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Abstract:
This paper focuses on the importance of the fiduciary duty that directors
and officers of corporations owe to shareholders and explores the potential
conflict between this duty and the desire of directors and officers to pursue
corporate social responsibility policies. Fiduciary duty operates as an essential
constraint on the behavior of directors and officers of corporations, providing
protection for shareholders against decisions that are grossly incompetent or are
tainted by a conflict of interest. Ethical decision-making cannot disregard the
legal and ethical fiduciary duty owed to shareholders, even to promote socially
responsible policies. However, this conflict can often be avoided because there
is a strong business case for ethical behavior that promotes social and
environmental goals, particularly when those goals align with various aspects of
the business. The authors suggest that if the business case cannot be made for
a particular socially responsible action, then shareholder approval or ratification
should be obtained in order to satisfy the fiduciary duty to shareholders in a legal
and ethical manner.

Directors and officers (hereinafter Ds&Os) who formulate policy for both
large and small firms thereby impact a number of different stakeholders. The
providers of debt and equity capital, employees, customers, suppliers, citizens of
the regions in which they operate, society at large, and even future generations
each have a stake in the enterprise’s activities. The interests of these
stakeholders frequently conflict. How then, can the Ds&Os decide policy issues
wisely when the impacts on the different groups of stakeholders are so likely to
differ? The problem seems insoluble. While such decisions are made, one can
fairly ask how should such decisions be made. In particular, how should the
Ds&Os resolve conflicts between their desire to be socially responsible to their
stakeholders and their fiduciary obligation to their company’s owners?
According to black letter corporate law, Ds&Os are retained by the owners
to act as their agents. Their fiduciary duty obligates these agents to act in the
interests of the principle as if the agent was promoting his or her own interests:
“For centuries court have required trustees to serve the interests of beneficiaries
loyally – with the same devotion that the trustees devote to their own interests”[1]
The Ds&Os are also subject to various legal obligations to non-owner
stakeholders. A society of laws, regulations and contracts govern the company’s
dealings with its creditors, employees, customers, suppliers, local community,
etc.
A company and its Ds&Os are expected to obey the laws and regulations
as well as fulfill the terms of its contracts. Business misbehavior may sometimes
produce a temporary advantage for the company. In the long run, however, such
misbehavior is much more likely to reduce, rather than enhance shareholder
wealth. Indeed, the costs incurred by a corporation in the form of fines, penalties,
and judgments, along with the increased regulatory burdens that are often
imposed in the wake of such scandals, can be quite substantial, not to mention
the reputational effects. One recent example is the situation in which
Volkswagen was found to be cheating on the emissions tests of its automobiles.
As evidenced by the Volkswagen case, among others, in addition to the costs to
the corporation, corporate misbehavior may well put the responsible Ds&Os
personally at risk. Moreoever, white collar criminals may end up in jail (Enron,
WorldCom, Tyco, Volkswagen, etc.).[2]
As fiduciaries, Ds&Os generally are expected to seek to maximize
shareholder wealth while living up to their legal, regulatory and contractual
obligations.[3] Does this guidance leave room for acting socially responsible and
if so, how?
Maximizing shareholder wealth is likely to involve, among other things,
being perceived to be a good business citizen. A company that is tagged as a
polluter, maker of unsafe products, misleading advertiser, exploiter of its work
force, etc. is unlikely to be very successful in creating shareholder value. One
that is respected as a good corporate citizen is much more likely to be

successful, other things being equal. So in addition to meeting its legal,
regulatory and contractual obligations, shareholder wealth maximization will
almost always imply operating in ways that receive favorable (as opposed to
unfavorable) press. Good public relations are generally a part of effective value
maximization. Acting in an ethical, socially and environmentally responsible,
manner within the confines of the law may help companies avoid the risks of
misbehavior as noted above. Moreover, ethical corporate behavior can provide
reputational benefits and generate goodwill. Thus, ethical decision-making and
promotion of environmental, social, and governance (ESG) issues that are
aligned with the business is often tied to profit maximization and the promotion of
the long-term, and oftentimes the short-term, health of the business.[4]
Whenever a board of directors makes a business decision that does not
involve a conflict of interest and is not considered a waste of corporate assets,
then that decision has the protection of the business judgment rule. That is,
courts will give deference to business decisions made by the Board of Directors.
So long as the duty of care or the duty of loyalty is not breached, the business
judgment rule will protect the decision of the board from second-guessing by the
courts.[5] However, if a decision is not motivated by business considerations
and/or made to advance the interests of the business, but, rather, for some other
purpose, then that decision will lose the protection of the business judgment rule
and face review by the court. If companies can articulate a business reason for
making the decision, then that decision of the Board of Directors will be protected
against judicial interference. However, purely eleemosynary or charitable
decisions will lose the protection of the business judgment rule.[6] As the court
stated in the 1919 case of Dodge v. Ford Motor Co.: "There should be no
confusion (of which there is evidence) of the duties which Mr. Ford conceives
that he and the stockholders owe to the general public and the duties which in
law he and his co-directors owe to protesting, minority stockholders. A business
corporation is organized and carried on primarily for the profit of the stockholders.
The powers of the directors are to be employed for that end. The discretion of
directors is to be exercised in the choice of means to attain that end, and does
not extend to a change in the end itself, to the reduction of profits, or to the
nondistribution of profits among stockholders in order to devote them to other
purposes."[7] The court went on to say that "it is not within the lawful powers of a
board of directors to shape and conduct the affairs of a corporation for the merely
incidental benefit of shareholders and for the primary purpose of benefiting
others, and no one will contend that, if the avowed purpose of the defendant
directors was to sacrifice the interests of shareholders, it would not be the duty of
the courts to interfere."[8]
While this case is very old, and research has not revealed more recent
cases where a board's decision to advance an environmental or social goal was
overturned by a court (except perhaps in the dissolution context)[9], this
approach dominates the legal landscape. As a result, if Ds&Os make purely
ethical decisions without thinking about the profitability of the business, then

those decisions will not be given judicial deference pursuant to the business
judgment rule. Thus, the Ds&Os may incur legal liability to the shareholders for
those decisions. Nevertheless, even under the constraints of Dodge v. Ford
Motor Co., if the board of directors focuses in on ESG issues that are aligned
with the business when making decisions, then those decisions are likely to
receive the protection of the business judgment rule.
Given this legal constraint, should managers do more for society at large
than simply try to avoid legal and PR problems? Should managers try to foster a
better society? In particular, can or should they do so when they perceive a net
loss to their shareholders’ wealth that is more than outweighed by the social
benefit? This very challenging question is at the crux of the debate over social
responsibility. This debate is by no means new. See for example, the 1930’s
exchange between Berle and Dodd in the Harvard Law Review.[10] In that
debate Berle argued that Ds&Os hold corporate power in trust and must,
therefore, act in the shareholders’ interests. Dodd, in contrast, argued that
Ds&Os, while owing a duty to shareholders, also owe a duty to society. Dodd’s
recommended approach left it to the Ds&Os how to sort out their conflicting
obligations to various stakeholders. Thus we see two opposing views. On the
one hand, Berle would have managers look exclusively to the shareholders’
interests. Dodd, in contrast, would allow the Ds&Os, to override shareholder
interests when they believed doing so was sufficiently in the interest of society.
Dodd did not, however, explain how the Ds&Os should decide what is and is not
the socially responsible behavior. Nor did he offer any guidance on how to
evaluate the tradeoffs between shareholder and other stakeholder interests.
Berle’s approach appears to be consistent with fiduciary duty while Dodd’s does
not. This debate was revisited when Milton Friedman wrote his now famous
article in response to the advocates of the developing corporate social
responsibility movement and continues today.[11]
Ds&Os who use their companies’ resources to promote particular social
policies may be as much in conflict with their fiduciary duty as Ds&Os who favor
their personal interests over the interests of their shareholders, a practice that
agency theory has both identified and criticized.[12] Under what circumstances if
any, can Ds&Os utilize shareholder wealth in order to promote the interests of
some other group of stakeholders? If the Ds&Os want to use shareholder’s
resources to promote a social purpose, the shareholders could be given the
option of approving or vetoing the proposed action. Shareholders not
infrequently seek to influence their firm’s social behavior by offering resolutions.
For example, CREF’s 2002 proxy contained two separate shareholder proposals
that if passed, would require CREF to divest its portfolio of companies in the
tobacco industry and favor those supporting gun control.[13] A third proposal
related to reporting on each investment’s social and environmental policies.[14]
Clearly, many investors are interested in the social policies of the companies in
which they invest. While shareholders could have individually used some of the

incremental wealth created by the firm to promote a social purpose, often the firm
can be more effective than the shareholders acting separately.[15]
A decision to utilize an increment of shareholder wealth to promote
manager-favored social objectives without having shareholder approval raises
various problems. Assessing social costs and benefits is very difficult.
Managers may sincerely believe that a particular policy designed to achieve a
particular objective will benefit society far more than the costs to the
shareholders. Such judgments are inherently uncertain and indeed very
subjective. The Ds&Os who take such actions are not only imposing their own
agenda on their company’s shareholders, but are also assuming the correctness
of their own analysis of the relative cost/benefits. Others with differing social
welfare functions may well disagree with their analysis.
A second problem arises when Ds&Os seek to promote objectives that are
opposed by significant numbers (perhaps a majority) of their shareholders. For
example, such issues as gun control, abortion, affirmative action, bilingual
education, immigration policy, trade policy, tax policy, prohibition, legalization of
drugs, same sex marriage, and so on generally raise strong feelings on both
sides. Ds&Os who use their shareholders’ resources to promote one side of
such controversies are inevitably promoting policies that are opposed by
significant numbers of their company’s owners. For shareholders as a group to
impose costs on a minority of their fellow shareholders is one thing. It is quite
another for managers to impose their personal agendas on their firm’s
shareholders when a significant-sized minority and quite possibly a majority of
the shareholders do not sympathize with those objectives. Social/political
activism that promotes (liberal or conservative) causes with shareholder
resources would appear to violate the managers’ fiduciary obligations unless the
shareholders have formally instructed the Ds&Os to support these social
activities.
Two hypothetical (slightly disguised) examples may help illustrate how a
social political agenda could conflict with effective management. Each example
may be seen to bear some resemblance to a real life story.
First, consider the case of a highly respected editor of a major national
newspaper who had a writer who was an African American. The editor was a
Caucasian man who had grown up in the segregated South. By his own
admission the editor felt guilt for the way African Americans had been treated by
his fellow Southerners. The editor took a particular interest in the career of this
African American writer. He was, however, warned repeatedly that much of the
writer’s work looked to be plagiarized. The editor admitted, after the fact, that he
gave the writer too many second chances. When it finally came out that much of
the writer’s work was indeed plagiarized, the newspaper was very embarrassed.
Not only was the writer let go but the editor himself was forced to resign.[16]

The second example involves a company that owns television stations in a
number of major population centers. The managers of the company were known
to be supporters of conservative causes. Shortly before a presidential election,
they ordered each of their local stations to broadcast a controversial quasi
documentary that was highly critical of the more liberal presidential candidate.
The result of the uproar accompanying the decision to broadcast the story was a
substantial decline in the market price of the company’s stock.[17]
In both of these examples, one involving a liberal leaning bias and the
other a conservative leaning bias, ill advised decisions had an adverse effect on
the shareholders. While the poor decisions can be criticized on their own merits,
the liberal/conservative bias of the decision maker clearly played a role in the
process. In other words, the personal agendas of the managers who were
supposed to be acting in the interest of the owners led to a sub optimal result for
the owners.
Still, one wonders if other circumstances exist where managers can depart
from the goal of shareholder wealth maximization in order to promote some other
objective. Recall the two extreme positions. Berle would say “no” while Dodd
would not only say “yes,” but would leave it up to the Ds&Os to decide how far to
depart. Perhaps we can find a middle ground. One guidepost: “Would a majority
of the shareholders approve of the action?” Even without the guidance of a
shareholder resolution, some actions would no doubt be in line with shareholder
interests.
Suppose a news media learned an important military secret such as the
date of a planned military action. Publicizing the information might sell a lot of
newspapers, but would not be in the national interest. Most shareholders would
probably prefer that their company not publicize that sensitive information.
Similarly, suppose a company owns property that containes an important
archaeological site. Shareholders might well want the site maintained for
historical examination before it was commercially developed. One could think of
many other examples where an overwhelming majority of the shareholders would
want their company to use its resources to promote a social purpose even when
the activity has a negative impact on shareholder wealth, particularly if the
reduction was relatively small compared to a much larger social benefit. These
types of situations illustrate the importance of psychic as opposed to material
wealth.
An investor who contributes to charity almost always reduces his or her
material wealth (even taking account of the tax benefit). And yet in some sense,
the investor is acting as a rational utility maximizer. The gift to charity must be
giving something back (a positive feeling) that more than offsets the monetary
cost of the gift. Both altruistic and patriotic behaviors very generally reduce
material wealth, but at the same time confer an enhanced sense of well being.

Indeed, investors choose some investments over others because they
approve of some types of activities and not others. Most investors would
probably prefer to invest in a wind farm rather than a bordello (legal in Nevada),
assuming both investments offered similar risk-adjusted expected returns.
Socially responsibility mutual funds are designed to cater to such investor
preferences (organic food, yes; tobacco, no). Clearly, investors consider the
behavior of the companies in which they invest to be relevant to their investment
decision. If social responsibility matters to shareholders, it should also matter to
managers.
While notions of psychic wealth and shareholder preferences regarding
social responsibility are important considerations, measurement and valuation in
these areas is elusive. It is often difficult to discern whether or not shareholders
would receive psychic benefits or would endorse a particular action. Thus, we
must resort to the default rule of fiduciary duty. If there is alignment with
business objectives or justification, then the decision to act ethically should be
protected by the business judgment rule (as discussed supra.) Each of the
above examples could conceivably encompass a business reason for the
decision to act ethically. Additionally, we might want to look at whether the
ethical decision is tied to the business plan in a way that provides adequate
disclosure for shareholders to arrive at an agreement. That is, if the ethical
preferences of the corporation are reflected in the business plan and aligned with
business objectives, then shareholders who chose to invest have agreed to
those preferences. Lastly, the ethically motivated decision can be upheld based
on shareholder approval. Fiduciary duty is fulfilled either by advancing the
business interests of the corporation or by obtaining shareholder approval for the
ethical decision. Requiring the imprimatur of shareholder approval, either tacit or
explicit, mirrors the shareholder ratification doctrines already enshrined in the law
(and described above.) This focus on shareholder approval also is aligned with
the contractual approach, which emphasizes the contract principle of agreement
and genuineness of assent.
The above considerations lead us to the following conclusions: Officers,
directors and other senior managers should manage their companies in line with
their fiduciary duty to the owners. Exercising that fiduciary duty involves
maximizing total shareholder welfare, which includes both a material and psychic
welfare component. A manager should pursue a (socially responsible) policy that
reduces material shareholder wealth only if the shareholders have either
explicitly approved (via shareholder-resolution or ratification) or the managers
have good reason to believe that a majority of them would approve of the use of
their resource to promote that social objective. Following such a policy would
lead toward maximizing total shareholder welfare which includes both financial
and psychic components.
In many ways, the evolution of the literature on business ethics and
corporate social responsibility reinforces this approach. The philanthropic model

of corporate giving was at the heart of Milton Friedman's criticism.[18] That is,
why should significant firm assets be diverted to social, artistic, educational, or
environmental causes that might be the pet projects of the Ds&Os when the
shareholders themselves might prefer other causes?[19] There is also some
concern about the social utility of the choices made by the Ds&Os as well as the
effectiveness or impact of those choices on the particular social problem. If
money is spent by a corporation on a social cause, shouldn't shareholders have
a right to expect that the cause be advanced appropriately?[20]
Corporate Social Responsibility developed as a counterpoint to the
philanthropic model in the form of the corporate good citizen and stakeholder
theory.[21] Conscious capitalism espoused by John Mackey is another more
recent iteration of the corporate social responsibility movement [22], as is Terry
Molner's Common Good Capitalism.[23] Further developments in the form of
sustainability and the triple bottom line focused on the importance of these issues
to the long-term health of the corporation, but were still susceptible to some of
the same criticisms regarding how to maintain accountability without requiring
adherence to fiduciary duty rules that focus on benefit to the shareholders, as
well as how to balance competing constituency interest and how to ensure
effective environmental or social engagement.[24] Green to Gold posited that
corporations that focused on environmental issues and diverted resources to
acting ethically in this arena would actually perform better financially.[25]
Michael Porter's shared value approach held that both the financial goals of the
firm and the social or environmental causes would be appropriately
advanced.[26] Porter seemed to hone in on alignment.
The social entrepreneurship movement has recognized that the traditional
charitable or development model has not done a particularly effective job of
solving social problems and seeks to harness the profit model both to advance
social issues and make a profit.[27] This alignment approach can now be seen
in the metrics and reporting literature.[28] That is, corporations should be paying
attention to ESG issues that are aligned with/material to the business.
Corporations increasingly are encouraged to report on these issues on the 10K
[29], and failure to address these issues has resulted in shareholder lawsuits
(Exxon and Sea World.)[30] This is an investor driven area. Measuring and
reporting on ESG issues that are material to the business and then acting on
those metrics is an essential part of modern business strategy, and the push for
this measurement is now investor
driven.[31] Recent research has reinforced the hypothesis that there is a strong
correlation between effective reporting and management of ESG issues and
performance.[32]
At the end of the day, ESG strategies tend to be good business. But when
issues are not aligned with the business, then the waters become murkier. There
is no good reason to abandon the fiduciary duty rule which focuses on benefits to
shareholders. This rule provides appropriate constraints where they are most

needed and should only be disregarded based on adequate disclosure to and
evidence of agreement or ratification from shareholders. Thus, the solution as
outlined above would provide the strongest justification for action when the
business case is lacking.
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