
1 

 
 

THE MYTH OF SHAREHOLDER OWNERSHIP AND ITS 
IMPLICATIONS FOR ACCOUNTING 

 

 
 

ABSTRACT 
 
The accounting equation implies that the Modern Corporation has a 
legal obligation to shareholders for all its residual assets (i.e., net of 
liabilities) and profit.  This contrasts with the legal reality that 
shareholders have no rights to any of the residual assets or profit 
and arguably less power than others (e.g., labor) to obtain either.  
Implying that shareholders have stronger claims to corporate 
resources than they actually do violates accounting’s prime directive 
to provide “useful” information.  A solution would be to replace 
shareholders’ equity with its components, such that Assets = 
Liabilities + Capital + Retained Earnings.  This would better reflect 
the reality that corporation’s have no legal obligation to give 
shareholders any of the residual assets or profit. 

 
 

INTRODUCTION 
 

In 1970, Milton Friedman published an essay in the NYT Magazine titled, “The 
Social Responsibility of Business Is to Increase Its Profits.”  In it, he argued that 
because shareholders are “the owners of the business,” the only “social 
responsibility of business is to increase its profits.”  According to Friedman, since 
shareholders own the corporation, executives who invest corporate assets for 
ends other than profit are “spending someone else’s money.”  “Although 
aggressive when it appeared, Friedman’s perspective is now mainstream in 
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American business circles…”1 (Roe 2001 p. 2065 footnote 2) Today, this 
perspective is taught in business schools,2 assumed in academic research,3 and 
reinforced in the business press.4  Business people embrace Friedman’s 
perspective and with it the premise that shareholders own the corporation.5 
 
In contrast, legal scholars reject the concept of shareholder ownership.  For 
example, Law Professor Lynn Stout states that, “[S]hareholders do not, in fact, 
own the corporation.  Rather, they own a type of corporate security commonly 
called ‘stock.’” (Stout 2002 p. 1191) Similarly, Law Professor Ken Greenwood 
states that, “…legal doctrine makes clear that shareholders have the same legal 
right to dividends as waiters have to tips: an expectation that is not enforceable in 
court…” (Greenwood 2006 p. 108) These opinions reflect those of many legal 
scholars who agree that shareholders do not own the corporation and have no 
legal right to any assets or profit.6  While their opinions have fallen on deaf ears 
in the business community, these legal scholars are correct; as an artifact of 
corporate and property law, shareholders ownership is a myth. 
 
A valid opinion is that the myth of shareholder ownership has resulted in large 
misallocations of global resources.  In the early 1990s, Professors Michael C. 
Jensen and Kevin J. Murphy argued from Friedman’s perspective that paying 
executives with stock options would influence them to maximize profit for 

                                                 
1 Hanson and Chen (2004) cite the following: “Stephen M. Bainbridge, Director Primacy: The 
Means and Ends of Corporate Governance, 97 NW. U. L. REV. 547, 564 (2003) (“Milton 
Friedman’s famous essay [on] corporate responsibility remains the classic statement of the 
shareholder primacy model.”); Claire Moore Dickerson, Human Rights: The Emerging Norm of 
Corporate Social Responsibility, 76 Tul. L. Rev. 1431, 1434 (2002) (attributing to Friedman the 
early version of shareholder primacy); Kent Greenfield, The Place of Workers in Corporate Law, 
39 B.C. L. Rev. 283, 289-90 (1998) (observing that Friedman “popularized the claim that the ‘one 
and only . . . social responsibility of business’ was to increase its profits”)...” 
2 Brealey and Meyers (2006 p. 25), a popular corporate finance text, states that, “A financial 
manager should act in the interests of the firm’s owners, its stockholders.” For similar quotes, see 
Ross, Westerfield, and Jaffe (2002 pp. 15-17) or Bodie and Merton (2000 pp. 10-12) (Per 
Sundaram and Inkpen 2001 p. 5 footnote 1). MBA students surveyed respond that the “primary 
responsibilities of a company” is to “maximize shareholder value” (Aspen Institute surveys 2001, 
2003). 
3 For example, an article published in the prestigious, Journal of Political Economy, states, “And 
managers who fail to maximize profits for the owners of their firms are likely to be fired and 
replaced by ones who do.” (Romer 2006 p. 341) 
4 For example, Business Week columnists, Jack and Judy Welsh, state: “A company is for its 
shareholders.  They own it…That's the way it is, and the way it should be.”  (Welsh & Welsh 2006) 
5 The Business Round Table, in its publication, “The Principles of Corporate Governance” states 
that “[I]t is the responsibility of management to operate the corporation…to produce value for 
shareholders.” 
6 The legal scholars who have stated explicitly in peer-reviewed law journals that shareholders do 
not own the corporation include, Stephen Bainbridge (See Bainbridge 2006c p.  442), William 
Klein (See Mitu, Klein & Zolt 2000), Margaret Blair, (See Blair & Stout 2006) Alain Pottage 
(Pottage 1998 p. 338), Ian Lee (See Lee 2005 p. 10), Jill Frisch (See Frisch 2004 p. 12), William T. 
Allen, former Chancellor Delaware Court of Chancery (See Allen 1992), and Ken Greenwood (See 
Greenwood 2006a). 
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shareholders.7  During the 1990s, the use of executive stock option pay 
skyrocketed and, as predicted, executives allocated more resources to 
shareholders. But if shareholder ownership is a myth, these resources were 
actually misallocated under a false premise.  Moreover, since the richest 10% own 
over 90% of the stock market’s value, one could argue that the myth of 
shareholder ownership has served as a cover for executives to misallocate global 
resources to the rich in exchange for stock option kickbacks.   
 
Regardless, the field of accounting perpetuates the myth of shareholder 
ownership by implying that shareholders own all of the profit and residual assets 
(i.e., net of liabilities).  First, accounting defines Retained Earnings as a subset of 
shareholders’ equity, implying that shareholders own the all the profit.  Second, 
accounting equates shareholders’ equity to the residual assets (i.e., net of 
liabilities), implying that shareholders own all the residual assets.  Accounting 
should replace the term “shareholders’ equity” with its component parts, Capital 
and Retained Earnings (i.e., Assets = Liabilities + Capital + Retained Earnings).  
The result would more accurately reflect the legal reality that shareholders have 
no right to any assets or profit, and arguably less legal power than others (e.g., 
labor) to obtain either.8  Moreover, dispelling the myth of shareholder ownership 
is consistent with the field of accounting’s prime directive to provide “useful” 
information.9  This issue is discussed further on in the paper, in the section titled, 
Implications for Accounting. 
 
The preceding next 2 sections of the paper, the Literature Review and Analysis, 
are directed toward the task of examining the concept ownership, with the goal of 
determining the extent to which shareholders own the corporation.  The 
Literature Review provides the philosophical underpinnings of property law.  
Property law defines “ownership” as a set of legal relationships referred to as 
“incidents of ownership.”  In total, there are 11 incidents of ownership, including, 
for example, the right to possess, the right to use, the right to income, duty to 
prevent harm and so on. (See Table 1) In general, the more incidents one has, the 
more s/he may claim ownership status.   
 
Following the Literature Review, the Analysis section uses corporate law to 
determine the extent to which shareholders have each of the 11 incidents. (See 
Table 2)  For example, to what extent do shareholders have the incident, duty to 

                                                 
7  Specifically, scholars Michael C. Jensen and Kevin J. Murphy incorrectly assumed that 
shareholders were the “residual claimants,” meaning that they had stronger rights than others to 
the profit. (See Jensen & Murphy 1990a & 1990b) 
8 The accounting profession has addressed similar issues in the past.  Before financial statements 
referred to corporate residual assets as shareholders equity, it called them “net worth.” In 
addition, related discussions have occurred in the past (e.g., enterprise and commander theories). 
9 “Useful” in the sense that it promotes more efficient allocations of resources.  According to the 
professional standards of accounting, to qualify as “useful,” the information must faithfully 
represent the economic phenomenon it purports to represent. “To be useful in making 
investment, credit, and similar resource allocation decisions, information must be a faithful 
representation of the real-world economic phenomena that it purports to represent.” (FASB 2006 
QC16) 
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prevent harm?   All states have statues that prohibit parties wronged by the 
corporation from recourse against its shareholders.10  Without the threat of legal 
recourse, the Analysis concludes that shareholders have no legal duty to prevent 
harm.  Similar, but more comprehensive, analyses are conducted for each of the 
11 incidents of ownership. 
 
The main result of the Analysis is that the non-controlling shareholders of the 
Modern Corporation have none of the 11 incidents of ownership.  The section 
concludes that in no meaningful sense, legal or otherwise, do shareholders own 
the corporation.  Indeed even the sole shareholder lacks certain incidents of 
ownership (e.g., the duty to prohibit harmful use).   Therefore, compared to a 
sole proprietor, it is disingenuous to claim, without reservation, that even a sole 
shareholder owns the corporation.11 
 
 

Literature Review 
 
Private and Common Property 
The question of ownership reaches back to the ancient philosophers, Plato and 
Aristotle, who held different opinions on the subject.  Plato (428/427BC-
348/347BC) thought private property created divisive inequalities, while 
Aristotle (384BC-322BC) felt private property enabled people to receive the full 
benefit of their labor.12  Private property also circumvents what is now referred to 
as the “tragedy of the commons” problem, where people tend to degrade common 
property more than they do private property.13  While Aristotle justified the 
existence of private ownership, he left open questions of (1) how to allocate 
property between what is private and common and (2) how to allocate the private 
property within society. 
 
Natural Law and Property 

                                                 
10 For example, “A shareholder of a corporation is not personally liable for the acts or debts of the 
corporation...” (MBCA §6.22(b)) 
11 For the rhetorical argument, it must be noted that Friedman had no formal education in law 
and it shows in other writing.  For example, “Owning 1 percent of a corporation means that you 
are entitled to receive 1 percent of its profits and must share in 1 percent of its losses up to the full 
value of your stock.” (Friedman & Friedman 1979 p. 67) This is obviously incorrect. 
12 “…in the enjoyment [of things] and in work they are not equal, but unequal, accusations will 
necessarily be raised against those enjoying or taking many things while labouring little, by those 
taking less while labouring more.” (Politics 1263a8 15 as quoted in Mayhew 1995 p. 566)   
13 "[T]hat which is common to the greatest number has the least care bestowed upon it…” (Politics 
1261b34, Wikipedia), where in private property systems, “each attends to his own.” (Politics 
1263a27-29, Aristotle 1988 [c. 330 BCE], 1263a as quoted in Waldron 2004).  Also, see Garrett 
Hardin’s 1968 Science essay, "The Tragedy of the Commons."  “Interestingly, in the example 
Hardin uses, the evidence did not support his prediction.  Hardin reasoned that “a medieval open 
field would invariable be overgrazed during the pasturing season.  The evidence suggests 
otherwise.  Hardin failed to consider that a lord and close-knit villagers could develop, and did 
develop, internal social controls to encourage cooperative use of common pastures.” (Ellickson 
1993). 
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According to English Enlightenment philosopher John Locke (1632-1704), 
“allocating property should be based on ‘natural law,’14 where one becomes an 
owner by claiming unowned property then adding labor to it.15  The advantage of 
requiring labor to claim property is that it reduces hoarding and, in so doing, 
promotes adequate amounts of common property and equitable distributions of 
private property.16  Like all classical economists, Adam Smith (1723-1790), also 
viewed labor as a significant component of ownership, stating that, “[t]he 
property which every man has in his own labour,” […] “…is the most sacred and 
inviolable.” (Smith 1776 p.120)  The natural law of property, constrained by 
labor-value, was eventually replaced by legal property with no such restrictions. 
 
Legal Positivism 
David Hume (1711-1776) cast one of the first rhetorical stones against natural law 
in his famous ‘is-ought’ problem, which is the idea that descriptive and 
prescriptive statements may differ, and one need not imply the other.  Building 
on Hume, Jeremy Bentham (1748-1832) and John Austin (1790-1859), both 
English scholars of legal positivism, argued that the “law as it is” is not 
necessarily the same as “law as it should be.”  Bentham (1843) states, “[T]here is 
no natural property…property is entirely the creature of law.  Property and law 
are born together, and die together.”17 
 
Since the industrial revolution, “…there is widespread agreement that the law 
orders property in response to societal needs, rather than in obeisance to a moral 
command or the natural order of the universe.”18 (Bell & Parchomovsky 2004 p. 
547)  Milton Friedman, himself, agrees, noting that, “…rights the ownership of 
property confers are complex social creations rather than self-evident 
propositions.” […] “…the notion of property, as it has developed over 
centuries…is embodied in our legal codes...” (Friedman 1962 p. 26) 
 
Bundle of Rights Metaphor 
While the notion of ownership is embodied in the law, jurists have yet to 
“…capture the relation between the idea of ownership and the detailed rules of a 
private property system in a precise legal definition.”  (Waldron 1985 p. 334)  
Rather, our legal system defines ownership as a family of legal relationships to a 
                                                 
14 “God, who hath given the world to men in common, hath also given them reason to make use of 
it to the best advantage of life…[Therefore], there must of necessity be a means to appropriate 
them some way or other, before they can be of any use, or at all beneficial to any particular man.” 
(Locke 1689 Sect. 26). 
15 “Whatsoever then he removes out of the state that nature hath provided, and left it in, he hath 
mixed his labour with, and joined to it something that is his own, and thereby makes it his 
property…”(Locke 1689 Sect. 27). 
16 Locke sought to further control uneven distributions by requiring that one should acquire, “[a]s 
much as any one can make use of to any advantage of life before it spoils, so much he may by his 
labour fix a property in: whatever is beyond this, is more than his share, and belongs to others.” 
(Locke 1689 Sect. 31). 
17 Bentham’s view, that laws are just in themselves, echoes from Hobbes, who wrote, “It is in the 
laws of a commonwealth as in the laws of games whatsoever the players all agree on is injustice to 
none of them. (Hobbes 1651 Chap. 30). 
18 Tamanaha (2007 p. 2) lists a sample of recent books on legal positivism. 
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thing,19 sometimes referred to as a “bundle rights.”20  These “rights” are actually a 
collection of rights, powers, duties, and liabilities,21 where any single “right” is 
neither necessary nor sufficient to conclude ownership.22  Despite its 
subjectivity,23 the bundle of rights approach to the question of ownership 
represents the dominant paradigm of property law. 
 
Incidents of Ownership 
Legal scholars credit A. M. (Tony) Honoré (1921- ) with advancing the most 
generally accepted set of legal relations for ascertaining ownership.24  In his 
seminal paper, “Ownership” (1961), Honoré lists 11 “standard incidents of 
ownership.”25 The list includes: the rights to (1) possess, (2) use, (3) manage, (4) 
income, (5) capital, and (6) residuarity; the powers to (7) alienate (i.e., sell) and 
(8) transfer; the (9) duty to prohibit harmful use; the (10) liability to execution 
for personal debts and the (11) immunity (i.e., no liability) from expropriation.26  
The terms are defined in brief in Table 1 and in depth in the Analysis section. 
 
Corresponding Legal Relations 
These legal terms, rights, powers, duties, and liabilities, have precise meanings.  
Credit this to Wesley Newcomb Hohfeld (1879-1918),27 a legal scholar who, tiring 

                                                 
19 For instance, “You have property in the suit of clothes you are wearing; your property is not the 
suit of clothes, but the rights you have in it…” (Bowen 1926 p. 41).  “Property relates to the legal 
relationship with a thing and the power that is able to be exercised over the thing - not the thing 
itself (Yanner v. Eaton 1999, HCA 53 per the majority Gleeson, CJ, Gaudron, Kirby and Hayne, 
JJ).” (Toner 2006 p. 81). 
20 “The currently prevailing understanding of property in what might be called mainstream 
Anglo-American legal philosophy is that property is best understood as a “bundle of rights.” 
(Penner 1996).  Also, “The conception of property as an infinitely variable collection of rights, 
powers, and duties has today become a kind of orthodoxy.” (Merrill & Smith 2001 p. 365). 
21 Black's Law Dictionary defines ownership as, “The bundle of rights allowing one to use, 
manage, and enjoy property, including the right to convey it to others."(p. 1138). 
22 Honoré (1961 p. 138), referring to “right” as an “incident,” states that, “[These] incidents, 
though they may be together sufficient, are not individually necessary condition for the person of 
inherence to be designated owner of a particular thing…the use of ‘owner’ will extend to cases in 
which not all the listed incidents are present.”  
23While the family of resemblances approach results in blurred edges, as when a duck fails to 
quack, the term “ownership” is still meaningful.  “[T]here is no common essence shared by all 
things we call ‘games’: board games, football, solitaire, throwing ball against a wall, and so on.  
But we can nevertheless use the word ‘game’ meaningfully.  Wittgenstein uses the phrase ‘family 
resemblance’ to refer to this sort of overlapping and criss-crossing resemblance.” (Warburton 
2001 pp. 232-233) 
24 Penner (1994) notes that Honoré’s incidents of ownership, “[d]espite its oversimplicity,…still 
operates as a background understanding of property..” (p. 859) […] “A.M. Honoré played a 
decisive role in advancing the bundle of rights metaphor by cataloguing a generally accepted list 
of the “incidents” of property or ownership.” (p. 861). 
25 I have adapted these incidents at the margins based on Munzer (1990). 
26 If one has immunity from expropriation, this means that others have no power to take 
ownership.  In terms of correlatives, if others have no power, the owner has no liability.  Thus, 
immunity and no liability mean the same thing. 
27 Wesley Newcomb Hohfeld (1879-1918) posthumously authored the seminal text, Fundamental 
Legal Conceptions, As Applied in Judicial Reasoning and Other Legal Essays (1919), largely 
based on his articles published in 1913 and 1917 in the Yale Law Review. 
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of the misuse of these terms, suggested a system of corresponding legal relations. 
Specifically, to exist, rights require duties and powers require liabilities, and vice 
versa.  For example, in order for one to claim a right to possess a thing, others 
must have a duty to exclude themselves from that thing.28  Similarly, in order for 
one to claim a power to create legal relations, another must have a corresponding 
liability to those relations once created.29  For example, an agent has the power 
to create legal relations to which a principal will have a liability. 
 
“A general claim of most recent major works on the subject of property, especially 
the books of Becker, Waldron, and Munzer, is that the actual nature of property 
has been satisfactorily explained by the Hohfeld-Honoré bundle of rights 
analysis.” (Penner 1996 p. 713)  Table 1 shows the Incidents of Ownership of 
Honoré sorted by Hohfeld’s legal relations.30 
 

                                                 
28 “The existence of a right is the existence of a state of affairs in which one person (the right-
holder) has a claim on an act or forbearance from another person (the duty-bearer) in the sense 
that, should the claim be exercised or in force, and the act or forbearance not be done, it would be 
justifiable, other things being equal, to use coercive measures to extract either the performance 
required or compensation in lieu of that performance.” (Becker 1977 p. 8) 
29 Regarding power, “The nearest synonym for any ordinary case seems to be (legal) ‘ability.’” 
(Hohfeld 1913 p. 45) 
30 Hohfeld’s jural correlatives are rights and duties, powers and liabilities, privileges and no rights 
and immunities and disabilities.  To simplify the discussion, I translated the latter two 
correlatives into of opposites of the former two. 
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TABLE 1 
Incidents of Ownership 

Legal 
Relations 

Incidents of Ownership* 

Rights (1) Right to possess—to have exclusive control of the thing. 
(2) Right to use—personal use and enjoyment of the thing. 
(3) Right to income—to receive exclusive benefits from others using 

the thing 
(4) Right to capital—to have the exclusive control over destroying 

the thing and exclusive benefit of what remains. 
(5) Right to manage—to have exclusive control over use of the thing. 
(6) Right to residuarity—to have the right to receive rights and 

powers of others when contracts expire. 
Powers (7) Power to alienate—the ability to sell ownership to others. 

(8) Power to transfer—the ability to transfer ownership to 
successors. 

Duties (9) Duty to prohibit harmful use—to have personal liability if the 
thing harms others. 

Liabilities (10) Liability of execution—to have liability in what you own for 
personal debt. 

(11) Immunity (i.e., no liability) from expropriation—the immunity 
from others taking ownership without consent (e.g., for debts). 

* Based on Honoré (1961), Munzer (1990) 
 
 

ANALYSIS 
 
The focus is on the Modern Corporation, responsible for the vast majority of 
economic activity, where typically no shareholder owns more than 1% of the 
outstanding common stock.  This section analyzes the legal rights, powers, 
liabilities, and duties of these shareholders with respect to the 11 incidents of 
ownership.  The shareholder’s right to vote in board elections and power to sue 
the board is discussed in analyzing the right to manage.  While the focus is on 
the non-controlling shareholders of the Modern Corporation, for comparison, 
controlling shareholders and the sole shareholder are examined as well. 
 
Do shareholders have a right to possess corporate assets? 
State statues do not address the issue because the answer is obvious.  As 
Professor Ian Lee states, “…shareholders have no property rights in the 
corporation’s assets: a shareholder of Wal-Mart Stores, Inc. can be prosecuted for 
shoplifting from Wal-Mart.” (Lee 2005 p. 11)  Even “…a sole shareholder has no 
independent right which is violated by trespass upon or conversion of the 
corporation’s property.”31  Rather, a sole shareholder, like other outsiders, has a 
duty to exclude him or herself from the corporate assets. 

                                                 
31 Per W. Clay Jackson Enterprises, Inc. v. Greyhound Leasing and Financial Corp., 463 F. Supp. 
666, 670 (D. P.R. 1979) as quoted in Bainbridge (2002). 
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Verdict: shareholders have no right to possess corporate assets. 
 
Do shareholders have a right to use corporate assets? 
The right to use corporate assets is partly subsumed by the right to possess—if 
shareholders have no right to possess, neither do they have a right to use.  
However, one might argue that, although shareholders have no to right to 
possess, they still have the power to contract with corporate assets, which is a 
form of use.  Thus, the question becomes, do shareholders have the power to 
contract with corporate assets? 
 
The answer is, “no,” the board of directors has the exclusive right to contract, not 
the shareholders.  The Model Business Corporation Act (MBCA) states that, “All 
corporate powers shall be exercised by or under the authority of, and the business 
and affairs of the corporation managed by or under the direction of, its board of 
directors…” (MBCA Ann. §8.01b 3d ed. Supp. 2000-2002) and Delaware General 
Corporation Law (DGCL) states that the corporation’s business and affairs “shall 
be managed by or under the direction of a board of directors.” [DGCL § 141 (a) 
(2001)] 
 
Case law explains that, "One of the most basic tenets of Delaware corporate law is 
that the board of directors has the ultimate responsibility for managing the 
business and affairs of a corporation."32  In another case, Bloom v. Nathan Vehon 
Co., the court states that, “a corporation can act only through its board of 
directors and officers.  Its property is not subject to the control of …its 
stockholders.  It is true that Vehon owned a large majority of the shares of stock, 
but that fact could not vest him with any additional power.”33 
 
Professor Stout states that, “…shareholders…enjoy neither direct control over the 
firm’s assets nor direct access to them…” and “…do not have the right to exercise 
control over the corporation’s assets.  The corporation’s board of director’s holds 
that right.” (Stout 2002, 1191)  Thus, it is the board, not the shareholders, that 
has the power to contract with corporate assets.  This finding, combined with the 
previous finding that shareholders have no right to possess, results in the verdict 
below. 
 
Verdict: shareholders have no right to use corporate assets. 
 
Do shareholders have the liability of execution against corporate assets? 
                                                 
32 Per Quickturn Design Systems, Inc. v. Shapiro, 721 A.2d 1281, 1291 (Del. 1998). 
33 Per Bloom v. Nathan Vehon Co., 341 Ill. 200, 206, 173 N.E. 270, 72 A.L.R. 232, quoted in 
Stevens (1949 p. 651 footnote 8).  Also, “Sellers and Greer each owned 499 shares.  Sellers’ son 
owned one share and Greer’s son one share.  Sellers and Greer entered into a contract to divide 
corporate property and business between them, Greer to give his shares to Sellers.  Bill for specific 
performance against Sellers.  Held, shareholders cannot contract as to corporate property 
[italics added].  It belongs to the corporation.  Here the corporation was not a party to the 
contract, and the board refused to ratify it when Greer applied for ratification.”  Stevens (1949 p. 
651 footnote 8) summarizing Sellers v. Greer, 172 Ill. 549, 50 N.E 246, 40 LR.A 589. 
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The liability of execution is “the liability of the owner’s interest to be taken away 
from him for debt, either by execution of a judgment debt or on insolvency...” 
(Honoré 1961, p. 123)  In order for shareholders to have the liability of 
execution, personal creditors would need the power to legally enforce payment 
in corporate assets.  It is obvious that personal creditors do not have this power; 
thus, shareholders cannot have the liability of execution. 
 
Verdict: shareholders do not have the liability of execution. 
 
Do shareholders have a duty to prohibit harmful use of the corporate assets? 
In order for shareholders to have a duty to prohibit harmful use, others must 
have corresponding rights to recourse, if the duty is breached.  State statues 
prohibit parties wronged by the corporation from pursuing recourse against the 
shareholders.  For example, “A shareholder of a corporation is not personally 
liable for the acts or debts of the corporation...” (MBCA §6.22(b))  Rather, the 
most shareholders can to lose is the market value of their stock. 
 
Verdict: shareholders have no duty to prohibit harmful use of corporate assets. 
 
Do shareholders have a right to manage the corporate assets? 
Honoré defines the right to manage as the “…right to decide how and by whom 
the thing owned will be used.” […] “This right depends, legally, on a cluster of 
powers, chiefly powers of licensing acts which would otherwise be unlawful and 
powers of contracting: the power to admit others to one’s land, to permit others 
to use one’s things, to define the limits of such permission, and to contract 
effectively in regard to the use (in the literal sense) and exploitation of the thing 
owned.” (Honoré 1961 p. 116) 
 
From the analysis on the right to use, we know that shareholders cannot directly 
contract with corporate assets.  But, as Honoré implies, the right to manage also 
includes the power to permit others to use the thing and to “define the limits of 
such permission.”  For our purposes, this definition translates to the following 
questions: (1) to what degree do shareholders have the power to designate board 
membership? and (2) to what degree do shareholders have the power to limit 
board discretion in managing corporate assets? 
 
Related to the first question, legal experts maintain that the shareholder’s right to 
vote in board elections gives shareholders negligible power to designate board 
membership.  These experts cite several contributing factors.  First, absent a 
proxy contest, the nominees of the existing board are automatically elected.34  
Second, shareholders who do launch proxy contests pay for the printing and 
distribution of the proxy materials,35 while incumbent directors and management 

                                                 
34 “In practice…the election of directors (absent a proxy contest) is predetermined by the existing 
board nominating the next year’s board.” (Bainbridge 2002b, footnote 10). 
35 In practice, in a proxy contests for a board seat, incumbent directors may pay their costs with 
corporate funds, while insurgents “will be reimbursed only if an appropriate resolution is 
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pay with corporate funds. Third, shareholders are “rationally apathetic” toward 
proxy fights,36 in part, because they have the option to sell their shares.37 Forth, 
boards can create obstacles for insurgents by staggering the terms of its 
members38 and increasing the number and heterogeneity39 of shareholders in 
order to reduce “…the incentive and ability of each shareholder to gather 
information and monitor effectively…” (Monks 2001 p. 102) 
 
The result, explains Former SEC Chair, Arthur Levitt Jr., is that “…board 
elections are one-party affairs, with the incumbent board’s choices winning in 
virtually every case” […] “A director has a better chance of being struck by 
lightning than losing an election.” (Levitt 2006 p. 14)  Others who voice similar 
opinions include Vice Chancellor of the Delaware Court of Chancery, Leo 
Strine,40 and legal scholars Bob Monks,41 David Donaldson,42 Stephen 
Bainbridge,43 and Jill Frisch.44 

                                                                                                                                                 
approved by a majority of both the board of directors and the shareholders.  In effect, the 
insurgent must win to have any hope of getting reimbursed.” (Bainbridge 1992)   
36 “The insurgent’s problems are said to be compounded by the other shareholders’ rational 
apathy.  As the theory goes, a rational shareholder will expend the effort to make an informed 
decision only if the expected benefits of doing so outweigh its costs. Given the length and 
complexity of proxy statements, especially in a proxy contest where the shareholder is receiving 
multiple communications from the contending parties, the opportunity cost entailed in reading 
the proxy statements before voting is quite high and very apparent.  Shareholders also probably 
do not expect to discover grounds for opposing management from the proxy statements.  Finally, 
most shareholders’ holdings are too small to have any significant effect on the vote’s outcome.  
Accordingly, shareholders can be expected to assign a relatively low value to the expected benefits 
of careful consideration...Shareholders are thus rationally apathetic.  For the average shareholder, 
the necessary investment of time and effort in making informed voting decisions simply is not 
worthwhile.” (Bainbridge 1992)  See also Easterbrook and Fischel (1991 p. 402 footnote 18). 
37 “Rather than try to control the decisions of the management, which is harder to do with many 
stockholders than with only a few, unrestricted salability provides a more acceptable escape to 
each stockholder from continued policies with which he disagrees.” (Alchian and Demsetz 1972 
p.13) 
38 Many boards are staggered, meaning that discontent shareholders must have their insurgents 
prevail in two consecutive elections in order to elect a majority of the board. Delaware General 
Corporation Law section 141(d) permits a corporation’s charter to create up to three classes of 
directors, only one of which is elected each year, or boards may be classified with shareholder 
approval. 
39 To the extent shareholders differ in levels of information and preferences, they are a 
heterogeneous group.  “When, as is often the case today, the corporation has a complicated capital 
structure consisting of several classes of shares or is part of a holding company system which has 
such a capital structure, the interests of the dominant shareholders may be widely divergent from 
those of the holders of other classes, particularly if the corporation fails to prosper.” (Dodd 1941 p. 
926) (Cf. Stout 1995 and Bainbridge 2002a p. 14 footnote 42). 
40 Vice Chancellor of the Delaware Court of Chancery, Leo Strine, has noted in a law review article 
that the "proxy mechanism is titled heavily in favour of the management slate, and contested 
elections rarely occur outside the takeover context," [which of course raises questions about] "a 
corporate election process that is so heavily biased towards incumbents and their self-chosen 
successors." (Quoted in Donaldson 2005 p?) 
41 "[T]he American shareholder cannot nominate directors, he cannot remove them, he cannot--
except at the arbitrary pleasure of the SEC--communicate advice to them. Democracy is a cruelly 
misleading word to describe the situation of the American shareholder in 2006." (Bob Monks 
quoted in The Economist, Mar 09, 2006). 
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In addition, Professor Bebchuk studied proxy contests conducted by all listed 
companies between 1996 and 2004, finding that only 17 corporations, with a 
market capitalization over $200 million, experienced proxy contests to replace 
management outside of the takeover context.  Of these, only 2 of the insurgents 
won.  “A plausible interpretation of the evidence is that, even when shareholder 
dissatisfaction with board actions and decisions is substantial, challengers face 
considerable impediments to replacing boards.” (Bebchuk 2005 p. 13)  Thus, we 
can conclude that the shareholders’ power to designate board membership is 
negligible.   
 
This conclusion has implications for the second question involving the degree to 
which shareholders have the power to limit board discretion over corporate 
assets.  The negligible power to designate board membership confers a similarly 
negligible threat to board discretion.   
 
The only other threat shareholders have over board discretion stems from their 
power to file derivative lawsuits against the board.  But like to the right to vote, 
this power to sue has only a negligible affect over board discretion.  First, the 
board has a fiduciary duty not to its shareholders, but to the corporation itself.45  
For this reason, shareholders do not file lawsuits for fiduciary breaches on their 
own behalf, but on that of the corporation, and recovery is typically for the sole 
benefit of the corporation.46  Second, the “business judgment rule” makes it 
                                                                                                                                                 
42 “Since a corporation organized under Delaware law rests squarely in the control of its board of 
directors, the shareholders' main avenue of influence would be to choose who sits on that board.   
Indeed, the law tells us that directors appointed for full terms receive their seats on the board by 
shareholder vote (§ 211(b) Del. Gen. Corp. Law) at the annual meeting, which should mean that 
shareholders have significant influence on the membership of the board. This, however, is not the 
case.  The manner in which candidates are nominated and the type of vote with which they are 
elected effectively eliminates shareholder influence.” (Donaldson 2005) 
43 Even in contested elections, the proxy regulatory regime discourages even large shareholders 
from conducting proxy fights. (See Bainbridge 2002b footnote 92). 
44 “[W]hile shareholders nominally have the right to elect directors, their limited power over the 
nominating process and the corporate proxy machinery prevent shareholders from using their 
voting rights.” (Frisch 2004 p. 16).  
45 Under the Standard of Conduct for Directors: “Each member of the board of directors, when 
discharging the duties of a director, shall act: (1) in good faith, and (2) in a manner the director 
reasonably believes to be in the best interests of the corporation.”  (RMBCA §8.30 (a)). “Under 
Delaware law, the board of directors owes the corporation the fiduciary duties of care good faith, 
and loyalty.”  (Bainbridge 2002b) 
46 “A stockholder seeking redress for a wrong done to the corporation as of which the directors fail 
to act may bring suit derivatively in the name of the corporation. In addition to the real 
defendants (i.e., the alleged wrongdoers), the corporation is included as a nominal defendant.  
Yet, the suit proceeds on its behalf, and ordinarily recovery is solely for the benefit of the 
corporation.” […]  “A derivative action is the functional equivalent of a suit by a stockholder to 
compel the corporation to sue plus a suit by the corporation, asserted by the stockholder on its 
behalf, against those liable to it. Since a derivative action asserts a right belonging to the 
corporation, the recovery belongs to the corporation.” (Bork 2005 p. 6) Also, see Blair & Stout, (p. 
294-95 footnote 48) stating, “management’s fiduciary duty to shareholders is payable, not to 
those shareholders, but to the corporation itself, where its benefits “accrue to all the corporation’s 
stakeholders.”  
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difficult for shareholders to win suits against the board for breaches in fiduciary 
duties.47  The business judgment rule shifts “…the duty of care from negligence to 
gross negligence: violations are found only where there is ‘reckless indifference’ 
to or a deliberate disregard of the interests of the whole body of stockholders."48 
(Dibadj 2005 p. 485)  Third, constituency statutes, adopted by the majority of 
states since the early 1980’s, authorize the board to consider the interests of other 
corporate constituents.  “In many cases, the statutes explicitly provide that 
directors will not be required to regard the effects of a corporate decision on any 
particular group – including shareholders – as a dominant factor.”49 (Frisch 
2004 p. 16)  Fourth, corporations may include in the articles of incorporation 
provisions that, in effect, insulate directors from monetary damages for 
breaching the director’s duty of care.50 
 
In summary, shareholders have negligible power to designate board 
membership.  In addition threats deriving from the shareholder’s rights to vote 
and sue have negligible impact on limiting board discretion.  Indeed, other 
constituents, such as labor, arguably have more influence over board discretion 
than do shareholders. 
 
                                                 
47 The Delaware Supreme Court states that it "will not substitute its own notions of what is or is 
not sound business judgment" if "the directors of a corporation acted on an informed basis, in 
good faith and in the honest belief that the action taken was in the best interests of the company."  
The first quote is Aronson v. Lewis, 473 A.2d 805, 812 (Del. 1984) and the second, Sinclair Oil 
Corp. v. Levien, 280 A.2d 717, 720 (Del. 1971).  Also, according to the business judgment rule, 
“…courts must defer to the board of directors’ judgment absent highly unusual exceptions.” 
(Bainbridge 2003 p. 6). 
48 “[I]n the rare instance where the Delaware Supreme Court found directors to have behaved in a 
grossly negligent manner, the Delaware legislature subsequently permitted corporations to 
contract out of even gross negligence, at least as to monetary liability…” [Moreover], “…directors 
invariably have indemnification rights and insurance, and courts have limited the ability of 
shareholders to obtain discovery in derivative actions alleging director misconduct.” (Dibadj 2005 
p. 486, quoting Loewenstein 2004 p. 377).  Also, see Solomon & Palmiter (1994 §9.1.1). 
49 Corporate constituency statutes are, “…laws that either required or allowed corporate 
management to exercise their fiduciary duties with regard to the effects on employees, customers, 
and larger communities of interest. (Winkler 2004 p. 123)  “As the court explained in GAF v. 
Union Carbide Corp., the board must balance investors interests, on the one hand, and the 
legitimate concerns and interests of employees and management . . . on the other.”  (Frisch 2004 
p. 17).  “While most of these laws are permissive—allowing but not requiring directors to take into 
account the non-shareholder constituencies—at least one state, Connecticut, obliges management 
consideration of ‘interests of the corporations employees, customers, creditors and suppliers, and 
… community and societal considerations including those of any community in which any office 
or other facility of the corporation is located.’” (Winkler 2004 p. 123) 
50 “Following the court's decision in Smith v. Van Gorkom, and in reaction to it, the Delaware 
General Assembly enacted Del. Gen. Corp. Laws Section § 102(b)(7). Section 102(b)(7) permits a 
corporation to include in its articles of incorporation a provision, which states, in essence, that no 
director shall be liable in monetary damages for a breach of the director's duty of care. Section 
102(b)(7) was intended to eliminate director liability for conduct that, at worst, involved mere 
breaches of the duty of care. Importantly, though, it was also intended to protect directors from 
protracted, expensive and time-consuming litigation.” (Bodner 2005 p.6)  “Daines and Klausner 
have even found cases in which corporations in states that lacked statutory non-shareholder 
constituency provisions, such as Delaware, adopted such provisions in their charters.” (Frisch 
2004 p. 18) 
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Verdict: shareholders have no right to manage. 
 
Do shareholders have a right to income of the corporation? 
Honoré (1961 p. 169) defines income as “…a surrogate of use, a benefit derived 
from forgoing personal use of a thing and allowing others to use it for reward.”  In 
order for shareholders to have a right to income, others must have a 
corresponding duty to exclude themselves.  But corporate law does not prohibit 
other corporate constituents (e.g., labor) from seeking to obtain this same 
income.  Therefore, shareholders do not have an exclusive right to all income.   
This does not necessarily imply, however, that shareholders have no right to any 
income. 
 
In order for shareholders to have a right to any income, the board would need a 
duty to declare dividends.  State statutes permit the board to declare dividends 
from corporate income, but there is no legal obligation.51  Therefore, strictly 
speaking, shareholders have no right to any corporate income.  Still, 
shareholders could have the power to force the board to declare dividends and 
thus, in effect, the right to at least some income.  This issue is identical to that 
raised in analyzing the right to manage, regarding whether shareholders have 
the power to limit board discretion.  The difference is that the board decision 
under examination here is not one of general management, but is specific to 
declaring dividends. 
 
The classic case law on this subject is Dodge v. Ford Motor Company (Mich. 1919) 
in which the Michigan Supreme Court ruled in favor of Dodge, ordering Ford to 
pay a special dividend of $19 million--$1.9 million to Dodge and over $10 million 
to Ford.  The specifics of this case were unique.  First, Dodge owned a large (i.e., 
10%) minority interest.  Second, Dodge argued that, “…Ford was cutting off 
dividends to kill one competitor (the Dodges) and building a huge new factory to 
threaten the competitive position of them and others.”  Third, Ford’s testimony 
professed a business strategy antithetical to capitalism.52  These special 
circumstances make the ruling difficult to generalize to other situations.53 
 
To my knowledge, there has not been another successful shareholder lawsuit for 

                                                 
51 If anything, state statutes place restrictions on the size of the dividend the board can declare.  
“No distribution may be made if, after giving it effect: (1) the corporation would not be able to pay 
its debts as they become due in the usual course of business...” (MBCA 2002 § 6.40(c)) 
52 “Ford’s testimony was too much for the trial court to bear.  After all, if a firm as large and 
important to the American economy were permitted to pursue an overtly socialist strategy, the 
political impact and the effect on other firms could be enormous. The geopolitical context of the 
trial made this point clear.” (Henderson 2007 p. 21) 
53 Some use this decision to argue that corporations have a legal obligation to maximize profit for 
shareholders.  First, legal scholars disagree with this interpretation.  For example, “Dodge is often 
misread or mistaught as setting a legal rule of shareholder wealth maximization. This was not and 
is not the law.” (Henderson 2007 p. 1) Second, case law related to takeovers suggests that 
corporations have no such obligation.  For example, in Paramount Communications Inc. v. Time 
Inc. Delaware Supreme Court, 1990. 571 A.2d 1140: “[A] board of directors . . . is not under any 
per se duty to maximize shareholder value.”  
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dividends against a Modern Corporation.  This means that either boards are 
paying the dividends shareholders desire or that shareholders do not have the 
power to legally force boards to pay dividends.  Regardless, as the only precedent 
for dividend lawsuits, the guidelines the court summarized in Dodge v. Ford 
follows: 
 

It is a well-recognized principle of law that the directors of a 
corporation, and they alone, have the power to declare a dividend of 
the earnings of the corporation, and to determine its amount.  
Courts of equity will not interfere in the management of the 
directors unless it is clearly made to appear that they are guilty of 
fraud or misappropriation of the corporate funds, or refuse to 
declare a dividend when the corporation has a surplus of net profits 
which it can, without detriment to its business, divide among its 
stockholders, and when a refusal to do so would amount to such an 
abuse of discretion as would constitute a fraud, or breach of that 
good faith which they are bound to exercise towards the 
stockholders…so long as they do not abuse their discretionary 
powers, or violate the company’s charter, the courts cannot 
interfere. (Dodge, 204 Mich. at 500.) 

 
These guidelines make clear the obstacles shareholders face in bringing lawsuits 
against the Modern Corporation for the board not paying dividends. 
 
Legal experts agree that shareholders have negligible recourse as long as the 
board couches its decisions as though it is based on sound business strategy 
where it is protected by the business judgment rule.  Professor M. Todd 
Henderson states that, “The decision to withhold dividends and invest in new 
businesses is, under current law, unassailable.” (Henderson 2007 p. 28)  
Professor Ken Greenwood states that, “…legal doctrine makes clear that 
shareholders have the same legal right to dividends as waiters have to tips: an 
expectation that is not enforceable in court…” (Greenwood 2006 p. 108).  
Professor Lynn Stout explains that corporate profit can be used to, “…raise 
managers’ salaries, start an on-site childcare center, improve customer service, 
beef up retirees’ pensions, or make donations to charity.” (Stout 2002 p. 1194) 
 
In conclusion, shareholders have no right to any of the corporate income because 
state statues do not force the board to declare dividends.  Moreover, case law 
shows that courts will force the board to declare dividends only under 
idiosyncratic circumstances.  Thus, legal experts agree that shareholders have 
negligible power to force the board to declare dividends. 
 
Verdict: shareholders have no right to income. 
 
Do shareholders have a right to capital? 
One with the right to capital has the, “…liberty to consume, waste or destroy the 
whole or part of it.” (Honoré 1961 p. 120)  Taking this definition less literally, 
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upon dissolution, shareholders may receive the remaining assets after all other 
claimants are paid.  But for shareholders to claim the right to capital, they would 
need the power to dissolve the corporation.  Shareholders do not have this power 
as state statutes provide that the board has sole discretion to dissolve the 
corporation.54  Therefore, shareholders have no right to capital.55 
 
Verdict: shareholders have no right to capital. 
 
Do shareholders have a right to residuarity in the corporate assets or 
income? 
When a person’s incident of ownership terminates, the person who receives that 
incident is said to have a “residuary right” to it.56  For example, when a lease 
terminates, the lessor claims the right to possess; thus, the lessor has the 
residuary right to possess.  In the principal-agent model, when the agency 
relationship terminates, the principal regains the right to manage.  In this case, 
the principal has the residuary right to manage.  
 
One might argue that the shareholder’s right to vote gives shareholders residuary 
rights to those incidents claimed by the board (e.g., the right to manage).  
Certainly, the more power shareholders have to designate board membership, 
the more powerful their residuary rights.  Since, as was noted, non-controlling 
shareholders have negligible power to designate board membership, their 
residuary rights are negligible. 
 
For this incident of ownership, the situation is different for sole and controlling 
shareholders.  The sole shareholder, through the exclusive power to nominate 
and elect the full board, has strong residuary rights to manage and income. 
Controlling shareholders have less power to designate board membership57 and, 

                                                 
54 Per DGCL § 275: “Dissolution generally; procedure. (a) If it should be deemed advisable in the 
judgment of the board of directors of any corporation that it should be dissolved, the board, after 
the adoption of a resolution to that effect by a majority of the whole board at any meeting called 
for that purpose, shall cause notice to be mailed to each stockholder entitled to vote thereon of the 
adoption of the resolution and of a meeting of stockholders to take action upon the resolution. (b) 
At the meeting a vote shall be taken upon the proposed dissolution. If a majority of the 
outstanding stock of the corporation entitled to vote thereon shall vote for the proposed 
dissolution, a certification of dissolution shall be filed with the Secretary of State pursuant to 
subsection...”  Also, see RMBCA § 14.02. 
55 The sole shareholder is a special case.  According to the DGCL § 275(c), “Dissolution of a 
corporation may also be authorized without action of the directors if all the stockholders entitled 
to vote thereon shall consent in writing and power to secure its vote.”  Thus, a sole shareholder 
has the power to dissolve the corporation, which, combined with the right to the capital upon 
dissolution, gives a sole shareholder the residuary right to the capital that remains after all other 
claimants are paid. 
56 Regarding the right to residuarity, Honoré (1961 p. 127) states, “…whenever an interest less 
than ownership terminates, legal systems always provide for corresponding rights to vest in 
another.  When easements terminate, the “owner’ can exercise the corresponding rights…” 
57 Technically, cumulative voting can, at times, reduce a controlling shareholder’s power to vote in 
every board member. 
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thus, weaker residuary rights to manage and income.58  In addition, controlling 
shareholders also have the residuary right to capital, which the sole shareholder 
has outright.59 
 
Verdict: non-controlling shareholders’ residuary rights are negligible, while the 
sole shareholder and controlling shareholders have residuary rights to manage 
and income--the controlling shareholder also has the residuary right to capital. 
 
Regarding the power to alienate & transfer and immunity from 
expropriation 
An analysis is unnecessary for these 3 incidents of ownership since they are either 
subsumed by other incidents or contingent on the presumption of ownership.  
The power to alienate refers to the transfer of ownership (i.e., a sale).  Alienating 
“all or substantially all” corporate assets occurs upon dissolution, which is 
discussed later in relation to the “right to capital.”  Alienating some corporate 
assets falls under the  “right to manage.”  Thus, the power to alienate is 
subsumed by other incidents of ownership.  
 
The incidents of ownership, power to transfer and immunity from 
expropriation, while they involve economic benefits, are only contingently 
related to ownership.60  That is, the presence of these incidents is contingent 
upon ownership, without which the incidents are meaningless.  Since corporate 
assets cannot be transferred or expropriated if they are not owned in the first 
place, these incidents are not discussed further. 
 
Summary 
Table 2 summarizes the findings, listing whether the legal relation necessary 
to claim an incident of ownership is present, absent, or a residuary right.  For 
comparison, the sole proprietor has every incident of ownership. 
 

                                                 
58 However, the controlling shareholder’s residuary right to manage would be diminished by 
additional fiduciary duties to minority shareholders. 
59 The sole shareholder’s power to propose dissolution combines with a sole shareholder’s power 
to secure the vote, resulting in the right to capital (See footnote 52). 
60 Waldron (1992) argues that power to transfer is not, in fact, part of the definition of ownership, 
“but only contingently connected with it.” “…in France the operation of the doctrine of legitima 
portio casts a different complexion on wills, bequest and inheritance altogether.  What does this 
show?  Does it show that the French have a different concept of ownership from the Americans 
and the English, so that it is a linguistic error to translate ‘propriete’ as ‘ownership’?  Or does it 
show that the power of transmissibility by will is not part of the definition of ownership but only 
contingently connected with it?” (Waldron 1992 p. 316) 
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Table 2 
Summary of Findings 

 
Incidents of 

Ownership** 

 
Sole 

Proprietor 

 
Sole 

Shareholder 

 
Controlling 

Shareholder* 

Non-
controlling 

Shareholders 
Right to  
possess 

Present Absent Absent Absent 

Right to  
use 

Present Absent Absent Absent 

Right to  
income 

Present Residuary Residuary Absent 

Right to  
capital 

Present Present Residuary Absent 

Right to  
manage 

Present Residuary Residuary Absent 

Duty to prohibit 
harmful use 

Present Absent Absent Absent 

Liability of 
execution 

Present Absent Absent Absent 

* Compared to the sole shareholder, these residuary rights are diminished by 
cumulative voting and fiduciary responsibilities to minority shareholders. 

** There are 7 incidents of ownership because 3 were eliminated from the 
analysis and the right of residuary relates to all other incidents. 

 
The main result of the analyses is that the non-controlling shareholders of the 
Modern Corporation have no incidents of ownership.  They have no right to any 
of the corporate income or assets, and arguably less power than others to obtain 
them.  Clearly, in no meaningful sense do these shareholders own the 
corporation. 
 
While a sole shareholder has the right to capital and residuary rights to manage 
and income, s/he still lacks the right to possess, the duty to prohibit harmful use 
and the liability of execution.  Compared to a sole proprietor, it is disingenuous 
to claim, without reservation, that even a sole shareholder owns the corporation. 
 
 

IMPLICATIONS FOR ACCOUNTING 
 

The accounting profession perpetuates the myth of shareholder ownership.  The 
accounting standards consistently refer to shareholders as owners, while the 
accounting equation implies that shareholders own all of the corporation’s 
residual assets and profit.  These myths are reinforced in financial accounting 
texts. 
 
For example, one such text, typical of most others, explains that, “Shareholders’ 
equity show…owners have a claim on all assets in excess of those required to 
meet creditors’ claims.” (Stickney & Weil 2004 p. 8) This description is accurate 
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only in bankruptcy.  In general, shareholders have no legal right to the residual 
assets, and arguably less power than others (e.g., labor) to obtain them.  The text 
explains further that, “…Retained Earnings…shows the source of the funding for 
assets reinvested by management for the benefit of shareholders and the 
shareholders’ claims on those assets.” (Stickney & Weil 2004 p. 8) This definition 
is inaccurate on 2 counts. First, management has no legal obligation to reinvest 
assets for the benefit of shareholders; rather, a board’s fiduciary obligations are 
to the corporation as a whole.  Second, shareholders have no right to any of the 
retained earnings. 
 
Accounting is not the only discipline to perpetuate the myth of shareholder 
ownership.  But accounting is unique in that perpetuating a myth undermines its 
stated mission to provide useful information.  Specifically, it jeopardizes the 
“representational faithfulness” component of the accounting concept, 
reliability.61  “To be useful in making investment, credit, and similar resource 
allocation decisions, information must be a faithful representation of the real-
world economic phenomena that it purports to represent.” (FASB 2006 QC16)62 
Misrepresenting the legal rights of shareholders to profit and residual assets not 
only runs counter to the accounting profession’s goal of providing useful 
information, but also potentially results in misallocating global resources. 
 
How much corporate wealth has been misallocated to shareholders due to the 
myth of shareholder ownership?  As a rough approximation, consider the effect of 
executive stock options, which were granted to executives under the false premise 
of shareholder ownership.63  Without the justification of shareholder ownership, 
would executive pay have been less?  Without executive stock options would 
boards have been less inclined declared dividends and repurchased stock?  
Would we have avoided the accounting scandals perpetrated to increase equity 
pay?  No doubt, resources were misallocated; however, measuring the marginal 
blame attributable to the accounting profession is all but impossible.  At the same 
time, it is safe to say that the accounting profession, by perpetuating the myth of 
shareholder ownership, is culpable to some degree. 
 
Clearly, perpetuating myths runs counter to the core mission of the accounting 
profession.  A solution would be to replace shareholders’ equity with its 
components, such that Assets = Liabilities + Capital + Retained Earnings.  This 
equation more accurately reflects that corporations have no legal obligation to 
shareholders for any residual assets or profit.    Moreover, it dispels shareholders’ 
mythical ownership status, in a sense, putting them on par with other suppliers of 
                                                 
61 The Concepts Statement 2 glossary of terms states that “[t]he reliability of a measure rests on 
the faithfulness with which it represents what it purports to represent, coupled with an assurance 
for the user, which comes through verification, that it has that representational quality” (FASB 
1980 p. 28). 
62 The Conceptual Framework for Financial Reporting, a joint effort of the IASB and FASB, 
defines what it calls “faithful representation” as a core component of useful information. 
63  Specifically, scholars Michael C. Jensen and Kevin J. Murphy incorrectly assumed that 
shareholders were the “residual claimants,” meaning that they had stronger rights than others to 
the profit. (See Jensen & Murphy 1990a & 1990b) 



20 

capital.  Such a change implies that dividends should be treated as a cost of 
capital, like interest expense. 
 

 
CONCLUSION 

 
In conclusion, shareholder ownership is a myth—shareholders do not own the 
corporation or its assets. Yet, the accounting profession misrepresents 
shareholders as the owners of the residual assets, which implies that 
shareholders own the corporation.  This runs counter to the profession’s self-
imposed goal of representational faithfulness, jeopardizing its ability to provided 
useful information.  Accordingly, this paper suggests that shareholders’ equity be 
replaced with its components Retained Earnings and Capital and expense 
dividends as a cost of capital.  Such treatment reflects the legal reality that 
shareholders have no right to the residual assets or profit. 
 
According to California law, a "shareholder" is defined as a holder of record of 
shares.64  The law does not call shareholders owners.  Thus, the accounting 
profession should refrain from calling shareholders owners and, instead, should 
call them what they are: “shareholders.”   
 

FAQs 
 
Here are some typical questions that I have been asked regarding this paper and 
my rough answers to them. 
 
Question 1.  What prevents shareholders from banding together in order to 
control the board? 
Answer:  According to a number of scholars, it is the shareholders, themselves, 
that prevent shareholders from banding together.  Shareholders ultimately 
benefit from ex-ante laws that (1) lock-in shareholder capital at the IPO and (2) 
prevent shareholders from opportunistically banding together.  Law Professors 
Blair and Stout explain the theory as follows: 
 

…[C]apital lock-in65 makes incorporation an attractive way to do 
business not only because it protects shareholders from each other, 
but also because it protects the interests of nonshareholder groups 
that have made specific investments in corporations that cannot be 
protected by formal contracts.  For example, without capital lock-in, 
shareholders as a class might pressure directors to pay excessive 
dividends…From an ex ante perspective, shareholders may benefit 
from yielding power over dividends to directors who owe fiduciary 

                                                 
64 West's Annotated California Codes, Corporations Code, Section 1 to 4999 Official California 
Corporations Code Classification, St. Paul, Minn. West Publishing Co. 185 1990. 
65 This phrase [capital lock-in] captures the notion that equity investors in a corporation, unlike 
investors in a partnership or proprietorship, lack the ability to unilaterally withdraw their capital 
from the firm. Stout (2005) new thinking 
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duties to the corporation as a whole, because ceding this power 
enables the shareholders as a group to make a more credible 
commitment not to strip assets out of the firm prematurely or 
injudiciously, in turn attracting the important firm specific 
investments of non-shareholder groups.  This analysis can explain 
why corporate law grants directors the legal authority to ignore 
even a unanimous shareholder request for dividends. (Blair & Stout 
2006, p. 23 footnote 61) 

 
Of course, one day a board might subject shareholders to such abuse that they, 
despite its difficulties, elect a new board.  But shareholders are not special in this 
regard.  Stakeholders, in general, will collectively react when mistreated by 
management; for example, labor reacts with strikes and customers with boycotts. 
 
Question 2. Although shareholders are not legal owners, we should still treat 
them “as if” they are owners because (1) shareholders are the residual claimants66 
(2) it prevents takeovers (See Rappaport 1986), or (3) it benefits all stakeholders 
(See Jensen 2001).67 
Answer: If these are the arguments for maximizing shareholder value, professors 
and textbooks of accounting, finance, and microeconomics should acknowledge 
it.  But would students (and society) accept maximizing shareholder value as a 
valid goal if they understood that shareholders were not legal owners? 
 
Question 3. Where does ownership go? 
Answer: This question assumes that ownership behaves according to the second 
law of thermodynamics, which it might not.  But to entertain the question, certain 
incidents of ownership, such as right to possess and use corporate assets went to 
employees.  The duty to prohibit harmful use was largely imposed on society.  But 
most of the incidents of ownership rest with the board of directors as Law 
professor Stephen Bainbridge notes: “It is not the shareholders, but ‘the directors 
in the performance of their duty possess [the corporation’s assets], and act in 
every way as if they owned it.”68 
 
Question 4. If you are right, why do our best academics in finance and economics 
disagree with you? 
Answer:  I emailed Professors Michael C. Jensen and Kevin J. Murphy of the 
famous paper, “CEO Incentives: It's Not How Much You Pay, But How,”69 to ask 
if they viewed shareholders as the owners.  Both were kind enough to reply and 
                                                 
66 This position has been refuted by Fama (1980), Ghoshal (2005), Stout (2002), and Black (1999 
p. 2), which states that, “Common shareholders are not the only important residual claimants of a 
firm’s income. Instead, other claimants, including employees, creditors, preferred shareholders, 
option holders, suppliers, customers, and the government (as tax collector) also often gain 
substantially when the firm does well, and suffer when the firm does badly.” 
67 The latter 2 proposals for treating shareholders as if they are the owners have been refuted 
based on flawed logic in Joerg et al. 2006.   
68 Per Mason v. Curtis, 119 N.E. 559, 562 (N.Y. 1918) as quoted in Bainbridge (2002, footnote 65).   
69 This paper was published in the Harvard Business Review, (May/June, 1990) and reprinted in 
Journal of Applied Corporate Finance, Vol. 3, No. 3 (Fall 1990), 



22 

neither believed that shareholders were the legal owners of the Modern 
Corporation.  Instead, they maintained that shareholders were the “residual 
claimants,” meaning that they were the sole owners of corporate profit. 
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