while academic law lags behind, many leading law firms now list corporate responsibility as a practice area—which is likely to be a defense-oriented practice in many cases, but nonetheless one that recognizes the risks to corporate clients from corporate responsibility expectations, standards, and norms.

We do not take these new institutional arrangements, networks, and norms to be sufficient to solve the problems created by globalizing trade and corporate power, however, just as we do not interpret them in an unproblematic fashion. Companies are responding to social imperatives, but equally attempting to shape those imperatives through these mechanisms. One consistent goal in companies’ efforts is to maintain corporate responsibility as a voluntary enterprise (Shamir 2004a). In the US, this goal has primarily been threatened only by potential accountability for human rights and environmental litigation under the Alien Torts Claims Act (ATCA). In ATCA litigation, defendants and their amici (often business trade associations such as the US Chamber of Commerce) have vigorously and successfully defended against liability (Shamir 2004a; Williams and Conley 2013). In Europe, parliamentary efforts to study corporate responsibility and potentially regulate it have been met with an outpouring of arguments from the corporate community about the importance of keeping it a voluntary exercise (De Schutter 2008). Moreover, as argued by Moog et al., power imbalances between companies versus NGOs in multi-stakeholder, quasi-regulatory initiatives have shaped outcomes to be as non-intrusive as possible, undermining the efficacy of many initiatives, such as the Forest Stewardship Council, which they study, and which has been upheld as a model of corporate responsibility potential (Moog, Spicer, and Böhm 2015).

Even though potentially ineffective, the existence of voluntary corporate responsibility initiatives is used as an argument to deflect hard law or binding treaty obligations (Conley and Williams 2011; Shamir 2004b). A number of analyses from critical sociologists and economic sociologists have argued that companies are managing social expectations and shaping them to be consistent with current political and economic trajectories and the companies’ financial interests by their involvement in corporate responsibility networks and by their “citizenship” reports and communications (Banerjee 2008; Feldner and Berg 2014; Kaplan 2015; Moog, Spicer, and Böhm 2015). So we cannot conclude that the various corporate responsibility activities show that these activities are an unproblematic good, although some of the institutional arrangements being developed do seem to be producing some positive outcomes within their ambit, such as the Fair Trade Movement described earlier.

There are two additional reasons to be skeptical that companies’ involvement in corporate responsibility initiatives and communications indicate a thoroughgoing reframing of companies’ understandings of their actual responsibilities. First, companies are increasingly using Investor-State Dispute Settlement (ISDS) arbitration procedures under various trade agreements, such as NAFTA and the bilateral investment treaties (BITs), that blanket the globe to challenge any social or environmental regulations or government actions that are argued to undermine future profits. Van Harten provides data showing that the number of these proceedings has grown substantially since the late 1990s (Van Harten 2005), and estimates in personal communications with this author that there were approximately 400 ongoing arbitrations of this sort as of 2016. The contrast is stark between new governance forms of collaborative, often industry-led, voluntary standards for responsible action, and the limits on sovereign regulatory authority being threatened as a result of these arbitrations (DeZayas 2015).

Second, in the context of our current extractive model of economic development there are still deeply ingrained, severe problems being created by global production and trade that corporate responsibility initiatives are not solving, and realistically cannot be expected to solve without government support. Slavery and debt bondage are continuing problems, estimated to affect 12 million to 30 million people, in many industries, such as in agriculture, mining, extractives generally, construction, brick making, fishing in South-East Asia, carpet weaving, domestic work, and sex work, and in many parts of the world (Crane 2013). Child labor is also a continuing problem in many places where economic development has not yet produced better options for children, even in such industries as cocoa production where child labor has been under the global NGO spotlight for at least fifteen years (Crane 2013). The tragic collapse of the Rana Plaza in Bangladesh in 2013, which killed 1,134 people producing clothes for twenty-nine global clothing companies, or Barrick Gold’s settlement of claims in 2015 that its security personnel had raped 137 women in Papua New Guinea over a period of decades, both show limits to the efficacy of corporate responsibility (Williams 2016: 40).


Conclusion


The limits of corporate responsibility should not be surprising upon reflection. As leading management scholars Crane, Palazzo, Spence, and Matten have argued in criticizing Porter and Kramer’s 2011 optimistic presentation in the Harvard Business Review of “corporate shared value,” which Porter based on the discovery of win–win solutions to deeply ingrained social problems, tensions between the economic and social goals of the corporation mean that “[m]any corporate decisions related to social and environmental problems, however creative the decision-maker may be, do not present themselves as potential win-wins, but rather will manifest themselves in terms of [intractable and ongoing] dilemmas” (Crane et al. 2014). Indeed, as Crane et al. argue, and as Williams and Zumbansen and others in law have also argued, the problem to be solved in the corporate social relationship is the deeper problem of the business corporation being conceptualized in narrow economic terms, and with the fiduciary duties of directors being misconceptualized as to maximize shareholder wealth, even as the business corporation acts throughout the world as a powerful social and political actor (Crane et al. 2014; Deakin 2005; Stout 2012; Williams and Zumbansen 2011). Until that problem is solved, even the best corporate social responsibility initiatives will be partial and ultimately unsatisfying.
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The Sustainable Corporation





CHAPTER 22

The Greening of the Corporation

Thomas Clarke



Introduction


The dawning realization of the global consequences of imminent climate change provides a series of inescapable challenges for corporations. Business as usual is not an option, as Naomi Klein suggests in This Changes Everything (2015). For every corporation, in every business sector, in every economy, the implications of climate change are profoundly serious. There is not any possibility of escape from these responsibilities, and delay will simply compound the disasters to come for business and the community (IPCC 2014; Stern 2006). Responding to these climate challenges involves the exploration and development of new paradigms of corporate purpose and responsibility, new business models, new technologies, and new corporate strategies and practices.

This chapter argues that industries and corporations that refuse to acknowledge these new responsibilities over time will lose their license to operate, their access to finance, and their customers. For companies ready to realize their responsibilities there is a series of international institutional initiatives inspiring, facilitating, and guiding the progress of companies towards new conceptualizations of a sustainable future, and of company directors’ duties and responsibilities in this sustainable world. These are increasingly reinforced by market indices which recognize and measure the performance of companies according to social and environmental criteria. This effort is endorsed and verified by a wide array of business and civil society bodies that are researching and disseminating knowledge and practical analytical skills regarding sustainability. This amounts to a changing landscape of corporate existence in which the greening of the corporation will occur with a new definition and practice of fiduciary duty where risk, strategy, and investment are closely calibrated with social and environmental responsibility. The wheel of a vital industrial cycle is turning. Corporations have begun to realize their environmental impact as:

The corporate sector became increasingly seen not only as the cause of the environmental problems but also as the source of the solutions. And with this shift in emphasis, the concept of corporate environmentalism was born. This concept was redefined through multiple iterations with ever-increasing complexity of the understanding of the intersection of business activity and environmental protection. As a result, conceptions of corporate environmentalism as simply regulatory compliance in the 1970s gave way to newer management conceptions of pollution prevention, total quality environmental management, industrial ecology, life-cycle analysis, environmental strategy, carbon footprinting, and sustainable development.

(Hoffman and Bansal 2011: 4)

Today, leading corporations are engaged in transforming strategies and practices towards a decarbonized, decentralized, and digital future. New technologies are changing the management of the traditional linear economy towards a circular economy, in which waste is effectively eliminated, and the economy is restorative rather than depletive of ecosystems (European Commission 2015a; World Economic Forum 2014). The maintenance of the natural capital of the earth, which forms the bedrock of the human economy and life-support system of the planet’s species, necessitates the decoupling of economic growth from further environmental impact (Hackmann and Boulton 2015). Human ingenuity and innovation can achieve a greening of the corporation in which pollution is eliminated, green products and process technologies do not continuously create waste, and renewable energy technology and emissions-free transport bring balance between the economy and the ecology (Kemp and Pontoglio 2011).

But first it is important to examine earlier failures in corporate social and environmental responsibility, and to understand how damaging this negligence can be both to society and to corporations themselves. Then it is useful to examine the evidence that now corporations and markets are beginning to realize the scale and immediacy of the environmental risks that require urgent action.


Greenwashing the Corporation



Though the corporate social and environmental responsibility (CSR) movement has moved over the decades from the margins to the mainstream of business reporting, it is hard not to escape the conclusion that this is largely symbolic, rather than substantive CSR—that is, it is not changing business models, simply changing rhetoric (Banerjee 2012; Crane, Matten, and Spence 2014). Corporations realize they must be seen to be socially and environmentally responsible, and, in many cases, the boards and directors of these companies wish to be as responsible as possible. However, the transformation of business models, strategies, and practices is often conceived to be too difficult, or too premature, without a fundamental shift in the market. That is, as Vogel (2005) identified, CSR was interpreted by corporations within the logic of existing market constraints, and there was rarely the perception by corporations themselves that it is possible to change markets, and transform technologies. As Bowen explains:

Symbolic corporate environmentalism consists of shared meanings and representations around changes made by managers that they describe as primarily for environmental reasons. However, some of these symbols are completely disconnected from the impacts that firms have on the natural environment, and many more have less substantive environmental impact than they symbolically promise. Despite apparently widespread corporate environmentalism, industrial activities are pushing society closer to and, in some cases, exceeding planetary boundaries. The gap between firm’s symbolic activities and the reality of environmental damage endangers our natural surroundings and, ultimately, may threaten the stability of current economic and social systems. (2014: 13)

Though there is now a widespread corporate acceptance of the concepts of corporate social and environmental responsibility, CSR continues to invite a degree of skepticism, most seriously for engaging in amoral apologetics for unacceptable corporate behavior, and the apparent capacity of corporations, particularly in the resources sector, to express CSR ideals while engaging in every opportunity to make money, regardless of the environmental or social consequences (Wright and Nyberg 2015). CSR has matured over recent decades, driven by evolving global guidelines, national regulation, increased stakeholder expectations, and more demanding corporate disclosure requirements, together with widespread voluntary initiatives by corporations to embed CSR into their core business. Yet what is presently happening lacks the speed and scale to bring about the systemic change required to remedy increasing social and environmental challenges. Jane Nelson argues:

The negative headlines persist, fuelled by reports of sweat-shops in low-income countries producing cheap goods for OECD markets, fatal tragedies such as the collapse of the Rana Plaza garment factory in Bangladesh in 2013 and the Turkish mining disaster in 2014, and catastrophic environmental accidents. Moreover, the legacy of the global financial crisis, concerns about corporate tax practices and challenges such as youth unemployment and climate change have forced corporations to lift their sights further above the bottom line and to judge their performance against wider social goals. Economic growth must now be more inclusive and more sustainable. The onus is on firms to produce more jobs, products, services and infrastructure for more people, while putting more emphasis on decent work and fairness, and less strain on natural resources. (Nelson 2014)

Unfortunately, from the origins of the business and environment movement in the early 1990s, there has been a strong inclination within corporations to dissemble concerning environmental intentions and mislead regarding environmental achievements (Table 22.1). While promised genuine commitments to environmental responsibility by corporations, communities around the world too often have instead confronted a tsunami tide of greenwash (Greenpeace 1992, 2012).



Table 22.1 Definitions of greenwashing


	Disinformation disseminated by an organization so as to present an environmentally public image. (OED 2012)


	Advertising or marketing that misleads the public by stressing the supposed environmental credentials of a person, company, or product when these are unsubstantiated or irrelevant. (Gillespie 2008)


	The act of misleading consumers regarding the environmental practices of a company (firm-level greenwashing) or environmental benefits of a product or service (product-level greenwashing). (TerraChoice)


	A strategy that companies adopt to engage in symbolic communication of environmental issues without substantially addressing them in action. (Walker and Wan 2012)


	The selective disclosure of positive information about a company’s environmental or social performance, without full disclosure of negative information on these dimensions, so as to create an overly positive corporate image. (Lyon and Maxwell 2011)


	The disclosure of one element of a corporation’s environmental performance—for example, a commitment to zero emissions, and withdrawing from this commitment when the mismatch is exposed between the proactive-sounding statements and less favorable ongoing environmental impacts. (Bowen 2014: 2)


Source: Adapted from Bowen (2014: 21).


Greenwashing can be found in the politics and practices of many corporations, both consciously and unconsciously presenting a distorted view of the real commitments of companies towards social and environmental responsibility. However, it is in retail marketing that the greenwashing movement has often proved at its most pernicious. While the general public is expressing deeper concerns about the importance of environmental and social responsibility, corporations’ marketing campaigns have often responded with a degree of cynicism in the association of products with environmental integrity, obligation, and good health, when this is at best fatuous (Table 22.2).



Table 22.2 Common corporate product greenwashing strategies



	Hidden Trade-offs


	The suggestion that a product is “green” based on an unreasonably narrow set of attributes without attention to other important environmental issues. Paper, for example, is not necessarily environmentally preferable just because it comes from a sustainably harvested forest. Other important environmental issues in the papermaking process, including energy, greenhouse gas emissions, and water and air pollution, may be equally or more significant.


	No Proof Offered


	An environmental claim that cannot be substantiated by readily accessible supporting information, or by reliable third-party certification. Common examples include paper and tissue products that claim various percentages of post-consumer recycled content, without providing any evidence.


	Deliberate Vagueness


	Claims that are poorly defined or so broad that their real meaning is likely to be misunderstood by the consumer. “All natural” is an example. Arsenic, uranium, mercury, and formaldehyde are all naturally occurring, and poisonous. “All natural” isn’t necessarily “green.”


	Irrelevant Detail


	Environmental claims that may be truthful, but are unimportant or unhelpful for consumers seeking environmentally sound products. “CFC-free” is a common example, since it is a frequent claim, despite the fact that CFCs are banned by law.


	Deliberate Distraction


	Claims that may be true in themselves about the product category, but that risk distracting the consumer from the greater environmental impacts of the category as a whole. Organic cigarettes might be an example of this category, as might be fuel-efficient sport-utility vehicles.


	Deliberate Deception


	Environmental claims that are simply false or wildly exaggerated. The most common examples include products falsely claiming to be Energy Star certified or registered.


	False Labelling


	Products that, through either words or images on product labels, are intended to mislead—for example, contain images of health irrelevant to the product, or give the impression of third-party endorsement where no such endorsement actually exists.


Source: Adapted from TerraChoice (2010: 10).


Greenwashing can be the public face of a more serious neglect of environmental planning and risk management in core business strategies. As the complexity and scale of corporate operations internationally increases, even as the regulatory framework becomes more developed, the imminent risk of environmental disaster is compounded. This can result in corporations being responsible for catastrophic environmental disasters, the consequences of which they cannot escape. Corporations are beginning to learn that greenwashing can come at a terrible cost, as recent corporate environmental catastrophes amply illustrate.


Examples of the Inherent Disasters of Greenwashing


There are a number of recent cases of major corporations which have encountered the environmental risks that can implode with immense unforeseen costs. For example, the British oil company BP had successfully projected itself for two decades internationally as the best-managed oil corporation, had painted its petrol pumps green, and used the slogan “beyond petroleum” to indicate it was the most environmentally aware oil corporation. This all changed after BP was involved in one of the worst man-made environmental disasters when its Deepwater Horizon oil rig exploded in the Gulf of Mexico on April 20, 2010. On February 5, 2015, after five years of litigation, BP agreed a $20.8 billion civil claims settlement with US federal and state authorities over the disaster, with $8.1 billion of the funds designated for coastal wetlands and marine mammals as part of a 15-year Gulf of Mexico restoration program. The goals of reviving the Gulf Coast focus on wildlife, habitat, water quality, and recreational activities. The deal was the largest ever reached by the Department of Justice against a single entity. BP will not be allowed to take any tax deductions for the civil portion of its penalty, and if the company changes ownership the US can demand immediate payment from BP. BP has already paid out $5.8 billion to people and businesses hurt by the oil spill as part of a 2012 settlement, and the company faced damages claims connected to class action settlements and law suits brought in addition to the earlier settlements. The company also faced securities litigation brought on behalf of some investors (Financial Times 2015b).

The US Attorney General, Loretta Lynch, said: “BP is receiving the punishment it deserves, while also providing critical compensation for the injuries it caused to the environment and the economy of the Gulf region. The steep penalty should inspire BP and its peers to take every measure necessary to ensure that nothing like this can ever happen again.” The spill “inflicted unprecedented damage,” said Lynch. “Ecosystems were disrupted. Businesses were shuttered. Countless men and women lost their livelihoods and their sense of security” (Guardian 2015). The settlement took BP’s total budget for the oil spill to more than $54 billion, with eighteen years to pay the fine. BP lost 55 percent of its share price in the months after the spill, and five years later still had not recovered its earlier market capitalization, as it proceeded through a major divestiture of assets in the ensuing years. This was the largest offshore oil spill in US history, and was regarded as one of the worst illustrations of corporate irresponsibility to occur anywhere in the world.

Yet this tragic disaster that cost the lives of eleven oil rig workers could have been prevented as the Report to the President prepared by the National Commission on Deepwater insisted (National Commission 2011). Another investigation, the Report of the Ocean Energy Management, Regulation and Enforcement into the rig explosion, found that BP, and in some instances contractors, failed to follow a series of federal safety regulations (2011). A third study by Berkeley University concluded:

This disaster was preventable had existing progressive guidelines and practices been followed. This catastrophic failure appears to have resulted from multiple violations of the laws of public resource development, and its proper regulatory oversight … These failures (to contain, control, mitigate, plan, and clean-up) appear to be deeply rooted in a multi-decade history of organizational malfunction and short-sightedness. (Deepwater Horizon Study Group 2011: 5)

In fact, BP had a long, scarcely concealed history of appalling health and safety records, stretching back through a 2005 explosion at its Texas City Oil Refinery, which caused fifteen deaths and injured 180 people; the largest oil spill on Alaska’s North Slope; two further toxic spills from the Texas City refinery in 2007 and 2010; and a Caspian Sea gas leak and blow out in 2008. BP’s dismal safety record was known in the industry, and BP refineries in Ohio and Texas accounted for 97 percent of the “egregious, wilful” violations recorded by the US Occupational Safety and Health Administration (OSHA). These violations are determined when an employer demonstrates an “intentional disregard for the requirements of the law, or showed plain indifference to employee safety and health” (ABC News 2010). Ultimately, this abysmal health and safety record was the responsibility of the BP board, which had focused on cost-cutting and profitability for too long, neglecting fundamentals that caused this disaster.

Another contemporary illustration of a hitherto highly respected international company confronting disaster because of its neglect and defiance towards essential environmental standards is the German car corporation Volkswagen. In September 2015, VW cars admitted illicitly installing software in 11 million car engines, over several years, which allowed the cars to pass regulators’ laboratory emissions tests, but belched out toxic nitrogen oxides when travelling normally on the road. As VW faced a litany of fines, lawsuits, and recall costs, its reputation for engineering excellence and environmental responsibility was shredded and became a subject of widespread ridicule. This flagrant abuse of environmental standards was ultimately a result of arrogance, lax board of director controls, and a paternalist corporate governance culture described in Germany as “uniquely awful” (Financial Times 2015a).

After losing over a third of its market capitalization in a matter of days, the company announced it would set aside $7.3 billion dollars—the equivalent of six months’ profits—to cover the costs of making the cars comply with pollution standards. The car maker had become the most successful in Europe as a result of its “clean diesel” advertising, and the diesel engines which were affected by the fraud accounted for half of sales. Too late, the outgoing CEO, Martin Winterkorn, announced a change of heart, and that the company would introduce twenty new hybrid or all-electric vehicles by 2020 (New York Times 2015). Other European manufacturers announced plans for electric cars, including Volvo, which committed to a fully electric fleet. The sense that things were changing was undermined by a discovery that experiments had been conducted with monkeys in the US inhaling diesel exhaust, and with humans in Germany to test the impact of inhaling nitrogen dioxide, by a consultancy hired by the car manufacturers Volkswagen, Daimler, and BMW. The European Commission announced in 2018 it was intent on pursuing legal action in Germany and eight other countries regarding their chronic failure to enforce air-quality standards, claiming 400,000 people died prematurely in Europe each year as a result of air pollution (Ewing 2018).

These corporate disasters by companies formerly regarded as leaders in their sector are a salutary warning to other corporations to be alert to the very real hazards they will face in a more widespread and immediate way with the onset of climate change if they neglect their social and environmental duties. And yet, though many international corporations are taking this threat seriously, others are clinging to their traditional business models while they can still extract profit from them, particularly in the fossil fuel industries. One example is Shell, which continues as one of the largest oil corporations in the world, and the most carbon intensive. In the 1970s, the senior executives of Shell made their name with the use of “scenario planning” to successfully anticipate the oil crisis. However, they seem to have signally failed in their planning for the far more dramatic consequences of climate change, except to record fossil fuels as the major source of energy through to 2050 (Shell 2008). Shell’s official view is that “fossil fuels will be a big part of the energy mix for decades to come … and would still even in 2050 supply over 60 per cent of global energy” (Brinded 2011).

As Greenpeace (2012) suggests, what appears a prediction becomes a self-fulfilling prophecy if the weight of the existing fossil fuel companies is utilized to continue to dominate energy markets and exclude competition from renewable energy. Shell appears to be planning to continue to use as much fossil fuels as at present for as long as possible. This would mean that energy-related carbon dioxide emissions would not decline. Yet Shell accepts that climate change is one of the biggest challenges facing society, and offers programs that help drivers to use less energy and emit fewer carbon dioxide emissions while continuing to develop more sources of oil and gas, including the tar sands of Canada. In 2002, Shell’s committee of managing directors considered that “essentially the Group’s business was not to decarbonise but rather take advantage of opportunities which had arisen as a result of the world’s desire to decarbonise.” The committee argued that “it was not unreasonable to expect that the Group could pursue decarbonization as a good business case” (Shell 2002). Since then, Shell has marginalized its interest in renewables to concentrate further on development of fossil fuels (Ten Kate 2011). This is not only environmentally disastrous, but ultimately could prove disastrous for Shell as a company.


The Global Consequences of Climate Change



In his review on The Economics of Climate Change, Sir Nicholas Stern (2006) called climate change “The greatest market failure the world has ever seen.” He insisted the choice we faced was taking mitigation action now, or very expensive adaptation in the future, and concluded: “There is still time to avoid the worst impacts of climate change, if we take strong action now” (Stern 2006). Stern insisted:

The scientific evidence that climate change is a serious and urgent issue is now compelling. It warrants strong action to reduce greenhouse gas emissions around the world to reduce the risk of very damaging and potentially irreversible impacts on ecosystems, societies and economies. With good policies the costs of action need not be prohibitive and would be much smaller than the damage averted.

(Stern 2006: iv)

Stern highlights how the effects of climate change are global, intertemporal, and highly inequitable. Climate change is a result of the externality associated with greenhouse gas emissions, entailing costs that are not paid for by those who create the emissions. Stern highlights a number of features of climate change that together distinguish it from other externalities:



• it is global in its causes and consequences;

• the impacts of climate change are long-term and persistent;

• uncertainties and risks in the economic impacts are pervasive;

• there is a serious risk of major, irreversible change, with non-marginal economic effects. (Stern 2006: 23)



The phenomenon of climate change is gradually becoming part of the discourse of daily life. This is not a discussion of the weather, which has proved an eternal focus of human interest since the birth of civilization. This is anthropogenic climate change—that is, what we have done to the earth’s climate, and what consequences this will have. Climate change is, according to the United Nations Framework Convention on Climate Change (UNFCCC): “A change of climate which is attributed directly or indirectly to human activity that alters the composition of the global atmosphere and which is in addition to natural climate variability observed over comparable time periods” (UNFCCC 2007, 2010, 2013). Climate change is caused by the increased emission of carbon dioxide and other greenhouse gases, which accumulate in the atmosphere and prevent heat radiating into space. The consequences of climate change range from a gradual to a catastrophic impact on the environment, ecology, economy, and society. The Intergovernmental Panel on Climate Change (IPCC) was established by the World Meteorological Organization (WMO) and the United Nations Environment Programme (UNEP) in 1988, with the mandate to provide the world community with the most up-to-date and comprehensive scientific, technical, and socio-economic information about climate change. The IPCC assessments have played a major role in motivating governments to adopt and implement policies in responding to climate change, including the United Nations Framework Convention on Climate Change and the Kyoto Protocol (IPCC 2014).

The IPCC issued a risk assessment report on March 31, 2014 stating that the effects of climate change are already occurring on all continents and across the oceans. This assessment was prepared by a very large international team of scientists, including 179 lead authors, 66 review editors, 400 contributing authors, and 1,729 individual expert reviewers from 84 countries (IPCC 2014: x). The world is unprepared for the imminent risks of a changing climate, and while there are opportunities to respond to such risks, the risks will be very difficult to manage with high levels of warming (IPCC 2014). The report suggests that though the nature of the risks of climate change are becoming increasingly clear, climate change will continue to produce unpleasant surprises. Vulnerable people, industries, and ecosystems around the world are identified in the report. The report finds that risk from a changing climate is due to vulnerability (lack of preparedness), and exposure (people and assets in harm’s way), overlapping with increasing hazards (the sudden triggering of climate events or trends). Intelligent intervention to decrease risk in each of these three dilemmas is possible. Vicente Barros, the co-chair of the group of scientists who produced the report, commented:

We live in an era of man-made climate change. In many cases we are not prepared for the climate-related risks that we already face. Investments in better preparations can pay dividends both for the present and for the future … Part of the reason adaptation is so important is the world faces a host of risks from climate change already baked into the climate system, due to past emissions and existing infrastructure.

(IPCC 2014: ix)

There is a growing consensus on climate change that what we have witnessed since the 1950s is without precedent in recent millennia:



• In the Northern Hemisphere, the last thirty years have been the warmest since Anglo-Saxon times, and eight of the ten warmest years on record in the UK have been since 2002 (Meteorological Office 2014).

• The atmospheric concentration of greenhouse gases are now at levels not seen in 800,000 years.

• The rate of sea level rise is now quicker than at any time over the last two millennia (IPCC 2014).

• Though natural fluctuations may mask the impact temporarily, the underlying human-induced warming trend of two-tenths of a degree per decade has continued since the 1970s (Otto 2015).



In response to these impending threats, the 2010 UN Climate Change Conference in Cancun, Mexico, agreed to reduce greenhouse gas emissions and to help developing nations protect themselves from climate impacts and build their own sustainable futures. Under the Climate Change Convention, they included a review for nations on their progress towards the agreed objective of keeping the average global temperature rise below two degrees Celsius (with an agreement to review this objective in future on the basis of further scientific knowledge). The explanation for the two degrees maximum increase is that, beyond this point, climate change may become non-linear—that is, unpredictable and compounding catastrophic weather events could occur (UNFCCC 2010).

Climate change refers to “a change in the state of the climate that can be identified (e.g., by using statistical tests) by changes in the mean and/or the variability of its properties, and that persists for an extended period, typically decades or longer” (IPCC 2014). The UNFCCC (2007) makes the significant distinction between climate change attributable to human activities altering the atmospheric composition, and climate variability attributable to natural causes. The IPCC (2014) report assesses the risks climate change poses for human and natural systems, and considers how these risks may be reduced or managed through adaptation and mitigation, examining options, constraints, resilience, and limits of adaptation. This assessment is difficult since climate change involves complex interactions and changing likelihoods of many and diverse impacts. The focus on risk supports decision-making in the context of climate change, and allows societies, government, and business to perceive the degree of risk, and to consider modes of mitigation or adaptation, with reference to impacts, vulnerability, and exposure.

There is significant evidence of serious impacts on natural and human systems on all continents and across all oceans. However, the impact is strongest and most comprehensive for natural systems with changing precipitation levels affecting water resources, thawing permafrost, and many terrestrial, freshwater, and marine species shifting their geographic range and migration patterns in response to climate change. People who are economically or socially marginalized are especially vulnerable to the impact of climate change. The widespread impact of recent climate-related extremes, such as heatwaves, droughts, floods, cyclones, and wildfires reveal vulnerability and exposure of both ecosystems and human systems to current climate variability (IPCC 2014: 6). Governments throughout the world are already extensively engaged in developing adaptation policies—for example, in coastal and water management, environmental protection, land planning, protecting infrastructure, disaster management, and reforestation. In these complex situations, iterative risk-management is required to deal with continuing uncertainty and constant monitoring of impacts (IPCC 2014: 8).


Systemic Risks


The IPCC report provides an integrative framework for summarizing risks for people, economies, and ecosystems resulting from anthropogenic (man-made) interference with the climate system:

Unique and threatened systems, including ecosystems and culture systems already at risk from climate change, are in danger of severe consequences with additional warming of around 1°C, with many other species and systems with limited adaptive capacity subject to high risk, with additional warming of 2°C, such as Arctic sea ice and coral-reef systems.



1) Extreme weather events, such as heatwaves, extreme precipitation, and coastal flooding already occurring will increase with 1°C additional warming, creating even more extreme temperatures.

2) Distribution of impacts involves uneven distribution towards disadvantaged people and communities in countries at all levels of development based on crop yields and water availability, which further impacts at higher temperatures.

3) Global aggregate impacts involve the Earth’s biodiversity and the global economy, with increasing losses of ecosystem goods and services at around 3°C additional warming.

4) Large-scale singular events such as some physical or ecosystems at risk of abrupt and irreversible damage, and tipping points occur at 0–1°C, as indicated by early warning signs from both warm-water coral reef and Arctic ecosystems already experiencing irreversible regime shifts (IPCC 2014: 12).



With these integrated and compounding risks included in the IPCC framework, the following specific key risks of climate change are identified:



    i) Risk of death, injury, ill-health, or disrupted livelihoods in low-lying coastal zones and small island developing states and other small islands, due to storm surges, coastal flooding, and sea-level rise.

   ii) Risk of severe ill-health and disrupted livelihoods for large urban populations due to inland flooding in some regions.

 iii) Systemic risks due to extreme weather events leading to breakdown of infrastructure networks and critical services such as electricity, water supply, and health and emergency services.

  iv) Risk of mortality and morbidity during periods of extreme heat, particularly for vulnerable urban populations and those working outdoors in urban or rural areas.

  v) Risk of food insecurity and the breakdown of food systems linked to warming, drought, flooding, and precipitation variability and extremes, particularly for poorer populations in urban and rural settings.

  vi) Risk of loss of rural livelihoods and income due to insufficient access to drinking and irrigation water and reduced agricultural productivity, particularly for farmers and pastoralists with minimal capital in semi-arid regions.

 vii) Risk of loss of marine and coastal ecosystems, biodiversity, and the ecosystem goods, functions, and services they provide for coastal livelihoods, especially for fishing communities in the tropics and the Arctic.

viii) Risk of loss of terrestrial and inland water ecosystems, biodiversity, and the ecosystem goods, functions, and services they provide for livelihoods. (IPCC 2014: 13)



While this array of impending environmental, ecological, economic, and social risks are daunting for the whole of humanity, the IPCC concludes that the burden of these risks will be confronted by those with the least resources to protect themselves: “Many key risks constitute particular challenges for the least developed countries and vulnerable communities, given their limited ability to cope” (IPCC 2014: 13).

The great weight of scientific evidence accumulated by successive reports of the IPCC, and a multitude of other scientific projects and policy reviews, brought recognition of the seriousness of the challenge facing humanity and the environment, and the need for deep cuts in global emissions. Yet a prolonged apparent incapacity to reach agreement followed on how this policy might be effectively and equitably implemented across the planet, as manifest in the limits of the 2009 Copenhagen Framework Convention on Climate Change (BBC 2009;UNFCCC 2009). Following extensive rounds of international negotiations over four years in preparation for the twenty-first Session of the Conference of the Parties to the United Nations FCCC (COP 21) in Paris in November 2015, at last seizing the opportunity to find a way forward, a total of 196 countries reached an historic moment in global diplomacy with a universal climate agreement more rigorous and ambitious than conceived possible (UNFCCC 2015).


Committing to the Paris Agreement


The Paris Agreement aims to substantially “strengthen the global response to the threat of climate change” while maintaining sustainable development and efforts to eradicate poverty (UNFCCC 2015: 22). Critically, the agreement commits to more demanding long-term mitigation efforts in Article 2(a):


Holding the increase in the global average temperature to well below 2°C above pre-industrial levels and to pursue efforts to limit the temperature increase to 1.5°C above pre-industrial levels, recognizing that this would significantly reduce the risks and impacts of climate change. (UNFCCC 2015: 22)

Reinforcing this commitment is the agreement to a robust transparency framework for emissions reductions with common accounting standards, national reporting, and independent expert review. The agreement establishes binding commitments of all parties to make “nationally determined contributions” (NDCs) and to pursue the necessary domestic emissions reductions measure to achieve these (CCES 2015). In addition to annual reporting, every five years countries are expected to develop new NDCs that represent a significant progression on previous targets. While it is possible that some countries may breach the caps on emissions, over time there is the possibility of negotiating to renew and increase emissions reductions.

The momentous diplomatic breakthrough achieved in the 2015 Paris Agreement, together with the substantial policy development and publications of the Stern Review, IPCC, and countless other international agencies, market intermediaries, business and civil society bodies, and national and legal authorities, have helped to propel the business world into an urgent recognition of the dramatic consequences of unrestrained industrial activity upon the environment, and how little time there is to put this right. What this scenario suggests is certainly not business as usual. The traditional conception of corporations’ profit maximizing and leaving others to worry about the externalities they create simply does not work in the context of the impending consequences of climate change. In this context, not only governments, but business and the wider community also have to engage in the immediate and urgent stewardship and recovery of the environment. Business corporations will respond—or will be made to respond—by shareholders, stakeholders, and governments to the demand that they act with greater responsibility in their use of resources and impact on the community and environment.

This is a paradigm shift as dramatic as any that has been applied to Thomas Kuhn’s Structure of Scientific Revolutions. We have to “begin the extraordinary investigations that lead the profession at last to a new set of commitments, a new basis for the practice of science,” Kuhn explains, “The extraordinary episodes in which that shift of professional commitments occurs are the ones known … as scientific revolutions. They are the tradition-shattering complements to the tradition-bound activity of normal science” (Kuhn 1970: 7). This paradigm shift, impelled by the real and imminent danger of climate change, includes a fundamental widening and deepening of the traditional conception of professional directors’ duties. This reconceiving of the responsibilities of directors is occurring in a context of institutional transformation (Lawrence and Suddaby 2006) in finance, law, and regulation in which profound shifts are beginning to occur due to the impact of the recognition of the consequences of climate change.

The election of President Trump was a shock to the emerging global determination to resist climate change in his opposition to the Paris Agreement, and support for coal and other fossil fuels. However, the weight of the US Global Change Research Program Climate Science Special Report (CSSR) (2017) stating that “evidence for a changing climate abounds, from the top of the atmosphere to the depths of the oceans” supported the conclusions of the IPCC (2014). Across America, state governments, universities, and corporations confirmed they would continue to support action to meet the Paris Agreement (We Are Still In 2017). Former Goldman Sachs CEO and US Treasurer, Henry M. Paulson, who had to negotiate and resolve the risk of the global financial crisis, is now co-chair with Michael R. Blumberg of the Risky Business Project, an environmental consultancy, and is helping others to get the message: “I know a lot about financial risks—in fact, I spent nearly my whole career managing risks and dealing with financial crisis. Today I see another type of crisis looming: A climate crisis. And while not financial in nature, it threatens our economy just the same” (Risky Business 2014: 5). In response to conservative critics who emphasize the high price of early intervention, Paulson insists:

Our failure to act on the underlying problem is deeply misguided, financially and logically. In a future with more severe storms, longer fire seasons, and rising seas that imperil coastal cities, public funding to pay for adaptations or disaster relief will add significantly to our fiscal deficit and threaten our long-term economic security. A tax on carbon emissions will unleash a wave of innovation to develop technologies, lower the costs of clean energy and create jobs as we and other nations develop new energy products and infrastructure. (Paulson 2014)

At a global level, the effort to address the risks to the planet caused by greenhouse gas emissions has continued with, for example, Michael Blumberg on behalf of the Financial Stability Board established by the G20, developing policy through the Task Force on Climate Related Financial Disclosure (TCFD). The TCFD stated in its first report:

The expected transition to a lower-carbon economy is estimated to require around $1 trillion of investments a year for the foreseeable future, generating new investment opportunities. At the same time, the risk-return profile of organizations exposed to climate related risks may change significantly as such organizations may be more affected by physical impacts of climate change, climate policy, and new technologies. In fact, a 2015 study estimated the value at risk, as a result of climate change, to the total global stock of manageable assets as ranging from $4.2 trillion to $43 trillion between now and the end of the century. (EIU 2015; IEA 2015; TCFD 2017: ii)

The TCFD (2017: iii) maintains, “because the transition to a lower-carbon economy requires significant and, in some cases, disruptive changes across economic sectors and industries in the near term, financial policymakers are interested in the implications for the global financial system, especially in terms of avoiding financial dislocations and sudden losses in asset values.”

The reality is that, if all business does not face up to the enveloping threats and opportunities of climate change, carbon intensity will continue to increase towards the worst-case projected scenario of the IPCC, at 4 percent of global warming; that will undoubtedly precipitate the non-linear compounding of climactic catastrophes which will endanger civilization, let alone business survival (Figure 22.1). A rate of decarbonization is required to keep global warming below 2 percent that will demand virtually zero-carbon emissions by the end of the century, a goal which will require comprehensive commitment from corporations and directors.
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Figure 22.1 Reducing carbon to zero emissions by the end of the century

Source: Adapted from PWC (2014).





New Paradigms of Directors’ Duties


Climate change throws up many confronting challenges to corporations and the law, which are presently the subject of intense debate (Agrawala et al. 2013; Craig 2010; Craig and Benson (2013); CDP 2014; IEA 2013; KPMG 2012: Caldecott, Dreicks, and Mitchell 2015; Phelan 2011; Richardson, Steffen, and Liverman 2011; UN Global Compact 2010; UNEP 2011a, 2011b). The Final Report (2015) of the American Bar Association (ABA) Task Force on Sustainable Development, highlighted the scale of the challenge in achieving sustainability involving the

promotion of environmental protection, social justice, and economic/financial responsibility at the same time, with the overall objective of promoting human well-being for present and future generations … Sustainability is intended to address two significant and related problems—widespread environmental degradation, including climate disruption, and large-scale extreme poverty. The root causes of these problems, in turn, are understood to be unsustainable patterns of production and consumption as well as a very large and still growing population.

(American Bar Association 2015: 1)

A resolution of the ABA in 2003 made clear that the issues involved in sustainability involved all lawyers, not just environmental lawyers:

Applying sustainable development from a legal perspective means understanding, developing, and applying legal mechanisms that are relevant to the complex relationships among economic, social, and environmental priorities. This suggests a cross-functional approach … that integrates a variety of legal specialties, including environmental, labor, property, tax, corporate, finance, international trade, and risk management. (American Bar Association 2015: 1)

In a remarkable speech to Lloyds insurers of London on September 29, 2015, Mark Carney, the Governor of the Bank of England and Chairman of the Financial Stability Board (established by the G20 to monitor and review global financial and economic stability), highlighted, the problem of the tragedy of the horizon. While a classical problem of environmental economics is the tragedy of the commons—the despoliation of common property through overuse—climate change is also a tragedy of the horizon—that because the catastrophic impact of climate change is beyond the traditional horizon of most actors, it is imposed as a cost on future generations as the current generation has little direct incentive to fix this (Carney 2015). That is, the intervention to repair climate change is beyond the usual business cycle, political cycle, or horizon of regulators and other authorities (Risky Business 2015). The tragic paradox is that by the time climate change is considered a defining issue within the normal business and political cycle, it will be too late to repair—except at enormous cost. Attempting to calculate the potential future costs involved, the G20 finance ministers asked the Financial Stability Board to consider how the financial sector could take account of the risks climate change posed for the financial system. Carney identifies three channels through which climate change can impact on financial stability:



• Physical risks: the impact today on insurance liabilities and the value of financial assets arising from climate-related events such as floods and storms that damage property and disrupt trade.

• Liability risks: the impacts that could arise if parties suffering loss or damage from the effects of climate change seek compensation from those they hold responsible. These claims could come decades into the future, but could potentially hit carbon resources companies and emitters hard, and if they have liability cover would hit their insurers the hardest.

• Transition risks: the financial risks resulting from the process of adjusting towards a low-carbon economy as changes in policy, technology, and physical risks prompt a reassessment of the value of a large range of assets, as costs and opportunities become apparent. (Carney 2015: 6)



These risks can be minimized by an early and predictable path of transition to anticipating the consequences of a world two degrees warmer, or alternatively the risks can be maximized by waiting for the consequences to occur and allow jump-to-distress pricing to ruin businesses (Carney 2015: 6). Already, since the 1980s, the number of weather-related loss events has tripled for the insurance industry, and the inflation-adjusted insurance losses have increased from an annual average of around $10 billion in the 1980s, to around $50 billion over the past decade (Munich Re 2015; Prudential Regulation Authority 2015).

Corporations have a central role to play in the two main strategies for combating climate change by mitigation and adaptation. Diminishing the potentially catastrophic consequences of the increasing impact of climate change will require urgent efforts to reduce carbon emissions. Corporations are required to make a major contribution to emissions mitigation, and if they refuse to do so will face reputational damage, higher energy costs, legal costs, and fines from increasingly rigorous emissions regulation. More critically, they may find it increasingly difficult to transfer the risk they encounter through insurance, and also discover they are being deserted by investors and credit providers concerned at the exposure to emissions intensive sectors, stranded assets, and declining industries (Barker 2013). Equally, corporations will be fully engaged in the efforts at adaptation to climate change involving actions to moderate the harm of climate change, or to pursue opportunities to ameliorate the harmful effects of climate change. While the primacy of the effort to mitigate climate change is indisputable, the fact that past emissions will determine a certain degree of climate change, make adaptation necessary. Corporations that prove incapable of adaption to the physical impact of climate change will be vulnerable to interruptions in their business operations and supply chain, potential damage to plant and infrastructure, and the scarcity of water and other raw materials scarcity. The two corporate strategies of mitigation and adaptation are connected, since significant emissions mitigation is necessary to achieve effective adaptation by minimizing vulnerability to environmental shocks and enhancing resilience (Barker 2013).

We have clearly passed the stage where the responsibility for mitigation and adaptation relating to climate change could largely be regarded as belonging solely to government. The hazards associated with climate change are both considerable and pervasive, and are characterized by their complexity and interconnectedness. The dramatic climactic discontinuities caused by climate change “may give rise to cascading risks of potentially unforeseeable magnitude” (Godden et al. 2013: 235). Therefore, climate change cannot be framed as one of technical risk management for government and specialists; it is the responsibility of everyone, but particularly those in leadership positions in organizations that have a significant environmental impact:

Although risk management is a responsibility of corporations and government agencies which carry out risk assessments as part of their legal and actuarial responsibilities, it now seems to be required of all actors – as risk is shifted from collective institutions and specialised systems to individuals. Faced with systemic and pervasive risk, the individual must plan and measure contingencies and adopt “actuarial rationality”. (Godden et al. 2013: 237)

Godden et al. also argue:

Climate change adaptation measures require a more sophisticated model of legal, regulatory and governance structures in order to develop effective responses … Adaptation to climate change, therefore, must negotiate the need for heightened complexity in governance, but also seek to deconstruct conventional simplifying mechanisms such as clear boundaries between public and private spheres. Embracing such complexity is not always palatable, but re-invoking simplifying assumptions about appropriate legal and institutional forms may be detrimental if robust governance for climate risk adaptation is the overarching objective.

(Godden et al. 2013: 255)

How climate change impacts upon the interpretation of directors’ duties is now being examined. As Barker elucidates, with reference to climate change, international law has thus far concentrated upon the broad areas of taxing of emissions, protecting the environment with emissions standards and disclosures, and planning. Litigation has mainly occurred in planning and environmental protection regarding high-emitting projects or vulnerable environments, with the law recognizing the impact of anthropogenic climate change and the risks of failure to mitigate emissions, and adapt to its consequences (Agnew 2012; Barker 2013: 10; Lord et al. 2012; McDonald 2011; Peel 2011; Peel and Osofsky 2013). Barker concludes that, at this stage, the question of liability for climate change has revolved around mitigation and its cost, while the issue of damage caused by climate change impacts remains at an embryonic stage: “Plaintiffs have found duty and causation (or, in a climate change context, ‘attribution’) to be near ‘insurmountable’ evidentiary hurdles. This is primarily due to the disconnect between the global nature of emissions and their collective, cumulative effect, versus the localized nature of their impacts” (Barker 2013: 12).

As Sarah Barker convincingly argues in an Australian legal context, that has similar implications for other jurisdictions; in the future, there will be no safe harbor for the irresponsible director:

Even where directors’ subjective bona fides are not in question, passivity, reactivity or inactivity on climate change governance is increasingly likely to contravene the duty of care and diligence under section 180(1) of the Corporations Act, and increasingly unlikely to satisfy the “business judgment rule” defence under section 180(2). This includes governance strategies that emanate from climate change denial, a failure to consider its impacts due to ignorance or unreflective assumption, paralysis caused by the inherent uncertainty of its magnitude and timing, or a default to a base set by regulators or industry peers. In addition, even considered decisions to prevail with “business as usual” are increasingly unlikely to satisfy the duty (or the business judgment rule defence)—particularly if they are the product of a conventional methodology that fails to recognise the unprecedented challenges presented by an erratically changing climate. In addition, whilst unorthodox, it is reasonably arguable that a failure to actively consider the impacts of climate change may also breach the duty to act in good faith in the best interests of the corporation under section 181. Accordingly, directors who do not proactively respond to the commercial risks and opportunities of climate change, now, may be held to account under the Corporations Act if corporate value becomes impaired into the future.

(Barker 2013: 4)

While international agencies remain silent on the question of the implications for directors’ duties of climate change, this reserve is unlikely to continue. As the American Bar Association contends:

Corporate sustainability efforts in particular have been growing in scope and intensity over the past few years. In translating the broad objectives of sustainability into specific practices, businesses are guided to a growing degree by private systems of governance. These include sustainability-related codes of organizational behavior, including the CERES (Coalition for Environmentally Responsible Economies) Principles, the UN Global Compact, the UN Guiding Principles on Business and Human Rights, the Global Reporting Initiative standards on sustainability reporting, and the International Chamber of Commerce’s Charter for Sustainable Development.

(American Bar Association 2015: 3)

There are indeed many hundreds of policy initiatives led by institutions across the world. Existing initiatives vary in their status, from laws to voluntary guidance, from the UN to government, and through to civil society; in their scope from limiting greenhouse gas emissions to tackling broader environmental risks; and in their ambition—from demanding simple disclosure, to full explanations of mitigation and divestment strategies. These institutional initiatives have increasing influence and authority as the science and policy base that supports them becomes more profound. In aggregate, over 90 percent of FTSE 100 firms and 80 percent of Fortune Global 500 firms participate in these various initiatives (Carney 2015: 14).

In the past, corporate objectives described as “wealth generating” have too frequently resulted in the loss of well-being to communities and the ecology. But increasingly in the future, the license to operate will not be given so readily to corporations and other entities. A license to operate will depend on maintaining the highest standards of integrity and practice in corporate behavior. Corporate governance essentially will involve a sustained and responsible monitoring of not just the financial health of the company, but its social and environmental impact. As ABA states, “legal tools, the legal profession, and the rule of law can make important contributions and are an integral component of efforts to achieve sustainability, especially by promoting good governance” (Carney 2015: 14).


The Changing Landscape of Fiduciary Duty in the Twenty-First Century


Given the enormity of the environmental and social threat to existence that humanity has encountered in recent decades, and the range and extent of the civil, professional, business, and governmental response to the impending crisis of climate change, it is curious that internationally, while there have been substantial reforms in environmental and related law, there has been comparatively little change in corporate law or in the duties of directors. One explanation of this paradox is the view that directors in pursuing the success of the company already are able and willing to take into account the impact of environmental and social changes, and to develop strategies to mitigate or adapt to these threats. That is, directors are becoming increasingly aware of the elephant in the boardroom, and are interpreting their duties in this context:

It is estimated that the top 100 environmental externalities cost the global economy around US$4.7 trillion a year, according to a 2013 report commissioned by The Economics of Ecosystems and Biodiversity (TEEB) for Business Coalition, now known as the Natural Capital Coalition. The report observes that half of all existing corporate profits are at risk if the costs associated with natural capital were to be internalised through market mechanisms, regulation or taxation. A water shortage, for example, would have a “severe” or “catastrophic” impact on 40% of Fortune 100 companies. (CIMA 2014: 6–7)

Company directors are nearer to the coalface than the courts, and, as Barker insists, material and insistent evidence “posits climate change as a squarely financial concern: not only consistent with, but prerequisite to, the maximization of wealth, and therefore imperative to directors’ oversight of risk and strategy” (Barker 2013: 13). That is, directors will incorporate environmental and social responsibility into their decision-making as part of a balanced assessment of the risks and opportunities facing the company. Barker continues:

As the impacts of climate change continue to intensify, so too does the likelihood that corporations who are not strategically positioned to manage them will be placed at a significant competitive disadvantage. This undermines the maximization of corporate wealth or value and, in some cases, may raise the prospect of insolvency. In such circumstances … the regulator charged with maintaining the integrity of the market, may hold directors to account for any breach of the corporate governance laws. And shareholders and creditors may look to recover their losses from directors and their deep-pocketed insurers. (Barker 2013: 13)

While much attention has been focused on the effort to reform the interpretation of directors’ duties in the US with corporate constituency statutes, and with the development of B-corporations with more inclusive objectives, and in the UK, with Section 172 (1) of the Companies Act 2006, which states directors should have regard to the impact of the company’s operations on the community and environment, imperceptibly wider changes may have been occurring in the interpretation of directors’ duties in practice (which were always more carefully balanced than the naked tenets of shareholder primacy urged). In fact, the narrow strictures of shareholder value routinely neglected the ethical foundation of business; as a University of Cambridge study argues: “the separation of ethics from fiduciary duty assumes that the overriding interest of savers is to make the most money possible, regardless of the social and environmental consequences—a view that has never been verified through robust empirical research but, rather, imputed without consent” (ISL 2014). The landscape of directors’ fiduciary duty is changing dramatically in the twenty-first century, and both company directors and investors need to respond. As a UNEP international survey of asset owners, investment managers, lawyers, and regulators concludes: “Failing to consider long-term investment value drivers, which include environmental, social and governance issues, in investment practice is a failure of fiduciary duty” (UNEP 2015: 9).

The re-evaluation of fiduciary duty is presently taking place, and will prove to be profound, as Watchman states: “The concept of fiduciary duty is organic, not static. It will continue to evolve as society changes, not least in response to the urgent need for us to move towards an environmentally, economically and socially sustainable financial system” (UNEP 2015: 9). What is occurring is the widespread and insistent development of soft law to deal with the wicked complexities the overwhelming emergency of climate change has exposed. While soft law has its limitations, it may also be applied intelligently and promptly to deal with changing circumstances, and can be translated into hard law when required and possible.

The term “soft law” entered the international lexicon in the 1970s as a descriptive and differentiating phrase: soft law was anything that was not in fact, hard law promulgated by a government body authorized to enact it, but that nonetheless was designed to affect, or actually change behavior and that might in time solidify into hard law or otherwise affect the development of hard law. (Bjorklund 2012: 51)

Soft law does possess authority: the UN Universal Declaration of Human Rights is the most translated document in the world (in 370 languages), and yet has no legal status (UN 2015c).

There are many current issues which will sharpen company directors’ sense of fiduciary duty regarding the materiality of environmental and social concerns. The issue of “Loss and Damage” from climate change (the impact of climate change not mitigated by reductions in emissions) is now on the agenda of the United Nations Framework Convention on Climate Change, with discussion of the case for compensation (UNFCCC 2013). Addressing the insurance industry, Mark Carney stated:

Participants in the Lloyd’s market know all too well that what appear to be low probability risks can evolve into large and unforeseen costs over a longer timescale. Claims on third-party liability insurance—in classes like public liability, directors’ and officers’ and professional indemnity—could be brought if those who have suffered losses show that insured parties have failed to mitigate risks to the climate; failed to account for the damage they cause to the environment; or failed to comply with regulations … Cases like Arch Coal and Peabody Energy—where it is alleged that the directors of corporate pension schemes failed in their fiduciary duties by not considering financial risks driven at least in part by climate change (Roe vs. Arch Coal Inc and Lynn vs. Peabody Energy)—illustrate the potential for long-tail risks to be significant, uncertain and non-linear. (Carney 2015: 9)

From a Bank of England and Financial Stability Board perspective, Mark Carney starkly set out the implications for the resources industries of the IPCC’s estimate of a carbon budget necessary to limit global temperature rises to 2 degrees above pre-industrial levels: a carbon budget that amounts to between one-fifth and one-third of the world’s proven reserves of oil, gas, and coal:

If that estimate is even approximately correct it would render the vast majority of reserves “stranded”—oil, gas and coal that will be literally unburnable without expensive carbon capture technology, which itself alters fossil fuel economics. The exposure of UK investors, including insurance companies, to these shifts is potentially huge. 19% of FTSE 100 companies are in natural resource and extraction sectors; and a further 11% by value are in power utilities, chemicals, construction and industrial goods sectors. Globally, these two tiers of companies between them account for around one third of equity and fixed income assets. (Carney 2015: 10)

Yet there is the other side of the ledger if corporations are astute enough to realize it: “On the other hand, financing the de-carbonisation of our economy is a major opportunity for insurers as long-term investors. It implies a sweeping reallocation of resources and a technological revolution, with investment in long-term infrastructure assets at roughly quadruple the present rate” (Carney 2015: 10–11).

The gathering scale of the international, national, market and business, and civil society campaign for corporate social and environmental responsibility presents an irresistible challenge to corporations and directors to rethink their mission in the direction of sustainability (Figure 22.2). We are now engaging in a profound process of institutional transformation around the imperatives of sustainability. This transformation may be understood in terms of Fligstein and McAdam’s Theory of Fields (2012), which conceives how the commitment of skilled people may upset established routines and build new political and organizational fields. The core of the argument examines how people deploy resources, build relationships, and forge new practices. In doing this, they place agency in a new and more visible light.
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Figure 22.2 The widening scope of directors’ duties: the increasing impact of social and environmental responsibility



Perhaps never in the history of human civilization has the world faced a more consuming challenge than climate change, or more terrible consequences if a sustainable solution is not achieved. Yet the field of sustainability has assembled the most remarkable constellation of talents and ideals, stretching from engineers and life scientists, through community activists and institutional entrepreneurs, to lawyers, company directors, and politicians. Tackling the greatest problem of humanity, and some of the most deep-seated corporate interests in business-as-usual, are an array of individuals and institutions with a vision of a sustainable future. The contest will continue for many decades to come, and the outcome will determine the future of human civilization, as well as planetary sustainability.

It is clear, though, that the pace of change towards a sustainable economy will only continue to accelerate if there is significant, insistent, and sustained pressure upon business to contribute to this goal from all stakeholders. Coalitions of institutions have sponsored initiatives for corporate responsibility which have driven collaborative business action for responsible business practices (Grayson and Nelson 2013: Nelson 2002). The vast institutional development internationally around the theme of corporate social and environmental responsibility and sustainability is impressive. It is useful to highlight a selection of the leading institutional initiatives, the objectives of the institutions, the business response to the initiative, the recognizable impact of the initiative upon business, and any revealed weaknesses in the nature of the initiative or the business response (Benoit and Vickery-Niederman 2010; Kolb 2007).


International Agencies


Of the hundreds of international institutional and policy initiatives around corporate social and environmental responsibility and sustainability, the UN Global Compact (UNGC) is the most prominent. The Global Compact was started in 1999 by UN Secretary General Kofi Annan to “initiate a global compact of shared values and principles, which will give a human face to the global market” (UN Global Compact 2010). The UN accepts “Corporate sustainability starts with a company’s value system and a principled approach to doing business” (Rasche and Kell 2010; UN Global Compact 2010, 2015b). With affiliations from 8,375 large corporations in 162 countries, the UN Global Compact has a remarkable foothold in the boardrooms of the world’s leading corporations. The ten principles to doing business proposed in the Global Compact involve fundamental responsibilities in the areas of human rights, labor, environment, and anti-corruption. The principles are derived from the Universal Declaration on Human Rights, the International Labour Organization’s Declaration on Fundamental Principles and Rights at Work, the Rio Declaration on Environment and Development, and the United Nations Convention Against Corruption. These principles are seen as a comprehensive and practical tool in “formally committing to, assessing, defining, implementing, measuring and communicating a corporate sustainability strategy” (United Nations/Deloitte 2010). The UN sees the commitment to these principles coming from the top:

Whereas the importance of chief executive commitment to sustainability is often well understood, the focus on the critical role of Boards of Directors is a newer phenomenon. Corporate boards, or equivalent governance entities, must take responsibility for the implementation of and reporting on corporate sustainability, as they do for corporate financial and business performance. Importantly, boards are uniquely positioned to integrate sustainability into executive recruitment and remuneration, paving the way for sustainability outcomes to be linked to compensation across the entire leadership spectrum. (UN Global Compact 2010)

In September 2015, the Heads of State and Government representatives to the UN met to decide on new global Sustainable Development Goals. Going beyond the Millennium Development Goals established in 2000 (United Nations 2015b), a new agenda of seventeen Sustainable Development Goals with 169 associated targets were agreed, representing a universal policy for sustainable development that included:

Making fundamental changes in the way that our societies produce and consume goods and services. Governments, international organizations, the business sector and other non-state actors and individuals must contribute to changing unsustainable consumption and production patterns, including through the mobilization, from all sources, of financial and technical assistance to strengthen developing countries’ scientific, technological and innovative capacities to move towards more sustainable patterns of consumption and production. (United Nations 2015b)

It is the expansive philosophy of the UN Sustainable Development Goals which now informs the Global Compact vision of a sustainable world. Though a voluntary commitment, the UN Social Compact expects participant companies to report on their progress towards effecting change through producing strategic reports showing measurable gains and losses. This annual Communication on Progress (COP), often included in companies’ annual reports or sustainability reports to stakeholders, provides a degree of transparency to the process.

The UN Global Compact has proved a vehicle for the international dissemination of the values of corporate social and environmental responsibility, and has provided a productive learning opportunity to many leaders in the corporate sector for whom human rights, labor, environment, and anti-corruption would not normally be at the top of their agenda. However, the Global Compact has been criticized as a voluntary exercise, with less traction than might at first appear. Sethi and Schepers question the effectiveness of the UNGC in changing social and environmental performance in its signatory companies, commenting on the low level of accountability and transparency demanded by the UN (Sethi and Schepers 2014). Rasche and Waddock suggest there are two purposes of global governance initiatives: the first, from the demands of regulatory institutions calling for stricter compliance and monitoring; the second, from the demands of principles-based initiatives emphasizing a consensus-building function. However, there is a complementarity between the two approaches, and to achieve a global implementation of standards both approaches are required. While the UNGC could be argued to be largely engaged in consensus building, this could be regarded as an important step towards more rigorous compliance initiatives (Rasche and Waddock 2014).

The UN Principles of Responsible Investment (PRI) is an investor initiative in partnership with the UNEP Finance Initiative and the UN Global Compact. Founded in 2006, it has recruited 936 signatories to its principles—245 asset owners and 691 investment managers. This represented 19 percent of asset owners with assets of $12.4 trillion of a total market of $64.6 trillion, and 63 percent of investment managers with assets of 46.3 trillion of a total market of $74 trillion. The PRI principles focus on incorporating environmental, social, and governance (ESG) issues into investment analysis and decision-making processes. Signatories are obliged to provide publicly available Transparency Reports regarding their commitments to ESG issues, and Assessment Reports which are confidential and provide details of organizational characteristics, asset mix, responsible investment policy, and governance. Providing the largest data set on investment responsibility in the world, of the 936 PRI reporters in 2015 a total of 725 reported on whether their submission was assured by a third party provider and 95 (13 percent) responded they had been assured by an independent party, though in some cases this assurance was partial (Louche and Hebb 2014; PRI 2015b; Hebb et al. 2015). The PRI has taken an active stand on climate change and encourages asset managers to investigate and understand their carbon exposure risk by measuring their portfolio’s carbon footprint, and reviewing it with portfolio managers. The purpose is to mitigate their carbon risk exposure and to set a goal to reduce as appropriate for their individual organizations, including considering joining the Portfolio Decarbonization Coalition (PDC 2015a; PRI 2015b).

As with the UN Global Compact, while acknowledging the success of the PRI in recruiting asset owners and investment managers to the cause (though more extensively in Europe than elsewhere in the world), some critics:

Query the capacity of the UNPRI to effect change in the practices of target companies. It is very much embedded in a business case approach to responsible investment, does not require signatories to provide formal public reporting of their implementation progress, does not require CSR and ecological sustainability factors to be determinative of any ultimate investment decisions, and does not require specific quotas of socially and environmentally responsible companies within their investment portfolios. (Miles 2012: 103)

The UN PRI has developed and extended the debate on responsible investing internationally; however, the question remains whether the PRI has given too much credibility to investment corporations that have not committed to responsible investing, except at the margins.

The Global Reporting Initiative (GRI) was founded in 1997 by the US non-profit Coalition for Environmentally Responsible Economics (CERES) and the Tellus Institute, in conjunction with the United Nations Environment Program (UNEP). The GRI became a Sustainability Reporting Framework, with reporting guidelines at its center covering the environment, social, economic, and governance issues. In 2002, the GRI relocated from Boston to Amsterdam and was inaugurated as a UNEP collaborating organization. A sequence of four sets of reporting guidelines—G1 to G4—have been published in 2000, 2002, 2006, and 2013 (GRI 2015a). Over 3,000 experts from business and civil society participated in the development of the G3 reporting guidelines in 2006, in a multi-stakeholder approach. In 2010, the GRI published guidelines on how to use the GRI in combination with the ISO 26,000, a Social Responsibility standard of the ISO (GRI 2011). In 2013, with the publication of G4, the GRI released Reporting Principles, Standard Disclosures and an implementation manual, with G4 being released online as a free web-based tool (GRI 2016). To assist with reporting, the GRI in 2015 published research on the definition and analysis of materiality at sector and company level—the material issues that will most impact on company value. That is, the most significant material issues impacting on the industry, including general long-term trends with an impact on industry drivers, and common issues within an industry that have an impact on long-term company value:

For each industry, the factors were prioritized according to their expected magnitude (degree of impact) and the likelihood of their impact (probability and timing of impact) on growth, profitability, capital efficiency and risk. This two-dimensional evaluation resulted in a materiality matrix for each industry, which maps the relative importance of each material factor against the others, and provides a visualization of the most important factors for each industry. (GRI 2015b)

This was an important step for the GRI as the earlier versions of the reporting framework allowed a box-ticking exercise on the number of reported indicators leading to the final scope of the sustainability report. With an emphasis upon materiality, the GRI is taking a stance that sustainability reporting is not about the quantity of metrics reported against, but rather about the context and importance of sustainability issues unique to the company and the quality of what is reported, which would include new disclosures on supply-chain risks and greenhouse gas emissions (Hsu 2013).

A large consortium of agencies combined together in the effort to progress a proposal for integrated reporting, including The Prince’s Accounting for Sustainability Project, the Global Reporting Initiative, the World Business Council for Sustainable Development, the World Resources Institute, the World Intellectual Capital Initiative, the Carbon Disclosure Project, the Climate Disclosure Standards Board, the European Federation of Financial Analysts, the United Nations (UN) Conference on Trade and Development, the UN Global Compact, the International Corporate Governance Network, the Collaborative Venture on Valuing Non-Financial Performance, and many others (Integrated Reporting 2011). Integrated Reporting provides a comprehensive and integrated reporting framework for companies:

Integrated Reporting brings together the material information about an organization’s strategy, governance, performance and prospects in a way that reflects the commercial, social and environmental context within which it operates. It provides a clear and concise representation of how an organization demonstrates stewardship and how it creates value, now and in the future. Integrated Reporting combines the most material elements of information currently reported in separate reporting strands (financial, management commentary, governance and remuneration, and sustainability) in a coherent whole, and importantly:



• shows the connectivity between them; and

• explains how they affect the ability of an organization to create and sustain value in the short, medium and long term. (Integrated Reporting 2011: 6)



Undoubtedly the GRI and the Integrated Reporting initiative have raised the corporate social and environmental responsibility debate, and considerably sharpened the corporate skills in reporting on this. However, both approaches have needed to respond to recurrent criticism. The most common complaint is that social and environmental reporting is too burdensome, when in fact the GRI does adopt a flexible comply-or-explain approach. Companies complain they do not have the data available to report on, but the GRI has been in place now long enough for large companies to gather what is required, and in an era of “big data” this is no longer costly. Other companies insist value-chain assessments are too complex; however, a refusal to go beyond the legal boundary of the company is not acceptable any longer to multi-stakeholder groups interested in the impacts of business upstream and downstream.

Companies need to be going beyond incremental reporting to measuring the value-cycle of their activities in an integrated and context-based manner that encourages innovation and transition (Thurm 2013). Other companies feel confused by the number of standards and frameworks, including the GRI, International Integrated Reporting Council (IIRC), and Sustainability Accounting Standards Board (SASB), as each of these frameworks has their own approach on how materiality may be determined, reported, and assessed. Further, the SASB is a compliance-driven approach to materiality based on the US Securities and Exchange Commission, which contradicts the principles-driven approach of the GRI and IIRC (Leinaweaver 2015).


Market Indices


There are many market indices which assist investors in making informed investment decisions, and among them are a group of increasingly influential sustainability indices that focus upon corporate social and environmental performance (Institute of Business Ethics 2013). The FTSE4Good Index Series is designed to measure the performance of companies demonstrating strong environmental, social, and governance (ESG) practices. The FTSE4Good Index Series criteria are based on publicly available data in assessing ESG practices, and do not accept privately provided data from companies, which is intended to enhance transparency. The ratings process for the FTSE4Good has an independent committee of experts from the investment community, companies, NGOs, unions, and academia, who oversee reviews and methodology development (FTSE4Good 2017). The series consists of six benchmark indices covering the global and European regions, the US, Japan, and the UK, and an additional five tradable indices. The criteria consist of Governance—corporate governance, risk management, tax transparency, and anti-corruption; Social—health and safety, labor standards, human rights and community, customer responsibility; Environment—climate change, water use, biodiversity, pollution, and resources. Companies are rated against these criteria, and can be removed from the index if they fall below a minimum standard for a twelve-month period. Companies which manufacture tobacco, weapons systems, and components for controversial weapons, including cluster bombs and chemical/biological weapons, are excluded from the series (FTSE4Good 2017). (Though, in the early years of the index the tobacco companies were allowed in—and, of course, as consummate marketeers, were equipped with glossy corporate social responsibility reports.)

The rigor applied by the FTSE4Good ratings system is somewhat attenuated by the realization that all of the indices are heavily influenced by economic criteria of scale and profitability—for example, the FTSE4Good Global Index producing a list of household names in the top positions (for instance, in 2015 the top ten constituents were Apple Inc.; Microsoft; Wells Fargo; Johnson & Johnson; Nestlé; Novartis; AT&T; Proctor & Gamble; Roche; Verizon Communications). While each of the companies will have made some considerable efforts to raise their performance in social and environmental performance over the years, they could each be questioned on some aspect of their performance—for example, the leader, Apple Inc., has a very checkered history with its 350 contractor plants in China, and while attempting to deal with this for some years has not made as much progress as it might have (see Chapter 13).

The rival S&P Dow Jones Sustainability Indices (DJSI) were launched in 1999 as the first global indices tracking the financial performance of leading sustainability-driven companies with an integrated assessment of their economic, environmental, and social performance with a focus on long-term shareholder value. A rules-based methodology focuses on best-in-class companies, with a total of 3,470 companies invited and 1,845 analyzed, distributed among DJSI World, Europe, North American, Asia-Pacific, Emerging Markets, Korea, and Australia indices. Key changes to criteria introduced since 2014 include to corporate governance, risk and crisis management, customer relationship management, environmental policy, and management systems. In September 2015, the S&P Dow Jones Indices launched three new climate change index series in association with Trucost: the S&P Global 1200 Carbon Efficient Index Series, S&P Global 1200 Carbon Efficient Select Index Series, and S&P Global 1200 Fossil Fuel Free Index Series. All three index series are derived from the constituents of the S&P Global 1200, and will focus attention keenly on the carbon footprint of listed companies. “Climate change and its impact present a challenge from an investment perspective,” commented Julia Kochetygova, Head of Sustainability Indices at S&P Dow Jones Indices:

Many investors are trying to facilitate the transition to a low carbon economy by financing projects in the renewable energy sector, avoiding high carbon producing companies or minimizing their exposure to fossil fuel companies. The three new S&P DJI index series are designed to provide alternative performance narratives to standard benchmarks, being comprised of those companies meeting the strict fossil fuel and carbon efficient standards set within each index series. (Trucost 2015)

However, the rigor of the DJSI assessment criteria—“the gold standard for corporate sustainability” (DJSB 2015a)—again experienced something of a shock when, on September 21, 2015, Volkswagen AG was listed as the industry group leader for Automobiles and Components (DJSB 2015b), and on September 29, 2015, S&P Dow Jones Indices announced that Volkswagen AG was to be removed from the Dow Jones Sustainability Indices as a result of revelations that it has manipulated emissions tests to conceal the level of toxic pollutants issuing from its diesel engines in popular saloon cars in the United States.

The mainstream sustainability indices clearly have a way to go to establish both rigor and relevance in the market place:

Even though many indices verify the disclosures submitted by companies, they are still subject to the criticism that they are exposed to corporate bias. It has been suggested that indices reward the companies with the greatest capacity to respond to the questionnaires rather than those with the best socially responsible practices and that they are more of a reflection of successful marketing than proven sustainability performance. (DJSB 2015b)

The consultancy SustainAbility (2013) suggests we should rate the raters. Bendall astutely observes the inspiring aspirations, but serious limitations, of ESG analyses which:



• Rely predominantly on information published or provided by the companies being assessed.

• Focus analysis on management policies and processes—not on the actual ESG impacts and outcomes of the companies.

• Assess companies within a downside risk framework focusing on the management of negative externalities that can lead to damage to reputation or litigation (rather than focusing on whether the company is creating greater social or environmental value for society).

• Use limited frameworks for understanding complex and evolving fields of corporate responsibility, and reductionist methods to assess companies.

• Are not completely independent from the companies they are assessing.

• Conflate the materiality of ESG issues for financial performance of investments, and the materiality of those issues to affected stakeholders and wider society.

• Run indices or supply data to indices including companies that could never be sustainable, and blur the issue of responsible investing for fund managers.

• Do not integrate the ESG analysis products and ratings with the mainstream financial analysis and ratings they offer, partly because of the commercial interest in maintaining different products.

• Are not completely transparent about their methods of research, analysis, and ranking, or about their general operations to allow stakeholders and regulators to assess their credibility. (Bendell 2010)



The further development and influence of ESG market indices will depend upon how well they can demonstrate their independence from the corporations they are rating, and in turn how well the corporations can verify the authenticity and value of the ESG data on their performance.

The admirable goals of the Sustainable Stock Exchanges Initiative (SSEI), commenced by a Sustainability Working Group with representatives of twenty-three global stock exchanges, formed with the backing of the World Federation of Exchanges (WFE)—which is the trade association for all regulated stock, futures, and options exchanges that list more than 44,000 companies, representing a total market capitalization of US$60 trillion—must be informed by the ideals, yet aware of the limitations, of the existing sustainability indices (SSEI 2015a). The value proposition for stock exchanges adopting environmental, social, and governance principles recognized by the SSEI include:



• Developing well-functioning markets, which are more resilient and less volatile.

• Contributing to stronger, more transparent listed companies that are better able to identify and manage risks and opportunities.

• Creating more attractive markets where investors can better evaluate fundamental drivers of value creation, and as more investors recognize the value of ESG information, they will direct more of their activity to exchanges that foster it.

• Helping companies navigate, comply with, or stay ahead of regulations that require disclosure of financially material ESG information.

• Assisting companies in differentiating themselves on ESG matters, which is quickly becoming a competitive imperative.

• Contributing to the achievement of national and international sustainable development commitments and priorities, such as the UN Sustainable Development Goals, and steering investment towards sustainable development priorities.

(SSEI 2015a: 7–8)



The WFE and UNCTAD (2017) produced a report on the role of stock exchanges internationally in promoting economic growth and sustainable development, illustrating the increasing support for ESG-themed financial products, ESG-indices, and green bonds. It seems likely that the sustainability imperative will have an increasing impact upon investors and stock exchanges throughout the world as the materiality of environmental, social, and governance factors becomes fully appreciated.


Business and Civil Society Initiatives


The World Business Council for Sustainable Development (WBCSD) is one of the most prominent of the international business agencies campaigning for corporate environmental, social, and governance responsibility, and is closely aligned with the fundamental principles of the UN Global Compact, UN Millennium Development Goals, and now the 2015 UN Sustainable Development Goals. As outlined in successive policy statements, Vision 2050 (WBCSD 2010), Changing Pace (WBCSD 2014), and the CEO Guide to Climate Change (WBCSD 2015), the WBCSD recognizes business cannot leave all of the heavy lifting to create a sustainable world to public policy because:



• Public financing alone will fall short of the necessary investment levels to create a global economy that successfully deals with the resource and carbon limitations of the future.

• A predictable, certain, and long-term policy will encourage business to work with investors, to implement and scale-up solutions.

• The Green Race will need to evolve as we move through the different stages of exploring, testing, scaling-up, and learning from yet unfound solutions. This is best carried out in close cooperation between business and governments. (WBCSD 2014: 1)



The WBCSD is committed to eco-efficiency—that is, “to embrace practices that start to decouple economic growth, human development and well-being from negative environmental and social impacts.” More critically, Stephan Schmidheiny, the industrialist founder of the WBCSD, acknowledges that eco-efficiency “is also about redefining the rules of the economic game in order to move from a situation of wasteful consumption and pollution, to one of conservation; and from one of privilege and protectionism to one of fair and equitable chances open to all” (Schmidheiny 1992). WBCSD has developed policies on climate change and carbon emissions with a consortium, We Mean Business (WMB 2015), of other agencies, including Business for Social Responsibility (BSR 2015), the Carbon Disclosure Project (CDP 2015), CERES (2015), and The Climate Group (2015), campaigning for science-based emissions reductions, putting a price on carbon, procuring 100 percent of electricity from renewable sources, and reporting climate change information in mainstream reports as a fiduciary duty. Supporting this campaign are organizations such as the Portfolio Decarbonization Coalition (PDC 2015b) and the Low Carbon Technology Partnership Initiative (LCTPi 2015).

Most of the coalitions and initiatives considered thus far have concerned primarily the environmental impact of business; however, there are many other initiatives that focus on wider social, economic, and governance concerns internationally, and in specific sectors. An outstanding illustration of this development is the Extractive Industries Transparency Initiative (EITI), which in 2003 established firm principles of responsibility for the resources sector. The resources industries are central to the economic development of many emerging economies; however, too often in the past the operation of resources companies in poor countries has been associated with political corruption, which has enriched national politicians and impoverished local communities. Putting this into perspective in key emerging resources economies, extractive industry revenues as a percentage of government revenue range from 96 percent in Nigeria, to 22 percent in Liberia (EITI 2015a: 1). As Clare Short, the Chair of the EITI Board stated:

the wealth from a country’s natural resources should benefit all its citizens and this will require high standards of transparency and accountability. After the principles were agreed, rules were drawn up to ensure that all EITI member countries committed to minimum levels of transparency in company reporting of revenues paid and government reporting of receipts. (EITI 2015b: 6)

The EITI has proved successful in bringing together a grand coalition of forty-eight resources countries implementing the EITI standard; with more supporting countries preparing to implement the standard; and major resources companies and investors, and leading representatives of civil society organizations from the respective countries and internationally who have together committed to the effective implementation and monitoring of the EITI principles. Over time, the EITI reporting process has widened in scope and involved deeper disclosure, offering a more complete account of the extractive industries in a country. Reports now disclose disaggregated revenue figures by individual companies and revenue streams for each country. Ten countries have begun to disclose the beneficial ownership of extractive companies operating in their country, and almost all countries publish data on production and licensing (EITI 2015c). As a result of these efforts, the EITI has promoted the open and accountable management of natural resources in the most vulnerable economies which were, until recently, opaque and impenetrable:

In emerging and middle-income economies, the EITI process provides a mechanism through which to gauge institutional reform both in the extractive industries and in broader fiscal revenue management. Data disclosed through the EITI are increasingly quoted in frontier markets’ sovereign bond prospectuses, commodity producers’ share offerings and fundraising brochures for private equity and investment funds. The EITI offers credible insights into institutional strength and governance.

(EITI 2015d: 4)

Together, the international agencies policies, sustainable market indices, and business and civil society initiatives are encouraging and supporting companies to examine their strategies and practices, and to move towards a decarbonized future.


Changing Strategies and Practices in Industries and Companies: Decarbonized, Decentralized, and Digital



Industries and companies are working towards a new sustainable future, and committing to new strategies and practices. These new strategies have the potential to deliver a decarbonized, decentralized, and digital economy (Fay et al. 2015). Networks of decentralized companies will be able to digitally share resources and achieve zero emissions.

The traction which the many institutional initiatives are having with companies internationally is illustrated by the companies that report their greenhouse gas emissions, water management, and climate change strategies to the Carbon Disclosure Project (CDP), which has increased from 253 unique company reports in 2003, to 5,003 companies disclosing in 2014 (CDP 2015). CDP and the Climate Group have compiled a list of companies with 100 percent greenhouse gas emissions reductions targets achieved by 2014 (Table 22.3), a number of which have pursued zero emissions into their value-chain (CDP/Climate Group 2015). Even if most of these companies are in industries where there are not very large emissions to eliminate, this is a remarkable feat, and a beacon for other companies in more emissions-intensive industries to follow. As Eric Schmidt, Executive Chairman of Google comments: “We’re serious about environmental sustainability not because it’s trendy, but because it’s core to our values and makes good business sense. After all, the cheapest energy is the energy you don’t use in the first place. And in many places clean power is cost-competitive with conventional power” (CDP/Climate Group 2015).
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However, the goal of sustainable enterprise existing integrally with the natural environment is both possible and necessary: the strategies of business can be redirected to serve the natural environment, rather than destroy it. Table 22.4 projects a transition to a sustainable economy on which we have already embarked (CIMA 2014; Hart 1995: Trucost/TEEB 2013). For many decades, industry has been subjected to environmental laws that have limited emissions and waste, with which enlightened enterprises have engaged in a spirit of continuous improvement and the benefit of lowering costs. Those businesses that have transgressed the law have faced prosecution often in the past, with penalties that did not discourage further pollution, but with more adverse consequences today, including being abandoned by investors afraid of the risks involved. In more recent times, a sense of product stewardship has developed, largely with the motivation of minimizing the life cycle cost of products, but with significant residual environmental benefits. Finally, we are entering an era of sustainable enterprise where minimizing and eliminating the environmental impact of the growth of firms is becoming established as a key objective and integrated into firms’ operations.
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An emerging trajectory of corporate sustainability is discernible whereby corporations move from opposition to sustainability, to adoption, implementation and advancement of sustainability (Figure 22.3). In pursuing this sustainability trajectory, corporations move from destroying value with instrumental and exploitative approaches to employees and the environment, opposing government regulation, and failing to see any duty to corporate responsibility beyond keeping within the bounds of the law. This approach uniformally regards natural resources as a free good which can be routinely exploited (Benn, Dunphy, and Griffiths 2015). With the dawning realization of the sustainability imperative, corporations move to adopting commitments to risk mitigation and brand enhancement, and begin to see new business opportunities. With more committed implementation of sustainability, there is a more effective dialogue with stakeholders about sustainability principles, and improved training, accountability, and reporting. In time, this commitment matures into a more advanced leadership, setting new industry standards and improving business practices (AccountAbility/UN Global Compact 2014). Finally, corporations leading in sustainability commit to transforming their enterprises towards safe and environmentally friendly products and services, with sustainable business models, reinventing the corporation as an evolving element of the society and ecology (Benn, Dunphy, and Griffiths 2015).
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Figure 22.3 An emerging trajectory of corporate sustainability

Sources: Adapted from AccountAbility/United Nations Global Compact (2014); Benn, Dunphy, and Griffiths (2015); Kemp, Stark, and Tantrum (2004, note 19); Nidumolu, Prahalad, and Rangaswami (2009).





Innovation for Sustainability


There is beginning to be introduced across the world a substantial development of innovation based on firm ecological principles (Jang et al. 2015). The advancing phenomenon of eco-innovation may be defined as: “All efforts from relevant actors that introduce, develop, and apply new ideas, behaviours, products and processes and contribute to reducing environmental burdens or ecologically specified sustainability targets” (Rennings 2000). Eco-innovation is a broad concept, comprising:



• innovation in pollution control (new, better, or cheaper abatement technology);

• green products;

• cleaner process technologies;

• green energy technology and transport technologies; and

• waste-reduction and handling techniques (Kemp and Pontoglio 2011).



Eco-innovation creates and develops extensive new business opportunities and benefits by preventing or reducing the negative impacts of fossil fuels, or other toxic emissions or pollution, or optimizing the use of natural resources. It involves the application of environmental technologies to operationalize the concepts of eco-efficiency and eco-industry (Sarkar 2013). At the beginning, eco-innovation focused mainly on production and processes, but has expanded considerably to include management systems, creating new markets, organizations, institutions, and social eco-innovation (Charter and Clark 2007; EIO 2015; OECD 2009).

A standard bearer of radical innovation is Elon Musk, who has achieved important advances in battery-storage technology, and also driven the transformation of the automotive industry, as the Tesla electric car corporation surpassed Ford and General Motors in market capitalization, and began to overtake the luxury brand BMW. Interestingly, the response of car corporations worldwide to the sudden competitive threat of Tesla, was to dramatically turn to electric power with such conviction, the end of the petrol internal combustion engine became a real possibility. In 2016, VW announced a range of electric cars, and vowed to pass Tesla in electric car production. In 2017, Volvo announced it would only be producing electric cars in the near future—a boost to its Chinese parent company that is a leading global producer of electric engines and batteries. Meanwhile, Toyota in Japan has committed to hydrogen engines which emit only water.

The sustained increase in the investment in, and innovation around, renewable energy has proved impressive in recent years (Figure 22.4). Significant reductions in the cost of critical renewable technologies, with the capital costs of utility-scale photovoltaic falling by 20 percent in 2016, have encouraged investment. However, to meet the Paris Agreement goal of below a two degree centigrade increase in temperature, the International Energy Agency (IEA) estimates that cumulative investments in renewable power of more than US$ 6 trillion will be required by 2040, requiring progressive massive scaling-up of investment over the next two decades.
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Figure 22.4 The investment in renewable energy in the OECD and G20 economies 2000–14

Source: OECD (2017).





The Circular Economy


New business models forming in the circular and sharing economies are enabling transitions to sustainable business practices, addressing resource depletion, waste management, and resource stewardship models that go beyond the traditional life cycle requiring collaborative governance structures, new partnership arrangements, and networks between and across sectors. Closing loops refers to (post-consumer waste) recycling, slowing is about retention of the product value through maintenance, repair, refurbishment, and remanufacturing, and narrowing loops is about efficiency improvements, a notion already commonplace in the linear economy (Bocken et al. 2016, 2017). New technologies may transform the management of the traditional linear economy towards a circular economy, in which waste is effectively eliminated, and the economy is restorative rather than depletive of ecosystems (European Commission 2015a; World Economic Forum 2014). The European Commission has been developing a Circular Economy Strategy for some time: “The circular economy requires action at all stages of the life cycle of products: from the extraction of raw materials, through material and product design, production, distribution and consumption of goods, repair, remanufacturing and re-use schemes, to waste management and recycling” (European Commission 2015b). The central elements of the circular economy are set out in Table 22.5, involving revolutions in energy and efficiency, integration of value chains, bioeconomics, and sustainable transport systems and construction.


Table 22.5 Key elements in the circular economy



	• Energy


	A revolution in energy production and consumption, with the sustained drive towards 100% renewable sources of energy in wind, water, and solar, and 100% zero emissions.


	• Efficiency


	The transformation of efficiency in the creation and use of materials to deliver greater prosperity and better quality of life, while utilizing fewer resources.


	• Integrated value chains


	The achievement of zero waste and zero emissions through integrated value chains, where waste products are usefully fed back through biological and industrial cycles.


	• Bioeconomics and biomimicry


	Employing natural materials and biological processes as the basis of sustainable production, synthesizing biology and technology, imitating the ingenuity of nature.


	• The greening of agriculture and cities


	Mass reforestation and rehabilitation of arable land through organic farming, and the integration of agriculture and food processing. Organic high-tech urban farming.


	• Sustainable mobility


	Emissions-free autonomous vehicles, shared vehicles, and accessible, integrated public transport systems. Transnational railways and emissions-free air travel.


	• Environmentally friendly buildings


	Environmentally friendly construction and buildings. Buildings that produce their own energy, vertical gardens, and roof gardens.


Source: Adapted from Fücks (2015).


The possibilities of the circular economy are limitless, as a senior executive of Veolia, a French water-resources company projected:

A priority is to go beyond the linear economy, where stakeholders are in traditional silos. In addition to preserving natural resources, shifting to a circular economy offers an opportunity to create new sources of wealth. The emergence of innovative models leads to collaborative dynamics across industries, cities, and communities that reveal new fields of sustainable value creation, such as selling services instead of products, recovering resources from waste, sharing assets, and producing green supplies. (MacArthur 2015: 6)

An analysis by the Ellen MacArthur Foundation, SUN, and the McKinsey Centre for Business and the Environment (2015), reached the following policy conclusions concerning the potential for the circular economy in Europe:



• The European economy is surprisingly wasteful in its model of value creation, and continues to operate a take-make-dispose system.

• Europe could integrate new technologies and business models to maximize value from asset and material stocks, applying the rules of a circular economy to achieve growth from within the process.

• The circular economy could produce better welfare, GDP, and employment outcomes than the current development path. (MacArthur 2015: 12–15)




Natural Capital


Further widespread adoption of zero emissions policies by business, and plans for green growth, will be inseparable from the commitments to delivering major emissions reductions in successive international climate change negotiations, with national governments accelerating the transition of corporations towards total decarbonization. Assisting corporations to think strategically in this direction is the work of agencies that highlight to investors the real cost of carbon, and how this must be incorporated into estimates of the market valuation of corporations such as Trucost. Trucost is a dedicated consultancy established by a number of large financial institutions in London to examine natural capital dependency across companies, products, supply chains, and investments, with a view to managing risks from volatile commodity prices and increasing environmental costs, and ultimately building more sustainable business models: “It isn’t ‘all about carbon’; it’s about water; land use; waste and pollutants. It’s about which raw materials are used and where they are sourced, from energy and water to metals, minerals and agricultural products. And it’s about how those materials are extracted, processed and distributed” (Trucost 2015). Natural capital is defined by Trucost as: “The finite stock of natural assets (air, water and land) from which goods and services flow to benefit society and the economy. It is made up of ecosystems (providing renewable resources and services), and non-renewable deposits of fossil fuels and minerals” (Trucost/TEEB 2013: 3).

Dieter Helm examines the delicate nuances of natural capital, upon which the future of mankind rests:

Natural capital is itself one of many different types of asset. Capital is an input into production, which in turn produces a flow of goods and services for the ultimate flow of humans. What makes it natural is that it is not itself produced by humankind – nature gives it to us for free. In some cases, like North Sea oil and gas, there is a fixed amount and it is a question of who consumes it, when, and with what consequences. This sort of natural capital is non-renewable. In other, and in many ways more interesting, cases nature keeps on providing the asset for free, provided it is treated with respect and not over-exploited. It is renewable, with potentially infinite yield at zero cost, and hence is extraordinary valuable. (Helm 2015: 2)

In estimating the world’s largest natural capital risks which business, investors, and governments face, Trucost suggests these risks are costing the global economy in the order of $4.7 trillion dollars per year. Resource-intensive industries and supply chains around the planet are incurring these natural capital costs, and internalization of the costs by companies and industries has only occurred at the margins. However, confronted by the prospect of another 3 billion middle-class consumers by 2030, demand for natural resources will grow rapidly as supply continues to shrink. “The consequences in the form of health impacts and water scarcity will create tipping points for action by governments and societies. The cost to companies and investors will be significant” (Trucost/TEEB 2013: 3). Trucost is engaged in informing companies and investors how to measure and manage natural capital impacts, to focus on high-risk areas, and to develop mitigation (Green Biz/Trucost 2015).

Together with examining the impact and costs of climate change, what also has to be estimated is the cost of the ongoing depletion of ecosystems and biodiversity. Trucost was a founding member of The Economics of Ecosystems and Biodiversity in Business and Enterprise (TEEB), which is supported by the G8, the UN Environment Programme, and the European Commission, together with the German, UK, Norwegian, and Dutch governments. The key messages of TEEB on business, biodiversity, and the ecosystem maintain:



• The world is changing in ways that affect the value of biodiversity and ecosystem services (BES) to business. The value of biodiversity and ecosystem services is a function of population growth, urbanization, economic growth, and ecosystem decline.

• Biodiversity loss and ecosystem decline cannot be considered in isolation from other trends, which are growing and shifting markets, resource exploitation, and climate change.

• Business risks and opportunities associated with biodiversity and ecosystem services are growing, and with the interaction between biodiversity loss, decline in ecosystem services, and other major trends, business can expect increased risks and opportunities over time.

• There will be increasing pressure on, and more restricted access to, natural resources, with growing market demand for natural resources and increasing public concerns about the environment.

• Consumers increasingly consider biodiversity and ecosystems in their purchasing decisions, which companies and their suppliers will need to re-examine.

• Business is beginning to notice the threat posed by biodiversity loss, and surveys of CEOs indicate a growing concern about the impact of biodiversity loss on their business growth (Bishop 2012: 3; Sukhdev, Wittmer, and Miller 2014).



TEEB draws attention to the invisibility of nature in the economic choices we make, and how this is a key driver of the ongoing depletion of ecosystems and biodiversity. Valuation as an institutional development in diverse social contexts and many forms has a role to play in stemming the tide of degradation of ecosystems and the loss of biodiversity. There are concerns about valuation in conditions of economic and environmental uncertainty, and TEEB recognizes that values are a product of different worldviews, and treats them in their respective sociocultural contexts. However, TEEB argues that, in the absence of valuation, essential ecosystem services are presently being traded as commodities, often with an implicit value of zero. Policy responses are required to resolve the public goods problems underlying biodiversity loss and ecosystem degradation, such as land-use planning, regulation, and payments for environmental services. Corporate impacts and dependencies on biodiversity and ecosystem services should be measured and valued as an integral part of statutory reporting and disclosure in the interests of the conservation of the natural commons and intra-generational equity (Bansal and Hoffman 2013; Sukhdev, Wittmer, and Miller 2014: 3).

A Natural Capital Coalition has now formed to provide a global platform of business, accounting, consultancy, academia, and government members working on natural capital with a common vision (Natural Capital Coalition 2015a). The purpose is building the business case for integrating natural capital into decision-making; developing and testing natural capital protocols and sectoral guidelines; shifting corporate behavior towards enhancing, rather than depleting, natural capital; and supporting the evolution of an enabling policy environment and access to reliable data (Natural Capital Coalition 2015b).

Ultimately, this all leads to biomimicry—that is, innovation inspired by nature (Benyus 2002). The idea is that over 3.8 billion years, nature has evolved systems and processes that can inform solutions to many of the waste, resource-efficiency, and management problems that we grapple with today:

In a society accustomed to dominating or “improving” nature, this respectful imitation is a radically new approach, a revolution really. Unlike the Industrial Revolution, the Biomimicry Revolution introduces an era based not on what we can extract from nature, but on what we can learn from her … In a biomimetic world, we would manufacture the way animals and plants do, using sun and simple compounds to produce totally biodegradable fibers, ceramics, plastics, and chemicals. Our farms, modelled on prairies, would be self-fertilizing and pest-resistant. To find new drugs or crops, we would consult animals and insects that have used plants for millions of years to keep themselves healthy and nourished. (Benyus 2002: 2)

Collectively, this huge and multifaceted effort by both business and civil society, by all the agencies and initiatives discussed earlier, represents a great advance in the campaign for corporate environmental, social, and governance responsibility. The ideals manifested are often exemplary, and whatever weaknesses and limitations are revealed in the complex challenges these initiatives face, on aggregate the initiatives do represent a significant institutional development in the cause of corporate responsibility.


Conclusions


The world has to face the inordinate economic and social risks of climate change, including the dangers of increased flooding and storm damage, altered crop yields, lost productivity, increased crime, damaged public health, and strained energy systems (Houser et al. 2015). Over the next twenty years, businesses will be exposed to hundreds of environmental and social changes that will bring both risks and opportunities in the search for sustainable growth, including: climate change; volatile fossil fuel markets; material resource scarcity; water scarcity; population growth; the impact on resources of the growing global middle class; growing urbanization; food security; ecosystem decline; and deforestation (KPMG 2012).

To tackle these compounding problems, corporations will be required to engage in a sustainable revolution, just as profound as the Industrial Revolution, in which we will move from a nineteenth-century focus on production, and a twentieth-century focus on marketing and consumption, to a twenty-first-century focus on sustainability. However, the integration of corporate finance and governance and sustainability is still to be achieved: although corporate policy has become more sophisticated, implementation remains in its infancy (UNEP 2015). The reformulation of corporate purpose, corporate governance, and directors’ duties in the direction of greater environmental and social responsibility is now a matter of survival.

There are alternatives to waiting for disaster to happen, and building a circular economy to sustain natural capital is now one of them. Presently, we have a linear economy in which we extract resources at an ever-increasing pace, making them into products to then dispose of wastefully. A circular economy is designed to be regenerative. Production in a circular economy is waste-free at every stage, and resilient by design. The circular economy is innovative, and restorative of ecosystems as part of its essential process. This creativity is technically feasible, but what is required are the supporting institutions and values. Businesses can succeed while exercising ethical values, respecting people and communities, and sustaining the natural environment. This requires comprehensive responsible policies, practices, and programs fully integrated into business operations, incentive systems, and decision-making to achieve corporate sustainability. The UN Global Compact defines corporate sustainability as “a company’s delivery of long-term value in financial, social, environmental and ethical terms” (UN Global Compact 2014: 5). Greening the corporation will be essential to achieve this balanced assessment of purpose and performance.
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CHAPTER 23

Corporate Sustainability In A Fragile Planet

Suzanne Benn and Melissa Edwards



Global Market Challenges Driving Change



Business is now faced with global market challenges that are underpinned by sustainability concerns. They include: incorporating the cost of externalities, capitalizing on impact investing, developing integrated frameworks to account for sustainability performance, and enhancing corporate resilience and adaptation in regard to climate change and other environmental and social risks. In this chapter, we show how new business models are enabling transitions to sustainable business practices that might meet these challenges. Such models can address resource depletion, issues associated with waste management and innovative design of products and services, and have the potential to increase employee engagement, foster community development at a local level, and support more long-term relationships between customers, business, and supply organizations. We explore the new management practices that this transition requires.


Risk and Resilience in the Anthropocene


Consider the case of the BP Deepwater Horizon fire in 2010. As a result of the oil rig fire in the Gulf of Mexico, BP’s share price fell by one half. The company engaged in a major sell-off of assets in order to meet the clean-up and compensation charges. After massive legal battles as the company attempted to fight off the claims against it, in October 2015 the US Department of Justice announced a deal whereby BP would pay $20 billion to settle the actions. While the total cost to BP of the environmental disaster amounts to as much as $54.6 billion, it seems this massive amount will be dwarfed by the costs to Volkswagen of fixing its diesel emissions scandal (McLean and Chapple 2015). The admission by Volkswagen that it had installed software in more than 11 million vehicles, in order to trick regulators into believing its cars were less polluting than they really are, triggered massive falls in VW share prices (Guardian 2016) and impacted on sales figures across the world (Guardian 2015). Further costs are likely as the company faces a civil law suit filed by the US Department of Justice for actions leading to alleged breaches of the Clean Air Act.

These two major companies are working under long-established business models that are not adequately transitioned to deal with sustainability-related risks. For example, the impacts of climate change feature frequently in corporate sustainability discourses and have been used to highlight the inherent unsustainability of current systems of global capitalism. There is growing public and business recognition that climate change poses risks for the economy and for society (Paulson 2014). But there are business opportunities associated with measures that may assist in addressing the issue. According to a recent World Bank report, tackling climate change by measures such as tax incentives and a range of other pro-climate policies would allow GDP growth of between $1.8 and $2.6 trillion—which was an estimated 1.5 percent higher than under a business-as-usual scenario (Global Commission on Economy and Climate 2014).

Underpinning an apparent growing interest in corporate social responsibility (CSR), corporate sustainability and ethical behavior is recognition of the need to enhance corporate resilience and adaptation in regard to climate change and other environmental and social risks. According to the Oxford Martin Commission for Future Generations, achieving sustainability means dealing with what it terms the “perfect storm of risks associated with food, water, energy and climate” (Oxford Martin Commission for Future Generations 2014: 18). Compelling evidence of the extent of these risks and implications for society is provided in two major studies described later. Although the first mainly deals with environmental and the second social, as with all sustainability concerns, interconnections between social, environmental, and economic impact can be inferred.

The “A Safe Operating Space for Humanity” study, conducted by group of Earth scientists from the Stockholm Resilience Institute and initially reported on in Nature (Rockström et al. 2009), has identified nine planetary boundaries which, if overstepped, will have dangerous implications for human life on earth. Three of nine interlinked planetary boundaries have already been overstepped: climate change, biodiversity, and nitrogen cycle. Importantly, the boundaries are strongly connected—so crossing one boundary may seriously threaten the ability to stay within safe levels of the others. The implication is that we are overrunning the biophysical boundaries of a finite system—way beyond safe space for climate change, biodiversity, and nitrogen cycle (amount of N2 removed from atmosphere for human use). The nine boundaries identified were: climate change, stratospheric ozone, land use change, freshwater use, biological diversity, ocean acidification, nitrogen and phosphorus inputs to the biosphere and oceans, aerosol loading, and chemical pollution.

In another major study, social epidemiologists collected data from across numerous studies on the relationship between health and social problems and levels of inequality in society. They found that for each of eleven different health and social problems—physical health, mental health, drug abuse, education, imprisonment, obesity, social mobility, trust and community life, violence, teenage pregnancies, and child well-being—outcomes are significantly worse in more unequal rich countries (Wilkinson and Pickett 2009).

Findings from these studies accord with the view that stability for 10,000 years of the geological period termed the Holocene, that began around 11,700 years ago, has been disturbed, and we are now in what is loosely termed the Anthropocene period—an era when human activity is the dominant influence on the planet and its systems. According to a recent paper in one of the leading scientific journals (Waters et al. 2015), changes in biological, geochemical, atmospheric aspects of the earth’s systems are such that they justify the formalization of this new epoch in the earth’s history: the Anthropocene. The outcomes of this geophysical shift are complex and paradoxical. For example, according to a recent authoritative report, while conditions of global human health have never been better, they come at the price of the health of future generations (Rockefeller Foundation and Lancet Commission 2015). The report argues three challenges need to be met if human health is to be maintained in the face of future ecological threats:



• Conceptual, empathy, or imagination challenges, such as sole reliance on GDP as a measure of human progress.

• Knowledge failures, such as ongoing denial of the connections between disciplines.

• Governance failures on the part of governments at all levels in addressing such issues as climate change (Rockefeller Foundation and Lancet Commission 2015).



There are clearly profound issues for human organization at all levels. For business, they essentially mean a change in direction, such as recently spelt out in the Sustainable Development Goals—see https://www.un.org/sustainabledevelopment/sustainable-development-goals/. For example, Goal 8: promote sustained, inclusive and sustainable economic growth; Goal 9: build resilient infrastructure, promote inclusive and sustainable industrialization, and foster innovation; and Goal 12: ensure sustainable consumption and production patterns—all refer directly to the responsibilities and capabilities of business.


The New Institutional Infrastructure


This UN-sponsored initiative is an example of the new institutional infrastructure that has emerged to manage the risks and enable the opportunities associated with this new order (Sainty 2015; Waddock 2008b). The new infrastructure reflects an increasing overlap between corporate sustainability and corporate governance (Sainty 2015), and corporate sustainability and corporate social responsibility (Montiel 2008), and involves institutional arrangements such as those concerned with responsible investment and sustainability reporting.

The rise and rise of socially responsible investment (SRI) and so-called impact investing is a clear demonstration that the days are gone when companies could externalize environmental and social costs. The SRI field is in its relative infancy, and uncertainty remains around definitional and screening issues. For example, one recent study claims to show the opportunity costs of negative screening (Trinks and Scholtens 2015). Yet the growth of these investment vehicles is undeniable. According to The Forum for Sustainable and Responsible Investment (US SIF 2014: 12), “the total US-domiciled assets under management using SRI strategies expanded from $3.74 trillion at the start of 2012 to $6.57 trillion at the start of 2014, an increase of 76 percent. These assets now account for more than one out of every six dollars under professional management in the United States.” In Australia, increase in growth figures for SRI investment for 2013–14 was 24 percent (RIAA 2015). Again UN-sponsored, the Principles for Responsible Investment (PRI) are an instance of the institutional infrastructure supporting this trend. Their influence on asset management is evident as assets under management of PRI signatories reaching US$59 trillion in 2015 (PRI 2015).

Impact investing is the mobilization of capital for investments specifically intended to create positive social and/or environmental impact beyond direct financial return (Jackson 2013: 97). Propelled initially by microfinance, this movement is now diversifying to embrace other sectors, and the asset owners, asset managers, and service providers may now include government organizations, social enterprises, small businesses, as well as the microfinance institutions. A recent World Economic Forum Report cautioned that the movement is still in its early days, and that much work needed to be done, particularly on evaluation criteria, but concluded that such initiatives offer such opportunity that they must and will be mainstreamed into the investment industry (World Economic Forum 2013). Actors engage in such initiatives because they offer a means of signaling responsibility and sustainability: commitment for the long-term generation of value.

Linked to the rise of these new forms of investment is the emergence of sustainability reporting, particularly in its more recent integrated form such as espoused by the Global Reporting Initiative (GRI), a multi-stakeholder informed set of guidelines for sustainability-related reporting, given legitimacy by its United Nations endorsement. The GRI has recently advanced the effectiveness of its reporting guidelines with its research on the materiality issues that impact on company value specific to the industry sector (Clarke 2016). While the GRI, for instance, is now regarded as a de facto global standard for sustainability reporting (Hahn and Lulfs 2014), and in that way as an example of a successful “transnational governance system,” concerns have been voiced that the uniformity of schemes such as the GRI, and that promoted by the International Integrated Reporting Council, may suppress or inhibit material considerations and work against encouraging wider stakeholder involvement in relation to corporate sustainability issues (Barkemeyer, Preuss, and Lee 2015). One relatively new area of emphasis in this form of reporting is “sustainable HRM (human resource management).” By this term is meant the adoption of HRM strategies and practices that enable the achievement of financial, social, and ecological goals, giving consideration to external as well as internal stakeholders, and on a long-term basis. Researchers have found that the sustainability reports of the world’s largest companies surprisingly show a comparatively high level of reporting emphasis on labor practices and working conditions compared to environmental performance. Human rights, the other element of the GRI particularly related to sustainable HRM (Ehnert et al. 2016), appears to have less emphasis—an indication of continued corporate preoccupation with the demands of internal rather than external stakeholders.

Yet other recent work is showing that external institutional pressures for change can be complemented by internal drivers. For example, engaging employees in environmental activities has a business case in that it is associated with increased employee engagement (Benn, Teo, and Martin 2015). Researchers have also shown that the introduction of environmental initiatives, such as environmental standards, can facilitate increased communication between workers and lead to knowledge development in general (Delmas and Pekovic 2013).

For a range of reasons, then, business and government organizations are demonstrating a growing interest in what sustainable management practice might mean. The principle is now widely accepted that many of the dilemmas currently facing the business world relate to the complex challenge of balancing immediate social, environmental, and economic risks, while looking for the long-term business advantage. The problem for managers, however, in attempting to implement such practices, is that there is no one definition of corporate sustainability, and the term remains the subject of considerable contestation.


Defining and Classifying Business Sustainability


One fairly typical definition for corporate sustainability is that it is a business approach that creates long-term value for the organization by incorporating economic, environmental, and social dimensions into its core business decisions (Benn and Bolton 2011: 63). Even more widely, it can be thought of as the efficient use of resources and generation of wealth so as to contribute to a healthy economy, society, and natural environment. In practice, however, these very diffuse definitions and open-ended statements are little help to managers trying to implement sustainability or researchers trying to compare organizations in this regard. An important starting point is to distinguish corporate sustainability from the “sustainable corporation”—most usually interpreted as a viable organization which has the capacity to last a long time (Lozano 2013).

Clearly, sustainability taps into a complex arena as it needs to incorporate consideration of all forms of life over extended time periods. This complexity has proven a challenge to management theorists and practitioners. Although a shift to a more ecocentric approach to theory has long been argued for by some leading scholars (e.g., Shrivastava 1995), according to Montiel and Delgado-Ceballos (2014) most academic writings have drawn on the more anthropocentric versions of stakeholder, institutional, and resource-based theories (Brammer, Jackson, and Matten 2012; Freeman 1984; Hoffman and Jennings 2011; Maon, Lindgreen, and Swaen 2009). A complicating factor is that some sustainability concepts draw from multiple theoretical approaches across a range of disciplines and sub-disciplines. For example, sustainable business models that refer to business at the “base of the pyramid,” where the focus is on selling products bringing social or environmental benefit to the extremely low wage end of the market, bring together insights from multiple theories such as resource-based view, institutional theory, and supply chain management (Sharma and Hart 2014).

Confusion associated with this breadth and diversity of relevant theoretical frames has meant that acceptance that social/political/ecological aspects of sustainability should be integrated with economic concerns is much more prevalent in practitioner and academic journals specializing in social and/or environmental issues in management than in the top academic journals (Montiel and Delgado-Ceballos 2014). This issue is at least in part related to long-standing problems in the measurement and comparability of the various factors contributing to sustainability. Advances in practice are now adding some clarity to the picture. They include the development of the Natural Capital Leaders Index by Trucost (Trucost 2014). This project has gone some way in identifying the extent to which companies are decoupling environmental impact from growth by comparing changes in company revenues to changes in natural capital costs.

Both in theory and practice, corporate sustainability is now perceived as overlapping with CSR, and to some extent, corporate citizenship. Reviewing the different definitions of CSR and corporate sustainability used over time highlights points of difference and congruence between the two terms (Montiel 2008). For example, corporate sustainability focuses more on the long-term, and is more closely associated with pro-environmental organizational behavior such as the inclusion of environmentally related goods and services in business operations. The more traditional take of CSR is that environmental issues can be taken as a subset of broader social performance dimensions, although recent trends show the fields converging, with the social dimension now recognized as an increasingly important part of the sustainability paradigm (Brammer and Pavelin 2013). Corporate citizenship is distinguished from both CSR and corporate sustainability because it refers more to the political as well as social, ecological, and economic impacts of business, and hence is also associated with the rights and responsibilities granted to a company by the government of the jurisdiction in which it operates (Waddock 2008a).

The elusive search for a single definition (Montiel 2008), and the difficulties in comparing companies, are the main reasons why many researchers in the area have approached corporate sustainability from the perspective of sustainability phases, stages, or otherwise in terms of weak or strong sustainability categorizations. Scholars have long classified interpretations of sustainability as either strong or weak (Jacobs 1999; Pearce 1993), distinguishing between weaker forms of market-based sustainability and the stronger ecosystem-based sustainability (Ayres, van den Berrgh, and Gowdy 2001). The key determining factor is whether all forms of capital—usually designated as social, environmental, and economic—are maintained intact, independent of one another. When applied to organizational or corporate sustainability, the strong–weak continuum has been addressed through typologies or developmental frameworks. Earlier attempts focus on environmental dimensions of sustainability. Hunt and Auster’s (1990) five-stage model, for example, conceptualized organizations moving from incremental or “band aid” solutions to fully integrative approaches to corporate greening. Roome (1992) identified five options that business organizations may take up in order to implement environmental responsibility: on-compliance, compliance, compliance plus, commercial and environmental excellence, and leading edge. Most attempts at categorization since have continued to distinguish between reactive and proactive approaches to incorporating environmental considerations, with an increasing emphasis on sustainability as an aspect of corporate strategy-making (e.g., Van Tulder, Verbeke, and Strange 2014; Winn and Angell 2000).

The above-noted trend to conflate aspects of corporate social responsibility (CSR) with corporate sustainability (Montiel 2008) means that such models now include the human or social dimension of sustainability in describing progression to sustainability (e.g., Benn, Dunphy, and Griffiths 2014; Dunphy, Griffiths, and Benn 2007; Maon, Lindgreen, and Swaen 2009). Drawing on their case study research, Maon, Lindgreen, and Swaen (2009) describe progression to more responsible management in terms of an integrated framework based on Lewin’s (1951) planned change model. They identify four stages in the process of developing and implementing CSR in the organization that can also be applied to corporate sustainability: Plan; Do; Check/Improve; Mainstream. Managerial attitudes toward integration of sustainability are similarly categorized. The compliance, efficiency, and strategic proactivity stages described in the Benn et al. model accord with Schaltegger et al.’s (2012: 103) defensive, accommodative, and integrative sustainable business classifications. In this approach, defensive strategic behavior is a reaction on (perceived) cost-constraints, accommodative is consideration of environmental or social objectives such as environmental protection, eco-efficiency, or occupational health and safety, while integrative involves strategies which integrate environmental or social objectives as part of the core business logic in order to contribute to sustainable development of the economy and society. Van Tulder, Verbeke, and Strange (2014) describe the attitudes of the managers toward sustainability as being either inactive, reactive, active, or proactive. Bocken et al. (2014) provide another lens, classifying various value-creation approaches as innovations according to technological, social, or organizational archetypes.

While such classification schemes are useful, the corporate sustainability picture is much more complex than can be reduced to a simple linear model, and in the academic literature phase or stage models, in particular, have been criticized as not giving due recognition to the range, complexity, and diversity of the factors contributing to environmental performance (Kolk and Mauser 2002; Schaefer and Harvey 1998).

Obviously many corporations may be merely compliant in some divisions or areas, but highly innovative and strategic about incorporating sustainability in other divisions or areas, particularly as new ways of doing business more responsibly are emerging. So while practitioners continue to apply such typologies in order to usefully compare organizational performance in sustainability, the emergence of new business models is itself a force for change.


New Business Models


Since the global financial crises, the spotlight has been placed on company performance, with much debate centered on the foundation assumptions of capitalism itself. Some writers have proposed a need to fundamentally question capitalism and the market function of business within it, as being overly preoccupied with economic performance, disassociated with societal progress (Rangan 2015). This critique provides potential for the role and function of business and society interrelationships to be re-examined in light of what “ought to” be achieved for sustainable progress. Think tanks, such as the New Economics Foundation in the UK, are testing the way we measure the value of nature and our relations to the natural world and each other. Such perspectives are inspired by a view that alternatives to the dominant neoliberalism form of capitalism exist (e.g., Peck 2013) that could enable a “dematerialization” of the economy to operate within the carrying capacity of the biosphere.

These debates refer to broader issues regarding the role and function of business in relation to society, and present a critical re-examination of what sustainability (and CSR) standards business ought to be responsible for. Working in response to the critique that normative views of CSR preclude progress being made in its theoretical development of CSR (e.g., Matten, Crane, and Chapple 2003), new business models are emerging that are challenging capitalism, opening up discussions around new ways of doing business. Unlikely coalitions, acting as de facto social movements, are pushing for change (Djelic 2013) as the traditional lines between social movements, civil society, and corporations appear to be blurring (De Bakker et al. 2013). The institution of capitalism may seem entrenched, but it is vulnerable to cultural contexts and alliance formation. In this section, we discuss recent business models that have emerged in this context.


Visions for a New Economy


Conscious capitalism, the blue economy, the circular economy, the mesh, the sharing economy, sustainable economy 2.0, the values-based economy, and the Weconomy are some of the many alternate macro models offering visions of a new economy. Each model builds on a body of academic literature and popular books, with proponents offering case exemplars that will generate a new economy. Offering visions of an emergent sustainable economy, they provide a macro-framing within which new business models can flourish (see Table 23.1 for examples of these emergent models). From the critical management tradition, a number of these models invite more radical change, encouraging “unashamedly utopian thinking in management, through offering concepts and ideas that challenge current management practice” (Alvesson and Willmott 1992: 16). Further transformative approaches come from writers who argue that, in the face of growing conditions of crisis, a more radical approach is required (e.g., Wright and Nyberg 2015). Symptoms of crisis include instabilities in the banking and wider financial sectors; the collision of aging trends and rising lifestyle expectations with the capacity of resource-squeezed healthcare systems; volatility in commodity prices and resource scarcity; and climate change with the risks underscored by recent weather events and the political instabilities associated with the humanitarian crises in a number of areas of the world.



Table 23.1 Overview of emerging new business models for sustainability



	Approach
	Definition and overview

	Blue economy
	Since 2004 Gunter Pauli has been driving this initiative (see http://www.theblueeconomy.org/) which claims to have set up investment of 4 billion and created 3 million jobs. There are now over 100 documented cases of the applications of the key principle where the best for health and the environment is cheapest and the necessities for life are free thanks to a local system of production and consumption that works with what you have. The approach is influenced by principles drawn from Physics, and is based on enhancement of nutrient cycles in natural systems and the assumption that waste does not exist.


	Conscious capitalism (termed conscious business in the UK)
	Focuses on mindfulness and a positive approach to what business can do. These principles are promoted in recent work by John Mackey, who is the co-founder and co-CEO of Whole Foods Market and coauthor, with Rajendra Sisodia, of Conscious Capitalism: Liberating the Heroic Spirit of Business. The credo of this book is that “business (is) inherently good because it creates value, it is ethical because it is based on voluntary exchange, it is noble because it can elevate our existence, and it is heroic because it lifts people out of poverty and creates prosperity.” Mackey has led Whole Foods as it has grown from a single store in Austin, Texas, founded in 1978, to an $11 billion Fortune 300 company, and a top US supermarket with more than 340 stores and 70,000 Team Members worldwide. The four interconnected and reinforcing pillars of conscious capitalism are higher purpose, stakeholder integration, conscious leadership, and conscious culture and management. The proponents of this approach argue it differs from CSR because it refers to the foundational purpose of business and not to activities carried out to benefit reputation or other aspects of a “business case.” (see http://www.forbes.com/sites/danschawbel/2013/01/15/john-mackey-why-companies-should-embrace-conscious-capitalism/)


	The new economy 2.0
	Is an approach to new economic systems based on 10 key principles referring to equity and quality of life on the planet (http://livingeconomiesforum.org/ten-common-sense-economic-truths). Supported by well-known economist and CSR critic, David Korten, (Korten 2001) these principles are underpinned by the concept that “The proper purpose of an economy is to secure just, sustainable, and joyful livelihoods for all.” Korten argues we need a new, values-based operating system designed to support social and environmental balance and the creation of real, living wealth (see http://www.yesmagazine.org/issues/the-new-economy/why-this-crisis-may-be-our-best-chance-to-build-a-new-economy).


	Cooperative capitalism
	Jonathon Porritt points out that cooperation has been at least as important as competition in shaping human development and that we have misunderstood the meaning of competition: “Competition comes from the Latin “competare,” which does not mean destroying everything and everyone that stands in your way. It means “to strive together.”

(See more at: http://www.forumforthefuture.org/greenfutures/articles/jonathon-porritt-calls-%E2%80%9Ccooperative-capitalism%E2%80%9D#sthash.J7reAWPF.dpuf)



	Constructive capitalism
	Umair Haque maintains the engine of managerial/financial capitalism is running out. He argues around two axioms: The first axiom is about minimization: through the act of exchange, an organization cannot, by action or inaction, allow people, communities, society, the natural world, or future generations to come to economic harm. Conversely, the second axiom is about maximization: the fundamental challenge facing countries, companies, and economies in the twenty-first century is creating more value of higher quality, not just low-quality value in greater quantity. He argues companies like Walmart, Nike, and Unilever are in fact constructive capitalists. See Haque (2011) and http://www.corporateknights.com/article/capitalism-reconstructed?page=show


	Breakthrough capitalism
	The breakthrough capitalism approach calls for changes in mindsets, behaviors, cultures, and the overarching paradigm of traditional capitalism. Linked to Triple Bottom Line founder John Elkington, which “steers clear” of more traditional corporate responsibility priorities, among them stakeholder engagement, reporting, and socially responsible investment, and of shared value reformulation. The approach assumes breakthroughs may be more likely to come from the “margins of the system” rather than through the incumbents and so focuses on catalystic changes fostered through networks and relationships to build across sectors and between incumbents and insurgents. See http://www.breakthroughcapitalism.com/files/Breakthrough_Capitalism:Progress_Report.pdf


	Weconomy
	The mantra founding this approach is about “turning the focus from me into we … For the people. For the planet. For the profit.” Founded by World Vision Finland, the Weconomy adopts a “bottom of the pyramid” approach to tackle challenges related to sustainable livelihoods and cleantech while fulfilling the objectives of development and business. See: http://www.weconomy.fi/html/index.html



In a recent article, Hahn et al. (2014b) argue that, when implementing sustainability, managers face the problem of making sense of ambiguous sustainability-related issues that are characterized by conflicting yet interrelated goals. So, for example, managers have to address economic, social, and environmental issues simultaneously. They make sense of this ambiguity through particular cognitive frames: the business-case frame that prioritizes economic issues, and the paradoxical frame that accommodates, or even embraces, competing concerns. Furthermore, paradoxical tensions may emerge between levels of the system, the organization, and the individual (Hahn et al. 2014a). For example, individuals may encounter tensions when seeking to maximize social value creation through an employee well-being program, within an organization that prioritizes economic value creation.

Various of these new business models emerge, despite these tensions, as they develop proposals for integrative sustainable business models. While still based on systems-level assumptions, we next examine in detail two of these forms (the circular economy and the sharing economy) that have been predominantly business-led, and thereby offer interesting insights regarding how tensions between social, environmental, and economic objectives are managed. Each approach has evolved from existing traditions, yet their new forms have benefitted from the technologies, particularly web 2.0 and energy-efficiency technologies. Another commonality to these approaches is they emerge from renewed growth debates that have provoked innovative and entrepreneurial ways to address efficiency, consistency, and sufficiency (Gerlach 2003). Within their broad remit, they offer promise for the emergence and operation of new business models at the organizational level.


Spotlight on Environment Circular Economy: Sustainability in Practice


As tensions between rising consumption demands and resource scarcity intensify, innovative approaches to managing systems and organizations for resource productivity enhancement are increasingly significant. The circular economy is one such model that proposes a systems approach to maintain and more productively utilize material, resource, and information flows to fulfill growing consumption demands. Conceptually, the circular economy is an aspirational model that builds on various foundation concepts such as regenerative design (Lyle 1994), the performance economy (Stahel 2006), cradle-to-cradle (McDonough and Braungart 2002), industrial ecology (Frosch and Gallopoulos 1989), the blue economy (Pauli 2010), and biomimicry (Benyus 1997). While circular economy ideas are not new, a recent resurgence gained sufficient traction in business, political, and environmental circles to be the subject of a report released at the World Economic Forum (WEF) in 2014 (WEF 2014). A central premise of these recent initiatives has been to scale-up circular economy practices throughout global supply chains. In Europe, the EU has developed a circular economy roadmap in early 2015 which has now been followed by the ambitious action plan adopted in 2016 (EC 2016). China, for several years, has incorporated the circular economy in their national planning policy ( Mathews and Tan 2011; Yuan, Bi, and Moriguichi 2006).

A number of factors are driving progress toward a circular economy. Businesses are increasingly motivated to do “more with less” as water, energy, and resources will become more expensive in coming decades. In an era of “big data,” we know more about where resources are, which means it will be easier to recover them profitably. New technologies, such as 3D printing, will also have a major impact in reducing materials and energy use, and wastage, by allowing products to be produced on demand, rather than just in case. Some of the business arrangements common in circular economy models, such as leasing and remanufacturing, or refurbishing, are already widespread in certain sectors (such as white goods and IT manufacturing), and many governments have policies in place which seem to prioritize the circular economy.

Various different conceptualizations of the circular economy are apparent, yet each encompasses a proposition for innovative systems change that occurs “throughout value chains, from product design to new business and market models, from new ways of turning waste into a resource to new modes of consumer behaviour” (EU 2014). The leading circular economy advocacy organization, the Ellen McArthur Foundation (EMF), portrays the circular economy as a system that is explicitly restorative by design, whereby scarce resources can be perceived as abundant when managed through circular flows and regenerative design (EMF 2013/2014; Webster 2013). This contradicts with the “real-world” system that is modeled on the “take, make, consume and dispose” approach—termed the linear economy—where the assumption of abundant resources generates waste. While the circular economy has been interpreted from a macro policy perspective, it is generative of new business models strongly connected to sustainable development (Ghisellini, Cialani, and Ulgiati 2015). Sauvé, Bernard, and Sloan (2015) note the circular economy offers a set of tools to operationalize the promise of sustainable development.

While policy initiatives are occurring, the shift to a circular economy has been producer-led, with lead proponents seeing the economic benefits whereby a circular economy model is estimated to lead to at least $1 trillion in savings in the world economy immediately, and potentially much more in years ahead (Confino 2014). These savings would flow from waste reduction and lower capital requirements for businesses. By turning “waste into wealth,” estimates suggest $4.5 trillion in value can be added to the economy by 2030 (Lacy and Rutqvist 2015). Other potential benefits include reduced volatility in the price of inputs, along with greater innovation and job creation. Remanufacturing and recycling in Europe, for example, already employs more than 1 million people. There, companies such as Renault have found that while remanufacturing is more labour-intensive, reduced waste and lower capital expenses mean profits are maintained (WEF 2014). Organizations such as the EMF, in partnership with a number of leading companies and universities, are considering a crucial issue: how to scale up the circular economy model. Given the systems assumptions underlying such a transition, collaboration appears to play a key role, and the EMF approach has gained wide interest from leading corporates, as evidenced by the pre-competitive innovation program, the Circular Economy 100, which boasts a broad membership across industries, including large corporates and small entrepreneurial enterprises.

Although often assumed to be about recycling, the model involves much more than that. Currently, the dominant mode of production and industrial system design involves digging up resources to manufacture products and infrastructure, then discarding to landfill or recycling those materials at the end of their useful life. According to the WEF report, globally, in the consumer goods sector about 20 percent of total material value is recovered, while 80 percent goes to waste (WEF 2014). Often, we are throwing away valuable resources in this “linear” model. Without change, this can only get worse as 3 billion new middle-class consumers enter the global market in the next fifteen years (WEF 2014). The circular economy addresses these unnecessary resource losses and seeks to eliminate waste. As Sauvé, Bernard, and Sloan (2015) note, a key distinction of this approach is the shifting of sustainability concerns upwards into the supply chain, not only when waste becomes an issue. The EU roadmap highlighted the promise for the circular economy approach to create value across the value chain if efforts were refocused away from concentration on waste alone (see https://ec.europa.eu/smart-regulation/impact/planned_ia/docs/2015_env_065_env+_032_circular_economy_en.pdf).

More recycling is a partial solution, but the circular economy is a model of industrial production centered on a design-led approach whereby components and materials are developed so they can be reused many times, or they may reused or resold. Products are designed to be “built to last,” either by being more durable, or easily repaired and upgraded, and they can also be designed for disassembly and so their materials can be used in remanufacture at their end of life. This will involve a shift on the part of businesses that are accustomed to generating ongoing revenue via planned or “inbuilt” obsolescence. Finally, it is a more “restorative” process, where industrial processes are designed to be net positive. Using sources of renewable energy, materials are continuously cycled throughout the system, and any outputs should have a restorative impact.

Lacy and Rutqvist (2015) identify at least five different business models that would allow transition to a circular economy: circular supply chain, where materials are introduced into a supply chain that are fully renewable, recyclable, or biodegradable; recovery and recycling, where waste is eliminated from production and consumption cycles; product life-extension, where maintenance or improvement of products through repairs, upgrades, remanufacturing or remarketing can keep products viable for longer; sharing platform, where underutilized goods can be shared to make use of their idle capacity; and, product as service, where producers maintain the “total cost of ownership” and invent leasing or service models to allow utility of their products.

Various critiques of the circular economy have been raised, owing mostly to the premise of broadscale transformation of the economy based on industrial ecology principles. Some suggest this will require a business paradigm shift, both in relation to governance and management of industrial processes, and also in the consumer expectations. More serious critiques have been raised regarding the “pro-consumption or at least not “anti-consumption” orientation of the model. Limitless growth assumptions met through circular logic do not necessarily challenge the worldview of limitless growth. In regard to the treatment of materials and energy, some have suggested the model underplays the role of entropy and material dispersion (that the quality of materials reduces over time). Finally, the model has been critiqued for being overly focused on the environmental aspects of sustainability, excluding social sustainability considerations, especially those related to developing countries, and the potential policy restrictions such a focus on materials would bring into play regarding equity of access to, and ownership of, materials within nation states (Gregson et al. 2015). These matters, among others, are part of the ongoing debates regarding the feasibility of the circular economy in practice within a global economy (EMF 2016a), even putting aside analysis of the model to fulfill sustainable development goals.


Spotlight on Social Sharing Economy


Another model known as the “sharing economy” (Schor 2014), “collaborative consumption” (Botsman and Rogers 2011), or “the mesh” (Gansky 2010), has emerged. According to a recent study, the potential global economic impact of the sharing economy in five sectors (travel, car sharing, finance, staffing, and music and video streaming) could generate $335 billion in revenue by 2025 (PWC 2015). The sharing economy is an umbrella concept born of the “internet age” that has been used to describe these various consumption and exchange platforms that facilitate temporary access, non-ownership models of sharing that are age-old (Belk 2014). A contemporary sharing economy model could be a virtual platform that directly connects buyers and sellers to reduce transaction costs to facilitate exchanges between strangers through a trust mechanism. Long-standing sharing traditions essentially seek a utopian ideal to provide a means for greater numbers of people to have more equitable access to products and services. A focus is on social practices and pro-social consumer behaviors, without reciprocal expectations (Belk 2014), that enable the exchange of goods and services, or more access to the use of resources.

Due to the variety of interpretations regarding what constitutes sharing, different models have emerged that could be classified as part of the sharing economy. Most notably, Belk (2007) excludes contractual renting, leasing, or unauthorized use of property as forms of sharing, while the Botsman and Rogers (2011) collaborative consumption movement is all-encompassing, and includes these plus an extension of the sharing concept to include bartering, lending, trading, renting, gifting, and swapping. The later classifies these practices as sharing because they are intermediated by some form of technology platform to facilitate exchange of goods or services directly between individuals (peer-to-peer exchange) or within peer community networks. Arguably, the voluntary acts of lending, pooling and authorized sharing of public property that are most closely aligned with the traditional forms of sharing practice (Belk 2010) may be more likely to enable equitable access to resources, which is a foundation principle of sustainable development. “Niche” models are those which seek to reinvent how economic exchange attributes value to social exchange to maximize utilization of materials and resources (known as making use of idle capacity), models that are commonly known as “freesharing.” Here, a good or service may be freely gifted, with some reciprocal form of attributing credit to the giftee (which may or may not be cash based) so they might benefit from a like gift in the near future.

Switching to sharing rather than owning appears compatible with sustainability by enabling more access to, and shared use of, underutilized resources from which presumably follows reduced production alleviating limits to biocapacity. One example of the sort of switch that might be involved is premised on transition to “shared mobility” models (Cohen and Kietzmann 2014), ranging from businesses selling services instead of products—for example, selling “hours behind the wheel” rather than selling cars, which is what happens with car-share schemes such as Zipcar, GoGet and Connect by Hertz. Other more radical models occur in peer-to-peer interactions such as Lyftshare, where peers directly share access to their private vehicle during commutes or public–private collaboration models—for example, bike sharing, where individuals rent bicycles on an hourly basis from a private company that operates from a public space (such as a street footpath). While these models have environmental benefits in making use of idle capacity (in the case of ride sharing), consumer behavior research suggests the prime motivation for participation in the sharing economy is not environmental, but rather self-oriented through an attraction to the lower costs typically associated with sharing products and services, and perceptions of scarcity (Lamberton and Rose 2012; Matzler, Veider, and Kathan 2015). Indeed, car-sharing models have been critiqued as greater access, can equate with greater usage and a subsequent increase in energy consumption and emissions.

At least four broad categories of sharing economy practices can be defined: recirculation of goods, increased utilization of durable assets, exchange of services, and sharing of productive assets (Schor 2014: 2). Another distinction highlighted by Schor (2014) is to distinguish between the various models according to their market orientation (for-profit or non-profit) and their provider type (peer-to-peer or business–peer). Finally, commercial sharing systems are differentiated depending on a continuum of relative exclusivity and rivalry (Lamberton and Rose 2012). Of significance is the heterogeneity of interpretations between the social practice of sharing and the market mechanism of exchange. Variation in models also occurs according to the extent to which a shared resource is public or private (Lamberton and Rose 2012), and this can be considered as a continuum (Cohen and Muñoz 2015).


Critique


Most critiques of the sharing economy are based on queries regarding whether the model can recreate social exchange practices for more equitable and sustainable access to materials and resources. Some argue that well-known sharing economy models could be interpreted as “corporate co-option,” where sharing becomes an economic opportunity (Martin 2016), monetizing traditionally informal sharing practices. In its most common usage, the sharing economy represents a growth in the peer-to-peer marketplace. Martin, Upham, and Budd (2015) identified how isomorphic and indirect forces exert pressure on grassroots “freesharing” organizations to become more commercially oriented. Indeed, several of the leading collaborative consumption companies have been critiqued for creating monopolies whereby they do not share the market value they generate (McCann 2015). It has been argued that this form of sharing, whereby a commercial exchange is requested for the use or access to a “shared” service or good, should not be classified as sharing per se, but rather as a form of “pseudo-sharing” (Belk 2013). Many peer-to-peer models that allow greater access to and use of goods—for example, short-term leasing and exchange models—have largely failed to gain a balance between supply and demand, and have transformed to more traditional business-to-customer models (Kessler 2015) that could be considered extensions of business as usual.

Perversely, sharing economy models could in fact increase consumption and create unnecessary recirculation of materials and products that essentially have a great environmental cost, while in theory, the sharing of products and materials and making use of their idle capacity could reduce the total demand for their production (Pickell 2016). The recirculating of goods should contribute to the reduced consumption ideals of a circular economy. If and how the models reduce emissions is hotly debated. Some studies demonstrate that more access to certain products increases emissions, a classic example being car sharing. While shared ownership may reduce consumption and therefore production of the vehicle, increased utility of the vehicle where it otherwise may have lain idle, increases vehicle emissions (McCann 2015).

Finally, the critique has been made that the sharing economy has normalized and increased peer-to-peer interactions between strangers, but has also problematized the social principles governing these relational exchanges. For example, shared consumption systems, such as CouchSurfing and foodsharing, enable what were previously close and frequent “private” exchanges between family members and friends to be replaced by “public” non-durable interactions between strangers (Gollnhofer, Hellwig, and Morhart 2016). Thus, the qualitative nature of social relations facilitated through the sharing economy is changing. Informal sharing activities that were once enabled between friends and neighbors are being monetized by the sharing economy, which some argue decreases the goodwill between strangers through a formalized and mostly virtual exchange mechanism. Relations through such platforms are also more temporary. From experience with Homeexchange.com, Pickell (2016) has learned that the personal relationships between peers is significant for facilitation of more respectful behavior between peers, and that this only happens when the reciprocal forms of exchange have more dimensions than cash exchange, and where the feedback loops between peers are open and transparent. Other studies critique the models because they have found them to create temporary and unstable work conditions in a race to the bottom on cost, as greater numbers of individuals seek access to “precarious” (McCann 2015), temporary, just-in-time work.

The core premise of the approach in relation to sustainability is directed toward a more equitable access to, and use of, resources. It is argued that for sharing platforms to really enable value creation to be shared, they must be governed more democratically (McCann 2015). Schor (2014) argues that achieving the utopian potential of the model will require democratizing the ownership and governance of sharing platforms themselves, ensuring that peer-to-peer models enable conscious consumption, and that platforms be organized to foster connection and build a movement of sharers. Ultimately, this requires “making sharing economics socially just through an emphasis” on an explicit “politics of sharing” (Schor 2014: 11). In general, the democratization of exchange enabled through the collaborative consumption models has been shown to make access to resources relatively more affordable, and allowed greater utility of idle capacity.


Integrated Models


Various other approaches build on a tradition of establishing integration between the social, environmental, and economic objectives of business. These models form part of a long-standing debate regarding the primacy of business interests which can be bluntly surmised as instrumental and normative perspectives. Schaltegger, Lüdeke-Freund, and Hansen (2012) provide an alternate logic at the organization level that they define as the business case for sustainability. Such a model focuses on sustainable synergies attained when intentionally pursuing beneficial social and/or environmental objectives. Similar integrative sustainable business models, whereby the dominant objectives are to simultaneously attain environmental, social, and economic objectives, have been defined as the “ideal organization” (Benn, Dunphy, and Griffiths 2014) or the “sustainable organization” (Stubbs and Cocklin 2008). According to these approaches, sustainable enterprises are directed toward outcomes, guided by the intention to contribute to the solution of societal and environmental problems, creating a positive economic contribution through a management approach specifically directed toward this intention and purpose.


Profits with Purpose or Purpose for Profit?


An influential trend in this regard is the emergence of the concept of “shared value” (Porter and Kramer 2011). Essentially, this concept combines the instrumental and normative perspectives by demonstrating how companies build shared value by implementing policies and practices that enhance competitiveness and create economic value in the form of profit, while at the same time creating value for wider society and/or the natural environment. Generically, shared value can be surmised as business value being maximized when it inherently serves the mutual benefit of increased social and environmental value. There are three ways companies can create shared value. First, they can rethink their products and services so they generate business, while also addressing social or environmental needs of the community. Second, companies can tackle productivity and sustainability through better use of resources. Examples include Walmart’s attempts to reduce packaging and delivery miles, and new distribution models such as those used by Google, iTunes, and Kindle. Companies such as Johnson & Johnson, that introduce wellness and healthy lifestyles programs, build shared value by increasing employee productivity while also helping to safeguard workers’ health (J&J 2016). Third, companies can generate shared value by fostering industry “clusters” through which they can partner in distribution and encourage the use of local suppliers. Porter and Kramer (2011) identify leading organizations such as Google, IBM, Intel, Johnson & Johnson, Nestlé, Unilever, and Walmart as developing shared value initiatives. New forms of organization also enable shared value. Social entrepreneurs and social business enterprises create shared value—for example, by working in areas such as waste recycling (Wasteconcern 2016).

Crane et al. (2014) point out that the shared-value literature overlaps with sustainability through the emphasis on energy use, logistics, procurement, distribution, and employee productivity, which are all elements of what has become known as supply-chain sustainability. However, these authors have also developed a strong critique of the shared value concept, drawing on the point that it remains a largely instrumental concept and does not offer a more normative approach to responsible business and management. According to this critique, it amounts to little more than “business as usual” being focused on competition in the traditional business sense, rather than collaboration.

In another integrative approach, B Corps is described as a new form of hybrid organization, a “mission-driven business that is financially viable,” emerging in a growing market of socially and environmentally conscious products (Haigh et al. 2015). A key distinction between the concept of shared value and B Corps is that the latter seek to create social or environmental benefit as their primary aim, crudely categorized as “purpose for profits.” B Corps is a voluntary form of certification offered by B Labs, which is a non-profit foundation. Certification requires companies to pledge a mission-driven purpose and have their performance assessed using a social impact framework. B Corps are distinct from the Benefit Corporation, which is a company incorporated by a legislative act recognized by various jurisdictions in the United States (Rawhouser, Cummings, and Crane 2015). B Corps are also distinguished from other forms of social enterprise as they have achieved a certain level of certification formally recognized by B Labs. B Labs also function as a means of connecting B Corps, of which many are small to medium-sized enterprises. Leaders in the B Corps movement in Australia have indicated that high levels of collaboration and information-sharing within the B Corps community, or “tribe,” was a significant factor in enabling the emergence of B Corps as a new business model form (Stubbs 2014).


Conclusion


Corporate sustainability is a complex and rapidly changing field, informed by a range of theoretical and disciplinary perspectives. The array of responses to its implementation are illustrative of the scope of the challenge, as they range from business-as-usual managerial implications, to more radical and transformative models that frame an entirely new economy. The lesson we learn from persisting with the question of sustainability is that the business organization is no longer an island, but must be open and responsive to the needs of society and, more profoundly, of the planet.
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social enterprise, cooperatives, and commons-based governance
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Introduction


Recent developments in experiments with legal organizational forms are injecting diversity into the relative monoculture of the corporate form. Two threads are of particular interest in this chapter. The first concerns the creation of hybrid legal structures for “social enterprise.” The second stems from a revival of interest in cooperative structures, particularly in tandem with the digital economy. The chapter places these two threads in dialogue with Simon Deakin’s recent stimulating argument that the most convincing conceptual foundation for understanding corporate governance is that of the commons. Since debates around the production and distribution of food increasingly center around the notion of food as a “commons,” governance experimentation in small-scale food enterprises provides a useful illustration of some of the key implications.

The argument of the chapter is twofold. Both strands operate from a starting premise that seeks to challenge the way in which standard approaches to corporate governance tend to separate economic and social objectives. This separation entails that social objectives are typically grafted on as external regulatory objectives, while economic objectives enjoy relative discretionary freedom as matters of governance internal to the company. By contrast, recent developments in legal entity structures provide the opportunity to reframe exchange, and specifically to weave social and ecological values into its heart, rather than bolting them onto the edifice of commercial exchange as a protective afterthought. The details of legal entity embed specific conceptions of finance, markets, labor, and property into day-to-day managerial choices and practices in ways which, to use Will Davies’ words, “extend the liberating elements of productive capitalism into the social realm” (Davies 2013).

The first strand of the argument asserts that both the increasing popularity of social enterprise (Timmerman, de Jongh, and Schild 2011; Eldar 2015) and the “new cooperativism” (Ridley-Duff 2014; Vieta 2010) are encouraging scholars and policymakers operating outside company law to prise open its black box. This is dislodging the hegemony of nexus-of-contracts and shareholder profit maximization approaches to corporate governance. As a consequence, it opens discursive and even policy space for developing alternative conceptualizations of collective organizational identity. One specific example of such an alternative conceptualization is Simon Deakin’s argument in favor of the commons as a fruitful conceptual vehicle for just such a task (Deakin 2012). The chapter builds on and extends Deakin’s argument to create the second strand of the main argument. It extends that argument, which is developed in relation to the standard corporation, by exploring its applicability to social enterprise and the recent approaches to cooperatives. Using the commons as a lens for understanding these developments avoids the sterile dichotomies of profit/philanthropy, market/state, and social/economic that tend to lock detailed policy debates over legal entity structure into a paralyzing circular stalemate. The circularity that ensues, as proponents of either end of these dichotomies struggle to remake the entity conform to its end of the spectrum, is reconfigured by the lens of the commons.

Both these analytical threads challenge the separation of economic and social objectives in standard approaches to corporate governance, as noted earlier. The suggested pattern of securing social objectives through external regulatory means and economic ones via management discretion has exceptions—notably competition and securities law. However, even though these economic objectives are frequently secured through external regulatory means, they do not temper market dynamics so much as establish the necessary regulatory framework for a market to exist at all, at least in a modern complex setting where most transactions are between strangers (Miola 2014). Thus they, along with the generalized separation of market-tempering social goals, reinforce a distinctive (neo)liberal vision of political economy whereby “market” and “efficiency” dynamics are defined as domains of technical economic expertise which self-consciously distances its norms and knowledge from normative questions of distributive justice, fairness, or morality.

Of course, challenges to this vision have been influencing even standard corporate governance approaches for quite some time. As Williams and Zumbansen document, corporate social responsibility is now itself a mainstream preoccupation of corporate governance, bringing social objectives more firmly “inside” the corral of managerial discretion (Chapter 21, this volume; Zumbansen 2011). In addition, Dunphy and Benn explore ways in which changing social norms are stretching the scope of what corporate law regards as a core purpose and its legitimate constituencies (Dunphy, Benn, and Griffiths 2014).

However, the recent rise of social enterprise (as both mobilizing discourse and concrete legal form) extends these pressures further. In particular, they galvanize significant constituencies of interest from outside of company law, thus encouraging scholars and policymakers operating outside the company to prise open its black box. This is leading to a more sustained challenge to the hegemony of nexus-of-contracts approaches to company law, and creating space for less individualistic analyses to flourish. This expanded space is also shaped by the new cooperativism, building on the historical links between cooperativism over the longue duree and the rise of social enterprise. Despite these linked histories, the current trajectories of social enterprise and cooperatives are more divergent than convergent. They provide for an interesting contrast in unpacking the implications of a commons-based view of their respective legal entity structures. But before this unpacking can occur, the chapter will present a succinct descriptive account of each trajectory with an emphasis on how legal forms in each articulate links between social and economic objectives in their governance structures.


Social Enterprise


The development of social enterprise is a much broader phenomenon than the more recent emergence of alternative corporate forms, although the two are related. Social enterprise is a term which has been in use in public discourse sporadically since the mid-70s (Barraket et al. 2015), initially in connection with relatively small-scale efforts to create community-based sustainability initiatives, from the Solar Centre in the US (Barnes 2006), to Schumacher College in the UK, itself inspired in part by the nineteenth-century cooperative movement (Nicholls 2006). The “movement” origins of the terms are less visible since its rise to policy prominence, particularly in the UK from the late 1990s onwards, and it is now best understood as a shorthand for referring to “a means by which people come together and use market-based ventures to achieve agreed social ends. It is characterized by creativity, entrepreneurship, and a focus on community, rather than individual profit. It is a creative endeavor that results in social, financial, service, educational, employment, or other community benefits (Talbot, Tregilgas, and Harrison 2002).

The mix of market-based functionalism and collective capacity-building in this formulation reflects a long-standing divergence between two strands of social enterprise literature (Defourny and Nyssens 2010). One, influential in mainland Europe, and supported by government policy) is rooted in the cooperative tradition, with a strong emphasis on democratic participation. The other, more dominant in the USA (particularly in certain networks of foundations and universities), conceptualizes social enterprise as an outcome-focused business model where commercial activity provides funds for a social cause.

In 1998, Dees developed an influential typology of social enterprise based on a spectrum of motivations that ranged from purely philanthropic to purely commercial, with “mixed motives” in between that combined mission and market-driven goals, as well as social and economic conceptions of value (Dees 1998: 59). These three species of motivation combined with diverse types of key stakeholders to produce a range of practices which are organized by reference to the flow of (and return on) money and capital. The relative status of profit in Dees’ typology is influential both internally for company practices and externally for its missions or goals. However, the emphasis on profit rather than surplus has a tendency to rigidly equate the flow of money through an organization with markets, economic value, and commercial value. Philanthropic motives are linked to the absence of money flows—the use of volunteer labor, the provision of free services to beneficiaries, or in-kind donations from suppliers. To structure a typology of social enterprise in this way intensifies the notion of the “social” as separate from and opposed to the “economic,” and closes off possibilities of viewing—and institutionalizing—exchange as an inherently socially embedded process.

By contrast, a number of new legal structures have emerged in recent years that braid together profit and social purpose—and do so by institutionalizing hybridity at an internal organizational level as a matter of law. This institutionalized hybridity moves away from separating the economic and the social within corporate governance. As noted in a professional trade journal in the USA:

These forms were created in response to growing frustrations in the entrepreneurial community with corporate law’s binary distinction between for-profit corporations, which are organized to maximize shareholder wealth, and nonprofit organizations, which are organized exclusively for charitable purposes

(Kathawala and Hacohen 2015)

Different jurisdictions have chosen distinct pathways to achieve this. Broadly speaking, the UK and Canada have chosen to enact substantive constraints on internal corporate governance, while the US model is based on externally focused reporting, transparency, and disclosure. Moreover, the UK monitors its new model with a newly created government regulator, while the US uses contestable third-party audit.

In order to appreciate the distinctive regulatory implications of different legal models, it is helpful to refer to benefit corporations in the USA and community interest companies in the UK in more detail. The UK introduced the Community Interest Company (CIC) structure in 2005, under the Companies (Audit, Investigations and Community Enterprise) Act 2004 (UK)). The legislation provides the possibility of combining a company limited by shares that can issue dividends and be governed by paid directors, with the explicit pursuit of “community interest.” There are two main mechanisms that operate to balance “profit and purpose” in this structure. First, there are legislative constraints on key internal corporate governance decisions—namely caps on distribution of dividends and mandated “asset locks” in the constitution of the company. Second, the content of “community interest” is overseen by a dedicated government regulator distinct from the regulator of ordinary corporations. The Canadian state of British Columbia has a broadly similar entity structure, called a community contributions company, under reforms made to the British Columbia Business Corporations Act in 2012 (Manwaring and Valentine 2012).

In the US, the “benefit corporation” is the most popular legal entity structure for fusing profit and purpose.1 Available since 2010, and mandating a legal duty to create general public benefit in addition to financial return, it is currently available in thirty US states and Washington DC, and was recently introduced in the influential Delaware jurisdiction (Achermann et al. 2014). Benefit corporations are shaped by externally focused reporting, disclosure, and transparency obligations, rather than internal governance constraints. In contrast to the UK CIC format, where a government regulator supervises the content of “community interest,” benefit corporations in the US retain enterprise discretion to fill the content of the benefit they provide—as long as they report on it. There is a requirement for accredited third parties to validate, through certification, the reporting obligations of benefit corporations. However, there is a competitive market for such third-party certifiers, so the potential for discretionary interpretive power still exists, particularly relative to the UK CIC model.2

Increasingly, in countries where specific legal entity structures for social enterprise are not available, pressure is growing to adopt such models (Rodgers et al. 2014; Timmerman, de Jongh, and Schild 2011). An ongoing international comparative research project (ICSEM: https://www.iap-socent.be/icsem-project) is currently compiling a worldwide database to support further research on emerging or already well-established social enterprise models across forty different countries. This project takes as a starting point the different emphases of social enterprise literature on outcomes-focused social enterprise on the one hand, and democratic participation in line with long‑standing cooperative traditions on the other. In that light, it is instructive to note that this difference is echoed and embodied in the contrasting terminology of the new legal entity structures summarized above. “Community” in the UK and Canada connotes internal process and collective identity, while “benefit” in the US points to the fruits that result. Of course, as noted earlier, there is an overlap between the history of cooperative structures and that of social enterprise. Seen from this perspective, the UK occupies an interesting middle position, insofar as the CIC model places less emphasis on internal governance and the influence of democratic cooperativism than Europe (Smith and Teasdale 2012). It is thus no surprise that Europe plays a strong role in the new cooperativism.


Cooperatives



Cooperatives are a long-standing example of a legal entity that builds social, democratic, and egalitarian objectives directly into the internal structure of a corporate entity. Understandings of social enterprise in mainland Europe continue to draw strongly on the influence of the cooperative tradition. Indeed, many European legal structures for social enterprise (e.g., Italy, France) require the rule of “one member, one vote.” Notwithstanding this overlapping heritage, cooperatives are better regarded as a separate governance development from that of social enterprise, especially from the point of view of legal entity structure. This is particularly so given that there has been a recent revival of interest in and use of the form, embodied in the United Nations designating 2012 as the International Year of Cooperatives. This designation reflected revivals in diverse jurisdictions in recent decades. New secondary cooperative and representative bodies have evolved in relation to worker-owned cooperatives generally in the US (US Federation of Worker Cooperatives) and the UK (Cooperative Enterprise Hub), as well as at European Union level (www.resscoop.eu) in relation specifically to community-owned renewable energy cooperatives. Marcelo Vieta (Vieta 2010) has described this revival as a “new cooperativism” which differs from “old cooperativism” primarily in its emphasis on multiple stakeholders, solidarity between them, and a shared return for all. Instead of singling out a particular constituency such as workers or consumers, and designing corporate form around that stakeholder, new cooperativism draws on responses by working people and grass‑roots groups to the crisis of neoliberalism to incorporate new approaches to wealth distribution that observe sustainable development constraints, more horizontal labor relations, more egalitarian schemes for allocating surpluses, and a stronger community orientation, with social objects and community development goals (Vieta 2010).

The new cooperativism draws apt illustration from the innovative new legislation in Italy in 1992 on “social cooperatives.” This law also echoes some of the themes evident in social enterprise forms. The key objectives of social cooperatives in Italy under this law are the general benefit of the community and the social integration of citizens, and over 7,000 have been formed under the law. The law provides for a cooperative form with legal personality and limited liability that cannot distribute more than 80 percent of its profits, limits interest payments to the bond rate, and imposes an asset lock at dissolution. These constraints internalize the capacity for social goals to be given priority: “type A” cooperatives provide health, social, or educational services, and “type B” social cooperatives integrate disadvantaged people3 into the labor market. The structure of the law in effect institutionalizes multi-stakeholder participation in governance. Various categories of stakeholder may become members, including paid employees, beneficiaries, volunteers (up to 50 percent of members), financial investors, and public institutions.4

Another dimension of the new cooperativism is developing at the intersection of the digital economy and cooperative traditions. Digital platforms open up the possibility of mass collaborative internal governance, even across distances: for example, Som Energia is a Spanish renewable energy cooperative that both produces and sells green energy and keeps its more than 8,000 members informed entirely through online platforms. Digital environments also create opportunities for creative ways of tracking contributions and inputs (for example, via digital currencies or virtual tokens). This has led to growing enthusiasm for the idea of “open cooperatives” that would institutionalize multi-stakeholder accountability on a perpetually responsive basis (Bauwens, Restakis, and Bollier 2015). Danielle Logue’s discussion of open co-innovation in corporate structure shows much overlap with these trajectories. Where such experiments are animated by norms of community, sharing, and sustainability, they can also function to promote solidarity in new ways.

Finally, the influence of the cooperative tradition is also present in ways that affect the shape and structure of corporations without actually introducing a distinct novel legal entity. For example, the history of the globally influential model of Fair Trade is intertwined with that of cooperativism (Nicholls and Opal 2005). Developments in what Rory Ridley-Duff calls the “FairShares Model” approach to corporate governance in the UK (Ridley-Duff 2014) also illustrate this. FairShares provide model articles of association, as well as associated legal and technical support, to enable modification of a range of standard legal corporate structures, from associations to cooperatives to companies. This approach of using internal constitutional innovation within the corporation draws on the values of multi-stakeholder cooperativism. The modifications institutionalize membership, voice, and decision-making power, not just for investors but also simultaneously for workers/labor, customers/users, and founders. Like cooperatives, the FairShares model decouples voice from financial power, and in tandem with the new cooperativism, it carefully allocates power to multiple stakeholder groups. Perhaps distinctively, it also designs in procedures for labor and user shareholders to acquire investor shares either directly, or indirectly through mutualization, thus keeping the boundaries fluid between different share classes in ways that promote the creation of assets held in common.


Commons-Based Governance


The developments in corporate form traced earlier reflect a rising interest in yoking the social and economic objectives of organizational activities together in a more mutually reciprocal relationship. The analytical lens of the commons is now a very popular means of expressing those aspirations. Already widespread for some time in “grey literature” by activists and writers (Bauwens, Restakis, and Bollier 2015; Bollier 2014), it is now pervasive in academia as well (Capra and Mattei 2015; Dafermos and Kostakis 2015), particularly outside of law (D’Alisa, Forno, and Maurano 2015; Utting 2015). Within law, discussions of the commons are most likely to occur in the context of land and property (Clarke 2012; Fennell 2004; Rose 1986), and recent treatments in the context of public and planning law extend this (Foster and Iaione 2016; Mattei 2013), but there is a noted gap in relation to transactional law and corporate governance. Indirect exceptions include the influential work of Yochai Benkler (Benkler 2006) on peer-production networks, and Brett Frischmann’s fascinating work on infrastructure as a social resource institutionalizing shared value (Frischmann 2013), in which he highlights the importance of commons in exploring institutional forms for managing the production and use of classic goods and infrastructure. But for the micro-implications of corporate governance, the recent work of Simon Deakin provides an honorable direct exception to the general dearth of commons approaches within private transactional law. Deakin argues (Deakin 2012) for viewing the commons as a conceptual basis for corporate governance, and this part of the chapter will summarize and then extend his argument to take into account the different corporate forms discussed earlier.


The Corporation as Commons


The heart of Simon Deakin’s argument is a legal paradox that arises from the fact that “[n]o legal system, whether of common law or civil law origin, imposes a duty on managers to maximize shareholder value regardless of the effect on other corporate constituencies or on the company’s reputational and other assets” (Deakin 2012). The paradox is that the legal corporation is the owner of assets, but since no one can own a corporation the firm appears ownerless. Deakin resolves this paradox by using the conceptual lens of the commons to argue that this ownerless status is only an apparent one. Instead, “the firm is best seen as a collectively managed resource or ‘commons’ which is subject to a number of multiple, overlapping and potentially conflicting property-type claims on the part of the different constituencies or stakeholders that provide value to the firm” (Deakin 2012).

The specific underpinning of this argument is relatively simple: it rests on the notion that the legal model of the firm is wider than company law. Legal claims on a company’s assets extend far beyond those of shareholders: they include enterprise liability law, encompassing duties owed under tort principles and statutory duties around health and safety, environmental quality, and consumer protection. These are precisely the “social” goals of corporate activity that in mainstream corporate theory tend to be hived off and treated as subsidiary.5 In Deakin’s argument, however, they are (re)-embedded and given primacy as part of a shared understanding based on a notion of the commons. Specifically, each fragmented, domain-specific range of legal duties bearing on the firm “has a dual function: specifying the conditions under which various contributors of inputs (or as they are sometimes called, corporate “constituencies” or “stakeholders”) can draw on the resources of the firm while at the same time, preserving and sustaining the firm’s asset pool as a source of productive value. This is the sense in which the business enterprise is a “commons” (Deakin 2012; emphasis added).

The reframing of corporate governance at this broad-brush conceptual level, Deakin argues, is important because “the law actively shapes the operation of business firms within the economy rather than simply responding to their existence” (Deakin 2012). This is true at both a macro- and micro-level. At the macro-level, as Fleur Johns has argued in the context of theorizing the corporation in international law, “analogical understandings of the corporation also take effect non-doctrinally, as distinct trajectories for global political, social and economic change and divergent ways of living a life with … law” (Johns 2014: 13). Understanding a corporation by analogy to a commons is a trajectory with highly distinctive—and practical—micro-level implications. Deakin elaborates these implications for corporate law by drawing on the eight “design principles” that emerge from the commons research of Elinor Ostrom and her colleagues. In summary version, there are three principal implications: properly understood, the standard corporation, when seen through the lens of the commons, institutionalizes:



  i) multi-stakeholder governance in preference to shareholder primacy;6

 ii) autonomy for rule-making processes at the level of internal enterprise relations in the face of external capital market pressures; and

iii) respect for local and national democratic choices on how to regulate the business firm in the face of pressures to condone or encourage transnational regulatory arbitrage and avoidance.



For this chapter, the question is this: to what extent do the emerging social enterprise and reinvigorated cooperative forms discussed in the first half institutionalize these three principles of commons-based governance? The aim is to evaluate whether the answers, taken together, amount to a relatively coherent emerging trajectory of “commons-based governance,” or whether they more simply illustrate a pluralistic institutional landscape currently in flux. For ease of reference to the three principles, the following section refers to them in short form as multi-stakeholder governance, private collective autonomy, and public collective autonomy.


Cooperatives as Operationalizing the Commons


Multi-stakeholder governance is the principle most commonly associated with reforming corporate governance, so much so that the term “stakeholder capitalism” has been a staple of corporate governance debates for a considerable period (Hutton 1995), and cooperative legal form is the strongest instantiation of this. It therefore makes sense to evaluate cooperatives first against the three commons-based principles. Particularly in multi-stakeholder and open form, cooperatives wed a range of legal voices to membership status rather than ownership of shares, as well as opening up membership to a diverse range of constituencies. They therefore structurally embed a direct alternative to shareholder primacy.

However, without a structural correlate for the principle of private collective autonomy, the more diffuse accountability provided by multi-stakeholder governance may not in fact lead to changed patterns of decision-making in respect of trade-offs between social, economic, and environmental goals. For example, an analysis of changes in cooperative law in Europe, Latin America, and India shows how legal changes that provide cooperatives with greater space to set their own rules “underestimate the pressure of the financial market.” The upshot is that cooperatives tend to insert investor-friendly clauses in their statutes and by-laws (Henrÿ 2013). As a result, shareholder primacy, imposed by external capital markets rather than chosen by autonomous internal decisions, is often in practice reinserted into corporate governance, even where cooperative structures exist.

Against this, however, cooperative legal forms often give traction to the third principle: that of public collective autonomy. This is perhaps because the pressures of regulatory arbitrage arise more frequently in relation to the standard corporate form, given its dominant status in economic activity. When states are considering policy choices in relation to the regulation of the firm, they primarily focus on the corporate form most likely to be adopted by public listed companies. Cooperatives in many jurisdictions, including the US and Australia, are registered and regulated at subnational level. This makes regulatory arbitrage salient, if at all, within a domestic setting rather than globally, where regulatory arbitrage bites much more decisively into firm autonomy. The diluted salience of regulatory arbitrage for cooperatives in many jurisdictions actively creates the quality Deakin stresses: “space for local and national democratic choices on how to regulate the business firm.”

Of course, this does not preclude regulatory arbitrage-type battles between different corporate forms. As Katherine Bartlett documents, the post-World War II period in the USA saw heated battles over the status of cooperatives, centered on competing versions of free enterprise. Different registers of what was encompassed by “free enterprise” operated for the corporate critics of cooperatives on the one hand, and cooperators—both rural and urban—on the other (Rosenblatt 2014). The former charged that cooperatives represented encroaching socialism, enjoyed unjustified tax advantages, and harmed non-cooperative small business. Over time, these arguments bit deeper and the space for transcending “corporations-as-usual” shrank. A more contemporary example relates to the rise of community-owned renewable energy cooperatives in the UK. After a period of steady and increasing growth in these initiatives, including the establishment of a specialized Community Energy unit within the Department of Energy and Climate Change, the UK government recently removed key tax relief that was accorded to them, as well as eliminating policy support for registering such initiatives as cooperatives. These changes will significantly increase the cost and complexity of raising finance for community-owned renewable energy cooperatives.7 Reactions at the local level to the changes frame them as a negation of local democratic support for the growth of these cooperatives, and as a development that shrinks the space for transcending standard corporate forms and structures. Deakin’s third principle therefore fares somewhat ambiguously: seen in isolation, cooperatives do institutionalize private collective autonomy, but in ways that are inherently dynamic and unstable, especially in the context of competition between different corporate forms.


Social Enterprise as Operationalizing the Commons


Cooperatives may be to some extent regarded as inherently “alternative” in the landscape of corporate form and as distinctively suited to operationalizing commons-based governance. How might other forms of social enterprise fare that hew more closely to the “Pty Ltd.” business model?

Neither the benefit corporation nor the community interest company form of social enterprise, per se, embodies multi-stakeholder governance. Rather, these legal models challenge shareholder primacy by opening up space for multi-stakeholder accountability in terms of outcome, but leave to firm discretion the question of whether such accountability is internalized in governance processes within the firm. Thus benefit corporations pursue general public benefit, and CICs pursue community interests: both species of outcomes that mandate consideration of multiple goals beyond that of investor profit. Neither concept by itself, however, institutionalizes into governance processes any overlapping claims from multiple corporate constituencies.

Thus far, benefit corporations and community interest companies demonstrate shared features. Their contrasting methods of policing the pursuit of public or community benefit do, however, have distinct implications for the first principle of a commons-based perspective on the firm (that of multi-stakeholder governance). Recall that benefit corporations in the US police the expanded mandate for the corporation through public, transparent reporting using accredited third-party standards. Because most, if not all, of these standards break down the reporting along triple bottom-line type lines, this means that social, environmental, and community outcomes are disaggregated and open to public validation. By contrast, community interest companies in the UK are policed by a state regulator, under a statute that gives no explicit guidance on the content of “community benefit.” In effect, the indirect democratic accountability of a state employee stands in for the calculus of the public benefit, one which predicated on trust in public political processes and a certain degree of comfort with the notion of a “general will.” In practical terms, the power of the community interest regulator in the UK has rarely, if ever, been used to deny registration.8 Under this analysis, the benefit corporation form arguably comes closer to operationalizing multi-stakeholder governance than that of a community interest company.

This conclusion on Deakin’s first principle in relation to social enterprise forms is perhaps unexpected, because benefit corporations are usually thought of as further away from the classic model of a proprietary limited company than community interest companies. This is because the internal governance constraints of the asset lock and dividend caps of community interest companies are unusual for profit-making entities. But these features have important implications for Deakin’s second principle of private collective autonomy: they give a company space to make internal rules without undue pressure from external capital markets. Precisely because of the asset lock and the dividend caps, community interest companies will attract a different kind of investor from those who inflect corporate governance with pressures for short-term profits. Social impact investment professionals, certain kinds of philanthropists, and “patient capital” will define the capital markets context for community interest companies, and are likely to insulate them from the kinds of pressures that were noted earlier as shaping the trajectories of cooperatives.

By contrast, nothing in the legal form of benefit corporations performs such an insulating function at all. Indeed, a recent innovation in the form of benefit corporations has been to introduce (in the state of Connecticut) a “preservation clause” that can be optionally adopted to prevent a benefit corporation from voting to transform itself into an ordinary corporation. This clause has been added after experience has shown that benefit corporations that have grown and acquired less patient capital, or been taken over, often do move away from their original legal form: a prominent example of this was the controversy over the peer-to-peer accommodation company Couchsurfing (Bauwens 2011). In respect of Deakin’s second principle of private collective autonomy then, community interest companies more than benefit corporations institutionalize commons-based governance principles; this is the reverse of the evaluation made on the first principle.

This brings the analysis to the third principle of public collective autonomy—the process of carving out domestic and national space to regulate corporations in distinctive ways, without the pressures of transnational regulatory avoidance or arbitrage. Here, the existence in and of itself of proliferating legal forms for social enterprise at national level institutionalizes this principle. The very fact that states such as the UK, US, and Canada have legislatively created specific legal forms for social enterprise is a response to constituencies who support the broader and more diffuse notion of social enterprise, and who are alive to its vulnerability over time when encoded in more standard corporate form. The legislation carves out a regulatory space for corporations to weave new kinds of relationship between economic, social, and environmental purposes.

Of course, the extent of this space is inherently dynamic, as noted in relation to cooperatives when they compete against standard corporate forms. Similar dynamics of competition develop between diverse forms of social enterprise structures. For example, recent increases in the level of dividends payable by community interest companies in the UK are arguably a response to competitive pressures, not only from standard corporations, but possibly also from the potential introduction of benefit corporation legislation in the UK.9 Dynamic change over time in the details of these different kinds of legal form is both inevitable, and itself a hybrid development: a hybrid between regulatory competition underpinned by economic forces, and institutional experimentalism underpinned by democratic political dynamics.

The pervasive hybridity of economic forces and political dynamics in this field is a reflection of the inherent sociality of economic relations: they are, inevitably, socially embedded in ways that are always as political as they are economic. Nonetheless, different legal options for altering the arrangement and relative priorities of the overlapping claims on the common assets of a corporation do matter. The discussion earlier has revealed variation in the extent to which different legal forms breathe life into the notion of commons-based governance. Overall, social enterprise legal forms institutionalize Deakin’s second and third principles of commons-based governance quite effectively—particularly community interest companies—but they do not institutionalize multi-stakeholder governance. Rather, they pursue an outcome-based design for pursuing “purpose beyond profit.”10 Even though the reporting process for holding benefit corporations to account mitigates this to a certain degree, without a preservation clause (which is more common), the form is vulnerable to being abandoned as a company grows. Juxtaposed with cooperative forms, we can see a kind of mirror-image effect: the relative strength of cooperative forms (multi-stakeholder governance) is the relative weakness of social enterprise forms. Put together then, social enterprise forms and cooperatives display a mixed distribution of strengths and weaknesses in terms of their ability to institutionalize commons-based governance principles—added to which competition between the forms erodes respect for the third principle in particular.


Governance Experiments in Food Initiatives: ad hoc Innovation in Corporate Forms


In light of the above finding a mixed distribution of strengths and weaknesses, along with susceptibility to dynamic change, it is important to note that there is increasing evidence of experimentation with ad hoc innovation in standard corporate forms that often appears to be aimed at one or more of the principles of commons-based governance. Examples of such ad hoc approaches are especially common, for obvious reasons, in jurisdictions that lack a specific legal vehicle for social enterprise, or where cooperatives suffer from low levels of knowledge and support in professional advice circles. A productive illustration of ad hoc innovation at a firm-specific level can be given via a very brief sketch of three local food initiatives in New Zealand and Australia. Neither of these countries has legislated for a specific legal form for social enterprise to date. Firm-specific innovations such as these demonstrate the bottom-up pressures driving the diffusion of the principles of commons-based corporate governance identified by Deakin.

All three examples discussed here are small-scale food enterprises. Food enterprise is a context where a relatively small but thriving ecology of efforts to establish a “food commons” is burgeoning, from Italy (with its plethora of solidarity food cooperatives) to the UK (Making Local Food Work Network), and from Australia (Australian Food Hubs Network) to the USA (The Food Commons). These efforts are often referred to collectively by their proponents as a “movement,” reflecting the spirit of activism that infuses many entrepreneurs experimenting with innovations in corporate forms that shift the emphasis of governance away from profit maximization and/or shareholder primacy.

In Australia, Food Connect Pty Ltd. provides an interesting example of creative experimentation with legal form in the service of social enterprise. Food Connect’s founder, who started the company in 2005, drew on detailed corporate legal advice (provided pro bono) to adapt Australian private company legislation to reflect the hybrid purposes of social enterprise. The key components written into the articles of association were an asset lock, a cap on CEO and executive earnings (initially a 2:1 ratio, later a 4:1 ratio), and all profits reinvested in the business without distribution to individuals. Although multi-stakeholder governance was not explicitly designed in, these three key features were for the founder the bedrock of trust between himself and the farmers who supplied produce for the enterprise. Food Connect also registered as a “B Corporation.” Although Australia has no legal entity structure available for social enterprise, any Australian enterprise can take advantage of the certification provided by the private US-based “B-Lab,” who worked with a US law firm to draft the Model Benefit Corporation Legislation used in the US, and who now certify “B Corporations” globally, including in Australia.11

In 2013, a New Zealand-based company, Local Food Solutions,12 took advantage of New Zealand’s legalization of equity-based crowdfunding, releasing a share offer that stresses the unique nature of their legal model. In that model, 90 percent of the existing share capital of the company is placed into a not-for-profit trust “with the primary purpose of rebuilding our local food systems.” The trust does pay out dividends to investor shareholders, but these dividends “shall only be used for Local Food Projects,” defined as “a project, endeavour, undertaking or transaction that is reasonably likely to support or enhance, directly or indirectly, the Local Food Movement in places in New Zealand and overseas and includes a project, endeavour, undertaking or transaction of the Company and an investment in a Share.”13 Notably, the company has affiliate projects in Sydney and California, and aims to grow more in diverse locations globally. Investing shareholders can participate in the process of choosing the range of Local Food Projects that can benefit from dividend distribution, and can also choose to spend their own dividends on vouchers that pay for food from Local Food Projects (including from Local Food Solutions itself). The company cites these legal details as evidence of the fact that “Local Food Solutions’ founders and core team are serious about putting mission before money.”14 The legal model ensures, they argue, that “a large proportion of any profits will be channelled back into tackling the issues around food systems instead of personally profiting.”15

This model, on the face of it, institutionalizes a form of multi-stakeholder governance along with a form of an asset lock, and a substantive constraint on the use of dividends that mixes reinvestment in the business with a return to investors if they too pursue similar business ends (in relation to local food projects). Interestingly, the power of shareholders to participate, central to the sense of multi-stakeholder governance, is potentially limited by Schedule 3, Clause 1.4.e of the investment offer. This makes the power potentially “conditional on the Shareholder being the recipient of a Net Dividend above a minimum value threshold determined by the Board.” Moreover, shareholder power to shape democratically the decisions of the not-for-profit trust that owns most of the shares is more limited than might at first appear to be the case. The Investment Memorandum says this:

The trustees of the Foundation can permit shareholders and other stakeholders to have a non-binding vote on trustee candidates for the Foundation. Whilst the vote isn’t binding on the trustees, we expect that they will take it into account in their decision making. The goal is to try to ensure that there is a level of democracy within the Foundation and that people with a grounding in Local Food Solutions and its ethos continue to play a part. The trustees will have the final say on any trustee appointment.16 (Emphasis added)

Overall, if Deakin’s three principles are applied to this example, multi-stakeholder governance in Local Food Solutions is designed into the dividend use and legal structure of the company, and its centrality in the public-facing documentation is clear. The capacity to crowdfund equity investment directly from the public, now legal in New Zealand, accords Local Food Solutions some considerable private collective autonomy, and its transnational network structure contributes to public collective autonomy. However, as is clear from the quotation above, multi-stakeholder governance in particular is more of an ethos than a legally binding facet of organizational design.

Open Food Network (OFN) is a good example of a project developing the potential to design more formal mechanisms for embedding multi-stakeholder governance into a business model based on transnational networks. Interestingly, OFN does this through the governance of the network more than through the legal structure of the founding entity. Based in Melbourne, Australia, OFN provides an open-source software platform to connect groups of food consumers with local farmers, describing itself as “an emerging networked e-commerce system for activating online food marketplaces and collaborative distribution. OFN enables farmers, eaters and independent food enterprises,17 to connect, trade, manage Food Hubs and coordinate logistics.” Beyond the software itself, OFN connects “like-minded” food systems activists around the world, with linked initiatives currently in Norway, South Africa, and the UK.

OFN aspires to build a collaborative community that will develop not only the software on an ongoing basis, but also the social and institutional infrastructure that will enable the network of OFN and OFN-related initiatives to scale extensively by horizontal replication. Open Food Network has met with significant legal and financing barriers due to the founders’ insistence on keeping the model open-source. Financing for “foodtech” initiatives is relatively easily available from venture capital, provided the initiatives are owned and controlled by standard private sector legal entities that centralize asset ownership and governance. But Open Food Network aims to establish and structure itself with considerable attention towards generation of “common good value streams,”—i.e., those which carry benefits far beyond the founding members and participants.

OFN has thus far created an experimental legal and governance structure that seeks to create a commons-based ethos without actually being structured legally as a cooperative. The founding Melbourne base has a dual entity with a not-for-profit charitable entity (Open Food Foundation) holding the coordination of the transnational network and a standard “Pty Ltd.” company for local trading. Two of the most important elements of the “soft infrastructure” of the transnational network are the coordination of that network, and the intellectual property arrangements underpinning it.

As to the first, Open Food Network is crafting, through deliberative processes and memoranda of understanding, “an international collaborative governance ensuring the independence and autonomy of all the actors but enabling sharing, mutualization, co-creation and cooperation throughout the value chain, on a ‘subsidiarity’ principle.” This will create distributed governance arrangements between OFN and the groups that use it through the formation of autonomous but interdependent international “chapters.” The arrangement creates a larger ecology within which individual OFN chapters operate, thus strengthening the external regulatory autonomy of each entity and contributing to the third of Deakin’s three commons-related principles: public collective autonomy.

The second key feature of OFN is the use of innovative new forms of licensing that enable the commons value that is created to be harnessed and reinvested in the project. While still in development, the principle of “commons-based reciprocity licensing” (Vieria and De Filippi 2014) underpins mutual sharing of the capacity to use and modify the software for non-profit entities, but crafts an income stream that returns to OFN and its affiliates if the software is used and modified by commercial entities. This arrangement strengthens the private collective autonomy of the transnational network as a whole—notably different from strengthening the private collective autonomy of the founding entity alone. In effect, we can contrast Local Food Solutions’ strategy of creative rule-drafting for the founding entity alone with OFN’s strategy of soft governance of a network of commons-oriented entities. As things stand currently, OFN’s approach goes further toward operationalizing multi-stakeholder governance in spirit than Local Food Solutions’, yet neither institutionalizes the multi-stakeholder dimension at a legally binding level. We can see in these ad hoc innovations the considerable challenge that commons-based governance poses to the social entrepreneurs of the new cooperativism.


Conclusion: Commons-Based Governance or Institutional Pluralism in Flux?


The development of social enterprise and the potential of open and digitally embedded cooperative models are both trends that open the black box of corporate governance, in ways that expand Simon Deakin’s argument about the lens of the commons. As he says:

The business firm is not “ownerless”: the firm is a resource which is subject to multiple, overlapping and sometimes conflicting claims on its use. Different stakeholder groups have claims or rights of various kinds to use the resources produced in and by the firm, in return for the inputs they make into the creation and maintenance of those resources. These claims are defined in a residual or default sense by the different components of the legal framework of the firm (corporate law, insolvency law, employment law and fiscal law, among others), and in a more complete sense by the sum total of explicit and implicit contracts and social norms present within a given enterprise. (Deakin 2012)

Notwithstanding the focus of much of this chapter on innovation in legal form at statutory level, the real innovations driving the changes in corporate governance chronicled here lie in the “implicit contracts and social norms present within a given enterprise.” The breadth and diversity of these show that the developments chronicled in this chapter amount to institutional pluralism in flux, rather than any particular emergent model of the commons. Food governance is just one of many areas where there is a growing groundswell of support from small-scale, grass-roots groups for a “new economy.” Experiments in governance innovation are slowly helping to reshape those implicit contracts and social norms, with flow-on effects at the formal legal level. Innovations in the legal form of social enterprise, and reinvigorated uses of cooperative forms, are just two dimensions of a broad and deep corporate institutional imagination beginning to flex its creative muscle.






Bibliography



Achermann, C., Forde, B., Ouzas, M., Garis, S., and Roth, J. (2014) Benefit Corporations: A Case Study of the US and Lessons for Australia. Sydney: Social Impact Hub.

Barnes, P. (2006) Capitalism 3.0: A Guide to Reclaiming the Commons. Oakland, CA: Berrett-Koehler Publishers.

Barraket, J., Douglas, H., Eversole, R., Mason, C., McNeil, J., and Morgan, B. (2015) “Concepts and classifications of social enterprise in Australia.” ICSEM Working Papers: International Comparative Social Enterprise Models Research Project.

Bauwens, M. (2011) “On Couchsurfing becoming a B Corporation: the controversy.” Available at: http://blog.p2pfoundation.net/on-couchsurfing-becoming-a-b-corporation-the-controversy/2011/09/02 [accessed August 31, 2018].

Bauwens, M., Restakis, J., and Bollier, D. (2015) Commons Transition website. Available at: http://commonstransition.org/commons-transition-plans/ [accessed August 31, 2018].

Benkler, Y. (2006) The Wealth of Networks: How Social Production Transforms Markets and Freedom. New Haven, CT: Yale University Press.

Benn, S., Dunphy, D. and Griffiths, A. (2014) Organizational Change for Corporate Sustainability. 3rd edition. London and New York: Routledge, Taylor & Francis Group.

Bollier, D. (2014) Think Like a Commoner: A Short Introduction to the Life of the Commons. Canada: New Society Publishers.

Capra, F. and Mattei, U. (2015) The Ecology of Law: Toward a Legal System in Tune with Nature and Community. Oakland, CA: Berrett-Koehler Publishers.

Clarke, A. (2012) “Creating new commons: recognition of communal land rights within a private property framework.” Current Legal Problems, 59(1): 319–57.

D’Alisa, G., Forno, F., and Maurano, S. (2015) “Special issue: between resilience and resistance.” Partecipzione e Conflitto, 8(2): 328–554.

Dafermos, G. and Kostakis, V. (2015) “Special issue: policies for the commons.” The Journal of Peer Production [online], 7 (July).

Davies, W. (2013) “Recovering the future—new article published.” Potlatch Blog. Available at: http://potlatch.typepad.com/weblog/2013/12/recovering-the-future-new-article-published.html [accessed August 31, 2018].

Deakin, S. (2012) “The corporation as commons: rethinking property rights, governance and sustainability in the business enterprise.” Queen’s Law Journal, 37(2): 339–81.

Dees, J. G. (1998) “Enterprising nonprofits.” Harvard Business Review, 76: 54–69.

Defourny, J. and Nyssens, M. (2010). “Conceptions of social enterprise and social entrepreneurship in Europe and the United States: convergences and divergences.” Journal of Social Entrepreneurship, 1(1): 32–53.

Eldar, O. (2015) “The role of social enterprise and hybrid organizations.” Yale Law & Economics Research Paper No. 485.

Fennell, L. A. (2004) “Common interest tragedies.” Northwestern University Law Review, 98(3): 907–92.

Foster, S. and Iaione, C. (2016) “The city as a commons.” Yale Law & Policy Review, 34(2): 281–349.

Frischmann, B. M. (2013) Infrastructure: The Social Value of Shared Resources. Oxford: Oxford University Press.

Henrÿ, H. (ed.) (2013) “Trends and prospects of cooperative law,” in D. Cracogna, A. Fici, and H. Henrÿ (eds.), International Handbook of Cooperative Law. Heidelberg: Springer-Verlag, 803–20.

Hutton, W. (1995) The State We’re In. London: Vintage Press.

Johns, F. (2014) “The law isn’t just a set of constraints—it can also be a site of innovation,” The Guardian, September 15.

Kathawala, R. and Hacohen, T. (2015) “The case for pro bono support of social enterprises.” New York Law Journal, 254(48): 6–7.

Manwaring, S. and Valentine, A. (2012) Social Enterprise in Canada. Toronto: Thomson Reuters.

Mattei, U. (2013) “The commons movement in the Italian struggle against neoliberal governance.” South Atlantic Quarterly, 112(2): 366–76.

Miola, I. (2014) “The social and economic consequences of legal competences: how the definition of jurisdictional competences in Brazilian antitrust law orders the economy.” Paper presented at the Annual Meeting of the Association of Law and Society, Minneapolis, USA, May 30.

Morgan, B. (2018) “Telling stories beautifully: hybrid legal forms in the new economy.” Journal of Law and Society, 45(1): 64–83.

Nicholls, A. (ed.) (2006) Social Entrepreneurship: New Models of Sustainable Social Change. Oxford: Oxford University Press.

Nicholls, A. and Opal, C. (2005) Fair Trade: Market-Driven Ethical Consumption. London: Sage Publications.

Ridley-Duff, R. (2014) “FairShares and the new cooperativism,” Stir to Action, 7: 12–14.

Rodgers, M., Morgan, B., Martin, F., Greig, A., Donnelly, R., McNeil, J., et al. (2014) Legal Models Working Group Report. Sydney: Social Innovation, Enterprise and Entrepreneurship Alliance (SIEE).

Rose, C. M. (1986) The comedy of the commons: commerce, custom and inherently public property. University of Chicago Law Review, 53(3): 711–81.

Rosenblatt, K. (2014) “ ‘The people’s chance to share in private enterprise’: cooperatives, corporations, and competing visions of American corporate organization.” Paper presented at the Annual Meeting of the Law and Society Association, Minneapolis, USA, May 31.

Smith, G. and Teasdale, S. (2012) “Associative democracy and the social economy: exploring the regulatory challenge.” Economy and Society, 41(2): 151–76.

Talbot, C., Tregilgas, P., and Harrison, K. (2002) Social Enterprise in Australia: An Introductory Handbook. Adelaide: Adelaide Central Mission.

Timmerman, L., de Jongh, M., and Schild, A. (2011) “The rise of the social enterprise: how social enterprises are changing company law worldwide,” in S. Muller (ed.), The Law of the Future: A Collection of “Think Pieces.” Brussels: Torkel Opsahl Academic ePublisher.

Utting, P. (ed.) (2015) Social and Solidarity Economy Beyond the Fringe. London: Zed Books.

Vieria, M. S. and De Filippi, P. (2014) “Between Copyleft and Copyfarleft: advance reciprocity for the commons.” Journal of Peer Production, 4.

Vieta, M. (2010) “The new cooperativism.” Affinities, 4(1): 1–11.

Zumbansen, P. (2011) “The new embeddedness of the corporation: corporate social responsibility in the knowledge society,” in C. Williams and P. Zumbansen (eds.), The Embedded Firm: Corporate Governance, Labor, and Finance Capitalism. New York and Cambridge: Cambridge University Press, 42–59.






1 There are several other structures available, vividly documented at the Social Enterprise Law Tracker, https://socentlawtracker.org.

2 Indeed, enforcement of the third-party certification for US benefit corporation reporting may be very patchy: UK Community Interest Company Regulator speech on the tenth anniversary celebration of the CIC legislation, Bristol, UK, July 7, 2015, https://www.youtube.com/watch?v=kt_me_MCwbU.

3 The categories of disadvantage they target may include physical and mental disability, drug and alcohol addiction, developmental disorders, and problems with the law. They do not include other factors of disadvantage such as unemployment, race, sexual orientation, or abuse.

4 In “type B” cooperatives, at least 30 percent of the members must be from the disadvantaged target groups.

5 The “full picture” would include insolvency, tax, and competition law effects too. These are the market-stabilizing economic goals that further blur the line between “social” and “economic” objectives of corporate governance.

6 Lynn Stout’s work advocates a “team production theory of corporate law” which could be seen as supporting this thread of Deakin’s commons argument, albeit in weaker form. Her approach provides a rationale for replacing shareholder wealth maximization with a goal that “directors of public corporations should seek to maximize the joint welfare of all the firm’s stakeholders—including shareholders, managers, employees, and possibly other groups such as creditors or the local community—who contribute firm-specific resources to corporate production.”

7 See http://www.publications.parliament.uk/pa/cm201516/cmhansrd/cm151026/debtext/151026-0002.htm for tax issues and https://www.google.com.au/webhp?sourceid=chrome-instant&ion=1&espv=
2&ie=UTF-8#q=fca%20mutuals%20new%20ip%20note for the change in Financial Conduct Authority registration policy, which had the effect of taking away the ability to raise money through simple and affordable community share offers, requiring complex expensive disclosure documentation instead. The change of policy rested on a technical argument about how the national grid rendered cooperative members passive in breach of the “active participation” requirement for cooperatives.

8 UK Community Interest Company Regulator speech on tenth anniversary celebration of the CIC legislation, Bristol, UK, July 7, 2015, https://www.youtube.com/watch?v=kt_me_MCwbU.

9 B-Labs, a US certification organization closely involved in lobbying for benefits corporation statutes, has been actively supporting the diffusion of benefits corporation statutes in the UK, Australia, and beyond.

10 Smith and Teasdale (2012) reach a similar conclusion in relation to UK social enterprise only, and evaluating it with reference to associative democracy.

11 The B-Lab certification process is gaining traction in Australia, with twenty-seven companies so far certified, some 400 “in the pipeline,” and bi-weekly “B-Lab breakfasts” at the Melbourne Hub to provide information to potentially interested applicants. There is less interest in this in the UK, possibly because of the existence of the Community Interest Corporation structure since 2005.

12 This is a generalized pseudonym. See Morgan (2018) for more detailed discussion of two of the three initiatives discussed here. Note also that from October 10, 2018, Australia also legalized equity-based crowdfunding for private proprietary companies: https://www.afr.com/personal-finance/equity-crowdfunding-extended-to-private-companies-20180912-h159o8.

13 Constitution of Local Food Solutions head office company, available on file with author.

14 Publicity for crowdfunding campaign, on file with author.

15 Publicity for crowdfunding campaign, on file with author.

16 Investment memorandum for crowdfunding offer, on file with author.

17 “Food enterprises” includes diverse business models, ranging from community food enterprises as locally owned food related businesses and operations (e.g., http://www.communityfoodenterprise.org), to diverse forms of for-profit, non-profit, cooperative, and/or collective community-based food organizations.



CHAPTER 25

The Evolution of Corporate Form

from shareholders’ property to the corporation as commons

Simon Deakin



Introduction


Corporate law scholarship has made huge strides in the past thirty years, in large part through a productive engagement with new institutional economics. This interdisciplinary project has produced a series of conceptual models of the corporation which have fundamentally reshaped our understanding of its nature and functions: these include the contractarian, organizational, and team-production approaches (see, respectively, Blair and Stout 1999; Easterbrook and Fischel 1991; and Hansmann and Kraakman 2000). Another critically important strand of work is that of legal historians who have provided new evidence of an evolutionary path of corporate law (Hansmann, Kraakman, and Squire 2006; Harris 2000; Ireland 1999; Lobban 1996). This chapter seeks to build on these contributions, while also developing corporate law scholarship in some new directions.

It does this firstly by widening the scope of analysis to include a consideration of the legal nature of the firm in areas of law which do not generally receive much attention from company lawyers. It builds on the insight that the legal concept of the corporation is not the precise equivalent of the economist’s concept of the firm or enterprise (Deakin 2003; Robé 1999), and that to study the firm from a juridical perspective requires us to look at the way in which related areas of law, including employment law and fiscal law, conceptualize the firm (Deakin 2012b). It will be seen that the legal concept of the corporation plays a significant role in structuring these areas of law.

When the legal nature of the firm is approached in this holistic way, it soon becomes clear that there are features of the juridical form of the corporation which the existing literature has not addressed. The central paradox we have to confront is that the firm, in its entirety, cannot be owned. The firm is an organizational entity combining material and human assets. To reduce the firm to one of its component parts—in particular, to identify it with the shareholders’ interests alone—is to commit a category error which is productive of serious misunderstandings, as Jean-Philippe Robé (2011) has shown. Can the paradox be avoided by identifying the corporation, as opposed to the firm, as the shareholders’ property? This is also a profound error, a misdescription of juridical form, which obscures the role played by the concept of corporate personality in underpinning the organizational unity and continuity of the business enterprise.

Where this is leading is to a new model, the corporation as commons, which departs from the agency-theoretical foundations which have informed earlier approaches to the legal understanding of the corporate form. To describe the corporation as an institutional commons in the sense identified by Elinor Ostrom (Ostrom 1990; Poteete, Janssen, and Ostrom 2010) is not to claim that it is completely ownerless. The commons as a whole cannot be owned, but there are numerous property-type claims in and over the resources contained within it. These are not simply the shareholders’ rights of exclusion and alienation identified by corporate law scholarship, but rights of access, withdrawal, and management which frequently vest in other stakeholder groups, including employees and creditors, but also fiscal and regulatory bodies. The task of governing the corporation is the same as that of governing all other commons, which is to devise a set of norms which will enable the overlapping and competing claims of the different stakeholder groups to be reconciled, with a view to sustaining the common resource on which they all, in different ways, depend. Company law, as an evolved response to the coordination problems inherent in the business enterprise, very well exemplifies Ostrom’s focus on institutional evolution as the basis for effective and sustainable governance arrangements.

As part of a wider contribution to the development of the model of the corporation as commons, this chapter will focus on the evolution of the concept of corporate personality in English law. It will be argued that the study of mutations in juridical form can be used to identify broader processes associated with the origins and evolution of industrialized market economies. Thus tracing the process through which the legal idea of the “corporation” evolved out of earlier legal models including the “partnership” and “trust” is of more than just antiquarian interest, since it tells us something about the wider changes which accompanied the rise of the first industrial society. The advent of corporate personality allowed company law to perform certain economic functions, in particular various forms of entity shielding, more effectively than before, but it also reflected attempts, from an early stage in the process of industrialization, to co-opt the business firm to the realization of certain goals of social policy, through taxation and regulation, and thereby to give legal expression to the idea of corporate responsibility. Thus the attribution of legal personality to business entities, as well as having functional effects which assisted the rise of the firm, was not a politically neutral process; it has distributional implications, affecting the balance of power between suppliers of finance and managers of industrial firms, and between labor and capital. At a time when the fallout from the financial crisis is leading to a reassessment of the standard corporate governance model, with its emphasis on shareholder primacy (Hansmann and Kraakman, 2001), the debate over the nature and function of the corporation is once again taking on a political dimension, and there is a need for new models and conceptions to replace the shareholder-centric approach of the past three decades.


Juridical Form and the Theory of the Firm


The premise of the analysis to be presented below is that legal form, and specifically of the legal concept of the corporation, can offer insights into the nature and functions of the economic institution of the firm. This proposition is not self-evidently true, and in practice it has been rare for juridical material to be used to build theories and models of the social world. An exception is no less than R. H. Coase’s 1937 paper, “The Nature of the Firm” (Coase 1937), in which Coase cited Francis Raleigh Batt’s near-contemporaneous textbook on the law of “master and servant” (Batt 1929) as evidence for his theory that contracting within the hierarchy of the firm was characterized by the employer’s inherent right to direct labor. Coase appears to have assumed that a legal treatise was capable of describing at least some part of the operational reality of the business firm: citing Batt in his support, he wrote that “the definition we have given is one which approximates closely to the firm as it is considered in the real world” (Coase 1937: 404).

A very different approach is that of Michael Jensen and William Meckling in their 1976 paper on agency costs and financial structure. Inverting Coase’s methodology, they argue that the idea of the corporation as a legal person is a “fiction” which serves to mask the true nature of the firm as a “nexus of contracts” (Jensen and Meckling 1976: 310; see Gindis 2009, 2015). This is the more conventional approach of economics to the analysis of legal systems: social science axioms such as rationality and equilibrium are used to “explain” structures and functions which juridical language, it is argued, is apt to conceal. This chapter departs from the neoclassical approach in developing a “systemic” or “institutional” view of law, in which the legal system is one of the constitutive elements of a market economy (Deakin et al. 2017; Hodgson 2015), and as such simultaneously reflects and influences the evolution of other social subsystems, including the spheres of politics and the market (Luhmann 2004).

To argue that legal descriptions of societal phenomena may inform economic theories and models is not to conflate those descriptions with the social entities or structures to which they refer. Systems theory has shown that legal language is recursive and self-referential. Thus, legal texts are first and foremost internal communications, addressed by legal actors to other legal actors (Teubner 1993). The legal system is bounded by limits to its mode of operation which are largely of its own making, and which are necessary if the legal system is to function independently of politics and the economy (Luhmann 2004). In a “rule of law state,” the legal system must establish the conditions for its own reproduction (Chen and Deakin 2015). It follows that juridical discourse—the distinctive language of legal practice and procedure—cannot straightforwardly mirror social practice. However, the necessity of legal autonomy does not entail the converse proposition, namely that legal language is entirely divorced from its societal context. Social systems may be self-referential at the point of their reproduction and hence “operationally closed,” but they are also “cognitively open” and hence may influence each other’s evolutionary path (Luhmann 2004). The history of legal thought in the west reveals that legal concepts have coevolved with social and political structures associated with the rise of the market economy (Deakin and Wilkinson 2005; Hansmann, Kraakman, and Squire 2006).

Thus the modern corporation is the outcome of a complex evolutionary process. On the one hand, organizational and transactional features of the business enterprise have acted as triggers or catalysts for changes in the law; on the other, legal changes have at various points altered the environment for the financing and structure of firms. It is possible to speak of legal form and social function being aligned as long as it is accepted that the fit is partial and that the process of adjustment is more often than not asynchronic and bi-directional, in the sense that law may respond to economic changes, but may also precipitate them (Deakin and Carvalho 2011). Legal evolution is backward-facing, path-dependent, and non-teleological (Roe 1995), but then so, arguably, is evolution more generally, whether societal (Luhmann 1995, 2012) or genetic (Gould 2002).

The legal model of the firm is not to be found in the sum of the rules governing the business enterprise, but in the concepts whose principal function is to unite those rules and to ensure that they are interpreted in a systematic and consistent way (Deakin and Carvalho 2011). Consistency in the interpretation and application of rules is a feature of the exercise of state power in a liberal state which is guided by the idea or aspiration of the rule of law. It is through the deployment in legal reasoning of concepts such as “limited liability” and “fiduciary duty,” or, more foundationally, that of the “corporation” or “company” itself, that the law governing the business firm seeks to achieve coherence. The order thereby achieved may be contingent and fleeting, but legal concepts are capable of adjusting to new contexts. What is of potential interest here to the wider social sciences is the process whereby legal concepts mutate and adapt in response to selective pressures which derive from the law’s environment, which for this purpose consists of the economic and political systems. This can be seen in the evolution of the legal concept of the corporate person.


The Emergence of Corporate Personality




Corporate Law: Entity Shielding and Capital Lock-In


As Henry Hansmann, Reinier Kraakman, and Richard Squire have shown (Hansmann, Kraakman, and Squire 2006), the institution of corporate personality solved a number of problems associated with the rise of the firm in the industrializing economies of western Europe and north America. Attributing legal personality to business firms made possible a form of asset partitioning which they call “entity shielding,” according to which the assets of the firm could be used to provide security to lenders and to bond the firm’s contracts to its creditors more generally (Hansmann and Kraakman 2000). However, many aspects of entity shielding existed before incorporation of business firms became the norm in the course of the nineteenth century. The rule that claims over partnership assets by business creditors took priority over claims made by the partners’ personal creditors was established by case law in England in the late seventeenth century. This gave rise to a form of “weak entity shielding” according to which business assets were protected from personal claims up to the point where the debts owed to the partnership creditors had been met in full (Hansmann, Kraakman, and Squire 2006: 1381).

What Hansmann et al. call “strong entity shielding,” according to which neither the owners of the firm nor the owners’ personal creditors can force a payout of the owner’s share from business assets, also predated the arrival of general incorporation. In English law it was understood, again by the late seventeenth century, that the personal creditors of a trustee could not bring a claim against the assets of the trust, despite the trustee being constituted their legal owner. Nor, in the case of a multi-beneficiary trust, could the creditors of a single beneficiary force the dissolution of the trust assets. These “liquidation protection” rules were adapted to allow the creation of “unincorporated joint stock companies,” which were essentially hybrids of the trust and partnership forms, over a century and a half before legislation made it possible for legal personality to be automatically attached to privately owned business entities through a generally available process of incorporation (Hansmann, Kraakman, and Squire 2006: 1384).

The economic benefits of entity shielding lie in “reducing information costs for prospective lenders and solving problems associated with joint ownership” (Hansmann, Kraakman, and Squire 2006: 1343). In the absence of weak entity shielding, the firms’ creditors have to assess not only the business prospects of multiple entities in which their individual contractual counterparties may have an interest, but also the state of those counterparties’ personal dealings. By avoiding the need for such extensive and open-ended monitoring, entity shielding reduces the costs of credit for the firm. With the more complete form of liquidation protection associated with strong entity shielding, the going concern value of the firm is additionally protected against the risk of opportunistic withdrawals of assets by one or more co-owners.

Entity shielding can also be seen to reduce the costs of monitoring among co-owners, a function more usually ascribed to “owner shielding” devices such as limited liability for shareholders (Blair 2003). Limited liability preserves the personal assets of investors from claims by the firms’ business creditors, thereby making personal wealth irrelevant as a criterion for share ownership. Thus tradable shares, diversification of ownership, and accumulation of capital are all facilitated by the rule of limited liability (Easterbrook and Fischel 1991). However, as Hansmann, Kraakman, and Squire (2006: 1350) point out, the same results follow from entity shielding. Restricting the ability of creditors to claim against the personal assets of the firm’s owners removes the need for the owners to monitor each other’s personal dealings, and minimizes the risks to solvent owners of transferable shares ending up in the hands of an insolvent co-owner. This goes some way to explaining why the trading of shares in joint stock companies predates the arrival of limited liability as a general feature of the business firm, and why, similarly, liquid capital markets have from time to time coexisted with statutory limits on shareholder immunity from claims by the firms’ creditors (Bargeron and Lehn 2017).

One aspect of the thesis presented by Hansmann, Kraakman, and Squire is that the concept of legal personality is less important than the detail of specific legal rules relating to the constitution of asset pools. A business form such as a partnership or a corporation is a “legal entity” in its own right, they suggest, if a rule of entity shielding exists through which its distinct asset pool can be identified and legally protected against opportunistic claims or withdrawals. The converse of this claim is that the mere attribution of legal personality to a given business form is not sufficient to indicate entity status: what counts are the rules according to which access to a particular set of assets is determined (Hansmann, Kraakman, and Squire 2006: 1338). Both claims are supported by the historical evidence, which shows that the emergence of the corporate form occurred in incremental steps, and was not a unique event associated with a single judicial decision or statute (Harris 2000).

Thus at the start of the industrial revolution in England, while a number of legal devices were in use for constituting business firms as going concerns, the legal form of the corporation or company was not generally available for private enterprise, and even then did not necessarily entail full entity protection (Harris 2000: 14–36). Joint stock companies with legal personality were first established by royal charter in the sixteenth century. To begin with, their practice was to return capital to investors at the end of a specific voyage or trading venture. In the early seventeenth century, the English charter companies followed the example of the Dutch East India Company in allowing investors to transfer their shares without the prior consent of their co-owners, in return for preventing them from withdrawing their capital on the completion of each individual voyage or venture. In this way the “perpetuity” of the corporation as a legal form emerged alongside the practice of the trading of shares and the separation of property rights in business assets (which remained vested in the company on a continuing basis) from ownership in the “share” as a corporate security tradable in its own right. This was a compromise which “reconciled a company’s need for fixed capital with a shareholder’s need for liquidity” (Hansmann, Kraakman, and Squire 2006: 1377). It is not clear that full liquidation protection against creditors was legally recognized at this point, but it is unlikely that the practice of trading shares could have taken hold if creditors had been allowed to access the assets of the firm directly, while the emergence of the share as a distinct form of property would have obviated the need for investors’ personal creditors to seek redress against the business itself. Trading of shares became widespread, even though many of the early English charter companies placed qualifications on limited liability by requiring investors to make additional contributions of capital when necessary to support the business.

Well into the nineteenth century, a private Act of Parliament was needed to create a commercial company with the attributes of legal personality, and new corporations were generally established only in areas where private business activity was seen as providing a tangible public benefit, as in the case of the early canal and turnpike companies and similar public utilities (Harris 2000: 85–100). Parliament’s reluctance to create new companies also reflected concern that the interests of creditors and minority investors would be put at risk by limited liability (Hansmann, Kraakman, and Squire 2006: 1378). The result was that most manufacturing firms in the first century and a half of British industrialization were formed as general partnerships or unincorporated joint stock companies. The unincorporated company was a hybrid of the partnership and trust in which the assets of the firm were held in trust for the partners by trustees whom they elected. By virtue of the rule that trust assets could not be seized by beneficiaries or their creditors in a multi-beneficiary trust, the unincorporated company provided a version of entity shielding which facilitated the trading of shares. Owner shielding or limited liability still had to be contracted for, however, and this was a potentially cumbersome process which required specification of waivers in contracts entered into with business and personal counterparties, and the insertion of protective clauses in the partnership agreement and trust deed. Wealthier shareholders tended to seek protection by investing through third parties or by liability-avoidance devices such as declining to sign the deed of settlement (Hansmann, Kraakman, and Squire 2006: 1385; Harris 2000: 127–33, 165–7).

The adoption of a statute in 1844, making incorporation generally available for private business firms through a process of registration, followed by legislation of 1855 which made it possible for firms to take advantage of limited liability for shareholders, was the end result of a process which had seen English law respond, if belatedly and uncertainly, to the pressure for reform brought about by the rise of an industrial economy (Harris 2000: 278–86). The use of the corporate form nevertheless remained exceptional, and most industrial enterprises in Britain were constituted as partnerships until the final decades of the nineteenth century (Deakin and Wilkinson 2005: 96–8). By contrast, the take up of the corporate form was more straightforward in the United States and in the civil law systems of the European continent, (Harris 2000: 289), in part because of their later industrialization, which followed the adoption of incorporation legislation rather than, as in Britain, preceding it (Ahlering and Deakin 2007).


Employment and Fiscal Law: Enterprise Liability and Risk Diffusion


The role of corporate personality in establishing a basis for entity shielding and capital lock-in was a critical part of the evolution of the modern business enterprise, but it does not present the full story. Other selective pressures were at play in the rise of the corporate form during the course of the nineteenth century. Concern over the risks to third parties was one of the factors which had delayed the advent of general incorporation in English law (Hansmann, Kraakman, and Squire 2006: 1378), but it was the potential of the new corporate form as a legal device for attaching social and fiscal liabilities to the business enterprise which helped ensure its normalization as the standard legal form of the business enterprise in the final decades of the nineteenth century and the first decades of the twentieth (Deakin and Wilkinson 2005: 95–100).

When Coase was writing “The Nature of the Firm” in the 1930s, it was already generally understood that the employment or service relationship was described in juridical terms as a bilateral contract between an individual worker and an employing entity which was almost invariably a company or a similar legal person which the law endowed with the capacity to contract, rather than a relation between a worker and an individual manager or owner. Although Coase refers to the “entrepreneur” being the central contractor with each of the firm’s employees (Coase 1937: 189), in practice this would have been unusual then, as it is now.

The conceptualization of the company as employer has a number of legal consequences (Prassl 2015: 19–23). One is that the claims of the employees to salaries and wages, as well as taxes and charges such as social insurance contributions levied on the firm by the state, are channeled into the general asset pool of the enterprise. The personal assets of the firm’s owners and managers are protected against claims by employees, but these become instead a charge on the assets of the firm.

Another effect is to lend legal support to the organizational unity of the enterprise (Deakin and Wilkinson 2005: 97–8; Prassl 2015: 20). In effect, the company, in the sense of the legal form of the corporation, and the enterprise, understood as an organizational entity uniting physical and human assets under managerial control, become more closely synonymous. The company, as a juridical person, is now the unique focal point for contracting between the owners of the different inputs of labor and capital, as Jensen and Meckling (1976) observed. However, this does not imply, as they suggest, that the firm is a “fiction” (Jensen and Meckling 1976: 310). What Jensen and Meckling took to be a universal feature of the legally constituted business firm was a distinct development in the evolution of the corporate form. Viewing the corporate employer as the single counterparty for the contracting of labor services was part of a process through which the legal systems of early industrializing nations recognized the managerial unity of the business firm, at the point when vertical integration was displacing fragmented and decentralized forms of industrial production (Biernacki 1995; Deakin and Wilkinson 2005; Jacoby 1985).

The juridical model of the vertically integrated corporate enterprise did not come about overnight, nor was it an inevitable result of the adoption of the corporate form as the default mode for business enterprise. Before the passage of legislation making incorporation generally available under English law, individual workers or employees would occasionally have been contracted by a managing partner in the case of a partnership, or by a trustee in the case of an unincorporated company, but it was more usual for them to be bound to serve a personal employer or “master” (Pollard 1965: 140). Until the 1870s, the “service” relationship which defined the status of manual workers in industry and agriculture was only semi-contractual, as most of its incidents were derived from disciplinary legislation under which the courts could impose criminal sanctions for disobedience or non-performance (Simon 1954; Woods 1982). Claims by workers for wages or damages for breach of contract were not unknown in this period, but could only with difficulty be brought against the employing enterprise because of the absence of a direct contractual nexus between the firm and the individual worker.

Even after the point when most industrial firms in Britain were constituted as companies limited by share capital, employment relations were still mostly characterized by variants of the “internal contracting” system, according to which production line workers were hired not by the employing enterprise but by intermediaries who then contracted with the firm for the supply of labor (Daunton 1995; Littler 1982). This system was widespread in the final quarter of the nineteenth century, and persisted into the twentieth century in some trades. The legal effect of internal contracting was to insulate the enterprise’s asset pool from claims by workers for wages or for compensation for industrial injuries. If a worker committed a tort against a third party, that person similarly had no claim against the assets of the firm. Because labor intermediaries mostly contracted on a personal basis and so had few or no assets against which a claim for damages could be levied, tort victims were mostly left without redress (Deakin and Wilkinson 2005: 68–71, 92–5).

Pressure for business firms to assume responsibilities for social risks such as industrial injuries and non-payment of wages by intermediaries came from a combination of sources, including legislation and trade union action, in the final quarter of the nineteenth century, and the law gradually adjusted to this process by recognizing the corporate enterprise as the default employer. Workmen’s compensation legislation, beginning in the 1890s, imposed a form of statutory liability on firms for injuries occurring under their control, along with an obligation to carry insurance. Through the growing market for employers’ liability insurance, the costs of meeting claims were channeled through firms and then diffused more widely across industrial sectors for which standardized premiums were set. The relevant legislation did not explicitly determine the scope of firms’ liabilities for workers contracted through intermediaries, but the courts gradually loosened the tests for identifying the employer to the point where the use of labor-only subcontractors no longer insulated the employing firm from liability (Deakin and Wilkinson 2005: 94–5). In a parallel development, the common law of tort underwent a series of changes which, by the 1930s, saw the erosion of the “common employment” defense to vicarious liability claims, which had prevented a worker injured by a fellow employee suing their common employer (it was finally removed by statute in 1946), and the recognition of a general duty of care on the part of the corporate employer for the physical safety of its workforce (Deakin 2012a).

The financing of the welfare state also played a part in establishing the corporate enterprise as the employer. From 1911, social insurance legislation imposed an obligation on employers to pay national insurance contributions in respect of their employees; a portion of the contribution was deducted from wages and hence was, notionally at least, paid directly by the employee into the relevant fund, but in practice the levy operated as an individualized payroll tax which the employer was responsible for collecting. Income taxation, which was introduced for higher-paid employees in the 1910s and was extended down the earnings scale in stages in the following decades, worked in a similar way, as a charge on the company’s assets. As employment taxation became normalized in this way, the use of the corporate form to separate the personal assets of owners and managers from the business assets of the firm became standard practice for enterprises of all sizes.

By the middle of the twentieth century, in Britain as in other industrialized nations, the corporate form had become the standard legal point of reference for constituting and regulating the business enterprise. This outcome appeared to be functional in the sense of enabling monitoring costs associated with the financing and organization of private sector business firms to be minimized. It also made it possible for the enterprise to assume a wider social function of absorbing and diffusing risks associated with the operation of an industrial economy (Deakin 2003). In this way, the legal system recognized the idea of corporate responsibility long before it became commonplace to refer to “CSR” as an aspect of business practice which, paradoxically, was presented in policy circles as voluntary compliance with ethical standards going beyond what the law required (Deakin and Hobbs 2007).

If the corporation has been functional both to the rise of the firm and to its wider embedding in industrial society, this functionality has nevertheless been contingent and precarious at each stage of the evolution of the corporate form. The passage of legislation making the incorporated joint stock company form widely available to business owners and managers in the middle decades of the nineteenth century did not mark a straightforward transition in the legal structure of the firm, but was one change among many which saw the concept of the corporate person gradually emerge and coalesce around a number of different legal rules and commercial practices. Even a century or so later this process was incomplete. The corporation had evolved out of antecedent forms, the partnership and the trust, and these continued to influence the way in which the law and practice conceptualized the business enterprise as, at least in part and for certain purposes, the property of the shareholders.


The Firm as Shareholder Property: Legacy of the Partnership Model?


As we have seen, it was already clear in the seventeenth century that shares in charter companies could be traded in their own right, and that the company could in return place restraints on shareholders withdrawing their capital from the firm. “Shareholder lock-in” was to prove a powerful device for insulating management from pressures from investors for immediate returns, and for allowing productive investments to take place over extended time periods in the age of industrialization (Blair 2003). The distinction between property in the assets of the firm which vest in the juridical person of the corporation, on the one hand, and the share as a separate item of movable, intangible property which vests in the shareholders, thus has a long history (Harris 2000). However, English company law, along with other common law jurisdictions, has never completely abandoned the idea that shareholders have a property interest of some kind in the firm. As Paddy Ireland has shown, this tendency reflects the lingering influence of the partnership model within the modern corporate form (Ireland 1999).

In the classic form of the partnership, which does not entail (as do many partnerships today) limited liability, each partner is liable in full for debts of the partnership, as well as having a property interest in the partnership assets. Until the eighteenth century, investors contributing capital to the business were often regarded as partners in order to avoid the application of usury laws which penalized lending. Managers whose remuneration was linked to profits might also be classed as partners and hence liable for partnership debts (Ireland 1999: 37).

Thus the traditional partnership form was one in which there was no clear‑cut distinction between the property of the enterprise and the property of its owners and managers. This was also true of the unincorporated joint stock company, in which there was no distinct legal identity for the firm. However, even incorporated business firms operating after the reforms of the 1840s and 1850s had many of the features of partnership. Although the courts recognized that incorporation gave rise to a distinct legal entity, they persisted in seeing the “body corporate” as consisting of the initial shareholders and their successors united as “one person in law” (Ireland 1999: 39). It followed that the company’s directors were in effect the agents of the shareholders and were subject to their direct control through the general meeting. Moreover, “ownership of a joint stock company share was considered in law to bestow on the holder an interest in the assets of the company, with the shareholders conceptualized as the equitable owners of the company’s assets” (Ireland 1999: 40).

Eventually this view was abandoned, with the courts coming round to the understanding that ownership of a share did not confer a pro rata right of property in the assets of the company (Lobban 1996). Relatedly, courts in the later decades of the nineteenth century took the view that the shareholders had no inherent right to direct the board in the management of the company, merely those rights to determine particular transactions which were reserved to them by the articles of association or by statute, and the power to replace the board and install a new management team if they felt it was in their interests to do so. The law adjusted its position as the trading of shares became more common during the railway boom of the middle decades of the nineteenth century, but it was only by the turn of the century that the idea of the legal personality of the company became generally accepted in judicial rulings (Ireland 1999: 40).

Nevertheless, twentieth-century company law clung to the “vestiges of shareholder ownership,” with the result that shareholders continued to be placed “at the centre of the governance stage” (Ireland 1999: 45). The practical effects of this legal ambiguity were felt when hostile takeover bids became widespread in the 1980s, and when, from the early 1990s, the first corporate governance codes were adopted, with their emphasis on the importance of managers being accountable exclusively to shareholders. Agency theory was highly influential in all common law jurisdictions at this time, and provided a rationalization for an implicit norm or corporate governance practice of shareholder primacy which justified takeover bids as a disciplinary device and supported the use of share options to link executive pay to share price performance (Hansmann and Kraakman 2001). Agency theorists did not assume that shareholders owned the firm or that the corporation was their property, but their conceptualization of shareholders as the firm’s “residual claimants” (Fama and Jensen 1983) was used to justify the lifting of controls over takeovers and the marginalization of the interests of workers and other corporate constituencies within the governance of the firm (Bebchuk 2005; Macey 2008).

The primacy accorded to shareholder interests by corporate governance reforms of the 1980s and 1990s did not go unchallenged. In the United States, state-level takeover statutes led to some mitigation of the disciplinary effects of the market for corporate control, and the scope for boards of target companies to resist bids which envisaged the break up of the enterprise was enhanced by rulings of the Delaware courts on the scope of directors’ fiduciary duties (Roe 1993). In the UK, a mostly cosmetic reform to company law in the mid-2000s did little to challenge the assumption of shareholder primacy in the practice of corporate governance (Keay 2013), but when a number of controversial bids, including the takeover and subsequent break up of Cadbury by Kraft in 2010 and the stalled bid by Pfizer for Astra Zeneca in 2013, revealed the unique vulnerability of UK-listed companies to takeovers and restructurings, modifications to the UK Takeover Code were undertaken. While these were limited in their scope and ambition, they nevertheless marked a reassessment of the earlier policy of actively encouraging a market for corporate control.

The regulatory response to the global financial crisis, which in Britain had been accompanied by the near collapse of several major banks and financial institutions that had been prominently involved in takeover activity and use of novel financial instruments (Klimecki and Willmott 2009), also saw some reappraisal of the standard corporate governance model, on the basis that monitoring of managers by a combination of independent boards and institutional shareholders had failed to prevent excessive risk‑taking by bank executives (Deakin 2011). Criticisms of the standard model on the grounds of the negative consequences of shareholder empowerment for innovation (Graham, Harvey, and Rajgopal 2005) and distribution (Sjoberg 2009) also began to get a hearing in policy circles (Williamson 2015), as concerns over the UK’s low industrial productivity and rising inequality both became prominent in political debates (Hutton 2015). Thus, at the start of the twenty-first century, the idea of the firm as shareholder property, having enjoyed a brief renaissance, is once again in question.


Beyond Agency Theory: The Corporation as Commons




Limitations of Agency Theory


Agency theory is not a good fit for several features of company law, even in the common law systems of Britain and north America which are the most closely associated with shareholder-centric corporate governance (Heracleous and Lan 2012; Lan and Heracleous 2010; Stout 2015). Thus, while shareholders might be said to have certain property rights in and over the firm by virtue of their status as members of the company, these claims are mostly a legacy of the earlier partnership model, and their survival is due more to path dependence within the law than to any present-day functionality (Ireland 1999). Notwithstanding the survival of aspects of the partnership form, common courts have accepted for several decades that shareholders cannot directly access the firm’s business assets. Nor is it meaningful to regard shareholders as the owners of the corporation, which in juridical terms is viewed as a legal person in its own right and not an item of property (Robé 2011).

The property rights which shareholders are generally regarded as holding are the voice, income and control rights which are associated with the ownership of shares. Thus it is only the shareholders who can exercise voice through the general meeting, and if they choose to do so, replace the board by a majority according to the principle of one share, one vote. Similarly, it is only the shareholders who can access the residual generated by the firm where the board chooses to declare a dividend or to redeem part of the company’s share capital. Only the shareholders can transfer corporate control to a third party in response to a takeover bid, or liquidate the company in order to retrieve their capital, in each case again by majority vote. These governance rights are implicit in the standard form of the company limited by share capital in virtually all jurisdictions, and agency theory has been successful in rationalizing them as means by which shareholders can hold managers to account. However, it does not follow from the embedding of these rights in the default form of the corporation that managers are under a legal duty to maximize shareholder value or that they are under an obligation to place shareholders’ interests above those of other corporate constituencies (Deakin 2012b).

While there is some evidence that directors of listed companies in Britain and America think that they have duties of the kind described by the view that shareholders are the owners of the firm, this perception owes little to company law in either jurisdiction (Heracleous and Lan 2010), and more to the terms of non-statutory corporate governance codes, which largely reflect the interests of institutional shareholders (Aguilera and Cuervo-Cazurra 2009; Keay 2014) and to pressures which derive from the implicit disciplinary effect of the market for corporate control (Deakin et al. 2004). All legal systems, including those of the common law, allow directors and managers considerable leeway in balancing the claims of the shareholders for immediate returns with long-term investment priorities and to take due account of the interests of owners of other inputs on which the enterprise depends for its continued existence, above all the employees (Keay 2013). However, the discretion which company law grants to directors and managers to set corporate goals is sufficiently wide for there to be few legal constraints, in practice, on a strategy of shareholder value maximization, if that is the approach a given board chooses to pursue. Given the pressures on boards in the common law systems to internalize the shareholder primacy norm, it is not surprising that takeovers, restructurings and share buy-backs became particularly widespread in America and Britain prior to the onset of the global financial crisis in 2008. In so far as agency theory contributed to a process of normalizing the shareholder value norm during this period, and thereby to exacerbating the effects of the financial crisis (De Graaf and Williams 2011), there is further reason to reconsider its value as both a description of the corporate form and as a model for law reform.

Agency theory has sought to justify the standard, shareholder-centric corporate governance model by arguing that hybrid forms of governance, in which voice, income and control rights are shared between shareholders and other corporate constituencies, are unstable and inefficient, and liable to allow managers to escape effective monitoring (Hansmann 1996). However, outside the common law world these hybrid systems of corporate governance are far from unusual (Deakin and Adams 2015), and an efficiency case can be made for them on the grounds that the interests of the owners of non-financial inputs cannot be completely contracted for, any more than this is possible for the shareholders (Njoya 2004). Even in the common law systems, employees and creditors are accorded voice and income rights at certain stages of the life cycle of the firm, for example in the event of an impending insolvency or change of control, which reflect their non-contractible, firm-specific interests (Njoya 2007).

Agency theory builds its account of the firm from the foundational axioms of neoclassical economics, rationality, and equilibrium, and from that starting point constructs a conception of the functional properties of company law. However, the model fails to explain the most basic legal feature of the corporation, which is its distinct status as a juridical person (Deakin 2012b; Robé 2011). Because it fails to take separate legal personality seriously as a datum describing the legally constituted business firm, agency theory has no convincing explanation for the differences between the separate types of property—corporate assets, on the one hand, and shareholders’ equity, on the other—which coexist within the company limited by share capital. Agency theory uses the idea of contractual incompleteness to explain the primacy of shareholders over constituencies in matters of governance, but this is an unconvincing argument since incompleteness also affects the firm’s contracts with the owners of other inputs, including the employees (Deakin and Adams 2015).

An alternative approach would be to begin with what is known about the juridical structure of the firm and work forward from there to construct a model which can explain its functionality, while bearing in mind that legal rules are generally multifunctional and may also, because of path dependence, fail to reflect their economic or political context in a straightforward way (Deakin 2012a). This approach does not involve the rejection of model building in favor of simple data collection, but it does entail taking a data-driven approach to modelling as opposed to an axiomatic or theory-driven one, the difference being, in the first case, that available data are used to update and modify the model, while, in the second, data are selectively managed in order to maintain the integrity of the original model (Juselius 2011).

An objection to starting with the legal account of the firm, and moving out from there to construct a model capable of explaining its economic functionality, is that juridical language does not reveal anything at all about the material reality of the business enterprise. The “universe of concepts” used by lawyers to guide their interpretations of particular statutory or judge-made rules consists of internal, self-referential communications, which do not depend for their authority or validity on how well they fit with external social structures or forces. This is an important objection, but it does not entail the view that all legal concepts are “fictions” with no basis in social practice. Legal concepts are emergent linguistic forms which are the end product of selective pressures to find workable legal rules. As we have seen, there is good reason to think that the evolution of the corporate form has been incremental but also, at numerous points, discontinuous and haphazard, with dead ends and long periods of stasis followed by more rapid adjustments. The legacy of past environments is observable in periodic failures of the law to adjust in a timely way to developments beyond the legal system. However, a plausible working hypothesis is that, over a sufficient time span, legal concepts coevolve with wider changes in society. Thus the study of juridical ideas can inform understanding of economic institutions.


The Juridical Structure of the Firm


Three principal axes or dimensions to the legal model of the firm may be identified and described, respectively, in terms of corporate “capacity,” “ownership,” and “responsibility.”


(i) Corporate personality and organizational capacity. Underlying the juridical concept of personality is the more foundational idea of capacity to enter into legal relations. Conferring personality on the firm through the legal device of the corporation enables the firm to undertake organizational tasks which are beyond the capacity of economic agents acting individually or doing so through bilateral contracting. Thus the “organizational capacity” which makes it possible for the firm to combine complex physical and cognitive resources (Aoki 2010) has a legal underpinning: without legal devices to ensure not just entity shielding but, more generally, the organizational continuity of the firm, it would dissolve back into its constituent elements (Deakin 2012b).

In this context it should be remembered that it is no more artificial or “fictional” to ascribe legal capacity to the firm through the corporate form than it is to assign capacity to individual human persons (Deakin and Supiot 2009). Legal capacity has not always been conferred equally on all “natural” persons; capacity is not a natural concept but an institutional device through which the law constructs its own version of what economists call “agency” (Deakin 2009). The granting of agency in this sense to organizations such as churches and universities long predated its extension to all adult human persons, which was a political act associated with the ending of the ancien régime on the continent of Europe and equivalent processes elsewhere (Wijfells 2009). Extending legal personality to business firms was controversial throughout the nineteenth century, not simply because it involved the adaptation of a form initially designed for governmental and quasi-public organizations to the needs of private enterprise; it also undermined the liberal model of equality implicit in the principle that, in the words of Friedrich Carl von Savigny, “every single human being—and only the single human being – enjoys capacity” (Wijfells 2009: 60).


(ii) Ownership within the firm. It is an essential feature of the legal model of the firm, and not just a contingent one, that the firm as such cannot be owned. This is to say that the firm, understood as the enduring organizational structure which combines human and physical assets to produce a surplus, cannot be owned in its entirety by any single individual or group. The firm’s assets vest in the corporation which, as a legal person, cannot itself be the object of a direct ownership claim. The absence of a single ownership claim over the totality of assets and relationships which makes up the firm is not accidental, but is functional to its survival and sustainability as an entity. In this sense, the firm is best described in economic terms as a commons in which there are multiple and overlapping ownership claims, the reconciliation of which is necessary, through rules mutually agreed by all participants, for the preservation of the shared resource on which they all depend (Ostrom 1990).

Like a natural commons, the firm is not “ownerless.” Shareholders’ rights in their shares give them certain property-type claims over the surplus generated by the firm, in the form of dividends and the income generated by share redemptions, but similar income rights also vest in workers and creditors, whose claims to access the residual can be triggered at various points when the organizational structure of the firm is at risk through redundancies or insolvency (Armour and Deakin 2003). Just as important as these various rights of access are the rules which prevent the different corporate constituencies from depleting the shared resources of the firm; these include the various “lock-in” devices which make it hard for shareholders to remove the firm’s working capital as long as it is a going concern (Blair 2003).

(iii) Corporate responsibility and enterprise risk. The superior organizational capacity of the firm means that it is capable of creating externalities, both positive and negative, to a greater extent than individual agents, but also that it can absorb and diffuse social risks more effectively than in the case of an individual agent or group of agents bound together by contract. The law recognizes the idea of corporate responsibility by assigning to the corporation a series of fiscal and regulatory liabilities which attach to its asset pool, and which can either be managed internally or diffused more widely through insurance and pricing (Deakin 2003).

Thus the corporation features as a legal form not just in company law (which mostly defines the relationship between management and shareholders) but also in tax law, employment law, and legislation in the areas of health and safety and environment protection. In each of these legal domains, the nature and structure of the firm’s internal management receives a more detailed treatment than is the case with company law, as this is a prerequisite for determining the scope of the firm’s liability for harms caused to third parties (Deakin 2012a: 361–6).


The Corporation as Commons


Commons theory, as developed by Elinor Ostrom and others in the new institutional economics school of thought (Poteete, Janssen, and Ostrom 2010), is concerned with the preconditions of collective action which has the aim of preserving valuable societal resources against overuse (the “tragedy of the commons”). Although initially concerned with natural common pool resources such as irrigation, fishery, and forest systems, the theory is capable of wider application.

Successful resource-use regimes operate at two levels: the first refers to the substantive property rights of users, which may take many forms. Empirical research shows that in enduring natural commons, there is generally a right of exclusion, so that the commons is not, as sometimes supposed, defined by open access; rules determine who gets access to the commons, and how. Also functional to the operation of the commons are the limitations placed on rights of alienation, while several other types of property claim, including rights of withdrawal and management, can coexist in a commons (see Table 25.1). Ostrom’s classifications, derived from empirical observation, closely match the typologies of property right developed by legal theorists (Honoré 1961) a similarity which suggests that the foundational concepts of property law may be a reflection of deep-rooted social practices.



Table 25.1 Property rights in common-pool resources



	Property right
	Description

	Access
	A right to enter a defined physical property


	Withdrawal
	A right to harvest the products of a resource such as timber, water, or food for pastoral animals


	Management
	A right to regulate the use patterns of other harvesters and to transform a resource system by making improvements


	Exclusion
	A right to determine who will have the right of access to a resource and whether that right can be transferred


	Alienation
	A right to sell or lease any of the above rights


Source: Poteete, Janssen, and Ostrom 2010.


The insights of commons theory are of direct relevance for understanding the legal structuring of the business firm. For example, limits on alienation have the effect of preserving interdependencies within the common pool and thereby save it from depletion. In company law these operate at the level of the capital lock-in rules which prevent shareholders accessing firm assets directly and limit how far they can remove capital from the firm while it is continuing to operate. From this perspective, hostile takeovers, which circumvent the lock on capital by facilitating the liquidation of firm assets, can be understood not as efficiency-enhancing devices, but as mechanisms for enabling one group of actors to profit at the expense of the rest, undermining an otherwise stable solution to the collective action problem. More generally, the complex and overlapping property claims of the different corporate constituencies can be described as different types of property right using the classifications of Ostrom and her colleagues (see Table 25.2).



Table 25.2 Property rights in the business enterprise


	Property right
	Description

	Access
	Entry conditions for participation in the firm as a shareholder, employee, creditor, etc.


	Withdrawal
	Rules on distribution of capital (dividends, share buy-backs), employee remuneration and benefits, rights of secured and unsecured lenders, claims of fiscal authorities, etc.


	Management
	Rules concerning the division of powers between the board and different constituencies on matters of corporate decision-making (shareholders’ rights to vote on major transactions, employees’ rights to be consulted on restructurings, creditors’ rights in insolvency, etc.)


	Exclusion
	Rules determining the scope of voice, participation, and income rights of different constituencies (e.g., distinctions between holders of common and preferred stock, “core” employees and others, and different categories of creditors)


	Alienation
	Rules governing alienability of shares, securitization of financial claims on the firm, etc.


Source: Deakin 2012a.


The second level of analysis in commons research refers to the institutional conditions needed to generate functional combinations of property rights. Poteete, Janssen, and Ostrom (2010), summarizing earlier work, identify eight “design principles” which are associated with the emergence of stable regimes for the governance of common resource pools (Table 25.3). Table 25.4 sets out a schema for applying these principles to the analysis of the law governing the business firm. Clearly this is just one of a number of possible schema. However, it is notable that commons research points toward a model of corporate law based on multi-stakeholder governance in place of the recently influential shareholder-centric approach. It also highlights the value of allowing self-organizing norms and practices to develop within the corporation in the face of capital market disciplines. Additionally it points to the importance of allowing local and national democratic choices over the regulation of the corporation to operate, and, conversely, of placing limits on transnational regulatory competition, which can lead to the undermining of local political control of corporate activity.



Table 25.3 Design principles for common-pool resources


	Design principle
	Description

	Well-defined boundaries
	Rules defining the boundaries of a resource system and the set of users with rights over it facilitate cooperation and rule enforcement


	Proportionality between benefits and costs
	Equivalence between inputs and returns enhances the legitimacy of rule systems and assists observance and enforcement


	Collective choice arrangements
	Where all or most users participate in rule formation, rules are more likely to fit local contexts and be adaptable to changing circumstances


	Monitoring
	Monitoring should be conducted by individuals or officials who are accountable to users


	Graduated sanctions
	Graduation of sanctions allows for infractions to be recognized, while acknowledging the possibility of misunderstandings, mistakes, and exceptional circumstances


	Conflict-resolution mechanisms
	Localized, low-cost dispute resolution mechanisms allow for conflicts in the interpretation and application of rules to be settled in such a way as to maintain trust


	Minimal recognition of rights
	Rights of local users to make their own rules should be recognized by higher-level entities


	Nested enterprises
	Where common-pool resources are part of a wider system, local units should be allowed to match rules to local conditions, within a wider framework of institutions designed to govern interdependencies among smaller units


Source: Poteete, Janssen, and Ostrom 2010.




Table 25.4 Design principles for the law of the business enterprise


	Design principle
	Description

	Well-defined boundaries
	Rules defining the boundaries of the firm and the set of stakeholders are needed to facilitate cooperation and rule enforcement


	Proportionality between benefits and costs
	The principle of equivalence between inputs and returns should apply to all stakeholders making a valued input to the firm, and not just to shareholders


	Collective choice arrangements
	All stakeholders should participate in rule formation at the level of the firm, to ensure that the rules are more likely to fit local contexts and be adaptable to changing circumstances


	Monitoring
	Monitoring of the internal rules and norms of the firm should be conducted by individuals or officials (“management”) who are accountable to all stakeholder groups, and not simply to the shareholders


	Graduated sanctions
	The principle of graduated sanctions should be applied so as to limit the power of management to exclude any one individual or group from access to the resources of the firm, or the power of a dominant group to exclude others (as, most typically, shareholders exclude employees in the context of takeover bids and corporate restructuring)


	Conflict-resolution mechanisms
	Where possible, localized, low-cost dispute resolution mechanisms should operate at the level of the firm, to facilitate trust-building in stakeholder relations


	Minimal recognition of rights
	The principle according to which the rights of local users to make their own rules should be recognized by higher-level entities implies that the firm’s internal governance mechanisms should be given due weight by the legal system


	Nested enterprises
	The principle that local units should be allowed to match rules to local conditions, within a wider framework of institutions designed to govern interdependencies among smaller units, implies that federal and transnational legal structures should reflect the rights of states and nations to frame rules of fair conduct for the business enterprise which match local conditions


Source: Deakin 2012a.


Commons research also throws into relief many dysfunctional aspects of contemporary company law systems, which include the use of asset partitioning devices to shield business firms from tax liabilities and to refragment the enterprise. Special purpose vehicles and limited partnerships are now widely used to alter the treatment of assets in corporate accounts and in that context have been associated with corporate fragility and firm failure in the corporate “scandals” of the early 2000s (Deakin and Konzelmann 2004), and more recently in the financial crisis of 2008 (De Graaf and Williams 2011; Klimecki and Willmott 2009). Vertical disintegration of the firm associated with outsourcing and subcontracting has become a widespread technique for liability avoidance in the context of supply chains, at both the domestic and global level (Donaghey et al. 2014). In these various respects, the same legal devices which facilitated the rise of the firm through entity shielding and risk-diffusion have been used to undermine the stability of the corporate enterprise and to disembed it from society. While legal devices have been developed to reassign liabilities to the relevant asset pool, by, for example, making parent companies responsible for debts of their subsidiaries and imposing obligations of monitoring and control on companies at the head of supply chains (Prassl 2015; Strasser and Blumberg 2010), the use of the corporate form to escape regulatory controls is currently outrunning its function as a mechanism of economic coordination and social integration. A commons-based approach to asset pool identification and preservation might in future lend coherence to regulatory initiatives in this area.


Conclusion


The rise of the firm in market economies was accompanied by the emergence of the legal form of the corporation, which materially altered the conditions for the financing and organization of business enterprise. The intertwining of juridical form with social structure means that it is not meaningful to analyze the economic nature and functions of the firm in isolation from a consideration of its legal nature. Legal reasoning is self-referential and, as a result, does not completely mirror business practice, but juridical concepts evolve in response to changes in the economy and to political pressures. It follows that the historical study of legal form can reveal something of the economic nature and functions of the firm.

The evolution of the corporate form reflects a gradual move away from the idea of the firm as the shareholders’ property. However, the structure of the modern corporation still reflects the antecedent forms of the partnership and trust, in which the distinction between the firm’s business assets, which vest in the corporate person, and the shareholders’ equity interests, was much less clear than it has since become. The rise of the shareholder primacy norm from the 1980s onwards, while presented as an efficient response to the need to ensure managerial accountability, is perhaps better understood as an idea out of time.

Agency theory has been premised on this false understanding of the shareholder interest. It is difficult to avoid the conclusion that the widespread acceptance, over the past three decades, of a model of the firm which is at odds with its underlying nature, has served to destabilize the corporate form and to disembed the business enterprise from society. If the corporation is once again to be a seen as a legitimate and socially useful institution, it will be important to consider alternative models, including the idea of the corporation as a commons, that is, a resource which is collectively held and managed for the benefit of multiple interests.
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unemployment 567–8, 591, 672

UNEP (United Nations Environment Programme) 597, 603, 609, 613–14, 630

UNFCCC (United Nations Framework Convention on Climate Change) 597–8, 600–1, 609

unfriendly takeovers 424–5

UNGC, see UN Global Compact

Unilever 30–1, 76, 379, 650, 658

union density 254–5, 258–9

union organization 257–8

unions 109, 208–9, 248, 254–5, 257–9, 394, 568, 616

United Kingdom 7, 31, 187, 622, 648–9, 669–73, 678–9, 681–2
government 2, 322, 676

stakeholder statutes 177–8


United Nations 37, 170, 319, 612, 614, 644, 672

United Nations Environment Programme, see UNEP

United Nations Framework Convention on Climate Change, see UNFCCC

United States 21–2, 24–6, 108–9, 174, 242–5, 254–5, 257–62, 269–70
Chamber of Commerce 565–6, 578

courts 180–2

Delaware, see Delaware

economy 5, 143, 197, 513, 565, 569

exceptionalism 120, 251–60, 267

Federal Reserve 8, 26, 132, 256, 268, 568

stakeholder statutes 176


Universal Declaration of Human Rights 609, 611

U-shaped cost curve 496–8, 501

value 205–9, 324–5, 347, 465–71, 478–82, 541–3, 548–50, 623
appropriable 458, 480

co-created 457, 478–9

creation 27–8, 347, 350, 474, 476, 478, 512–13, 542

economic 158, 228, 651, 657, 670

environmental 617, 657

extraction 15, 330, 350, 512–13

long-term 172, 206, 630, 645

market 30, 111, 123, 157, 265, 430, 549, 656

shareholder, see shareholder value


value chains 320, 324–7, 332, 335, 519–20, 622, 625, 652–3
global 15–16, 319–27, 329–35, 337, 339, 341, 347, 351–4

integrated 626

linear 28


variable factors 497–8, 501

vertical expansion 368

VOC, see Dutch East India Company

Volker Fund 566, 568–9

Volkswagen 30–1, 396, 445, 595, 617, 624, 642

voluntary standards 576, 579

voting 96–7, 213, 678
policies 443, 445

power 350, 448–9

proxy 253, 268

rights 159, 173, 204, 282, 543


VRIN resources 465, 473, 475, 482

wages 122, 124, 126, 324, 339, 342–4, 572, 694–5
low 326, 332, 344, 352, 646


Walmart 35, 76, 197, 650, 657–8

waste 38, 127, 590, 621–2, 624–7, 629, 649, 652–3
hazardous 343, 345

management 20, 625, 641

zero 351, 626


water 52, 378, 593, 605, 624, 626–7, 642–3, 652
management 599, 621

scarcity 627, 629


wealth 121, 123, 207, 261, 263, 265, 352, 422
distribution 239, 672


Weconomy 648, 650

West India Company 66, 69–71

withdrawal 13, 19, 21, 158, 223, 688, 692, 703–4

workers 108–9, 124–6, 256–7, 288, 330–4, 339–47, 351–4, 694–5

World Trade Organization, see WTO

WTO (World Trade Organization) 275, 319–20, 325, 573–5

zaibatsu 420–4, 434, 451
families 420, 424, 434


Zeeland 52, 55–8, 66–7, 72

zero emissions 3, 592, 603, 621, 626–7

zero waste 351, 626
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Table 7.2 Priority ranking of company stakeholders

Stakeholder Average  Percentage  Percentage
ranking ranked 1 included in top 3

Shareholders 223 440 782

The company 225 404 AR

Employees 287 6.7 728

Customers 353 82 448

Suppliers 599 12 39

Lenders/creditors. 5.83 06 106

The community 643 03 34

The environment 707 06 20

The country 841 03 1.1

=356, Directors were asked to rank the lst of stakeholders in order of priority.
between 1and 9 with 1 being highest priority. The smaller the average ran, the
higher the priority.
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Table 22.4 A natural resource-based view of the firm

Strategic capability Environmental driver Key resource Business advantage
Pollution prevention  Minimize emissions, Continuous Lower costs
(19005-1980s) effiuents, and waste improvement

Product stewardship ~ Minimize life cycle Stakeholder Pre-empt
(19805-20005) cost of products integration competitors
Sustainable Minimize and eliminate  Shared vision; Future position
development environmental burden circular economy

(20005-20605) of firm growth

Source: Adapted from Hart (1995).
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Table 7.3 Analysis of business objectives for the ASX100 companies

Prioritize Prioritize interests of Prioritize interests. Prioritize Other

interests of shareholders but take of shareholders but interests

shareholders  into account the take into account the  of a specified list
interests of other interests of other of stakeholders

(unnamed) stakeholders  specified stakeholders

37 12 14 32 5
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Table 16.23 Ratio of “for" votes cast

Representative Inside Outside Kansayaku
2014 directors directors  directors
Toshiba 965 96.1 97
Average in the same category 95.4 9% 929 91.7
2011
Olympus 99.4 99.4 977 986
Average in the same category 949 958 935 927

Source: Rinji Shoken Hokokusho (extraordinary securities reports), tabulated by the author.
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Table 16.22 List of largest holders of 3,660 Japanese equities

Amount held in

Number of directors from
the organization found

Narme of shareholders trillion yen Remarks on other listed companies
Japan Trustee Services Bank 529 custodian 0
Measter Trust Bank of Japan 366 custodian 0
State Street Bank and Trust 129 custodian 0
Nippon Life Insurance 68 65
Nippon Telegraph and Telephone 80 195
Finance minister 92 government 84
Toyota Motor 57 192
Bank of New York Mellon 10 custodian 0
JPMorgan Chase Bank 61 custodian 0
Bank of Tokyo-Mitsubishi UFJ 30 708
Mizuho Bank 29 744
Meiji Yasuda Life Insurance a1 58
Sumitomo Mitsui Bank 24 487
Toyota Industries Corp 25 n
Renault 23 5

Source: Yuuka Shoken Hokokusho (annual securities reports), tabulated by the author.
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Table 22.3 Corporations committing to zero greenhouse
gas emissions targets (2014-50)

Organization Country Percent reduction  Target year
Aimia Canada 100 2014
Bank of Montreal*  Canada 100 2014
Biogen us 100 2014
Google us 100 2014
Insurance Australia  Australia 100 2014
Intuit us 100 2014
Kohl's® us 100 2014
Marks & Spencer” UK 100 2014
Microsoft* us 100 2014
D Bank Group* Canada 100 2014
Royal KPN Netherlands 100 2015
Infosys India 100 2018
Goldman Sachs us 100 2020
Interface us 100 2020
Kingspan Group Ireland 100 2020
Mars us 100 2040
GlaxoSmithKline UK 100 2050
Tesco® UK 100 2050
Verbund Austria 100 2050

Bold text indicates achieved target. Near term targets likely include use of
renewable energy certificates (RECs) and]or carbon offsets. “Target includes
emissions beyond direct operations into the value chain (Scope 3)

Source: Adapted from: CDP[The Climate Group (2015: 3).
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Table 17.1 Elements of the capabilities framework

Core building Weak ordinary Strong ordinary Strong dynamic
blocks capabilities capabilities capabilities
Processes (routines)  Sub-par practices Best practices Signature practices and

business models
Positions (resources)  Few ordinary resources  Munificent ordinary  VRIN resources
resources
Paths (strategy) Doing things poorly Doing things right  Doing the right things
(good strategy)
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Table 16.20 Hierarchy within board of directors 1972 and 1998

Mitsubishi Heavy  Mitsubishi Mitsubishi Bank
1972 Industry Corporation
Chairman 1 none 1
President 1 1 1
Deputy-president 2 2 1
Senior managing director none none 2
Managing director 9 14 8
Director 2 2 17
Recruited from outside none none none
Kansayaku 2 2 3
Recruited from outside none none 1)
Mitsubishi Heavy  Mitsubishi Bank of
1998 Industry Corporation  Tokyo-Mitsubishi
Chairman 1 1 1
President 1 1 1
Deputy-president 3 3 2
Senior managing director none 2 4
Managing director 8 15 14
Director 2 2 32
Recruited from outside [0} [0} @
Kansayaku 4 5 6
Recruited from outside @ [} @

Source: Yuuka Shoken Hokokusho (annual securities report), tabulated by the author.
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Table 16.19 Changes

in the number of directors and corporate auditors

(headcount)
Year 1940 1951 1970 1990 2010 2018
Mitsubishi Bank
Director 11(5+) 14(0) 30(0) 40(29) 16(3%) 18(8%)
Kansayaku 2(14) 3(0) 3(0) 4(0) 5(3%) o™
Mitsubishi Corporation
Director 15(6+) = 40 s 156 18(59)
Kansoyaku 5(44) - 20) 5(24) 5(31) 5(37)
Mitsubishi Heavy Industries
Director 15(5+) o 340) 400 18@3) 1459
Kansoyaku 5(3+) - 20) 3(19) 5(37) o

+Directors from affliated companies (including holding company)

*Outside directors

**Figures not meaningful as these companies were broken up

*=* Abolished kansayaku after adopting statutory committee structure

Source: Yuuka Shoken Hokokusho (annual securities reports), tabulated by the author.
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Table 12.2 The governing logic in each sphere of life under Confucianism

Political sphere Econormic sphere Intimate sphere

Institutional structure Family
Governing logic Trust






OEBPS/images/oxfordhb-9780198737063-e-13-table-9.gif
Table 12.3 The governing logic in each sphere of life under socialism

Political sphere  Economicsphere  Intimate sphere

Institutional structure State
Governing logic Authority
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Table 12.4 The possible future logic of contract

Political sphere  Economic sphere  Intimate sphere

Institutional structure Market
Governing logic Contract
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Table 12.1 The governing logic in each sphere of life under liberalism

Political sphere  Economic sphere  Intimate sphere

Institutional structure  State Market Family
Governing logic Authority Contract Trust
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Table 16.16 Share ownership in Japan since 1950

Shareholder distribution (%) 1950 1970 1990 2010 2018
Government, local government 31 06 03 03 01
Banks, trust companies 126 137 209 147 153
Pension trusts nfa 00 09 32 12
Investment trusts nfa 21 37 44 72
Life and casualty insurance nfa 137 158 64 43
Other financial institutions nfa 21 16 10 07
Securities companies 1n9 13 17 18 20
Other business corporations 1m0 29 301 212 219
Foreign shareholders 00 49 47 267 303
Individual shareholders 613 377 204 203 170
Total 1000 1000 100.0 1000 100.0

Source: The Tokyo Stock Exchange (2018).
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Table 13.1 CSR and the environmental and social dilemmas in the global

value chain

VALUE CHAIN

Processing of Transportation Manufacturing ~ Distribution  End use

raw materials of products

Child labor Long working hours  Corruption Wholesale Unfair

discrimination  competition

Discrimination Abuse of union ights ~ Discrimination Bribery Social
exclusion

Abuse of Dangerous working  Health and safety  Monopoly Pollution

indigenous conditions

people

Social inequality  Involuntary lzbor Abuse of local Unreliable Harmful

in local water resources  delivery products

communities

Source: Adapted from WBCSD (2002: 4).
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Table 13.4 Apple supplier responsibility report
scores 2014-16

2014 2015 2016

Labor and human rights 81 79 87
Health and safety 70 79 91
Environment 76 67 87

Source: Adapted from Apple supplier responsibility reports
(Apple 2015, 2016, 2017).
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Table 1.1 Europe’s largest corporations by industry product and ori

(March 2017)

Corporation Industry origin US$(oillions)
Nestle Food producer Switzerland 239
Anheuser-Busch Beverages Belgium 189
Roche Pharmaceuticals and biotechnology ~ Switzerland 194
Royal Dutch Shell  Oil and gas producers UK 316
Novartis Pharmaceuticals and biotechnology ~ Switzerland 180
HSBC Banking UK 194
Unilever Consumer goods Netherlands 149
Total 0il and gas producers France 124
BATobacco Tobacco UK 109
SAP Software technology Germany 136
Volkswagen Automotive Germany 103
Sanofi Pharmaceuticals and biotechnology ~ France 97
Siemens Industrials Germany 109

Source: Nasdaq@S—Company Reports and Nasdaq@s Real Time Price.





OEBPS/images/oxfordhb-9780198737063-e-1-table-2.gif
Table 1.2 Asia’s largest corporations by revenues (2016) US$ billions

Corporation Product Origin  USS{billions)
State Grid Corporation Electricity utility China 330
China National Petroleum Petrochemicals China 299
Sinopec Group Petrochemicals China 294
Toyota Automotive Japan 237
Samsung Communication Technology S Korea 177
ICBC Bank Banking China 151
Hon Hai Precision Industry (Foxconn)  Electronics Taiwan 141
China State Construction Engineering  Construction China 140
China Construction Bank Banking China 134
Agricultural Bank of China Banking China 133
Honda Motor Automotive Japan 122
Bank of China Banking China n3

Source: World Bank (2017c).
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