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Capitalism, Prosperity and the Shareholder Value Model 

Much of the public debate on corporate 
governance uniformly ties short-termism and greed 
to the shareholder value model. There are a 
number of real and perceived issues and pure 
misperceptions with the shareholder value model 
that must be addressed; otherwise the public, 
political and media resistance will make a change 
that would benefit all impossible.  

On the most basic level it is a huge problem that 
so preciously few understand how the capitalist 
system works, since without this the understanding 
of the unintended side effects of various proposals 
get very unclear. Prosperity is taken for granted 
without a clear view of what creates it.  

So let’s take some time to try to understand 
capitalism and let’s start with that, just as an 
employee rarely would continue working for free, a 
person who starts and operates a business rarely 
would do this if the money he can earn isn’t more 
than the cost he’s having for operating and 
financing the company and he’s also entitled to this 
surplus. Concerning the right of keeping the 
surplus the individual’s ownership right to the 
company is vital. A shareholder cannot just be seen 
as a provider of capital, he owns the company – it’s 
his. This is irrespective of weather it is a small 
company with one founding owner or if it is a 
public company with 100 percent free float. A 
corporate executive is an employee of the owners 
and his responsibility is to conduct the business in 
accordance to their will as long as it confirms to 
the rules of society. This is in contrast to a socialist 
system where, as a general rule, companies are 
owned by the state and government officials sets 
the corporate agenda.  

On the societal level it is an unavoidable fact that 
resources/capital is limited. Because of this it is 
crucial that the resources/capital that exist are used 
as efficiently as possible. This gives people the 
most benefit of the resources/capital that there is. 
The most efficient use - and the most benefit for 
society and people - will be generated if a) any one 
current business is as efficient as possible in terms 
of generating the highest possible return on its 
invested capital and b) if capital is allocated from 

those businesses that earn a sub-par return on 
invested capital to those who earn higher returns. 
On a societal level value creation in companies 
means higher living standards, more resources for 
public spending as tax receipts will increase and 
greater choice and opportunities for people. 

The shareholder value model is tightly connected 
to the capitalist process, as it is a process of how to 
decide on business investments – both between 
competing present investments and between 
present and future ones. Value is created by a 
company – be it small and private or large and 
public – if it deploys capital/resources into 
investments/businesses where the future 
incremental cash flow return on the investments 
are higher than the cost of capital of the funds 
needed to finance the investments. The value of 
the company, its shareholder value, equals the 
present value of all future free cash flows 
discounted by the cost of capital, net of net debt. 
The shareholder model simply states that it’s a 
company’s aim to maximize this net present value 
for the benefit of those who owns it. This is due to 
owners right to his property, as long as he doesn’t 
use it to violate other people’s rights.  

Note that the net present value is an absolute 
number, not a percentage number. In theory all 
projects that have a higher return on capital than 
the cost of capital should be implemented, as this 
will maximize the net present value for the 
shareholders. Also note that it is the eternal future 
cash flows that create shareholder value, not the 
current quarterly profits. The model is thus the 
essence of long-term and as an example of this 
McKinsey found a strong positive correlation 
between public companies value creation and the 
level of resources spent on R&D. However, what 
the shareholder value model is not, is the business 
model or the business strategy needed to provide 
customers with a product or service they are ready 
to pay for and that’s needed to compete effectively. 
These are obviously also instrumental to fulfill the 
aim to create shareholder value. 

Those who argue against the shareholder value-
model almost always mistake maximizing the 
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current share price as the aim for the model, when 
it is in reality a model that looks to the cash flows 
until the end of time. Shareholder value is not 
related to a company’s stocks being publicly 
quoted to start with. When the stocks are publicly 
quoted, then shareholder value is still something 
different from the stock price and only very rarely 
are they the same. Over very long time periods the 
stock price could be said to fluctuate around the 
shareholder value of the company. If the model 
really was about maximizing the current share price 
I would also be dead against it.  

The problem is that the critics - without bothering 
to understand the concept - has kidnapped the 
word and are criticizing their own perverted 
creation. In fact this is the second time this 
happens. During the late 90’s greedy corporate 
managers who justified transferring huge values to 
themselves through options hijacked the 
shareholder value moment of the day. Effectively 
stealing value from the owners they called it 
creating shareholder value, giving the model a bad 
name ever since. All this is also why there is such a 
language barrier between the model’s critics and its 
proponents who often work at the stock market. 
They effectively speak about different things when 
they discuss the shareholder value model. Anyone 
criticizing the shareholder value model should first 
be forced to read the first and second book of 
genesis of the model – that is Creating Shareholder 
Value from 1986 by Alfred Rapport and The Quest 
for Value from 1991 by G. Bennett Stewart III – 
then they are free to argue.  

Some also connect the shareholder value model to 
the “market for corporate control” and sure, to 
some extent M&A can function as a control 
mechanism when resources are not used effectively 
and a more value creative owner then buys a 
company. However, the market for corporate 
control is hardly any intrinsic part of the concept 
of shareholder value as meaning maximizing the 
net present value of all future cash flows from a 
company for the benefit of its owners. Shareholder 
value is created inside the companies not on the 
public stock market – this later market simply tries 
to price what the created value is, more or less 
successfully. To talk with Warren Buffett’s mentor 
Benjamin Graham: “price is what you pay, value is what 
you get”. Note that because of this, value creating 

companies are not necessarily the same as good 
investments on the public stock market. If the 
growth in the companies investments or the return 
on the investments does not meet the expectations 
that is priced by the market the stock will likely 
underperform, at least in the near to medium term. 
The shareholder value model boils down to 
ownership rights and whether an owner of 
something should have the right to run it for his 
best use and also have the right to its proceeds. If 
this something is publicly quoted or involved in 
M&A is clearly a side issue. 

I don’t by this say that there is no short-termism 
on the public stock market; on the contrary there is 
plenty of it. The critical point for a company and 
its management is to differentiate between one 
specific current shareholder that is obsessing about 
FX-fluctuations the coming quarter, and the 
Shareholder in a more general meaning. The 
specific shareholder (the one with the small “s”) is 
unfortunately trapped by demands to, in every 
given short period, have a higher return than other 
shareholders. The goal of the shareholder thus 
becomes to invest in shares that in any given 
moment outperform other and then dump them to 
the other shareholders if he suspects that the 
period of outperformance is over. The 
shareholder’s (still with a small “s”) wish is to see a 
high stock price as soon as possible as long as he’s 
got an overweight position versus the default index 
position. He knows perfectly well that this is not 
the ideal type of ownership of companies but he’s 
trapped between a short-term oriented media 
coverage designed to sell papers, short-term 
customers who buy the papers and short-term 
incentive systems created by bosses that want to 
lure the short-term customers into the portfolio 
and that is dead scared of the short-term 
journalists who have the power to discourage the 
short-term customers.  

The Shareholder (with a capital “S”), that is all the 
present and future owners of the company as a 
collective, for logical reasons can’t sell the 
company to anyone else. The Shareholder will own 
it as long as there is anything to own. To the 
Shareholder the creation of shareholder value is the 
thing that matters most. It is the Shareholder that 
the company should serve, thereby balancing the 
present and the future and certainly not sub-
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optimizing by sacrificing parts of the net present 
value of future cash flows for the sake of 
maximizing current quarterly profits. Balancing the 
present and the future to maximizing value is 
among the trickiest tasks that there is for managers. 
And sacrificing profits today for the sake of higher 
profits in the future isn’t made simpler to 
communicate, as media and owners can’t really be 
sure if the lower margins really will maximize value 
or if they are only due to poor management – still 
management must handle this balance to create 
shareholder value. Things must be efficiently run 
but not at the expense of sub-optimizing the 
future. Further, so-called “earnings management” 
might fool some shareholders temperately but for 
the Shareholder the practice is at best unnecessary 
and at worst it will be value destructive. 
Differentiate between the shareholder and the 
Shareholder.  

Without releasing discriminating information 
companies should concentrate on building 
relationships with investors that have strategies 
making them good representatives for the 
Shareholder. Investors can be segmented in a 
number of ways. One first useful distinction is 
between a) short-term trend-following momentum 
investors who invest in what’s hot for the moment 
without regards to the value of companies and 
thereby add to market fluctuations and b) long-
term value investors who do research to try to 
figure out the value of the company and who buy 
the shares when the price gets too cheap according 
to their estimate and sell when the price gets to 
expensive. The two types of investors are in a 
constant tug of war with regards to dominating the 
market pricing, but in the long run it is the value 
investors who determine the share price level of 
stocks.  

In a similar attempt to categorize investors 
McKinsey used four categories 1) mechanical 
investors, that is index funds and quants who are 
not really interested in the fundamental business of 
the companies, 2) traders who resemble what are 
above called momentum investors but they could 
also have even shorter strategies, 3) closet indexers 
who say that they are active but in reality deviate 
very little from their default index sized positions 
and 4) intrinsic investors who resemble the value 
investors above.  

The intrinsic investors often own no shares in the 
company until they have performed their due 
diligence of the operations and have estimated 
their view on fair value of the company. If they 
buy the company’s stock, it will form part of a 
relatively concentrated portfolio. Even though the 
closet indexers often are the largest owners of a 
company (and cannot be ignored) and the traders 
definitely are the loudest and “pushiest”, it is the 
intrinsic investors that public company should seek 
to build a long-term relationship with. Further, 
investor relations should not have as a goal to try 
to improve the stock price, instead information 
should be provided so that the stock gets the most 
correct price. This means candid and balanced 
information that doesn’t try to oversell the 
positives and ignore the risks. Companies should 
build support with intrinsic investors plus the most 
fundamentally focused sell side analysts and also 
use them as a resource to gain intelligence on 
industries and competitors.  

So how can a company in practical terms create 
value by “deploying resources into investments 
where the future incremental cash flow return on 
investments are higher than the cost of capital”? It 
could be done in practically any way, by designing 
an innovative new product that provides it with 
pricing power, by implementing a revolutionizing 
manufacturing process to lower production costs, 
or by offering additional features for the products 
that open it up to larger target audience and with 
that boost sales volumes. The point is that it is 
these constant innovations and productivity 
improvements that create the returns that the stock 
market generates. 

No shareholder value can in the long run be 
created without the company producing a product 
that the customer wants to pay for. Neither can the 
other stakeholders be continually exploited. The 
key to understanding this is to realize that the cash 
flow that the shareholder receives and which is the 
basis for the value of the company, is a residual 
after all the other stakeholders have received a 
satisfactory compensation. How does one know 
that the compensation is satisfactory? Otherwise 
the vendor would not sell his products, the 
employee would not sell his time, the society 
would not grant permissions etc. Yes, there are 
definitely exceptions and examples of abuse, but as 
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a general rule the above is true. It is over time 
simply not possible to create shareholder value by 
exploiting other stakeholders. It’s actually sad that 
so few think that a company’s “license to operate” 
does not lie in its ability make products that 
customers want to buy - and by doing this 
efficiently improves the usage of society’s 
resources. The shareholder value model does not 
bring exploitation - it brings innovation, 
productivity and the respect for ownership rights 
that has brought the world out of the middle ages.  

The stakeholder model sounds very sympathetic, 
“to care for everybody instead of just for one”. 
The problem is that with many aims it will not be 
possible to optimize any of them. If companies no 
longer strive to maximize the return on the capital 
deployed but instead pursue various other 
ambitions and if capital no longer is allocated to 
businesses that use resources more efficiently than 
other, the entire base for innovation and 
productivity falls apart and the usage of the scarce 
resources of society will become less and less 
beneficial for the people. This is basically what 
happened in the Soviet Union or Maoist China. 
The stakeholder model sounds nice but it is a step 
on the road to serfdom.  

“But there are companies that have as an explicit 
policy to take care of all stakeholders and that earn 
money by doing good”, the proponent of the 
stakeholder model might object – doesn’t this 
show that the stakeholder model works? No, this 
misses the point by not differentiating between 
aims and means. The shareholder model has no 
problem whatsoever with treating any stakeholder 
better than fair or developing environmentally 
friendly products for that matter as long as this 

aims to maximize shareholder value. If all 
customers want organic food that is what the 
shareholder model will deliver. The means can very 
well be to create customer values for 
environmentally conscious customers but the goal 
is still to make money. If it’s not, the executive will 
spend money that is not his for purposes of his 
own choosing. This is not his right to do. It is 
instead his employers, the owners that should get 
to choose how to spend their money. The 
stakeholder model further gives the management 
the power of functioning as the final arbitrator 
between conflicting demands from stakeholders 
without any of them having the possibility to say 
what is the optimal end result. This if something is 
a set up ripe with agency conflicts. The shareholder 
value model in essence is capitalism and as such it 
has over the last 300 years, by being able to 
generate societal wealth, proved itself a hugely 
beneficial model for everybody.  

Institutional public owners must understand and 
face up to the fact that it is through the capitalistic 
process that the asset class equities generates its 
returns. The choice between the shareholder model 
and the stakeholder model is not a choice between 
short-termism and concern for fellow man, it is a 
choice between ownership rights or not. The 
corporate governance arbitrage that is said to favor 
private equity is not only due to the form of 
ownership governance performed but also due to 
the clarity of the aim. Institutional investors are, as 
large owners of assets, in the end dependent on the 
rights of owners. They need to break their stigma 
when it comes to this area or they will never be 
sufficiently value-creating owners and the more 
effective private equity will gradually empty the 
public stock market.  
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