Topic: Theories of Corporate Ethical/Social Responsibility

Sub-Topic: The Stockholder Theory:
A. Arguments for the Theory

1. Stockholders take risk to invest their money by establishing businesses. They deserve returns (i.e., profits) on their investment. They do not take risk to benefit any other party.

2. Stakeholders also benefit from those investments in a free-market economy. In such an economy, the owners of factors of production (i.e., capital, labor, land, knowledge, etc.) benefit by providing services based on those factors. Consumers also benefit because competition in a free-market economy ensure that consumers are offered high-quality goods and services at affordable prices. The government also benefit in terms of getting tax revenues to finance its operations. Governments can use their legal systems to protect the environment from the detrimental effects of business operations.

3. The whole society also benefits from investments made business owners; those investments increases the standard of living in the society by producing goods and services,

4. In a democracy, managers of businesses represent the owners of those businesses; they do not represent the other stakeholders. If business profits go to those stakeholders, this will be unnecessary taxation on those business owners. This taxation will be contrary to democracy which says that “there is no taxation without representation.”  

B. Arguments against the Theory

1. The business corporation is a legal entity. This means that is established through a legal mechanism set up governments. As a legal entity, the corporation can sue and be sued. In other words, the corporation operates in a legal environment. One of the functions of the legal system is to resolve private and public disputes. When business operations or activities harm other parties, those parties have the right to file civil and or criminal lawsuit to seek justice. The implication here is that profit maximization should not be the only responsibilities of business managers. They must also seek to at least not harm other parties who/which are affected by business activities.

2. The stockholder Theory is founded on the free market system. The most important feature of this system is that private owners of the means of production use those means to produce goods and services for profits. However, there are some market failures that inflict harm on the society and the environment. Those failures are also called negative externalities or negative spill-over effects. 

Examples of Negative Externalities:
a. Air Pollution or Contamination

b. Green-House Warming

c. Deforestation

d. Traffic Congestion

e. Congested (Overcrowded) Cities
f. Market failure to provide public goods
These failures entail economic, social, and environmental costs that affect other stakeholders. Therefore, in seeking to maximize profits, corporate managers must take the interests of those stakeholders into account. This is an ethical and social obligation on those managers. 
Topic: Theories of Corporate Ethical/Social Responsibility

Sub-Topic: The Stakeholder Theory

· In the business context, a stakeholder is any party who/which is affected either negatively or positively by business operations, policies, or procedures. Stakeholders include stockholders (i.e., shareholders or owners of business), management, employees, customers, suppliers, creditors, governments, the local community, the whole society, and the environment. 
·  According to the stakeholder Theory, primary job of managers and executives is to create value for all stakeholders while managing the nexus of relationships among them.

1) Businesses should be managed so as to create value for customers, suppliers, employees, communities, and financiers.

a. The Separation Fallacy: It is useful to believe that sentences like “x is a business decision” have no ethical content or any implicit ethical point of view.  And, it is useful to believe that sentences like “x is an ethical decision” have no business content.

b. The Open Question Argument:

i. If this decision is made, for whom is value created and destroyed?

ii. Who is harmed and/or benefited by this decision?

iii. Whose rights are enabled and whose values are realized by this decision (and whose are not)?

iv. What kind of person will I (we) become if I(we) make this decision?

c. The Integration Thesis: Most business decisions have some ethical content, or implicit ethical view.  Most have ethical decisions, business content, or an implicit view about business.

d. The Responsibility Principle: Most people, most of the time, want to, actually do, and should accept responsibility for the defects of their actions on others.

2) Practical Implications

a. Stakeholder interests should be regarded as joint.

b. Stakeholder interests may be prioritized by different companies in different ways.

c. Businesses must have a clearly defined purpose.

3) Theoretical Foundations

a. The argument from consequences:  Results in economic, social, and environmental benefits.

b. The argument from rights:  Helps to ensure that property rights and human rights are protected.

c. The argument from character:  Helps ensure that virtues, such as efficiency, fairness, respect, and integrity are enacted by managers.

d. The Pragmatist’s argument:  Because we want humane social institutions, businesses should be regarded as a social practice governed by the norms common to all social practices.

Discussion

1)  What is the “integration thesis”?  Do you tend to agree or disagree with the thesis?    

     Why?

2)  Does the claim made by R. Edward Freeman that managers have an obligation to take  

     into consideration the rights and interests of all legitimate stakeholders, above and  

     beyond the law, seem plausible to you?  Why, or why not?  Explain.
John R. Boatright, “What's Wrong--and What's Right--with Stakeholder Management”

Boatright appeals to transaction cost economics to defend the stockholder model of the corporation and to criticize the stakeholder model.

1) Advocates of stakeholder management get one point right:  the modern for-profit corporation should serve the interests of all stakeholder groups.

2) Where stakeholder theory goes wrong is in thinking that managing for the interests of all stockholders (shareholders) is not in the interest of all shareholders.

a. Managers ought not be tasked with managing for the interests of all since the market will ensure that the interests of all are taken into account.

3) Two Forms of Stakeholder Management.

a. Instrumental stakeholder theory holds that it is in the interest of shareholders for managers to attend to all stakeholder groups in their operations.  This view is compatible with the prevailing stockholder (shareholder) theory of the firm.

b. Normative stakeholder theory holds that: (1) stakeholders have a right to participate in decisions that affect them; (2) that managers have fiduciary duties to serve all stakeholders; and (3) the objective of the firm ought to be the promotion of all interests and not shareholders alone.

4) An Economic Approach to the Purpose of the Firm:  The stockholder model of corporate governance is, or should be, grounded in the “transaction cost” theory of the firm as articulated by Coase (1937).  On this theory, the purpose of the firm is to enable individuals with economic assets to realize the full benefits of joint production.  Every stakeholder group benefits from such production.

a. Employees, suppliers, and investors cooperate to produce greater returns than they could achieve on their own.

5) Governance may be understood as the contractual agreement and legal rules that secure the interests of each input group.

a. Shareholders govern corporations because control is the most suitable protection for the capital they contribute to the firm.  

b. Having shareholders in control is also in the best interest of other stakeholder groups because:

i. All benefit from maximizing profits

ii. Shareholders assume most of the risk

6) Protecting stakeholder interests is best accomplished by the shareholder model of management since:

a. Legal protection is to be preferred to managerial good will.

b. Corporate decision-making is more efficient when management has a single goal and this benefits all stakeholders.

7) Just because all stakeholders should benefit from the operation of the firm does not mean that it is the job of managers to achieve that end.

8) Fairness is partly secured by managers recognizing their basic ethical obligations to all parties, in addition to their legal obligations.  Three further points:

a. Contractual agreements and legal rules help secure fairness.

b. Governments, and not managers, are best positioned to ensure a fair distribution of wealth.

c. Governments, and not corporate governance structures are best suited to ensure a fair distribution of wealth.

Discussion

1)   Boatright argues that the interests of all stakeholders can best be protected via the  

      stockholder model of management.  Why does he believe this?  Do you agree with 

      him?  Why, or why not?

2)   Boatright argues that managers have basic ethical obligations to all parties and that 

      this will help to ensure fairness.  What does he mean by this?  Does this mean that 

      he regards managers as having more ethical obligations than does Friedman?  Why, 

      or why not? 

Wayne F. Cascio, “Decency Means More than “Always Low Prices”:  A Comparison of Costco to Wal-Mart’s Sam’s Club”

Cascio argues that Costco is more profitable than Wal-Mart and treats its stakeholders 

better.

   1) This article compares the labor practices and Wal-Mart’s Sam’s Club with Costco.  

a. Sam’s Club secures low prices by insisting on low costs from suppliers and paying workers low wages with few benefits.

b. Costco emphasizes its Code of Ethics in its everyday business operations including respect for suppliers and employees.

      2)
Facts about Costco:

a. Average hourly wage: $17

b. Substantial benefits

c. Permits unions

d. Turnover:  17% per year

e. Stock value over 5 years:  plus 55%

      3) Facts about Sam’s Club:

a. Average hourly wage: $10.11

b. Poor benefits

c. Does not permit unions

d. Turnover:  44% per year

e. Stock value over 5 years: minus 10%

Discussion

1)    Is the fact that most Sam’s Club shoppers are from a lower economic bracket than   

       most Costco shoppers relevant to a comparison between the two companies?  Why, 

       or why not?

2)    During the period in question Costco has better served its employees and 

       shareholders while keeping customers happy.  Employees at many companies, 

       including Wal-Mart and Sam’s Club, express dissatisfaction with their jobs.  Why do 

       you think more companies are not managed like Costco?

Legal Perspectives:
Michigan Supreme Court, Dodge v. Ford Motor Co. 
This is a classic legal case in which the Dodge brothers, two minority shareholders, sued Ford for failing to turn over greater portions of its huge accumulated wealth to shareholders in the form of dividends rather than distributing the money to society in the form of lower prices and more factories and jobs.  The court sided with the Dodge brothers and ordered Ford to reconsider its resource allocation.  The case is often cited as a legal basis for the stockholder view of corporation business ethics, but is seldom cited in the courts any longer.

Supreme Court of New Jersey, A. P. Smith Manufacturing Co. v. Barlow 
In this case stockholders sued Smith Manufacturing to stop a $1,500 corporate donation to Princeton University.  The court decided that corporate executives have the legal authority to provide such gifts for the betterment of society.

Johnson & Johnson: Our Credo

Self-explanatory corporate values statement emphasizing obligations to customers, employees, communities, and stockholders in that order.

Cases:

Case 1: The NYSEG Corporate Responsibility Program

The New York State Electric and Gas Corporation operates a program whereby those who cannot afford power and heat are subsidized.  Despite shareholder donations to support this program, the majority of more than $600,000 annual costs are born by the company and as a result shareholders receive lower returns.

Case 2: Outsourcing at Any Cost?

Fictional case concerning the company Galaxywire, a company that accepts loans, tax incentives, and grants to locate in Green Fork, IL.  Seven years later the company is thriving and decides to shut down the Green Fork facility and to outsource those jobs to India to reap savings of approximately $10 million per year.  Workers propose pay cuts and benefits reductions in an effort to keep the company in town. What should the company do?
Case 3: Merck & River Blindness

Merck develops a miracle drug for river blindness.  The people who need it cannot afford to pay for the drug at cost and governments and non-governmental organizations won’t help.  Merck decides to manufacture and distribute the drug for free.  The considerable costs are borne by shareholders.

Case 4: H. B. Fuller in Honduras: Street Children and Substance Abuse 

Street children in Honduras are sniffing Fuller glue and destroying their brains in the process.  Activists accuse Fuller of valuing profits over the welfare of children.  What are Fuller’s obligations?

Case 5: From Tension to Cooperative Dialogue:  Holcim

Holcim, one of the world’s largest manufacturers of cement, operates in conjunction with community advisory panels.  These panels help with everything from community relations, to security, to the use of alternative fuels.

Quiz Questions:

1) According to Milton Friedman in “The Social Responsibility of Business Is to Increase Its Profits,” the managers of a company may spend corporate money on charitable enterprises only when:

a. they are sure that doing so will increase profits.

b. they truly believe the cause to be worthy.

c. they have expertise in the area.

d. they have had a profitable year.

Answer:  A

2) T or F: According to Milton Friedman in “The Social Responsibility of Business Is to Increase Its Profits,” the managers of a company have an obligation to ensure that employees are treated with dignity and respect.

Answer:  F

3) T or F: According to Milton Friedman in “The Social Responsibility of Business Is to Increase Its Profits,” whether or not a company operates in a democracy is irrelevant to his view of corporate social responsibility.

Answer:  F

4) Which of the following does not appear on R. Edward Freeman's list of stakeholders in “Managing for Stakeholders”?

a. Stockholders

b. Employees

c. Managers

d. Environment

Answer:  D

5) T or F: According to R. Edward  Freeman in “Managing for Stakeholders,” the Separation Thesis holds that business questions are distinct from ethical questions.

Answer:  T

6) T or F:  According to R. Edward Freeman in “Managing for Stakeholders,” stakeholder interests may be prioritized by different companies in different ways.
Answer:  T

7) T or F:  According to John Boatright in “What's Wrong -- and What's Right -- with Stakeholder Management,” the stockholder model of corporate governance is, or should be, grounded in sociological analysis of markets.

Answer:  F

8) According to John Boatright in “What's Wrong -- and What's Right -- with Stakeholder Management,” the contractual agreements and legal rules that secure the interests of each input group in a business is known as:

a. stockholder management.

b. transaction cost economics.
c. governance.
d. public policy.

Answer:  C

9) T or F:  According to Wayne F. Cascio in “Decency Means More than “Always Low Prices”:  A Comparison of Costco to Wal-Mart’s Sam’s Club,” Costco emphasizes its Code of Ethics in its everyday business operations including respect for suppliers and employees

Answer:  T

10) T or F:  According to Wayne F. Cascio in “Decency Means More than “Always Low Prices”:  A Comparison of Costco to Wal-Mart’s Sam’s Club,” Costco was less profitable than Wal-Mart during the same five year period.
Answer:  F

Essay Questions

1) Provide an exposition of the stockholder view of the corporation as defended by Milton Friedman.  What would Friedman likely say about the NYSEG Corporate responsibility program?  Provide an exposition of the stakeholder view of the corporation as defended by R. Edward Freeman.  What would Freeman likely say about the NYSEG Corporate responsibility program?  With whom do you agree more?  

2) Explain John Boatright’s main arguments in “What's Wrong -- and What's Right -- with Stakeholder Management.”  Provide two objections to his thesis.  Do you agree or disagree with his position.

3)  Does the essay by Wayne F. Cascio, “Decency Means More than “Always Low Prices”:  A Comparison of Costco to Wal-Mart’s Sam’s Club,” tend to support the position of Milton Friedman or R. Edward Freeman?  Why

