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Revalue shareholders

Finance Putting investors first is not always good for companies, writes Justin Fox.

ne could attach many adjec-

tives to the giant banks that

tumbled during the finan-

cial crisis of 2007 and 2008:

reckless, greedy, hubristic,

stupid. Here’s one that may
come less readily to mind: shareholder-
friendly. But that’s what they were. Several
studies have found that the more sharehold-
er-oriented a bank’s corporate governance
and executive-pay arrangements were
heading into the crisis, the more trouble the
bank gotinto. A misplaced focus on pleasing
shareholders, it seems, must be added to the
roster of causes of the crash.

It makes sense. Shareholders supply only
a small fraction of a bank’s funding (most
comes from depositors and bondholders),
yet they get all the upside if the bank books
big profits. And as we learned in 2008, the
government sometimes steps in to keep
giant financial institutions from failing. So
from the perspective of a shareholder, a
bank CEO who takes bold, financial system-
endangering risks is just doing his job.

This mismatch between bank sharehold-
ers’ interests and those of society is now
widely understood in academic circles. Yet
last year, when Jamie Dimon, the CEO of
JPMorgan Chase, was under pressure for
losses incurred by London-based traders, he
hastened to reassure markets that he was
out to “maximize economic value for share-
holders”. Bank executives regularly point to
return on equity (return to shareholders,
basically) as the metric that matters most.

Let’s get this straight. Big banks that
emphasize return to shareholders above all
else have been shown to be menaces to soci-
ety. Yet one of the main responses to the
problemsbanks gotinto hasbeen toreaffirm
the primacy of shareholders.

Such is the power of the ideology known
asshareholder value. This notion that share-
holder interests should reign supreme did
not always so deeply infuse American busi-
ness. It became widely accepted only in the
1990s, and since 2000 it has come under
increasing fire from business and legal

~scholars, and from a few others who ought

to know (former General Electric CEO Jack
Welch declared in 2009, “shareholder value
is the dumbest idea in the world”). But in
practice—in the rhetoric of most executives,
in how they are paid and evaluated, in the
governance reforms that get proposed and
occasionally enacted, and in almost every
media depiction of corporate conflict—we
seemn utterly stuck on the idea that serving
shareholders better will make companies
work better. It's so simple and intuitive. Sim-
ple, intuitive, and most probably wrong—
notjust for banks but for all corporations.
As Cornell University Law School’s Lynn
Stout explains in her 2012 book The Share-
holder Value Myth, maximizing returns to
shareholders is not something US corpora-
tionsarelegallyrequired todo. Yes, Congress
andregulators have begun pushing therules
in that direction, and a few court rulings
have favoured shareholder primacy. But on
the whole, Stout writes, the law spells out
that boards of directors are beholden not to
shareholders but to the corporation, mean-
ing that they’re allowed to balance the inter-
ests of shareholders against those of
stakeholders such as employees, customers,

Directors are
beholden not to
shareholders but
to the corporation.

suppliers,debt holders, and society at large.
Proponents of shareholder value argue
that, whatever the law says, corporations
would be more successful—and do more
good—if executives and boards spent less
time balancing their various obligations and
focused instead on making money for Share-
holders. This idea began percolatinig at the
University:of Chicago'and on a few other
campusegin the 1960s and *70s and itmade
some sense at that historical moment.
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American corporations were struggling in
the face of global competition and techno-
logical change, yet most were complacent. If
only executives were forced to pay more
attention to their companies’ plummeting
stock prices—by the threat of a hostile takeo-
ver, perhaps, or by a strong link between
their pay and those prices—they might take
the risks and make the changes that the
times demanded. Or so the thinking went.

These arguments began to reshape cor-
porate practice in the 1980s. By the mid-"90s,
they had congealed into the simple doctrine
that the job of a chief executive is to keep
shareholders happy. Executive-pay pack-
ages were stuffed with stock options and a
newly restive breed of professional investor
began goading boards into pushing out
managers whenever a company's stock
price languished. Underlying both practices
was the belief that stock prices were the best
measure of corporate performance—which
made it pretty easy to judge whether a CEO
was doing a good job or not. For a few won-
derful years, all of this seemed to work.

This heyday ended with the stock-market
collapse that began in 2000. The popping of
thetech-stockbubble demolished the notion
thatstock pricesarereliable gauges of corpo-
rate value. And as the economy languished,
the shareholder-driven US corporate model
ceased to look so obviously superior to its
Asianand continental-European rivals,

The intellectual assault of shareholder
value began, and has been gaining strength
eversince. : =]

Yes, the caseagainstputtingshareholders
firstis not quite the slam dunik for all corpe-
rations that itis for highly indebted, too-big-
to-fail financial institutions. Outside of
banking, the empirical evidence against the
doctrine is more suggestive than dispositive.
Supporters of shareholder rights can point
to studies showing that certain shareholder-
friendly changes, such asremoving defences

against hostile takeovers, tend Hoh,,mmﬂw”

higher share prices. Sceptics argue tht this
says little about long-term impact, and point
instead toamdre expansive, butimpr g
istic, set of indicators. The performance of

US stock markets since shareholder value
becamedoctrineinthe1990shasbeen disap-
pointing, and the number of publicly-traded
companies has declined sharply. The nation
inwhich shareholders have the most power,
the United Kingdom, has an anaemic corpo-
rate sector; on Fortune magazine'slist of the
world’s100 largest companies, it claims only
three, compared with nine from France and
11 from Germany, where shareholders hold
less sway. Multiple studies of corporations
that stay successful over time—most
famously the meticulously researched
books of the Stanford-professor-turned-
freelance-business-guru Jim Collins, such as
Good to Great— have found that they tend to
be driven by goals and principles other than
shareholder returns.

Collins’s books embody the most com-
mon criticism of shareholder value: that
while delivering big returns to shareholders
over-time is great, focusing on shareholder
value won’t get you there. That's what Jack
Welch was getting at, too. In a complex
world, you can’t know which actions will
maximize returns to shareholders 15 or 20
years hence. What's more, most sharehold-
ers don't hold on to any stock for long, so
focusing on their concerns fostersa counter-
productive preoccupation with short-term
stock-price swings. And it can be awfully
hard to motivate employees or entice cus-
tomers with the motto We maximize share-
holdervalue.

An older complaint that has gained
ground since the financial crisis is that mak-
ing the most money for shareholders, even
over the long run, might not always be best
for society. This criticism has long been
applied to companies that use lots of natural
resources or pollute heavily. It's now clearly
an issue for big banks. And scholars have
been looking into how corporations out to
maximize shareholder returns are able to
shape the rules of the game (tax laws,
accounting standards) in ways thatincrease
profits but harm the economy.

None of these critics have put forth a the-
ory of corporate governance that’s as simple
as shareholder value. But in a smart new
book, Firm Commitment: Why the Corpora-
tion Is Failing Us and How to Restore Trust in
It, the British economist Colin Mayer offers a
view of the corporation that at least
approaches shareholder value in explana-
tory power.

In Mayer's telling, corporations succeed
by entering into commitments with employ-
€es, customers, suppliers, and shareholders.
Many of these commitments go well beyond
contractual requirements, and ultimately,
they are what make long-term investment
and business success possible. Putting all
authority in the hands of shareholders who
can sell ata moment’s notice makes it hard
for a corporation to credibly commit to any-
thing. Over time, Mayer argues, thisnarrows
business possibilities by leaching away the
goodwill of other stakeholders.

He offers some proposals for strengthen-
ing commitment. One is the creation of trust
firms, whose boards would be charged with
ensuring that corporations hew to goals and
principles beyond profit. Another is the sale
of shares that offer greater voting power in
return for acommitment to hold on to them
for a number of years. But his overall mes-
sageisthatthereisnooneright waytoruna
corporation. ;

Mayer, a former dean of the University of
Oxford’s Said Business School, has been
studying corporate governance since the
1980s. Hehas seen fashions come and go. His
experience has taught him that nobody has
the perfectanswer-and the most dangerous
people in corporate governance are those
who think they do.

He s therefore mostly a fan of the US sys-
tem, which allows for significant variety in
how corporations are run, because each
state sets its own rules. But Mayer worries
about current attempts by federal lawmak-
ersandregulatorstogiveshareholdersmore
say. “The direction of travel in US policy is
very much toward intensifying shareholder
pressure,” Mayer says. That may be exactly
the wrongdirection. [d
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