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Ethics in Financial Management

Financial management is a function within a corporation, usually assigned to
a chief financial officer (CFO) and his or her staff, which is concerned with
raising and deploying capital. In a sense, a CFO makes investment decisions
and manages a portfolio, but these decisions are not about which securities to
hold but about what business opportunities to pursue and especially how they
are to be financed. Every corporation must have a financial structure in which
capital is divided between equity, debt, and other types of obligations. All of
these decisions are usually guided by the objective of maximizing shareholder
wealth. In the United States, the Sarbanes–Oxley Act assigns the CFO a
responsibility to personally attest to the accuracy of financial statements, and
the act also requires that corporations have a code of ethics for its top financial
managers.
The ethical issues in financial management fall into two broad catego
ries: the ethical obligations or duties of financial managers of a corporation
and the ethical justification for organizing a corporation with a certain assign
ment of control (usually to shareholders) and the designation of an objective
(usually shareholder wealth maximization). The former category of issues
bears on the decisions made by financial managers in fulfilling the finance
functions of a corporation, and involves the fiduciary duties of financial man
agers to a corporation and its shareholders. The latter category is a matter
largely for government in establishing the laws of corporate governance and
those governing other aspects of corporate financial conduct, such as manag
ing bankruptcy.
One function that falls to a CFO, as well as other top officials, is managing
the risk of a corporation. Indeed, some corporations now have the position of
chief risk officer. How risk is managed in a corporation can have immense
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224 Ethics in Financial Management
impacts on many different constituencies, including the public. CFOs are typi
cally involved in decisions about bankruptcy and especially about the possible
abuse of the Bankruptcy Code for strategic ends. Sections on corporate gov
ernance and the objective of shareholder wealth maximization complete the
chapter.
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The Corporate Objective
A fundamental tenet of financial management is that the objective of the
corporation is shareholder wealth maximization (SWM). Pursuing this objec
tive means that all major decisions in a for-profit business firm ought to be
made with the sole aim of increasing the return from its activities to the puta
tive owners, the shareholders. Since this return is commonly in the form of
profits, SWM may also be expressed as maximizing profits—which, in turn,
go to shareholders. Further, the stock markets’ estimates of future profits are
reflected in the share price of a firm, and so SWM can also be expressed, in
practice, as the imperative for maximizing the price of a company’s stock.
The objective of shareholder wealth maximization is seldom justified in
financial management textbooks and is presented, instead, as a basic axiom, like
those of geometry. However, a justification for SWM can be easily constructed
from the argument for shareholder control of a firm—also called the doctrine
of shareholder primacy. This argument is based on the financial theory of the
firm and the resulting system of corporate governance, which are discussed
in another section of this chapter. To anticipate, if shareholders ought to have
control (shareholder primacy), then this right of control includes the power
to decide whose interests should be paramount in corporate decision making.
Assuming that shareholders invest in a firm in order to benefit themselves by
obtaining a maximum return on their investment, then they have the right to
make this the objective of the firm. The justification for shareholder primacy
and, with it, for SWM is not without controversy, but for present purposes it
may be accepted as a fundamental tenet of financial management.
Accepting this objective raises further questions about what constitutes
SWM. The objective of SWM is not as clear as may first appear, and clarifying
it requires some ethical considerations. First, even if SWM is the ultimate
objective of a corporation, it begs many questions about how this objective is
to be achieved. Completing 18 holes with the fewest number of strokes is the
objective in golf, but a golfer’s attention must be focused on each swing.
Reaching the ultimate objective is how we judge the success of a golfer or a
manager, but achieving success depends on setting and reaching more imme
diate goals or aims. Indeed, focusing exclusively on any ultimate end may be
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counterproductive by neglecting the means necessary for achieving it. Thus,
management advice books often counsel a focus on customers and employees
as the means to success—in order to better serve shareholders in the end.
Furthermore, corporations, in their ordinary course of business, are bound
by many commitments, contracts, and legal restrictions that constrain the
pursuit of SWM. These obligations must be met even if they do not constitute
an objective. It may be argued that an objective that takes priority over profit
making is remaining solvent, which enables a corporation to meet its obliga
tions to a wide range of other constituencies. Thus, meeting the payroll for
employees and paying suppliers must be an objective that takes precedence
over making a profit for shareholders. This point is often overlooked because
the objective of remaining solvent is already achieved when any profit is made,
since profit is the net revenues of a firm that remain after all fixed expenses
are paid. In addition, it is often argued that managers can serve the sharehold
ers only by fulfilling a wide-ranging set of responsibilities to all corporate
constituencies, that is, by exercising corporate social responsibility.
Second, the objective of a corporation is not necessarily the same as the
purpose of a business firm.1 Why should corporations exist at all, and what are
we trying to achieve by doing business in the corporate form? Some would
answer, to make a profit! In this case, the objective and the purpose of a cor
poration are the same. However, people engage in business for many reasons,
including to provide a product or a service, as well as to earn a living through
labor. Corporations are the means we have devised to organize our productive
activity and meet our basic needs. Indeed, corporations would probably not
have arisen, and certainly would not continue to exist, if they were not effec
tive ways of providing for our economic well-being.2 Part of the argument for
shareholder primacy—and hence SWM—is that control by shareholders best
ensures that everyone will benefit from corporate activity. A corollary of this
point is that managers, by pursuing SWM, end up operating a corporation for
maximum social benefit. If managers effectively seek shareholder wealth max
imization, the argument goes, then the welfare of society will be the ultimate
outcome.
In sum, the objective of shareholder wealth maximization may be held in
a weak and a strong form.3 In its weak form, this objective is merely a guide
for managers in the operation of a corporation and a means for setting incen
tives and measuring success. Its scope is limited to managerial decision making,
corporate planning, and performance assessment. The strong form of SWM
expands this objective to the purpose of a corporation and affects not only
how managers should view their task but also how corporations should be
understood by everyone in society. The strong form, because of its greater
implications, is more controversial and difficult to justify than the weak form.4
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What is shareholder wealth?
Before SWM can be accepted as the objective of the firm in either form, we
need to clarify the concept. First, even determining what is a share and who
is consequently a shareholder is complicated by the existence of ordinary and
preferred stock, convertible stock, restricted stock, stock options, and other
financial instruments that may resemble stock. Thus, shareholders are not a
single, undifferentiated group, and so speaking of their interest may not be
entirely clear.
Second, even ordinary shareholders are diverse with different risk prefer
ences and time horizons, and so decisions that raise the value of the firm for
one set of shareholders might lower it for another. Further, the interests
of shareholders are assumed to be identical with that of the firm, and so
perhaps the interest of the firm could be substituted for shareholder interests.
However, the correlation is not perfect and the two interests may diverge.
Thus, well-diversified shareholders might prefer a firm to take risks that
threaten its survival, whereas managers, as well as employees and other con
stituencies who have a greater stake in the firm as an ongoing entity, are gener
ally more risk-averse. No one group’s interest is necessarily identical to the
interest of the firm itself, and identifying a firm’s interest may be as challenging
as determining the shareholders’ interests.
It has also been observed that institutional shareholders, such as pension
funds and endowments, are “universal shareholders,” whose interests are
affected less by the performance of individual companies than by the condi
tion of the whole economy.5 Such “universal shareholders” may be concerned
more than individuals with social and political issues that affect the broader
economy. For example, a decision to pollute or downsize, which may benefit
individual shareholders, may be opposed by institutional investors, whose
total portfolio may be adversely affected by the social cost of such corporate
actions. Institutional shareholders may also hold bonds as well, and some
times decisions that benefit shareholders harm bondholders, which may leave
“universal shareholders” worse off on balance.
Given that the interests of shareholders are often diverse and may not be
identical with that of the firm, what precisely does it mean to pursue SWM?
One answer, provided by finance theory, is that this does not matter. Differ
ences between shareholders with regard to their risk preferences and time
horizons ought to be ignored by management. The irrelevance theorem,
advanced by Franco Modigliani and Merton Miller, holds that decisions about
financial policy, such as capital structure and dividends, do not affect firm
valuation because investors can make changes in their own portfolios to
achieve any desired outcome.6 Thus, an investor who would prefer that a cor
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poration have a different debt-to-equity ratio or a different level of dividends
can make other investments that offset the financial policies of the corporation
in question. Therefore, managers should concentrate on other nonfinancial
decisions that affect share price.
However, this conclusion overlooks the fact that shareholders are not
always able to invest on the same terms as corporations, and hence they may
incur greater costs in satisfying their own risk and return preferences. Moreo
ver, a corporation may change its financial policies suddenly before investors
have the opportunity to make changes in their portfolios. If these considera
tions are relevant, then the problem of the meaning of SWM remains in the
choice of financial policies.
Possible measures of shareholder wealth are accounting profits (earnings
per share), cash flows, and share price. Accounting profits, which are the net
revenues of a corporation after all costs of doing business are subtracted from
gross revenues, is an unsatisfactory measure since it is based on the accounting
for revenue and expenses, which may be manipulated to some extent within
generally accepted accounting principles (GAAP). Reported profits may also
be inflated by outright fraud in violation of GAAP, as occurred at Enron and
WorldCom, among other notable failures. Profits also do not take account of
the risk that is taken. A smaller return with less risk may represent greater
wealth for an investor on a risk-adjusted basis if a higher return is not com
mensurate with the greater risk.
Further, profits do not take account of the cost of capital, and so a company
could make profits and still be losing money if the cost of capital is not
covered. A remedy for this problem is use of the concept of economic value
added (EVA), which measures only profit in excess of capital costs. Free cash
flow, which is the actual cash generated minus capital expenditures, is not only
a good measure of the return on investment so far but also a fair predictor of
the future earnings that free cash flows make possible. In addition, this
measure is less subject to manipulation than is net revenue or profit.
The most common measure of shareholder wealth is share price, the price
of a company’s stock. In practice, SWM often means, simply, the focus on
raising the price of the company’s stock. However, share price is influenced by
many nonfundamental factors, including investor psychology, economic
trends, and market irrationality, all of which are beyond management’s control.
Furthermore, share price may be affected by the strategies of short-term inves
tors who have little stake in the long-term prospects of a firm. Thus, a costly
investment in research and development may not be valued by investors in
the current market. In such a case, how can it be determined what is in the
shareholders’ interest and whose judgment of shareholder interests should
prevail. Is the current share price really accurate and should the measure be
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the current price or one expected in the future? For all these reasons, manag
ing to maximize stock price may not be an adequate guide for pursuing SWM.
To meet these problems, Henry Hu proposes the “blissful-shareholder”
model.7 In this model, the managers of large publicly held companies with
actively traded stock and well-diversified shareholders should seek to maxi
mize “what the share price would be in a stock market that is completely
omniscient and fully efficient.”8 Management would thus have a fiduciary duty
to pursue what in their judgment are worthwhile projects, even if doing so
results in a reduction in the price of a company’s stock because of market
mispricing. The hazard in this model is that it elevates the judgment of
management over that of shareholders and the investment community, which
creates the potential for self-serving management entrenchment. In such
cases, the board of directors must play a critical role in evaluating the judg
ment of management and providing a voice for shareholders.
Bradford Cornell and Alan C. Shapiro propose that the objective of the firm
be measured by an “extended balance sheet,” which includes, in addition
to the usual assets and liabilities, the value to the firm of implicit claims to
various constituencies and the costs to the firm of honoring these claims.9
These constitute “organizational capital” and “organizational liabilities” respec
tively, and the difference between them is “net organizational capital,” which
represents a form of wealth that is not recorded by traditional financial
accounting practices. This proposal reflects the view that the value of a firm
consists not merely in its financial state but also in its organizational abilities
(and the failure of some financially restructured firms to perform lends cre
dence to this view).
The “blissful shareholder” model and the “extended balance sheet” model
each addresses the fact that maximizing wealth for shareholders is not a clear
objective for managers. Deciding which shareholders to favor and resolving
differences between shareholders and the firm both involve some value judg
ment about the worth of the respective claims. Short-term profits benefit
well-diversified shareholders with a strong preference for risk and a short time
horizon. By contrast, a decision to promote the long-term prospects of the
firm considers the interests of risk-averse shareholders as well as the various
constituencies with a stake in the survival of the firm.
For example, Hu considers other constituency statutes to embody a “bliss
ful shareholder” view because they permit directors to choose long-term value
over short-term shareholder gain in responding to a takeover bid. The longterm value of a firm has been understood by the courts in some cases to
include its value to employees, consumers, and society in general.10 Moreover,
SWM is subject to differing interpretations, and the choice between these
interpretations requires the use of value judgments. If the value of a firm is
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taken to be its value as an ongoing entity that is capable of creating wealth for
society indefinitely into the future, then managers cannot consider the inter
ests of individual shareholders or current stock price, but must take into
account the interests of all of the groups that make up the corporation.
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Do firms seek to maximize?
It is no secret that most business firms do not seek to maximize shareholder
wealth. If all corporations did, there would be no extravagant headquarters or
fleets of corporate jets; prices would be the highest possible and costs the
lowest, so that neither could be changed if the need arose to improve profit
ability, and every legal stratagem would be employed, no matter how uncon
scionable, in order to extract the full return from every dollar invested. Some
regard this failure to maximize shareholder wealth as a regrettable shortcom
ing of a system in which managers are able to consume perquisites, collude
with employees and customers against the interests of investors, and salve
their consciences and gain public approval with good works. Others hold
that SWM is a theoretical ideal that cannot and should not be realized in
practice.
In a 1960 article in the Harvard Business Review, Robert N. Anthony con
tended that most large, publicly held corporations do not attempt to maximize
profits but seek only a satisfactory level of profit—and that this is a good
thing!11 First, profit maximization is an impractical goal that, if pursued
single-mindedly, would have counterproductive consequences. Pricing, for
example, is not done by comparing demand and costs at all volumes—which
is a formidable task that is seldom attempted outside economics classrooms;
rather pricing is done by developing a “normal” price based on a conventional
cost-accounting system.
Similarly, capital budgeting does not commonly consist of comparing every
investment opportunity in order to select the one with the greatest return over
the marginal cost of capital. Typically, promising projects are selected if they
exceed a minimum expected return. Although decisions are often made by
inexact means that still aim at profits, ethics also plays a role in these decisions.
Business people have learned, for example, that pricing is only one aspect of
marketing and that higher prices can be charged if there is a high degree
of consumer trust. Some opportunities are pursued and others rejected for
reasons of a corporation’s social responsibility.
The main implication for ethics if firms deliberately seek only a satisfactory
return is that a surplus remains to be distributed. Whether managers divert
the surplus to themselves, as many maintain they do, or confer it upon employ
ees, customers, suppliers, or other groups is immaterial to the point that a
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distribution is being made by some criteria other than SWM. These distribu
tions are often justified on the grounds that they ultimately benefit sharehold
ers, but such claims are partially true at best. (It is unfortunate that corporate
managers feel compelled to justify decent treatment of employees—offering
generous severance packages to those laid off, for example—as indirectly
benefiting shareholders when, in truth, they believe that this is the compas
sionate thing to do.) These criteria for distribution are varied, but some include
ethical standards that are considered a part of responsible business conduct.12

SWM and social responsibility
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A major concern about SWM as the objective of a corporations is its possible
implications for practicing corporate social responsibility (CSR). Although the
responsibility of a business firm to serve social ends is much debated, corpora
tions typically devote some resources to philanthropy and other worthwhile
social initiatives.13 However, the objective of shareholder wealth maximization
might seem to be incompatible with the pursuit of corporate social responsi
bility. CSR also includes addressing the social costs of production, also known
as externalities. Social costs or externalities are costs of production, such as
pollution, that are not internalized (factored into the price of a product) but
externalized (passed on to society). Given the SWM objective, what should
firms do with regard to CSR, including social costs or externalities?
Friedman’s argument
The economist Milton Friedman, who holds a strong version of the SWM
objective, has argued against the idea of corporate social responsibility by
saying:
This view shows a fundamental misconception of the character and nature of a
free economy. In such an economy, there is one and only one social responsibil
ity of business—to use its resources and engage in activities designed to increase
its profits so long as it stays within the rules of the game, which is to say, engages
in open and free competition without deception or fraud.14

Friedman’s argument proceeds mainly from the premise that when managers
make decisions in their capacity as agents of the corporation and not as private
citizens, they have an obligation to serve the interests of the corporation alone.
Otherwise, they are taking on the role of public officials with the power to tax,
and as such they ought to be elected through the political process and not by
the shareholders of private business firms.
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He writes further:
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What does it mean to say that the corporate executive has a “social responsibil
ity” in his capacity as businessman? If this statement is not pure rhetoric, it must
mean that he is to act in some way that is not in the interest of his employers.
For example, that he is to refrain from increasing the price of the product in
order to contribute to the social objective of preventing inflation, even though
a price increase would be in the best interests of the corporation. Or that he is
to make expenditures on reducing pollution beyond the amount that is in the
best interests of the corporation or that is required by law in order to contribute
to the social objective of improving the environment. . . . In each of these cases,
the corporate executive would be spending someone else’s money for a general
social interest. Insofar as his actions in accord with his “social responsibility”
reduce returns to stockholders, he is spending their money. Insofar as his actions
raise the price to customers, he is spending the customers’ money. Insofar as
his actions lower the wages of some employees, he is spending their money.15

In presenting this argument, Friedman acknowledges that there are “rules
of the game,” and these rules may impose more obligations on corporations
than he realizes. The operation of a free market requires an extensive set of
rules that we often overlook. These include common understandings, back
ground institutions, the legal system, and government regulations. In addi
tion, corporations, like government and other institutions in society, gain the
legitimacy needed for survival by meeting people’s legitimate expectations.
This point has been expressed as the Iron Law of Responsibility: “In the long
run, those who do not use power in a manner which society considers respon
sible will tend to lose it.”16 Friedman accepts the need to consider matters of
social responsibility in order to serve the ultimate interests of the corporation,
but he appears to underestimate the attention to such matters that this longterm perspective requires.
Friedman charges that acts of social responsibility, such as spending money
to prevent pollution beyond the amount that is in the corporation’s best inter
est, takes money away from shareholders, employees, and other groups. To
be sure, acting in a socially responsible manner involves trade-offs between
the interests of different constituencies, and managers must be careful not to
exceed their authority and assume the powers of elected officials. However,
managing trade-offs is a task that is inherent in management decision making.
Thus, spending money on pollution might be described not as spending other
people’s money without authority but as bargaining with environmentalists
who have the power to affect the corporation as consumers (who can boycott
the company’s products), as citizens (who can lobby for government regula
tion), and even as employees and shareholders, who favor environmental
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protection and are willing to accept less in wages or dividends in order to
achieve this goal.
Friedman would not object to spending money to prevent pollution as long
as the expenditure is in the best interest of the corporation. However, the best
interest of the corporation is not merely what the shareholders of the moment
prefer, because managers deal with all constituencies on whose cooperation
the corporation depends. Corporations organize production involving many
input providers, and a major task of management is securing commitments
from these diverse constituencies.17 Short-term shareholders might complain
that managers are spending their money in preventing pollution, and they
might respond by driving the price of the stock down. However, we have
already noted that stock price is not always a reliable indicator of shareholder
value. Acting in the best interest of the corporation may require a long-term
perspective, such as the “blissful shareholder” model, and taking such a per
spective leads to more socially responsible behavior than Friedman’s argument
suggests.
Problem of social costs
Social costs or externalities pose a particular challenge to shareholder wealth
maximization since the pursuit of this objective would seem to counsel,
even demand, that managers externalize costs at every opportunity. Every cost
passed on to society is one that shareholders do not have to bear. In some
instances, internalizing costs is a matter of being a socially responsible corpo
ration and so the problem of social costs or externalities may be addressed,
in part, as a matter of CSR. That is, to the extent that SWM is compatible with
CSR, it may not entail the externalization of all costs. One way of ensuring
this compatibility is government regulation to require internalization, for
example, by laws limiting pollution. In this way, internalizing costs become
part of the “rules of the game” that Friedman cites as a constraint on the
pursuit of SWM.
Another response to the challenge posed by social costs or externalities
is the argument that pursuing the objective of SWM indirectly solves this
problem. Managing a corporation so as to maximize shareholder wealth, the
argument goes, results, in the end, in greater wealth for society that enables it
to pay the social costs generated by business. In particular, managing for SWM
leads to more efficient production, which in turn has social benefits. Frank
Easterbrook and Daniel Fischel make the point in the following way:
A successful firm provides jobs for workers and goods and services for consum
ers. The more appealing the goods to consumers, the more profit (and jobs).
Prosperity for stockholders, workers, and communities goes hand in glove with
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better products for consumers. Other objectives, too, come with profit. Wealthy
firms provide better working conditions and clean up their outfalls; high profits
produce social wealth that strengthens the demand for cleanliness. . . . [W]ealthy
societies purchase much cleaner and healthier environments than do poorer
nations—in part because well-to-do citizens want cleaner air and water, and in
part because they can afford to pay for it.18

Thus, a wealthier society is better able to afford the cost of pollution, for
example, because it has both the desire and the resources to clean up the
environment.
However, this response does not address the question of who pays. The
wealth created by pursuing the objective of SWM would seem to be the same
regardless of whether corporations internalize or externalize costs. (One rel
evant factor is which party can clean up pollution, for example, at the lowest
cost?) So the problem remains: Should corporations bear the costs of produc
tion by internalizing them? Or is it permissible for corporations to externalize
these costs by passing them on to society? Easterbrook and Fischel propose a
market solution that is compatible with SWM. They write:
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The task is to establish property rights so that the firm treats the social costs
as private ones, and so that its reactions, as managers try to maximize profits
given these new costs, duplicate what all of the parties (downstream users and
customers alike) would have agreed to were bargaining among all possible
without cost.19

The crucial point in this argument is that a clear assignment of property
rights would force firms to internalize what would otherwise be external costs.
For example, if third-party victims of pollution could demand compensation
for damage to their property caused by the pollution in the stream, then firms
would be forced to include this compensation in their cost calculations,
thereby internalizing the cost of pollution. This cost could be paid by a
company either by cleaning up the discharge into the stream or by paying
compensation, whichever is cheaper.
This argument exemplifies the Coase Theorem, which holds that externali
ties do not cause a misallocation of resources provided that there are defined
and enforceable property rights and no transaction costs—that is, that the
affected parties could form contracts at no cost.20 A flaw in the argument,
however, is the absence, in many cases of externalities, of both property rights
and zero transaction costs.21 Although steps can be taken to remedy both of
these factors, they are likely to remain insurmountable obstacles to the solu
tion that Easterbrook and Fischel propose.
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The conclusion to be drawn, then, is that SWM is likely to remain an obsta
cle to addressing the problem of social costs or externalities. If corporations
are to be socially responsible in addressing this problem, then there must be
either some relaxation of the SWM objective to admit socially responsible
conduct or else more extensive government regulation.
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Risk Management
Managing risk is a large part of finance. Risk is of great concern to individual
investors and the managers of investment funds, and, indeed, any firm involved
in financial markets or financial services deals with risk in some way. This task
also belongs to the financial managers of any business enterprise, whether in
finance or some other area, since all financial decisions in business involve
some attention to risk. However, risk has many sources and can be addressed
by different means, and so risk management must be the responsibility
of people throughout any organization. Viewed broadly, the category of
risk encompasses all the bad things that could happen, and managing for
their potential occurrence is obviously a large part of engaging in business
activity.
The management of risk has a long history. In his book Against the Gods:
The Remarkable Story of Risk, Peter L. Bernstein locates the dividing line
between modern times and the centuries of human existence preceding it in
the mastery of risk, which occurred, during the Renaissance, with the discov
ery of the mathematics of probability.22 This development showed that the
misfortune that occurs in life could be subject to active human control rather
than being endured passively as the whims of the gods. For centuries follow
ing, managing risk for the benefit of society was the main function of the
insurance and banking industries, which employed actuaries and statisticians
to calculate the probabilities of untoward events. Governments have also long
played a role in managing risk for its citizens.23
Modern risk management developed in the 1970s in financial institutions
as they took greater risks in making business loans, trading securities for their
own account, and creating new financial instruments. Theoretical discoveries
during this period, such as modern portfolio theory, the capital asset pricing
model, and option pricing theory, led to a vast expansion in the use of deriva
tives of various kinds. This very profitable activity required highly accurate
calculations of the downside risk as well as the upside return. Finance theory
stresses the ideas that risk represents an opportunity as well as a hazard and
that the aim of business should not be merely to avoid or reduce risk but to
seek the optimal return at an acceptable level of risk.
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What is risk management?
Risk is central to finance. First, risk and return are inextricably linked since
without risk there would ordinarily be no return on an investment. Any return
is compensation for the risk taken and, typically, the greater the return sought,
the greater the risk that will have to be taken. An investor must seek to ensure
that the expected return is commensurate with the risk and that the level of
risk is acceptable. Second, risk is not always a readily known quantity, and
much financial activity is devoted to determining the amount of risk being
taken—along with the return, of course. In making a loan, for example, a bank
must calculate the risk of default in order to determine the appropriate interest
rate. Similarly, the price of a security or the premium for an insurance policy
depends on complex calculations of risk. Means must be found to calculate
risk, and in recent years this has been done using highly sophisticated math
ematical measures and models.
Risk in investment is confined mainly to individual financial instruments
and whole portfolios of such instruments. However, a business firm, whether
it be in finance or some other area, must consider a wider range of risks.
The main types of risk have been commonly classified as credit risk and
market risk. Thus, creditors to whom debts are owed run the credit risk
that these debts may not be paid, and decreasing market demand for a com
pany’s products is an example of market risk. The holder of a bond, for
example, needs to be concerned, first, with the possibility of default by the
issuer (credit risk) and, second, with potential changes in interest rates (market
risk); both kinds of risk can significantly impact the value of a bond. More
recently, the field of risk management has come to include the category of
operational risk, which results from events that affect a company’s operations,
such as a storm that prevents delivery by a supplier.24 Reputational risk, which
involves damage to a company’s brand or franchise, has also become widely
recognized.25
In the past few decades, risk management has extended beyond finance to
virtually all businesses to become what is called enterprise risk management
(ERM). This large and important function is described by one writer as involv
ing “the identification and assessment of the collective risks that affect firm
value and the implementation of a firm-wide strategy to manage those risks.”26
For financial and nonfinancial firms alike, the goal of ERM is to maximize the
value of the enterprise by shaping the firm’s risk profile. This consists of iden
tifying all of the risks faced by the firm, including their likelihood and poten
tial costs, targeting an acceptable level of risk, developing a plan to keep risks
within the preferred limits, and carefully monitoring the implementation of
this plan.
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One feature of ERM is its comprehensive nature: virtually all adverse condi
tions that could affect a company’s performance have come to be labeled risks
and made into a subject for risk management. Second, ERM recognizes that
risks do not occur in silos but interact with each other in a complex dynamic
process. Therefore, the management of all risk cannot be undertaken in isola
tion or in a piecemeal manner but must be considered together in an integrated fashion. Third, ERM is no longer a specialized function of low-level
risk managers but a task for the C-level officers and the directors of a corpora
tion. Indeed, many companies have created the office of chief risk officer to
aid the CEO, CFO, and the board in placing risk management at the center of
corporate decision making. Thus, ERM is different from traditional risk man
agement in that it treats risk in a comprehensive and integrated manner at the
highest levels of decision making.
There are five main responses to risks: a firm may avoid a risk entirely, for
example, by not entering a certain line of business; it may seek to reduce a risk
by taking appropriate action; the risk may be hedged so that a loss-inducing
event is offset by some gain; the risk may be transferred so that it is assumed
by another party, often with compensation as in the case of insurance policies;
or it may be borne. This latter response may be taken either because the risk
cannot be avoided, reduced, hedged, or transferred or else because it repre
sents a business opportunity in which the firm can profitably employ its core
competencies and investment resources. Indeed, the competitive advantage of
any firm lies in its ability to exploit the opportunities created by the right,
carefully selected risks.
The main tools for implementing ERM are financial instruments to hedge
or transfer risks, operational changes that avoid or reduce risks, and capital
reserves to prevent insolvency in cases of loss due to risks. Changes in interest
rates or currency values can be hedged, for example, by swaps or options;
insurance policies transfer risk from a company to the insurer; the risk of loss
from fire can not only be transferred by the purchase of insurance but can be
reduced by investment in prevention; and setting aside reserves to cover losses
can avoid disruption of business from losses. One function of equity capital
in a corporation and bank capital reserves is to enable the business to absorb
losses and continue operation. Since there are usually several tools available
for managing any particular risk, the choice typically depends on the com
parative costs.
Risk management played a role in the recent financial crisis, first, by facili
tating the construction of collateralized debt obligations (CDOs), which are
securities that bundle together large numbers of loans and divide them into
tranches with different risks and rates of return. More mathematical models
were needed for the construction of other exotic financial instruments, such
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as synthetic CDOs and credit default swaps (CDSs). A second use of risk
management occurred when banks assessed the risk of their portfolios, which
included large volumes of CDOs and similar securities. Although they assumed
very substantial risks by leveraging their capital—in some instances more than
thirty to one—the banks were able to do so with great confidence because they
had measured their risks very precisely by newly developed model-based
techniques. In particular, value at risk (VaR) became a widely adopted tool for
determining the risks posed by a bank’s portfolio. VaR gave users a great sense
of confidence that their firm’s risks were being managed prudently—mistakenly,
as it turned out.
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Ethical issues in risk management
It seems only prudent to manage risk. This is certainly true if the only alterna
tive is a return to the superstition and blind acceptance of fate that Bernstein
describes in Against the Gods. The development of sophisticated risk manage
ment techniques based on a mathematical treatment of probability has been
a decided boon for mankind. However, important questions can be raised
about the general enterprise of risk management. Bernstein cautions that risk
management could become “a new kind of religion, a creed that is just as
implacable, confining, and arbitrary as the old.”27 An overreliance on numbers
may lead, he says, to errors as serious as those committed by ancient priests
who placed faith in omens and offerings. Risk management may also create
an overconfidence that leads to disaster. As Niall Ferguson has quipped, “those
whom the gods want to destroy they first teach math.”28
There is no question that risk ought to be managed, but it matters immensely
which risks are managed, by whom, with what means, and for whose benefit.
Modern risk management is a distinctive recent development in which certain
kinds of risks are treated in a certain manner by certain actors for certain ends.
As Lisa Meulbroek has written:
Risk management is not only a decision about how much risk the firm should
bear, it is also a decision about much risk the firm’s customers or suppliers are
prepared to bear. As a more general matter, suppliers, customers, community
members, firm shareholders, and employees are all risk bearers for a firm. Man
agers must determine the optimal level of risk for all parties and consider not
only how each individual risk affects the firm’s total risk exposure, but also
evaluate the optimal way of managing and distributing those risks.29

What specific impacts can a firm’s practice of risk management have on
parties other than the firm? First is the obvious point that a firm generally
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identifies only those risks that create a potential loss for the firm itself and
ignores any impacts that are borne by others. The category of risks is indefi
nitely elastic as firms succeed in their relentless quest to externalize costs and
to exploit situations of moral hazard. This category also includes systemic risk,
which is not only beyond the power of any one firm to manage but is also a
risk that affects all groups in an economy. Thus, ethics is involved in the identification of risks to be managed.
In the recent financial crisis, the risks of loans, including subprime mort
gages and the CDOs that were securitized from them, were of little concern
to banks once these risks were transferred to other parties. The main risks
that were managed were confined to the banks’ own portfolios; the losses that
might result from these “toxic assets” were someone else’s problem. Similarly,
the moral hazard that the implicit government guarantee provided to “toobig-to-fail” institutions and the systemic risk that their activities posed were
opportunities to be exploited, without regard for the consequences to others.
Second, other groups are affected by the means that firms select to manage
risk. Any given means chosen will have impacts on different groups, and the
choices made will distribute these impacts differently. For example, a firm that
avoids certain risks might deny benefits that people would otherwise enjoy, as
when the uncertainties of flood damage lead insurance companies to cease
issuing such policies, thereby forcing homeowners to assume that risk them
selves, or else to rely on government. A company that reduces the risk of
workplace injury by making safety improvements does so in a way that ben
efits workers, but if it chooses instead to transfer that risk by purchasing an
insurance policy, then the benefit to workers is changed. The company has
traded ex ante safety on the job for ex post compensation in the event of an
accident, which may not be the workers’ preference.
However, the transactions in question may occur without full understand
ing, so that risks are assumed unknowingly and without consent. Thus, in the
financial crisis, much of the risk of subprime mortgages was transferred to
unwitting borrowers, who in some cases lost their life savings, and these risks
were also borne by savers who were unaware that their mutual funds and
pension funds contained securities backed by these same subprime mortgages.
Although banks thought that they had transferred the risk of securities in their
own portfolios by means of credit default swaps, the risk returned to them—
and to taxpayers!—when the issuers of these swaps were unable to pay claims.
The transfer of risk, which often occurs without much awareness or con
sideration, is a major development in recent history. In The Great Risk Shift,
Jacob Hacker documents how corporations and governments are shedding
many of their traditional responsibilities and putting a greater burden on
ordinary people in such areas as employment, healthcare, education, and
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retirement, with a resulting erosion of economy security.30 Much of this shed
ding of traditional responsibilities is due to the pursuit of profit, as banks cease
to bear the risk of loans by securitizing them and collecting fees instead, and
many corporations have changed the forms of their pension plans so as to
shift the risk in retirement portfolios to employees. This massive transfer of
risk, whether good or bad, is certainly a matter of ethics.
A third area in which risk management has ethical implications lies in the
choice of an acceptable level of risk. In managing risk, a firm identifies its own
appetite or tolerance for risk and acts accordingly. Because shareholders gen
erally prefer a higher level of risk than other groups, risk management systems,
which generally lessen risks, serve to reduce conflicts between shareholders
and other groups over risk preferences. However, conflicts may remain not
only over the level of risk but also over the types of risk. Individuals can
respond to any chosen level of firm risk and seek to secure their own risk
preferences. For example, workers may change jobs to secure safer working
conditions or may bargain in a union for greater safety. However, the oppor
tunities for such steps are limited, so that workers may still bear some risks
they would prefer to avoid.
Aside from the identification of the risks to be managed, the means for
managing them, and an acceptable level of risk, there is a fourth ethical
concern. Risk management may create a false sense of confidence that leads
firms to assume too much risk. This false sense of confidence may also extend
to the public, leading ordinary people to accept too high a level of risk as
well. The existence of apparently sophisticated risk management systems may
create an illusion that all risks are understood and under control so that even
a high level of risk is deemed acceptable. As Nassim Taleb has observed,
the greater danger comes not from a high level of known risks but from the
unknown risk of low-probability but high-impact events, which are by their
nature unpredictable—and hence unmanageable.31 Therefore risk manage
ment systems may themselves be a source of risk by creating a false sense of
confidence that blinds managers and the public to the hazards that they actu
ally face.
This false sense of confidence may extend from risk management tools to
the legitimacy of the whole corporate system. The public demands that risk
be managed, and so the key institutions in society must at least give the impres
sion that this task is being addressed competently, whether it is or not. Risk
from low-probability, high-impact events is especially difficult, if not impos
sible, to manage, but the legitimacy of business may depend on maintaining
a convenient fiction of competent control. Risk management meets this need
by inspiring public confidence in corporations, countering fear and suspicion
of their activity, and defusing or deflecting blame when things go wrong.
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When such legitimacy is earned, then everyone benefits, but there is also the
danger that risk management serves to deceive the public by erecting a “mana
gerial smokescreen” to maintain “myths of control and manageability.”32
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The failure of risk management
Given the role of risk management in the financial crisis, ethical questions
may be raised about the use of risk management measures and models.
However, the prominent role of risk management in the crisis does not neces
sarily mean that it was at fault in some way. Some risks are worth taking, and
even great risks may be rationally chosen if the returns are sufficiently high.
The task of risk management is to ensure that top management knows
and understands the risks and the potential gains and makes prudent tradeoffs. Moreover, mistaken judgment is not necessarily ethical failure, and so
a question for ethics is how to determine when incompetence becomes
immorality.
Critics identify four theoretical problems with the techniques of risk man
agement. First, in developing measures and models, risk management attempts
to quantify the probability of extremely rare events that occur far out on the
tails of normal distribution curves. Some experts question whether such
assignments of probabilities are even meaningful,33 while others note the
inherent unreliability of decisions based on any such probability measure
ments.34 This is the problem of “fat tails” or “black swans,” which have either
no known distributions or else distributions too scant to be successfully
modeled. Peter Bernstein asks, “How can we instruct a computer to model
events that have never occurred, that exist beyond the realm of human imagi
nation?”35 Risk management also assumes that the past is a reliable guide to
the future, so that predictions can be made with models that use historical
data. In the case of extremely rare events, however, historical data may be
unavailable or of little predictive value, and data for even more common
events may become unreliable when circumstances change.
Second, models assume a deterministic world that operates according to
physical laws that can be expressed mathematically. Calculations of probabili
ties are reliable only when events are the result of an underlying causal system
that may be imperfectly understood but is still orderly. Thus, weather predic
tions may be difficult, but they are still possible since rain occurs according
to fixed laws of physics. However, economic behavior is an extremely complex
phenomenon, with far too many variables to be accommodated in any model,
and, further, human behavior, which is being modeled, does not follow fixed
laws of physics, like those for rain.
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In addition, models assume that a knowledge of probabilities does not
affect the causal system or its outcomes. When people carry an umbrella after
a forecast of rain, their behavior can have no impact on whether it actually
rains. This is not true in risk management models: people following models
can affect the outcome, especially in times of crisis.36 Models assume random
ness, but they can lead traders to take similar positions based on the same
information and to take identical actions in crises, so that the market ceases
to be random. (The October 1987 stock market crash is often used as an
example of this phenomenon.) Because of such model-inspired herd behavior,
Daníelsson argues, “The basic statistical properties of market data are not the
same in crisis as they are during stable periods; therefore, most risk models
provide very little guidance during crisis periods.”
Third, in using models, it is difficult to anticipate the interactions among
variables, which can often result in the compounding of consequences from
small changes. This problem, which is known as procyclicality, may result
when small changes in such factors as prices, volatility, and liquidity, which
often occur in crises, lead to vicious feedback loops that produce large, unex
pected effects. The nonlinear dependence involved in such large magnitudes
of change may be more of a problem than fat tails or black swans, because it
is harder to detect and model.37
Fourth, a great deal of criticism has been directed toward value at risk as
a measure. VaR utilizes sophisticated mathematical formulas to circumvent
the need to perform an immense number of calculations about each asset in
a portfolio. Its widespread adoption is due to the convenience of a single dollar
figure that represents the maximum amount that a portfolio might lose in
a certain period of time with a specified degree of probability. For example, a
manager might be informed that there is a 99 percent probability that the
maximum amount that a $100 million portfolio could lose in the next seven
days is $10 million, or 10 percent. With a sufficient gain, this risk may be
considered worth taking since the loss is acceptable and has a very small prob
ability of being any worse.
VaR proved to be of limited value in the recent crisis in part because it
leaves the possible losses in extremely rare conditions unspecified. Measures
of VaR with a 95 percent or a 99 percent degree of probability do not even
attempt to estimate the losses that could occur in the realm of the 5 percent
or the 1 percent range, which could be enormous. Moreover, this lack of atten
tion to possible losses from very low-probability events may encourage traders
to seek investments with an overall low level of risk but the potential for
enormous losses in extremely unlikely cases. Such trades may not come to the
attention of a manager using VaR as the only measure of risk.
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Furthermore, VaR assumes normal distributions of even very rare tail
events, but, as critics argue, this underestimates the probability of some
adverse event or other occurring. Although any given low probability may be
unlikely (by definition), it is quite likely at any given time that some improb
able event or other will occur. Critics also note that VaR takes little account
of correlation, when events, such as housing foreclosures, are related, as
occurred in the financial crisis. In addition, VaR does not work well in crises
because it assumes that positions can be sold or hedged costlessly, whereas in
times of stress, when liquidity or confidence is lacking, assets may have no
buyers or may be sold only at a deep discount. For this reason, VaR has been
compared to an airbag that always works except in crashes.38
A final criticism is that VaR calculates only the specific risk of a firm’s own
portfolios and not the systemic risk for the whole economy. As Richard Posner
observes:
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The essential point is the difference between a 1 percent probability that a firm
will go broke, because of risky lending, and a 1 percent chance of a depression
because the lending financial firms have a correlated 1 percent risk of going
broke. The toleration of the risk is rational for each firm, irrational for society.39

Posner’s observation cites not only the risk of correlation—for example, the
failure of one broker-dealer such as Bear Stearns or Lehman Brothers would
have posed little risk to the economy if every other financial firm had not also
been in perilous condition and thus unable to absorb the loss—but also the
fact that VaR is calculated only by firms with regard to their own specific risk,
not to the systemic risk for the whole economy.
On a more practical level, managers have been criticized for using risk
management tools, including VaR, as justifications for taking even greater
risks in a search for maximum returns without fully understanding the extent
of these risks. Although risk management may provide a plausible cover
for taking extreme risks, prudent managers may use it to draw different
conclusions. Measures and models are only as good as their interpretation
and application. As one writer observes, “Not taking risks one doesn’t under
stand is often the best form of risk management.”40 The story is told about
how Goldman Sachs bankers decided to rein in their risks after they sought
to discover the cause of declining results from their profit and loss models,
which were still satisfactory but worrisome.41 By drawing a different conclu
sion than their competitors might have, Goldman Sachs avoided significant
losses. Furthermore, recent indicators before a crisis are generally benign,
even promising, and, as John Cassidy observes, that may be the time to get
worried.42
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The development of risk management, especially by means of sophisticated
mathematical measures and models, is not only a remarkable intellectual
achievement but also a decided practical benefit. However, like all important
innovations, risk management comes with significant ethical challenges that
must be addressed, by both practitioners and regulators. Some failures must
be expected but not ignored.
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Ethics of Bankruptcy
Bankruptcy occurs when individuals and corporations that have insufficient
assets to pay their debt obligations are subject to laws that provide some pro
tection from creditors. Personal bankruptcy absolves individuals of many
debts and enables them to secure a “fresh start.” For businesses, bankruptcy
provides temporary relief from the obligation to pay debts while they seek to
reorganize, or else it produces an orderly liquidation of assets in which, ideally,
all creditors are treated fairly, if not made whole.
Bankruptcy of an individual or a firm is commonly thought to constitute
a failure. The only ethical issues, in the minds of many people, are the broken
promises to pay debts and the faulty character involved in accumulating upay
able debts. Prior to 1893—the year in which the United States enacted the
first federal bankruptcy code—individual debtors could lose all their worldly
goods and even be sent to prison, and insolvent firms were quickly liquidated
by creditors in a mad scramble for salvageable assets. This harsh treatment
was generally regarded as just punishment for the bankrupt’s profligacy, and
an injustice was thought to occur only when creditors were not made whole.
In finance, by contrast, bankruptcy is typically regarded as a natural event
in an impersonal and unforgiving marketplace. Firms that cannot compete
are eventually forced out of existence. Nothing of value in the economy is lost
as long as the assets of the bankrupt firm are redeployed by others. Individual
creditors may lose money, but that is part of the risk of doing business, for
which there is some offsetting reward. No moral opprobrium is attached to
bankruptcy. In fact, bankruptcies should be welcomed, because this ruthless
Darwinian struggle for survival strengthens the economy. The only moral
consideration in this financial view of bankruptcy is the rightful settling of
claims, which is largely a matter of enforcing, to whatever extent is possible,
the commitments made by a firm before it became insolvent. This rightful
setting of claims should also be accomplished with a view to efficiency.
Thus, the reorganization or liquidation of firms should be done not only fairly
but also at the lowest cost and in a way that puts assets to their most produc
tive use.
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In contrast to both the common view of bankruptcy as a moral failing
and the nonjudgmental view in finance, bankruptcy raises many difficult and
important ethical issues. These issues arise primarily from the use—or some
would say, the abuse—of bankruptcy protection.43 In recent years, solvent
firms have filed for bankruptcy for many reasons: to defer or avoid payments,
renege on contracts, stop litigation, evade legal liability, break unions, and get
rid of pension plans. Instead of being a last resort in a fight for survival, bank
ruptcy has become, in the view of its critics, just another management strategy
for maximizing profits.44 In the book Strategic Bankruptcy: How Corporations
and Creditors Use Chapter 11 to Their Advantage, Kevin L. Delaney coins the
term “strategic bankruptcy” and argues that bankruptcy is often a choice that
companies make to achieve strategic ends.45
The discussion of bankruptcy that follows is concerned with the ethical
justification of the bankruptcy system and, in particular, with what might
constitute an ethically objectionable abuse of the bankruptcy process in cases
of strategic bankruptcy. The ethical questions are concerned, at bottom, with
the legal framework of the bankruptcy system, and as such they must be
answered primarily by the drafting of bankruptcy legislation. However, the
decisions of managers to engage in strategic bankruptcy can be criticized from
a moral point of view. Indeed, moral concern about these abuses and other
unfair treatments in bankruptcy proceedings has prompted heated debate and
calls for reform.
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Ethical basis of bankruptcy
The use of bankruptcy as a management strategy has been facilitated by a
system that enables, indeed encourages, distressed or insolvent firms to reor
ganize instead of liquidating. The 1893 US Bankruptcy Act required firms
filing for bankruptcy to liquidate, and it was not until 1938, during the Great
Depression, that a law was enacted to protect insolvent firms from their credi
tors and permit reorganization. A major overhaul of the Federal Bankruptcy
Code in 1978 (with further revisions in 1994) restructured the 1893 Act and
created Chapter 11, under which corporate bankruptcy petitions are now filed.
The 1978 Act eased the conditions for declaring bankruptcy (a company need
not be insolvent, but must demonstrate merely that it faces insolvency without
protection from creditors), and the Code removed the stigma from bank
ruptcy by eliminating pejorative terms (bankrupts are now called debtors, for
example).
Once a firm files for bankruptcy under Chapter 11, creditors are prevented
from enforcing their claims. The managers of the firm are left in control
(unless a court finds dishonesty, mismanagement, or incompetence), and
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they are allowed a period of time (initially 120 days, with extensions possible)
to develop a reorganization plan. A plan generally reduces the claims of
creditors and specifies how these reduced claims will be met. The plan offered
by management must be accepted by most of the creditors whose claims
are reduced. The plan must be approved by the shareholders as well.46 In the
event that no management plan is accepted within the time allowed, creditors
are permitted to submit their own plans, subject to the same rules for
acceptance.
The financial argument for this system of bankruptcy is that it maximizes
a firm’s assets.47 The underlying assumption is that insolvency often results
from uncontrollable outside forces or from innocent management mistakes.
If insolvent but financially viable firms are given the opportunity to reorgan
ize, then they can return to profitability and repay their creditors. Such an
outcome is preferable, from a financial point of view, if reorganization instead
of liquidation leads to more productive deployment of a firm’s assets. This is
often the case, because assets generally have greater value when they continue
to be held by an ongoing entity than when they are broken up and sold off
piecemeal. However, a bankrupt firm cannot be operated as an ongoing entity
if diverse creditors are allowed to press their conflicting claims. The solution,
which is provided by bankruptcy law, is to force creditors to act collectively
and to create incentives for them to make wealth-maximizing decisions.48 In
short, bankruptcy law forces creditors, who have control during the bank
ruptcy process, to act like a group of shareholders with responsibility for
enhancing the total value of a firm instead of acting as individual claimants
who are concerned only with getting their due.
The ethical argument follows directly from the financial argument.
Called the “creditors’ bargain,” this argument employs a hypothetical contract
approach and asks what bankruptcy system would all creditors agree to in
advance of any bankruptcy proceedings.49 That is, suppose that creditors, both
secured and unsecured, could write the Bankruptcy Code. What provisions
would the law contain? The answer, it is assumed, is that creditors would favor
a system that maximizes a firm’s assets and hence its ability to repay all credi
tors, either through liquidation or reorganization. Although individual credi
tors, especially those with secured claims, might collect more of what they
are owed in particular cases by liquidation, the cost and uncertainty of these
alternatives make them less attractive as a universal system, when, in other
cases, the same creditor may have unsecured claims. In addition, liquidation
eliminates jobs and has an impact on customers, suppliers, communities, and
other stakeholder groups. Thus, easy access to bankruptcy protection not only
deploys assets more productively—which benefits creditors—but also enhances
the welfare of society.
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Use and abuse of bankruptcy
Easy access to bankruptcy protection has resulted in a number of controversial
uses of the law that were not envisioned by Congress in creating the modern
bankruptcy system. Consider the following.

Copyright © 2013. John Wiley & Sons, Incorporated. All rights reserved.

Product liability suits
In August 1982, Manville Corporation, a Fortune 500 company with annual
earnings of $60 million and a net worth in excess of $1 billion, declared bank
ruptcy. Manville’s business was healthy, but many users of its main product,
asbestos, were not, and the sick and dying were threatening to bury Manville
in a flurry of lawsuits. Manville had already settled 3500 suits at a cost of $50
million, 16 500 were still pending, and new suits were being filed as the rate
of 500 per month. In the bankruptcy petition, the company claimed that future
suits against the company would eventually total between $2 billion and $5
billion dollars. In 1985, A.H. Robins filed for bankruptcy protection after
agreeing to settle the claims of women who suffered injuries from the Dalkon
Shield intrauterine birth-control device, and Dow Corning Corporation
sought bankruptcy protection in 1995 in the face of heavy liability from suits
over silicone breast implants that women blamed for a variety of disorders.
Collective bargaining agreements
In 1983, two solvent companies, Wilson Foods and Continental Airlines, filed
for bankruptcy protection on the grounds that generous labor contracts placed
the companies at a competitive disadvantage that might eventually make them
insolvent. Bankruptcy enabled each company to void collective bargaining
agreements currently in force and to slash wages virtually in half. Continental
also laid off about 65 percent of its workforce and resumed operation as a
low-fare, nonunion carrier. Wilson Foods and Continental were following in
the footsteps of Bildisco, a New Jersey building supply firm, which successfully
broke a labor contract with the Teamsters Union by filing for bankruptcy.
In the 1984 Bildisco decision, the US Supreme Court held that collectivebargaining agreements are no different from any other contracts and can be
unilaterally rewritten or terminated if the long-term solvency of the firm is at
stake.50 Congress has since revised the Bankruptcy Code to limit the ability of
companies to act in this manner.51
Liabilities and obligations
Bankruptcy has enabled many companies to reduce or avoid substantial lia
bilities and contractual obligations. LTV Steel used Chapter 11 in an attempt
to dump $2.3 billion in underfunded pension liabilities onto the federal
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Pension Benefit Guaranty Corporation, and in the ensuing court fight, thou
sands of retirees found their pension benefits jeopardized. Texaco was ordered
by a court to pay Pennzoil damages of $10.5 billion for “stealing” Getty Oil
during merger negotiations between Pennzoil and Getty. Despite $35 billion
in assets, Texaco declared bankruptcy and managed to reduce the payment
for damages to $3 billion. The 1983 bankruptcy of HRT Industries, the opera
tor of a chain of discount stores, achieved several ends.52 Despite holding net
assets of $50 million, the company declared bankruptcy because of a “very
recent” cash-flow problem after receiving the bulk of its merchandise for the
Christmas season. Afterwards, HRT closed more than thirty unprofitable
stores. The company’s short sojourn in Chapter 11 thus enabled HRT to get
an interest-free loan on all of its debt and to terminate a number of onerous
long-term leases.

Copyright © 2013. John Wiley & Sons, Incorporated. All rights reserved.

What is wrong with strategic bankruptcy?
The charge that companies such as Manville, Dow Corning, Continental, LTV,
and Texaco are abusing the bankruptcy system suggests some moral wrong,
but it is difficult to identify that wrong precisely. One charge is that these
companies are using the bankruptcy law for purposes other than that for
which it was enacted. However, to use a law for an unintended end is not itself
morally objectionable. Once a law is on the books, its use is limited solely by
the wording of the law, not by the intent of the legislature in passing it. (For
example, the use of SEC Rule 10b-5 to prosecute insider trading represents a
novel application of law beyond its original scope.)
A second charge is that bankruptcy is being used in these instances to avoid
ethical and legal obligations that result from contractual agreements or court
judgments. However, bankruptcy law is designed, in part, to enable a firm to
fulfill its obligations to the maximum extent possible, consistent with fairness
and efficiency, when the firm is unable to fulfill these obligations fully. That
is, Congress, in creating the bankruptcy system, has already taken into account
the fact that a firm seeking bankruptcy protection will be avoiding some
ethical and legal obligations, and Congress has determined that, all things
considered, it is better to permit a firm to fulfill its obligations only in part
and to continue as an ongoing entity than to require an immediate liquidation
in which creditors will still not be made whole.
Furthermore, by seeking bankruptcy protection, firms do not avoid
their obligations entirely but negotiate the terms under which they will be
filled, and in the end, the claimants are often well served. When Manville
emerged from bankruptcy in 1986, the majority of stock was transferred to
two trusts, one to pay claims for health-related injuries and the second to pay
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for property damages. The victims of Manville thus became the owners,
and the ability of these new owners to be compensated depends on the
continued profitability of the company. Similarly, LTV emerged from bank
ruptcy after seven years of protracted negotiations with the Pension Benefit
Guaranty Corporation and other creditors by agreeing to contribute $1.6
billion to the company’s underfunded pension plans. The success of asbestos
victims and pensioners in securing their claims did not come easily. They had
to fight for their rights, but in the end, these claimants gained more than they
might have done without the opportunity for the company to seek bankruptcy
protection.
A third and more promising objection to the conduct of Manville, Dow
Corning, Continental, LTV, Texaco, and other companies that seek bank
ruptcy protection is not that claimants do not receive what they are owed but
that claimants who receive their claims under one set of rules are forced to
fight for them again under another set of rules. Victims of defective products
who succeed in court suits for tort damages must now win their case all over
again in bankruptcy proceedings. Workers who negotiate a labor contract in
good faith can find themselves back at the bargaining table, this time before
a bankruptcy judge. Texaco, which was ordered by a judge in a jury trial to
pay Pennzoil $10.5 billion, gained another opportunity to dispute the case in
an entirely different setting. Thus, bankruptcy provides a company with
onerous obligations the opportunity to renegotiate or relitigate them under a
different set of rules.
However, this charge—that bankruptcy provides a second chance under
different rules—carries no weight if companies are genuinely insolvent. No
claimant can seize assets that are not there, and every claim includes provi
sions for default. Thus, a creditor must expect to go to court if a debtor cannot
or will not pay and commercial law provides the means for resolving such
disputes. The critical question is whether a company that seeks bankruptcy
protection, and thereby changes the rules on claimants, is actually insolvent
or would face insolvency without the protection of bankruptcy law. If an oth
erwise healthy company with heavy liabilities is able to use bankruptcy law to
force creditors to renegotiate or relitigate their claims under different condi
tions, then arguably the system has been abused.
Critics of the bankruptcy system argue that bankruptcy is not always a
condition that afflicts companies but is sometimes a deliberate choice that
companies make for strategic ends.53 Virtually any company could make itself
“bankrupt” by amassing unpayable debts, but, short of that step, a company
with massive liabilities can easily arrange the balance sheets, shift assets, or
even induce a crisis event so as to become insolvent. A company is held to be
insolvent when its liabilities exceed its assets, as though liabilities and assets
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were objective, precisely measurable quantities. Not only do assets and liabili
ties reflect decisions made by a company, but the valuation of assets and liabili
ties is subject to manipulation. As a result, the bottom line is not a hard
fact that everyone can observe in the same way but an artificial construct
that is created by a firm’s managers—within accepted accounting principles,
of course.
For example, one critic contends that Manville chose not to include its
liabilities for asbestos-related injuries on the company books prior to filing for
bankruptcy.54 Before 1982 the company claimed that it was not legally required
to do so because the liabilities could not be accurately estimated. When Man
ville decided to “go bankrupt” in 1982, $2 billion in liabilities suddenly
appeared on the company’s balance sheet. Both Continental and Texaco care
fully defined the part of the company that was declared to be the “bankrupt
unit,” and Continental, according to some observers, provoked a union strike
rather than negotiate, in order to qualify for bankruptcy. Bankrupt Dow
Corning is owned 50–50 by (solvent) Dow Chemical and (solvent) Corning
Incorporated. Complex ownership structures permit movement of assets from
one unit to another prior to filing a bankruptcy petition.55
Such strategic use of bankruptcy strikes us as unfair because the accepted
rules for conducting business are suddenly changed. Strategic bankruptcy
might be compared to a game of poker in which a dealer with bad cards is
allowed to stop the game, rearrange some of the hands, perhaps take some
money off the table, and resume play with different rules. However, the poker
game just described is not unfair if the dealer’s options are understood at the
beginning of play. Under such conditions, the game is merely one of many
possible forms of poker, albeit with rather complicated rules, and players can
play their hands with the possibility of a rule change in mind. Similarly, a
bankruptcy system that permits companies to seek bankruptcy protection for
strategic reasons is not unfair merely because of the possibility of a change in
the rules. The first few strategic bankruptcies might be considered unfair
because the affected parties, such as the asbestos victims of Manville and the
employees of Continental, had not anticipated this use of the Bankruptcy
Code. After these well-publicized events, however, creditors and other groups
should be aware of this possibility and play their hands accordingly.

Fairness and efficiency of Chapter 11
In order to understand what is really wrong with a bankruptcy system that
permits bankruptcy as a strategic choice, we need to look at the impact of this
system on the functioning of a business system in which considerations of
both fairness and efficiency play a role.
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One argument for the current Chapter 11 is that it is the bankruptcy system
that would be selected by creditors themselves if they were to choose a system
in advance of any bankruptcy filing. According to this argument, which is
called the creditors’ bargain, a bankruptcy system that permits reorganization
rather than forced liquidation is preferable because it will maximize a firm’s
assets through an orderly adjudication of creditors’ claims. However, the credi
tors’ bargain argument does not provide clear answers to more specific ques
tions. In particular, strategic bankruptcy is greatly facilitated by the 1978
revision of the Bankruptcy Code that gives distressed companies easier access
to bankruptcy protection. If creditors could write the law on bankruptcy, what
conditions would they include for filing for bankruptcy protection? In par
ticular, how easy would they allow the filing for bankruptcy to be?
The answers to these questions are disputable, but some evidence suggests
that creditors, as well as shareholders, have suffered losses from the 1978 revi
sion of the Bankruptcy Code and that the winners are the managers of firms
and the legion of lawyers, accountants, and financial advisers who assist them.
Two researchers who studied 326 firms that filed bankruptcy petitions between
1964 and 1989 found that losses suffered by bondholders after 1978 were 67
percent greater than the losses suffered before the 1978 revision.56 Sharehold
ers have fared even worse. Before 1978, shareholders of bankrupt firms lost
on average slightly more than one-half of the value of their investments,
and after 1978, the losses were almost 100 percent. The researchers con
cluded: “Chapter 11, in other words, may be seen as a kind of management
defensive tactic against corporate debtholders, which, like certain antitake
over defensive measures, enhances management’s wealth at the expense
of corporate security holders.”57 If this result is correct, the current system of
bankruptcy law would not be much of a bargain for creditors and would not
be justified, therefore, by the creditors’ bargain argument.
If the purpose of the Bankruptcy Code is debt collection—that is, enforcing
the rights of creditors before a firm becomes insolvent—then there is no jus
tification for creating any new rights unless doing so enforces creditors’ pre
existing rights.58 Chapter 11 creates some new rights for managers. They are
permitted under current law to control the process of filing the bankruptcy
petition, to remain in their positions during the bankruptcy process, and to
develop the first reorganization plan. The rationale for these rights is the
assumption that creditors will be better served, but this assumption is not
always well founded.
For example, bankruptcy protection allows managers to “play games” at the
creditors’ expense. Both shareholders and managers have little to lose from
continued operation of a troubled firm and might prefer a long-shot, “bet-thefarm” strategy, which would leave creditors with little should the strategy fail.
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(This is an instance of the well-known problem of moral hazard.) Further
more, if bankruptcy is an acceptable risk, firms may be encouraged to court
bankruptcy, even when they are not in distress, by pursuing exceptionally
risky strategies. This is especially true when shareholders stand to gain the ben
efit while bondholders and other creditors assume the risk (again, the moral
hazard problem). Thus, bankruptcy law, which is intended to protect creditors
of distressed firms, may have the unintended effect of generating greater risktaking that further endangers creditors.59
Easy access to bankruptcy protection has far-reaching and unpredictable
implications for rights in market transactions and some areas of law. The effect
is to complicate ordinary commercial relations and alter such diverse matters
as labor relations and product safety.
One principle of market ethics is that investors and those who extend credit
should have sufficient information to make reasonable decisions about risk
and return. Thus, suppliers should have some information about the credit
worthiness of a retailer who is seeking merchandise on credit in order to
negotiate terms. If the risk of extending credit to a retailer like HRT Industries
includes the possibility of a bankruptcy filing for strategic reasons, then rea
sonable estimates of risk become more difficult to make. Further, the sources
of risk are expanded from ordinary market conditions (such as the fact the
HRT had a number of unprofitable stores) to include a firm’s strategy (for
example, to seek bankruptcy protection in order to close unprofitable stores).
In addition, if HRT was planning to file a bankruptcy petition at the same
time that it was seeking credit, then, arguably, this is material information that
ought to be disclosed to creditors, since concealment might constitute fraud.60
In any event, easy access to bankruptcy protection complicates such a funda
mental matter as the extending of credit in ways that might be better avoided.
Both labor law and product liability law are premised on certain rights:
namely, the right of workers to organize and bargain collectively and the right
of people who are injured by defective products to be compensated. The law
in these areas is carefully constructed to balance the various competing rights
and interests. Insofar as strategic bankruptcy enables firms to renege on labor
contracts or avoid product-liability awards, then important rights may be
denied, and the carefully constructed balance may be upset. At a minimum,
union members and victims of defective products have lost ground as a result
of bankruptcy reform because of the greater risk in collective-bargaining
agreements and product-liability judgments.
In addition, liberal access to bankruptcy protection might encourage busi
ness firms and labor unions to bargain differently if they believe that worker
contracts could be easily broken, or it might encourage manufacturers to
design and produce less safe products if it were the case that liability suits
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could be easily evaded. Easy access to bankruptcy also has an impact on stra
tegic planning. Some companies, such as airlines, may operate for years with
bankruptcy protection. As a result, their nonbankrupt competitors, which
must meet all of their current obligations, complain that they are placed at an
unfair competitive disadvantage.61 Even the knowledge that a major competi
tor could engage in strategic bankruptcy at any time is an unsettling factor in
a company’s own strategic planning.
In conclusion, the American bankruptcy system is ethically justified, in its
broad outlines, on the grounds of both efficiency and fairness. The creditors’
bargain assumes that because the system serves to maximize the assets of an
insolvent firm—which is a consideration of efficiency—creditors would prefer
such a system. Hence, the current bankruptcy system is also fair since it is
based theoretically on the consent of all affected parties. At bottom, the charge
that strategic bankruptcies are morally wrong rests on the view that one or
another corporate constituency is being treated unfairly, and it may be argued
that easy access to bankruptcy protection encourages forms of strategic bank
ruptcy that certainly complicate business decision making and may impact
the rights of some constituencies, most notably employees and consumers.
However, an evaluation of this argument depends on a complex analysis
of the actual consequences of strategic bankruptcies, which are not clearly
known.
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Personal bankruptcy
The standard justification for personal bankruptcy, which allows individuals
to discharge many of their debts and have a “fresh start,” is based on the twin
considerations of welfare and justice.
At one time, when individuals were unable to pay their debts, they were
cast into prison. Even without the threat of imprisonment, people with heavy
debts might spend a lifetime of economic struggle, with consequences not
only for themselves and their families but also for the whole of society. The
loss of productivity from heavy debt loads alone would make an unforgiving
system inefficient. Moreover, the greater caution that people would exercise—
for example, in starting a business—would further impede productivity.
Indeed, many successful entrepreneurs have endured personal bankruptcy
from prior failures and would not have been able to continue without lenient
legal protection.
Everyone, debtors and creditors alike, are better off in a society that allows
personal bankruptcy, because even creditors might find themselves with debts
they cannot pay. Although there is an obligation to pay one’s debts, the benefit
of fulfilling this obligation may be outweighed by the loss that results for both
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individuals and society when people are unable to live full, productive lives.
Thus, everyone in society is better off and would choose to live under a more
forgiving system that allows some erasure of debt obligations. In addition, it
is unfair for people to suffer crushing debt loads that are caused, in many cases,
by adversities beyond their control. The idea of bankruptcy as a personal
failing is not always correct.
However, a lenient system of personal bankruptcy creates opportunities for
abuse. Easy access to bankruptcy protection with little stigma or inconven
ience might lead individuals to be less restrained in incurring debts. When
facing bankruptcy, individuals might incur all the debt they can, knowing that
it will soon be discharged, and seek to shield other assets from creditors by
improper means. (For example, prior to personal bankruptcy, a person might
transfer property to a relative, although such a move can be challenged as a
form of fraudulent conveyance.) In the United States, creditors, most notably
bank lenders and credit card issuers, whom critics accuse of enticing custom
ers into unmanageable debt loads, have protested these abuses and sought
changes in the law to prevent them. The prevention of abuse is of concern not
only to creditors, such as bank lenders and credit card issuers, but also to
consumers, for whom access to credit and the cost of credit is affected by the
personal bankruptcy system.
The main issues in the debate over personal bankruptcy are: (1) Should
individuals above a certain income level be required to repay a certain portion
of their debts instead of having them discharged completely? (2) Should some
critical assets (such as a home or pension savings) be shielded from creditors
during bankruptcy proceedings? (3) Should certain debts be nondischargable,
such as those incurred from luxury goods or large cash advances obtained just
prior to seeking bankruptcy protection?
In 2005, the US Congress passed and the president signed a sweeping
overhaul of the Bankruptcy Code for individuals. The new law, long sought
by the banking industry, utilizes a means test to limit access to a complete
discharge of debts under Chapter 7 and forces more applicants to develop a
five-year partial repayment plan under Chapter 13. In most cases, a debtor
with income above the state median income may not file under Chapter 7.
Other provisions of the new law include mandatory credit counseling and
debtor education and limits on the amount of debt that can be discharged
for purchases of luxury goods (over $500 within 90 days of filing) and cash
advances ($750 within 70 days). In general, pension funds are exempt, as are
assets in a home within limits set by state laws.
Opponents of the more stringent 2005 personal bankruptcy law argue
that abuse is committed by only a small portion of those seeking protection
and that the vast majority of personal bankruptcies are caused by job loss,
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disability, divorce, medical bills, and business failure.62 For such people, a
“fresh start” will often enable them to resume successful lives, whereas require
ments to pay off a portion of their debts will mire them in a cycle of indebted
ness. Opponents also claim that bankruptcy due to the failure of a business is
more common than is generally recognized and that more stringent laws will
strongly deter individuals from starting new businesses, thus damaging a vital
engine of economic growth.
Supporters of the 2005 law argue, by contrast, that there is a genuine per
sonal bankruptcy “crisis” that needs to be addressed.63 The standard view that
personal bankruptcy is caused mainly by financial distress cannot account for
the rapid rise since 1978 (the date of the previous change in the Bankruptcy
Code) in the number of personal bankruptcies. In addition to financial dis
tress, American consumers have shown an increasing propensity to avail
themselves of personal bankruptcy protection due to decreases in the social
stigma and the economic costs of bankruptcy. As a result, personal bankruptcy
may be merely a rational consumer choice that should be restricted.
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Corporate Governance
In its broadest sense, corporate governance includes all the factors that deter
mine how decisions are made in business organizations that are organized
as corporations. The shareholders of publicly held corporations and the direc
tors whom they elect are commonly recognized as having de jure control, but
these shareholders and directors, as well as the managers, who typically exer
cise de facto control, are subject to the power of many groups which, acting
within their legal rights, strongly influence, and often determine, corporate
decisions.
Most notable among these groups that affect corporate decisions are gov
ernments at all levels, which have the legal power to regulate and tax; auditors
and accounting standard setters; securities exchanges, which set rules for the
listing of stocks and other instruments; rating agencies, which rate a compa
ny’s securities; banks, which provide funding and exercise close monitoring;
the media, which inform the public of a company’s activities; and all the
markets in which corporations operate—capital markets, labor markets, com
modity markets, and consumer markets. In addition, many decisions in busi
ness firms are made by employees at all levels as part of their role responsibilities.
These diverse groups provide a multitude of forces that bear on corporate
decision making.
Viewed in this broad sense, corporate decision making is very highly dis
persed among many groups, and the ordinarily recognized corporate govern
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ance actors, namely shareholders, directors, and senior executives or officers,
make comparatively few decisions. However, these decisions are among the
most important ones, and it is these major decisions which are identified with
the ultimate control of business organizations that is the subject of what is
generally considered corporate governance. Corporate governance in this
more common, narrower sense of the term is the set of legal rules which
specify the parties having the right to make the most important decisions that
constitute corporate control, as well as the legal rules which specify the pro
cesses and procedures by which these parties exercise this decision-making
power or control.
However, the assignment of control rights, as well as the processes and
procedures for exercising these rights, is of little importance in a corporation
that is owned and managed by a single individual or a small group—which is
to say a corporation without a separation of ownership and control. The legal
rules which comprise corporate governance become critical mainly when
there are a large number of diverse shareholders and a separation of ownership
and control. Under such conditions, conflicts over control arise among the
different parties, and legal rules become necessary to protect the rights and
interests of each group and ensure that decisions serve the proper corporate
objective.
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Case for shareholder primacy
In a capitalist economy, large business organizations or firms are legally struc
tured most often as publicly held for-profit corporations. Businesses may also
be organized as sole proprietorships, partnerships, closed corporations, and
the like, and many organizations are not-for-profit. Although these other
forms of organization are subject to governance rules, they do not commonly
involve the significant conflicts over control that characterize publicly
held corporations, and, consequently, they raise few concerns about their
governance.
In a publicly held corporation, the group with control is the shareholders,
which, because this group has control, leads to the maximization of share
holder wealth as the objective of the firm. The main moral question about
corporate governance, then, is why shareholders, morally, ought to have
control and why, morally, their interests ought to be the objective of the firm.
This right of control with its corresponding role for shareholders in a firm’s
objective is often expressed as the doctrine of shareholder primacy. So the main
moral question about corporate governance is the justification of shareholder
primacy. The answers to further questions about the processes and procedures
of corporate governance—for example, the specific rights of shareholders in
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exercising control and the fiduciary duty of officers and directors—follow
largely from the justification of the shareholder primacy doctrine.
In addition to the right to control, shareholders possess another defining
right, namely a claim on the residual revenues or profits of a corporation.
Many groups have a claim on a corporation’s revenues. These include bond
holders, who have claims for interest and principal payments; employees, who
have claims on revenues for payment of wages; suppliers, who have claims for
the payment of materials; government, which has a claim for payment of taxes;
and so on. Most of the income that a corporation generates from customers
and other sources is paid out to a variety of groups that have fixed claims on
a firm’s revenue. Fixed claims are debts that a corporation is legally obligated
to satisfy as long as the firm is solvent. A firm that cannot satisfy all fixed
claims or debts is, by definition, insolvent. Whatever income remains after all
fixed claims are satisfied—that is, all bills are paid—constitutes residual
revenue, and the shareholders’ right to residual revenue constitutes residual
claims.
Every claim on a corporation’s revenues is a return for some resource that
is contributed for production. Employees contribute labor, suppliers contrib
ute materials, and bondholders contribute debt capital. (Customers do not
contribute to production, but they provide the necessary element of revenue
when they purchase a product.) Therefore shareholders, who typically finance
a corporation with equity capital—as opposed to the debt capital provided by
bondholders—contribute a necessary and distinctive resource and accept, in
return, the residual revenues or profits of the firm. Shareholders may be
defined, then, as the group that has both the right of control and a claim on
profits.
The justification of shareholder primacy has two sources, which reach the
same conclusion by different routes. One source is public policy, which asks,
in this case, what form of governance best serves the good of society, and the
other source is the market, which reveals the form of governance that would
result from voluntary market transactions. More specifically, corporations
must contract with shareholders for the provision of equity capital. Given that
there is a market for raising such capital, what terms would corporations and
investors find mutually agreeable, consistent with all the other contracts that
a corporation must form? Markets serve as a means for the exercise and
protection of property rights, and so any system of corporate governance that
emerges from markets is a reflection of this important moral concern.
The first of these two sources, namely public policy, reflects the fact that
corporate governance is established in law by government through legislation,
regulation, and adjudication, and that public policy is a major factor guiding
these processes. Public policy is also reflected in public attitudes toward busi
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ness generally and in each company’s reputation. In creating the body of law
for corporate governance, one of government’s main concerns is to ensure that
business organizations serve the public good, although government action
may also aim to protect property rights, thus leading to the market as the
second source of justification.
Insofar as corporations result from private contracting among individuals
in the exercise of their property rights, then the contracting that forms a cor
poration may include the assignment of decision-making rights. In this way,
the rules of corporate governance result from individual’s market transactions.
Corporate law, especially in Anglo-American countries, permits business
firms great latitude in choosing the terms of their legal incorporation. In the
United States, where corporate law is a function of individual states, firms may
choose to incorporate in the state with the most advantageous system. Con
sequently, in Anglo-American countries, the market is a major factor in deter
mining the forms of corporate governance. The law in Europe and Asia allows
less discretion in choosing the terms of corporate governance and is based
more on considerations of public policy.
Public policy
Traditionally, the law on corporate governance has been guided by two con
ceptions of the corporation: one conception as the private property of the
owners of the enterprise and the other as a right granted or conceded by
the state. (These two conceptions are discussed in Chapter 2.) However, the
idea that shareholders are the owners of the modern publicly held corpora
tions whose claims are based on property rights ended with the separation of
ownership and control that was observed by Adolf A. Berle Jr and Gardiner
C. Means in their famous 1932 book The Modern Corporation and Private
Property.64 There they argued that with the separation of ownership and
control, shareholders, who have ceased to exercise the responsibility associ
ated with property rights, had forfeited their claim to control based tradition
ally on ownership.
Without property rights as a basis for shareholder primacy, what else could
justify the claim that shareholders ought to have control of a corporation?
Berle argued that without strong shareholder control, corporate management
would be effectively unconstrained and that such power would be dangerous
to the economic order.65 It would be unwise, in Berle’s judgment, for the law
to release managers from a strict accountability to shareholders, not out of
respect for their property rights (for they have none) but as a matter of sound
public policy. In short, shareholder primacy is justified, in Berle’s view, as a
matter of public policy, to constrain and guide management. However, the
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contractual theory of the firm offers a more powerful public policy justifica
tion, for the shareholders’ role in corporate governance can be constructed by
determining which group can operate a firm most efficiently for maximum
value or wealth creation.
Efficiency is both an economic and a moral value because operating a busi
ness organization efficiently—which means producing the greatest amount of
output for the least input—creates greater prosperity or material well-being
than operating inefficiently. Other things being equal, we should prefer more
rather than fewer material goods from any given resources, and corporations
ought to be governed so as to achieve this end. Therefore, if one group can
exercise ultimate decision-making power with greater efficiency and wealth
creation than any other group, then, on the basis of public policy, that group
ought to have control. Although this group receives some benefit from having
control, its members provide a service that makes everyone in society better
off.
This public policy justification of shareholder primacy is completed by
arguing that, under most conditions, the financiers of a corporation—which
is to say the investors of equity capital—can exercise control in such a way as
to achieve the greatest efficiency and hence create the greatest value or wealth
creation. Under some conditions this can be done best by employees or
by customers or suppliers, and, as a result, some firms are employee-owned,
customer-owned, or supplier-owned. (These latter are called cooperatives, and
Henry Hansmann has suggested that the shareholder-owned firm can be
viewed as a “capital cooperative.”66) However, corporations are more com
monly controlled by financiers or investors, and justifiably so.
The main reason for this greater efficiency and wealth-creating power stems
from the shareholders’ role as residual risk bearers. Given that the sharehold
ers’ return on their contribution to production, namely equity capital, is a
claim on residual revenues, only they have an incentive that a firm be maxi
mally profitable as opposed to merely solvent. Any group with fixed claims,
such as employees, customers, or suppliers, has an interest only in a firm being
solvent and thus able to satisfy this group’s fixed claims.
If employees, for instance, had control with only fixed claims for wages,
they would tend to operate the firm with a low level of risk so as to assure
their wages, even though greater risk might lead to greater wealth creation.
Because the greater wealth creation would accrue disproportionately to other
groups, especially shareholders in the form of profits, employees would be
disinclined to take the risks that may be socially desirable. Similarly, bond
holders would prefer that a firm be operated at a low level of risk to avoid
jeopardizing their fixed claims for principal and interest payments, since they,
like employees, would derive little benefit from maximal wealth creation.
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Executives, too, would be suboptimally risk averse unless they were given
incentives tied to profits, which is the rationale for compensating executives
with performance-based bonuses and stock options.
From the point of view of public policy, decisions in a business organization
ought to be made by the party or group with two features: the greatest amount
of relevant knowledge and the strongest incentives to operate the firm for
maximum efficiency or wealth creation. Although shareholders lack much of
the knowledge necessary to operate a firm and, consequently, must rely on
more knowledgeable directors to exercise general oversight and competent
managers to exercise day-to-day control, they alone have the right incentives
to operate a firm for maximum profitability.
Moreover, the decisions that shareholders make about selecting a board of
directors and approving major structural changes, such as mergers and acqui
sitions, are matters about which shareholders are or can become knowledge
able. Perhaps the most important decisions that shareholders make are to buy
and sell stock, thereby setting a price for a company’s shares that constitute
an up-to-the-minute evaluation of a company’s performance and prospects.
In practice, shareholders make very few decisions, but their central role in
corporate governance derives from the knowledge and, more importantly,
the incentives they have in making some of the most critical decisions in the
operation of a corporation.
The market
In their role as financiers or investors, shareholders provide one resource
needed by a business organization, namely capital. In return, they receive a
payment or claim on revenues, specifically the residual revenues or profits
of the firm. In this respect, shareholders are little different from other input
providers, which include bondholders, employees, suppliers, and so on. They
provide some resource and receive a payment in return. All these groups
contract with a firm, so that the firm itself may be viewed as a nexus of all the
contracts so formed. Insofar as the return for the provision of any input is
insecure, a contract is necessary to safeguard the return. On this nexus-ofcontracts view, a firm “buys” capital in the same way it buys labor or materials,
and such a purchase is an economic transaction that takes place in a market,
namely a capital market, in the same way that a firm buys labor in a labor
market and materials in a commodities market.

The shareholder contract
Corporate governance may be understood as the contract that a firm forms
with its shareholders, who finance the firm by providing equity capital. The
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terms of this contract are determined, in large part, in a market through a
process of negotiation by firms seeking capital and investors seeking to deploy
their savings, with each party bargaining to obtain the best deal for itself.
From a moral point of view, any agreement or contract that is formed by
mutual consent between firms and investors is justified in the same way that
the outcome of any market exchange is justified. The crucial task in justifying
the role of shareholders in corporate governance is to understand why share
holder primacy would result from contracting between a firm and its finan
ciers or investors. In particular, why would investors providing equity capital
not only do so in return for residual revenues or profits but also insist on
obtaining control? Or, alternatively, why would a firm seeking capital offer
control rights in addition to a claim on residual revenues?
The answer lies in the role of shareholders as residual risk bearers. Equity
capital is different from debt capital, which is obtained in loans from banks
or in bonds sold to bondholders. First, equity capital is provided for the life
of a firm with no provision for its return, unlike the fixed term of a loan or a
bond. Second, equity capital has no fixed return, such as the specified interest
on a loan or bond; the return is, rather, the profits of a firm, which are variable
and may even be negative. By accepting a return in the form of a claim on
residual revenues, shareholders become residual risk bearers.
Being a residual risk bearer is not only a benefit—the return is the profits
of a firm—but it is also a service that protects the fixed claims of other groups.
Because shareholders do not need to be paid if there are no residual revenues,
a firm can suffer a loss without becoming insolvent and incurring the risk of
being forced into bankruptcy and possibly liquidated. By serving as residual
risk bearers, shareholders thus make the fixed claims of other groups more
secure. Shareholders are compensated for this service by the prospect of
higher returns when a firm is profitable.
Solving a contracting problem
The role of residual risk bearer creates special contracting problems for share
holders. The fixed claims of other groups—of employees for wages, for example,
or suppliers for payments—are relatively easy to express in legally enforceable
contracts. By contrast, the profitability of a firm, upon which the payment to
shareholders depends, cannot be mandated in a contract. In a firm without a
separation of ownership and control—that is, in a firm in which shareholders
operate the business—there is no problem protecting the shareholders’ return.
However, once shareholders leave the task of operating a firm to professional
managers, a problem arises as to how shareholders can be assured that these
managers will operate the firm for maximum profitability.
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The solution to this problem is for shareholders to accept the role of resid
ual risk bearer only on the condition that they also have control. The roles of
residual risk bearer and holder of control rights are conceptually distinct. In
theory, these roles could be held by different groups, and sometimes they are.
In practice, however, few investors would be willing to become residual risk
bearers without having control. Without control rights, an investor would
generally insist on significantly higher returns to compensate for the greater
risk, with the result that the cost of capital for firms would greatly increase.
Alternatively, firms can lower their capital costs by offering control rights as
well as claims on profits when they seek capital from investors. Thus, control
rights can be viewed not only as a demand of investors to secure the return
on their contribution of capital but also as an offer from firms to obtain capital
on favorable terms.
Combining risk bearing and control in the shareholders’ role is not a
complete solution to the contracting problem, however. Shareholders cannot
merely order managers to operate a firm for maximum profit, because what
managers need to do to make a firm maximally profitable is complex and
uncertain. The best shareholders can do is ask managers to exert their best
effort to be profitable. This is commonly done not only by aligning managers’
interests with those of shareholders by means of bonuses and stock options
but also by imposing a fiduciary duty on managers to act in all matters in the
shareholders’ interests.
A fiduciary duty generally is a strong, open-ended obligation to exercise
loyalty, candor, and care in the service of another party whose interests the
fiduciary is pledged to serve. The fiduciary duty of directors and officers is a
major feature of the law of corporate governance that is designed to overcome
the fact that shareholders cannot bind persons by explicit contracts that fully
specify the conduct to be performed. That the fiduciary duty of management
flows mainly to shareholders is often thought to privilege shareholders in some
way, but it should be understood that only shareholders benefit from being
the beneficiary of managers’ fiduciary duty as a solution to their distinctive
contracting problem with a firm. All other groups are better protected by, and
thus prefer, other contractual means.
Efficiency of the solution
This provides a partial explanation of why residual risk bearers would seek
control, as well as the benefit of managers’ fiduciary duty, namely to protect
their at-risk return for providing equity capital. Although assuming residual
risk and the right of control has a cost, the benefit to shareholders for incur
ring this cost is greater than the benefit for any other group with only fixed
claims, which can protect its claims more effectively and economically by
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other contracting means. In short, control is worth more to residual risk
bearers than any other group, and so they are willing to pay more for it.
A more complete explanation, however, is that shareholders are able to bear
the costs of residual risk bearing more economically than other groups, which
reduces the cost overall. First, shareholders as equity capital providers are
better able than employees, customers, suppliers, or other groups to diversify
their investments in a firm. One reason why employee-owned firms, for
example, are relatively rare is that an employee’s whole wealth becomes tied
up in the company, thus increasing that person’s overall level of risk. Second,
an active market for corporate control assures that if any group can operate a
firm at lower cost or with greater efficiency or wealth creation than the current
shareholders, they will do so. As in any good in a market, corporate control
will be obtained through Pareto-superior transactions by the party to whom
it is worth the most, which will be the party that can operate a corporation
for maximal wealth creation.
In sum, then, corporate governance is the contract between shareholders
and a firm that confers control rights on the shareholders, along with the
benefit of managers’ fiduciary duty, in order to protect the claim to residual
revenues that they receive as a return for providing equity capital to a firm.
Unlike the contract that other input providers form, this contract is unusually
complex due to the special contracting problems in the relationship between
shareholders and the firm. Although the terms of this contract are, to some
extent, specified by law, corporations still have great flexibility to negotiate
with investors in a market, and the law itself reflects the terms that would
result from market negotiations. Thus, the law of corporate governance is
determined both by public policy and the market and is justified on both
grounds—that it best serves society and is the result of voluntary, efficiencypromoting market transactions.

Directors and CEO
Although shareholders may have ultimate control of corporations in accord
with the shareholder model, the main locus of decision making in corpora
tions is in director boardrooms and executive suites. Accordingly, the law of
corporate governance must focus not solely on the role of shareholders but
also on the roles and functions of directors and the chief officers, especially
the chief executive officer (CEO).
Given the scope and complexity of decision making by all the parties
involved and the potential for conflicts among them, corporate governance
must be defined more broadly than merely the contract between shareholders
and the firm to include the relationships among shareholders, directors, and
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officers or senior executives, as well as with various stakeholders. It is also in
these aspects of corporate governance that differences among national systems
are most pronounced. Although the shareholder model of corporate govern
ance may be characteristic of all capitalist firms, they differ from country to
country mainly in the relative authority and power of the many groups
involved in corporate decision making.
Role of boards
In a typical publicly held corporation, the shareholders elect a board of
directors to effectively exercise control with a fiduciary duty on the part
of directors to act in all matters in the interests of shareholders and the cor
poration. (In theory, the interests of shareholders and the corporation are
identical, but they may diverge in some instances, which create difficult dilem
mas for board members.) In a small company with only a few shareholders,
the board may include all shareholders, but in a large corporation with a large
number of shareholders, each with small holdings, this is impractical. Conse
quently, shareholders delegate the task of operating a business enterprise to
professional directors and managers, who can do the job much better than
they are able to.
The task of professional directors and managers is to operate the firm in
the way the shareholders would themselves, with only a few decisions reserved
for a shareholder vote. Since these three groups possess different information
and have different incentives, a critical question of corporate governance is
what decisions should be allotted to each one. Since the incentives of directors
and managers are never perfectly aligned with those of shareholders or with
each other, a further question is how to ensure that the decisions they make
are in the shareholders’ interest—which is to say, are maximally efficient and
hence wealth maximizing. Although the CEO and some other top officers or
insiders are commonly directors, often with the CEO as the chair (known as
CEO duality), boards also include outside or independent directors who have
no relationship with the corporation other than membership on the board.
Boards of directors and, in particular, the independent members serve five
main functions. First, they exercise control by selecting, monitoring, compen
sating, and, if necessary, replacing the CEO and the top management team.
Second, they approve the overall strategy and the major policies and proce
dures of the corporation. Third, they determine how the corporation’s activi
ties are financed. Fourth, they evaluate major restructurings, such as mergers,
acquisitions, and divestitures. Fifth, they make recommendations on these and
other matters that are submitted for a shareholder vote.
In addition, boards of directors provide a service as decision makers with
considerable knowledge and experience who can advise the CEO and make
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independent decisions. Board members, who are often CEOs of other firms
and usually have extended networks, expand the resources available to a cor
poration. Among these resources may be finance (access to institutions and
markets that can provide funding), technology (access to research that may
be a source of innovation), and regulation (access to legislatures, industry
organizations, and regulatory bodies). Also, boards of directors, which include
many distinguished and trusted individuals, provide the level of confidence
that is necessary to assure all the parties that deal with a corporation. This
confidence-creating or assurance function is especially important insofar as
other groups beside shareholders make firm-specific investments that could
be exploited in the pursuit of the shareholders’ interests.
In most countries, there is a single or unitary corporate board with both
inside and outside directors. Several continental European countries, includ
ing Germany, France, Austria, and the Netherlands, have a dual board struc
ture. This structure involves a supervisory board, comprised mostly of
outsiders, which exercises general oversight, and a managerial board of insid
ers, which oversees day-to-day operations. In Germany, the supervisory board
includes directors selected by shareholders and employee representatives,
whose role is part of the German system of co-determination or Mitbestimmung, in which employees have decision-making power at the shop level and
the board level. Japanese corporations have a unitary board of mostly insiders,
including representatives of other firms in a company’s circle of partners or
keiretsu.
Role of the CEO
Much of corporate governance is intended to ensure that those who effectively
exercise control do so in the shareholders’ interest. Generally, it is the CEO
who makes the most important decisions in a corporation and thus effectively
governs it. CEOs also have considerable influence in the selection and reten
tion of board members so that, to some extent, they are responsible only to
themselves. Also, CEOs typically have the greatest amount of knowledge of
any participant in corporate governance and so properly should make the
most important decisions.
The main problem with CEOs that is addressed by corporate governance
is how to ensure that they and other top executives have the right incentives.
This is achieved by four main means. First, like directors, officers of a corpora
tion have a legally imposed fiduciary duty to act in all matters in the share
holders’ interest. Although this duty is legally enforceable in that officers and
directors can be sued for breaches, both are protected by the business judg
ment rule that exempts them from lawsuits for good faith business decisions.
Moreover, successful suits for breach of fiduciary duty are generally limited to
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egregious acts of incompetence or self-dealing, so that fiduciary duty provides
a relatively weak incentive for strong performance.
Second, executives’ interests can be effectively aligned with those of share
holders by a substantial ownership interest or performance-based compensa
tion through bonuses and/or stock options. In this way, CEOs act more like
shareholders because they, in fact, become significant shareholders themselves
and not merely hired professional managers. Indeed, managers with an own
ership stake may have a greater incentive than shareholders to operate a firm
profitably since their investment is less diversified than that of shareholders.
Third, a competitive labor market for CEOs and other executive positions
places a premium on a manager’s success in his or her current job. Even if it
is relatively rare for an executive to hold multiple CEO positions, a CEO has
a strong incentive to avoid dismissal, and new CEOs are drawn from the ranks
of aspiring executives who have incentives to excel. Thus, the market for CEO
talent perhaps works best at lower levels among potential CEOs, who help
support the current one.
Fourth, an active market for corporate control serves to discipline under
performing or self-serving management by the threat of a takeover. Although
hostile takeovers are relatively rare in Europe and Japan and increasingly more
difficult to wage in the US, greater pressure by institutional investors has been
successful, in many instances, in producing the same kind of change that a
hostile takeover would achieve.

Copyright © 2013. John Wiley & Sons, Incorporated. All rights reserved.

Problems with shareholder primacy
The justification of shareholder primacy and, along with it, the justification of
the roles of shareholders, directors, and executives or officers encounter a
number of critical problems. On the practical level, many corporate scandals,
such as the collapse of Enron, WorldCom, and other companies in the early
2000s, and the financial crisis beginning in 2007 have been blamed on failures
in corporate governance. These events have led to many proposals for reform,
including the passage of the US Sarbanes–Oxley Act in 2002, which mandates,
among other things, some changes in the composition and operation of boards
of directors. Other concerns, such as high executive compensation, have
prompted proposals to increase shareholder voice in the nomination and elec
tion procedures for directors.
On the theoretical level, some of the fundamental assumptions of the
shareholder model have been challenged by a transformation in corporations
worldwide. Traditional corporate governance is focused almost exclusively on
the role of the financiers of a corporation. The interests of other groups are
neglected in corporate governance, not because they are not important and
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deserving of protection, but because they are addressed by other means. This
narrow focus of corporate governance is commonly justified by two related
assumptions that have held true until now. However, changes in the strategy
and structure of corporations bring these assumptions into question.
The first of these assumptions is that only shareholders bear residual risk.
All other groups that contract with a firm do so for fixed claims—that is, for
claims of fixed amounts that can be secured by complete, legally enforceable
contracts. Thus, their claims are properly handled by contract law, not the
law of corporate governance, which is uniquely designed to protect residual
risk bearers, who have been, until recently, only shareholders. The second
assumption, which is related to the first, is that only shareholders are affected
by corporate decision making. The returns of all other groups that contract
with a corporation are determined by the market prices for their inputs in the
appropriate market for labor, commodities, products, and so on. These prices
depend on market forces, such as supply and demand, and are unaffected by
corporate decisions. As long as a firm remains solvent, these claims will be
honored, whereas the returns to shareholders, who have residual claims, are
directly affected by corporate decisions, thus justifying their control of the
corporate decision-making process.
Significant changes have occurred in recent years that bring these assump
tions into question. The traditional corporation, for which the prevailing
systems of corporate governance have been devised, has sought to employ
large fixed capital assets and realize economies of scale in order to reduce
prices and capture market share. In such a firm, obtaining large amounts of
capital at low cost is critical, and the control over other inputs, including labor,
is secured by vertical integration and hierarchical command structures.
Because of the high demand for capital and the high level of risk involved, it
is necessary for the traditional corporation to seek outside investors and offer
them control in return for their investment.
Since the early 1970s, though, corporations have been forced to change
from such an asset-intensive strategy that exploits economies of scale to strate
gies that focus on gaining the benefits of innovation, quality improvements,
and globalization. New and better products, made and marketed globally, are
now the keys to success instead of cheaper, more abundant, domestically made
products. As a consequence, the structures of many corporations have changed
from large conglomerates to small, more nimble firms; from rigid hierarchical
companies to looser, flattened ones; and from vertically integrated firms to
more flexible, open forms of collaborative networks.
Corporations have changed their strategies and structures in recent years,
so that fixed tangible assets have become less important than people’s skills
and knowledge. As human capital has become more important than financial
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capital, corporations must focus less on their financiers and more on their
truly productive assets—which are not only their own employees on the inside
but individuals and organizations outside a firm. In the process, relationships
rather than transactions have become the ultimate source of organizational
wealth. Under these conditions, employees and other groups become residual
risk bearers because they must be induced to make firm-specific investments
in order to engage in innovation and make quality improvements, and because
these firm-specific investments could be expropriated by shareholders, these
providers of human capital have a need for more protection from this possibil
ity. These nonshareholder constituencies are also more affected by corporate
decisions since their return is dependent on firm performance and not merely
on the price of their input in the market.
These changes in strategy and structure challenge the three critical assump
tions underlying the justification of the shareholder model and, with it, the
current systems of corporate governance. This challenge suggests not only that
the traditional allocation of decision-making rights in corporations needs to
be altered but also that corporate governance itself must expand its focus from
the financiers of corporations to all groups that make investments in a firm
and are responsible for creating wealth. In particular, it should be the task of
corporate governance to provide the conditions in which all groups can make
firm-specific investments with the assurance that they will share equitably in
the wealth created. Although the problems with the shareholder model are
evident, it is not clear what reforms are needed for corporate governance to
fulfill this task. Thus, the systems of corporate governance are still evolving in
ways yet to be realized.

Conclusion
The financial management of corporations is but one area of finance that needs
to be guided by ethics. The field of finance ethics is broad, encompassing as
it does the financial services industry and activity in financial markets, as well
as financial management. The same few basic ethical principles apply in all
areas of finance, but the specific ethical problems and issues are many and
varied and require thoughtful analysis. A study of ethics in finance must rec
ognize the immense changes that have occurred in financial services and
financial markets in the past few decades. These changes have resulted from
advances in finance theory, new technology, globalization, increased regula
tion, heightened public expectations, and a vastly more competitive environ
ment. The pressures on people in finance today are immense, and the difficulty
of succeeding, combined with the high rewards that are still possible, create
great temptations for unethical, as well as illegal, behavior.
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Ultimately, securing a financial system that embodies the highest level of
ethics is a joint effort. The first step requires that the people who work in
finance have the necessary understanding of ethical conduct and a commit
ment to act accordingly, but good people are not sufficient. Attention must
also be paid to the organizations and market structures within which people
act and especially to the pressures and incentives that operate on them. Ethics
is also inseparable from financial regulation, which is a main means by which
ethical conduct is, first, identified and then made subject to enforceable rules.
Ethics guides much regulation, but regulation, in turn, gives expression to
ethics and provides a means for approaching it. Indeed, anyone committed
to good ethics in finance must also work for good regulation. Just as necessary
as good regulation, however, is wise, effective leadership in financial services
and financial markets worldwide, which can balance the competing demands
of business success and social responsibility.
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