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On Profit and Purpose in Business

By Michael Palmer!

In American business circles many have long thought that profit isn't just the most important
thing. It's the only thing. This view was famously articulated by Milton Friedman 40 years ago in
a New York Times article, in which Friedman stated, "The social responsibility of business is to
make a profit."? Friedman was responding to a misunderstanding of corporate social
responsibility as altruistic or charitable behavior that had gained some currency at the time.’
Perhaps he was writing out of frustration with this notion, which he surely considered
wrongheaded. But he was not the first nor has he been the last to espouse the belief that the
purpose of business is to make money and to keep as much of it as possible.

Juxtaposed against this profit-dominated ideology is the view that each legitimate business has
a purpose that is grounded in reciprocal relationships with numerous stakeholders and that the
business should be operated with an eye toward achieving the commercial purpose or purposes
for which the business was organized in the first place. This view was stated succinctly by David
Packard in a speech in 1947: "Profit is not the proper end and aim of management—it is what
makes all the proper ends and aims possible."

Who is correct and why? And does it matter?

In some ways it is impossible to answer those questions definitively. This is because the correct
answer depends in key ways on what one considers important in the short-term and long run.
But we can spell out the likely consequences of each belief.

Friedman was not so dumb or obtuse that he thought or meant that anything goes so long as it
generates a profit. He knew that there were rules (laws) that any legitimate business must
comply with. And he also knew, undoubtedly, that managers must treat other players in the
commercial enterprise with a modicum of respect so long as doing so is necessary to generate a
profit. This is the prudential view of ethics in business, namely that one should behave in
accordance with the law and ethics in order to make money, that is, in so far as doing so is a
means to making money. The prudential calculus married to the profit mantra says that | should
be nice to you as long as, but only as long as, you are useful to me in generating a profit.
Otherwise, | can treat you like a sack of dirt. To hell with you—a policy illustrated by the
disposal of surplus employees in the movie Up in the Air.

As | said, Friedman was not the first nor has he been the last to advance this belief.
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The profit mantra is an expression of the notion long advanced by some economists that the
rational person seeks to maximize her utility, which is econospeak for the drive to derive the
most happiness out of any activity or exchange. Since money is the medium of exchange in the
business world and since every participant in commercial activity seeks to be better off as a
result of the exchange—that is, to achieve a profit of some kind—maximizing profit is the only
thing that managers should concern themselves with.

Rational utility maximization was not the only principle underlying Friedman’s dictum. It also
was the logical consequence, he believed, of the relationship between managers and
shareholders. In his view, managers are the trustees of the shareholders. As such, managers
have a fiduciary duty to shareholders to act in their best interest and for their benefit. As far as
it goes, this is an almost unassailable truth.” Managers should not be acting to feather their
own nests; they should be looking out for the interests of the corporation.

Friedman made a leap that does not logically follow from this basic premise. He appears to
have assumed that short-term profits are the only thing that shareholders could or should care
about. There are several problems with this assumption. First, if it holds true at all, it would
apply only to managers of publicly traded companies whose stockholders change from day to
day, looking only for a way to profit from the sale of the stock as the share price increases. Even
here, however, shareholders don't really care about the profits of the company since in many
cases they don't even receive a dividend. (I once owned shares of Microsoft stock for several
years, during which period Microsoft accumulated billions of dollars of cash reserves but paid
no dividends.) What such speculative shareholders care about is being able to buy low and sell
high. The profitability of the company may affect its share price, but often other factors are
equally or more important. For example, during the great recession of 2008 2009, the price of
General Electric stock fell at one point to around $11 a share. The profitability of the company
had not changed at all. The economic conditions in the larger society had changed, having a
dramatic effect on stock prices regardless of the conditions of the individual companies.

Second, Friedman's assumption does not apply to closely held corporations and small
businesses whose owners are in it for the long haul. Profit is surely one value but it is not the
only value. Sustainability is at least as important to such shareholders as short-term profits.
Moreover, in many small businesses the substantive purpose of the business—its mission vis-a-
vis those with whom it does business (customers, suppliers, and others)—is often more
important than how much money is made. And in some businesses, the owners/managers find
the operation of the business itself to be the most rewarding aspect of it. For example, many
dairy farmers would be financially better off selling their land and investing the money in an
annuity, but they would be horrified at the suggestion that they should stop farming.

o say “almost” because the better formulation is that managers are trustees of the corporation. The shareholders
do not own the corporation. They own shares in the corporation. This distinction, which strikes some as
hairsplitting and others as incomprehensible, is crucial to a proper understanding of the corporation and the
manager’s role in it. In some respects, a corporation is like a country. No one or group of people own a country,
though a majority of people may determine the policies of the country at any given time.



In short, Friedman's dictum like much that has been built on the foundation of rational utility
maximization is not realistic. It does not apply to the real world or comport with the way the
real world works.

This has not stopped managers from using it as a justification for engaging in obtuse and
disrespectful practices with regard to employees, communities, suppliers, and others involved
in the commercial process. The profit-is-the-only-thing ideology has been powerful because it
blesses people who want to pursue their own self-interest at the expense of others. It seems to
me to be the perfect formula for attracting psychopaths to the business world because it gives
them ideological cover for what they would want to do anyway. And it also tends to shape and
mold others, who are not initially so inclined, into behaving sociopathically as well. This latter
effect was dramatically presented by Franz Kafka in Metamorphosis, the novella about Gregor
Samsa, the travelling salesman, who awoke one morning to find that he had been
transubstantiated into a disgusting insect.

Setting aside the question why we would want to allow our dominant institutions to become
such soul-shriveling machines (let alone actively promote the notion that they should be), we
should perhaps first ask whether the profit-is-the-only-thing mantra accurately states how
business works best even when viewed narrowly from the interests of business owners.

| contend that even if one uses rationality utility maximization as the sole criterion for business
success, the profit-is-the-only-thing principle is at best short-sighted and at worst pernicious. It
does not lead to the best interests of shareholders or anyone else.

Consider Al “Chainsaw” Dunlap and Herbert J. Taylor. The one destroyed Sunbeam. The other
saved The Aluminum Club of America. The one was an insufferable bully. The other sought to
apply baseline goodness in all business dealings. Or compare Johnson & Johnson with Enron.
J&J is like the Energizer Bunny, still running and growing, making its shareholders prosperous.
Enron succumbed to greed and skullduggery. These are only anecdotes, but systematically
conducted studies confirm that companies operated with an eye toward their social
responsibilities do better than those that ignore them. (See Kiernan, Investing in a Sustainable
World, other studies.)

The profit-is-the-only-thing ideology does not work because it gives board members, senior
executives, and mid-level managers only one criterion with which to make hard choices
between and among the interests of stakeholders. With publicly traded companies, profit is
measured in quarters or, at the latest, at the end of the year. If profit is my only value, the only
thing that is important, then all other considerations not only will be subordinate, they will
have standing to be considered only insofar as they contribute to the year-end profit (and my
corresponding bonus). Thus, if | can generate slightly more profit by taking advantage of some
key suppliers, squeezing them for lower prices each year, then | should (not may, should) do so
even if the mid- and long-term result will be the destruction of some suppliers and a reputation
as a company one should avoid doing business with. Or, if managers can exploit the
desperation and unsophistication of low-level employees by making them work overtime off
the clock, they should (not may, should) do so if they can avoid getting caught during the fiscal



reporting period. (Did anyone from Wal-Mart lose her job as a result of the off-the-clock
scandal?)

Of course, Friedman stated that the pursuit of profit should be done legally. The problem is that
once the profit-is-the-only-thing ideology has taken hold as the criterion for business decisions,
it infects everything and tends to encourage wrong doing and illegality if the perpetrator thinks
that doing so will increase profits and that she can escape detection or sanctions. A crude kind
of cost-benefit analysis takes over: certain profits (bonus) now versus possible detection and
uncertain sanctions later. If there is no countervailing ideology, many hard-charging, ambitious
managers will tend to choose the short-term profits now and take their chances with what
might come later. The profit-is-the-only-thing mantra removes all psychological brakes. Nothing
impedes the unfettered exercise of greed, which, remember, is one of the Seven Deadly Sins
identified by medieval churchmen.

How, for example, should Edouard Rakiz, CEO of Roussel-Uclaf have resolved the conflicting
interests with respect to RU 4867 (see Defining Moments 20 et seq.) If (short-term) profit is the
sole criterion, then Rakiz should sit down and determine whether bringing the drug to market
will generate more profit than not doing so. End of discussion. Under this view Roussel-Uclaf is
merely a money machine. It has no purpose other than to generate as much money as possible.

The problem with this approach is that the chairman of Hoechst, Roussel-Uclaf’s majority
shareholder doesn’t want the drug marketed, because he has strong anti-abortion views. So
how should Rakiz resolve the conflict between Hoechst’s moral interests (don’t market) and the
minority shareholders’ short-term profit interests (market)? According to the profit-is-the-only-
thing ideology Rakiz need spend no time deliberating. Whatever generates the most profit is
the course to take.

Perhaps marketing the drug will create a backlash, leading to a decline in sales of other Roussel-
Uclaf products and depressing its profits. If that is the projected consequence of marketing the
drug, then Roussel-Uclaf should deep six it regardless of the R&D investment it has already
made and regardless of the impact on millions of women world wide who could use the drug
for family planning purposes. Their interests literally do not count. They have not even a
milligram of weight in the balance. There is no balance to be made. Whatever generates profit
is what controls.

As | said, | believe this approach is unsustainable. We cannot live in a world in which the only
value is avarice. And businesses that rigorously try to live by this ideology will not thrive.

Accordingly, only a few business leaders actually act consistent with the profit-is-the-only-thing
ideology. Not just prudence dictates that the interests of stakeholders be factored into business
decisions. The protection of one’s own soul tends to mitigate the profit-is-the-only-thing
ideology.

But giving recognizing it as the correct way of thinking has a debilitating and confusing effect on
business decisions. Managers find themselves torn, much like Huck when he “done wrong” by



not blowing the whistle on Big Jim when the fugitive slave hunters were trying to find him. They
can easily have a sense that they are violating their fiduciary duties by not cold-heartedly
exploiting workers and suppliers or by paying to dispose of hazardous waste properly when the
opposite approach generates more short-term profits. How can they justify such behavior when
asked whether they have done everything to maximize profits? Like Huck, if the profit-is-the-
only-thing ideology prevails, they would have no leg to stand on, no defense. They would be
guilty of being socially responsible, a sin in the profit-is-the-only-thing playbook. And like Huck,
they would fear detection.

Of course, it is not so dramatic. It is worse. Corporate leaders that buy into and propagate
profit-is-the-only-thing, don’t worry about managers agonizing over conflicting values. They
simply arrange the incentive and disincentive structure so as to attract those who will act in
their own self-interest by pursuing profits alone. If | generate profits this quarter, | get a bonus.
If | don’t, | get fired. Simple as that. No handwringing. No agony. Either | produce or I’'m gone. If
I have moral misgivings about that, I’'m gone. And someone with less scruples will take my
place.

But the wages of such obeisance to profit-is-the-only-thing are death, spiritually and
economically. Taken to its logical conclusion, profit-is-the-only-thing leads to the demise of the
business. It may be in the short-term interest of executives and those shareholders able to find
a greater fool than themselves before the stock price tanks. But it will inevitably leave some
shareholders holding a very empty bag.

Thus, if the fiduciary duty to shareholders is the guiding criterion, profit-is-the-only-thing is self-
contradictory. It leads ultimately to losses, not profits.

Include a citation to D. McCloskey, The Bourgeois Virtues, pointing out that she was a colleague
and friend of Friedman’s

The opposing view: Purpose-oriented management leads to respect for stakeholders and, as
the J&J experience shows, to greater profits. (Analogous to do what you like and the money will
follow.)

The irony is that by focusing solely on profits, managers deprive their companies of the
possibility of being as profitable as they could be. To be as profitable as possible, you must
focus on the purpose of the business, not its profits.

Random notes:



The profit-is-the-only-thing ideology is also based on a truncated (and peculiarly American)
view of corporations as isolated, self-contained entities having responsibilities only to
themselves. In reality, corporations are social as well as legal entities. They cannot exist on their
own. They need all the resources and protections that a civilized society provides, including an
educated workforce, the rule of law, specific laws governing commercial activity, water, roads,
communication systems, and other infrastructure—all of which are provided by the greater
society. Simple reciprocity requires that they have return obligations, not all of which can or
should be reduced to legal mandates. Corporations themselves must act responsibly.

Once was the time that robber barons could use the corporate form (with its limited liability
protections) as a device for raping and pillaging at will. Increasingly, contemporary society
refuses to put up with such anti-social behavior. We have started rewarding those companies
that pursue a socially (i.e., morally) responsible agenda and punishing those that spit on the
concept. NGO’s play an increasingly important role in this process. The day will come when
profit-is-the-only-thing will be relegated to the dustbin of history much like signs stating “No
Irish Need Apply.”

“We can say of a strategy that it has been shown to be profitable and that the firm that
followed it is doing well, but we are rarely justified in saying that it chose the optimal or profit-
maximizing course. Perhaps there was some other strategy that would have made it more
money or that would have been sustainable longer or that would have opened the door to
further profit-making ventures. There are many possible corporate strategies and many roads
to success. Usually, the most one can say is that a given strategy was one of several profit-
making approaches that a firm might reasonably have elected. Take Wal-Mart for example.
Everyone would agree that part of its business success rests on its low-wage strategy. That
strategy is one that Marx would have understood and thought natural enough: increase
corporate profits by squeezing wages and benefits.

“On the other hand, Costco, a roughly comparable retailer, is even more profitable than Wal-
Mart, and yet it pays significantly higher wages and provides more employee benefits than Wal-
Mart does.17 Could Costco increase its profits by following Wal-Mart’s example? Experts think
that the answer is no, that much of Costco’s success stems from the dedication, low turnover,
and high morale of its employees. Does that entail that if Wal-Mart were to follow Costco’s
example, it would be even more profitable? Perhaps, but too many variables are in play for one
confidently to affirm that conclusion, either.”

William H. Shaw, “Marxism, Business Ethics, and Corporate Social Responsibility,” 84
Journal of Business Ethics 565, 573 (2009)

The Costco Way (Business Week 2004)
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Somehow the notion has crept into business culture that if it’s legal, you get a moral free pass.
Even more, the belief is widespread that directors and managers of publicly held corporations
are legally bound to put profits ahead of everything else—presumably, moral considerations
included.

This perversity is not only morally wrong; it is also legally unsound. Nothing in corporate law
dictates to directors and managers that they must put profits first in a corporation’s values and
interests. Indeed, the shareholders could easily adopt a corporate charter that sets forth
precisely the value structure articulated in the Johnson & Johnson Credo, which is essentially
what RWJ Il did in 1941. [check date]

The conventional wisdom would be closer to the mark if it said that the directors and managers
must put the interests of the shareholders first, although nothing in corporate law explicitly
dictates that view. [check this] But what does that mean to put the interests of shareholders
first? Which shareholders? The ones holding the stock this morning or the ones to whom they
sell it this afternoon? Or perhaps the ones who will be left holding the bag after our strategies
to maximize quarterly profits leave the corporation moribund and bankrupt?

One of the most challenging tasks a small business lawyer has is to persuade the client who has
just incorporated her business that she no longer owns it. She owns shares in the business. As
the (often sole) shareholder, she can decide who will manage the business, almost always
choosing herself. But she no longer can simply dispose of the assets as she sees fit. She cannot
commingle her personal funds with those of the business. She cannot dip into the treasury willy
nilly.

As the manager, she has a duty to run the business prudently, taking minimal steps to protect
the interests of those who might have a claim against it. She may not, for example, present the
business as solvent when it is not. If she does, she loses the liability protections that
incorporation affords. She may not create a hollow shell that has no ability to pay debts or
obligations. Again, she will lose liability protections if she does.

What is true of closely held corporations is true in spades of public corporations. The directors
and managers have duties to creditors and potential creditors that, in some cases, supersede
any abstract duty to shareholders.

These are legal, not merely moral, obligations.

If there is a “social responsibility to make a profit,” as Milton Friedman argues, then it is not one
that trumps all other responsibilities all the time. And, properly speaking, the responsibility to
the shareholders is to protect their investment. Generating profits is only part of the means for
doing that.








