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Appendix 3.08.3 The stakeholder theory of the firm 

Stakeholder theory is based on a concept of the firm that is fundamentally different from that 
of neoliberalism. Neoliberal economic theory considers the firm to be an independent entity 
which buys factors of production (labour, materials and so on) on the market, and transforms 
them into other goods and services, which it sells on the market. If the value of its output is 
higher than the cost of its inputs, the firm makes a profit.  

The stakeholder theory of the firm is based on a fundamentally different concept. It considers 
that the various parties with which the firm has dealings are not independent of the firm but are 
more or less closely associated with it. The firm is a nexus of relations between these parties 
who are given the generic title of stakeholders.  

The stakeholders of a firm may be divided into two groups: 
 Primary stakeholders: a narrowly defined group comprising all those who are vital to

the firm’s survival and/or success.
 Secondary shareholders: a wider group that comprises all those (other than primary

stakeholders) who are affected by the firm’s existence and activities.

1. Primary stakeholders

Clarkson (1995) offers the following definition: ‘A primary stakeholder group is one without 
whose continuing participation the corporationi cannot survive’. The following are the principal 
primary stakeholders. 

1) Suppliers of capital (that is shareholders and loan creditors), the investors, who provide
the funds to finance the firm’s assets. That includes new forms of financing such as
crowd funding and other newer forms.

2) Suppliers of labour services (that is employees) who operate the machines and other
assets acquired with the capital. This includes subcontractors.

3) Suppliers of raw materials and other inputs which go into the goods and services that
are the firm’s output.

4) Customers who buy the firm’s output.
5) The state, which in many ways may be considered a partner in the firm, taking a

percentage of the profits in the form of taxation. The state is vital for the firm’s
operations as it both protects the firm from aggression and provides the legal framework
which ensures that contracts are honoured.

6) The managers of the firm

The relationship between the firm and these stakeholders is essentially one of mutually 
beneficial exchange.  Suppliers of capital provide funds and receive dividends and interest; 
employees offer their skills, effort and time, and receive wages; suppliers provide raw materials 
in exchange for cash; customers receive goods and services in exchange for cash. In many cases 
the exchange relationship is the subject of an explicit contract that is legally enforceable. But, 
even when there is no explicit contract, there will generally be a quasi contract that confers 
moral rights and duties.  
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The shareholders are clearly important stakeholders.  In most countries, the law grants 
shareholders a privileged position. Under the law they appoint the managers who are required 
to manage the firm in their interests. According to neoliberal economic theory, the firm should 
be managed so as to maximise profits, which, according to the law, belong to the shareholders. 
The stakeholder theory of the firm treats shareholders in a fundamentally different way. The 
interests of all stakeholders should be taken into consideration and shareholders should not be 
treated differently from other stakeholders. The principle is put very clearly by Donaldson and 
Preston (1995) as follows: ‘Stakeholder analysts argue that all persons and groups with 
legitimate interests participating in an enterprise do so to obtain benefits and that there is no 
prima facie priority of one set of interests and benefits over another’. There is no suggestion 
that shareholders have no rights or that all stakeholders should be treated equally, other than 
they all be treated with equal consideration. 
 
Another important stakeholder group is the firm’s management. The firm’s managers are 
clearly primary stakeholders. Normally a manager has a contract with the firm by which he is 
obliged to provide labour services in return for a salary. However a manager is a very special 
type of stakeholder. In the words of Evan and Freeman (1993), ‘management has a duty of 
safeguarding the welfare of that abstract entity that is the corporation... [It] must look after the 
health of the corporation and this involves balancing the multiple claims of conflicting 
stakeholders’.  
 
As pointed out in the above quotation, an important task of the firm’s management is to balance 
the conflicting claims of stakeholders: employees want higher wages, shareholders want higher 
dividends, customers want a higher quality product or a cheaper product or preferably both. It 
is the management’s task to keep the relationships among stakeholders in balance. When these 
relationships become unbalanced, the survival of the firm is in jeopardy. As Clarkson (1995) 
points out: ‘If any primary stakeholder group, such as customers or suppliers, becomes 
dissatisfied and withdraws from the corporate system, in whole or in part, the corporation will 
be seriously damaged or unable to continue as a going concern’. Stakeholders have conflicting 
interests but also common interests. They all want the firm to survive and prosper.  The most 
successful and long-lasting firms are those where the management has ensured that the interests 
of one group of stakeholders have not prevailed over the interests of the firm as a whole.  
				
2.		Secondary	stakeholders	
This wider group of stakeholders covers all those whose welfare is affected by the firm’s 
activities and who have a legitimate claim on the firm. They include all those who may 
experience actual benefit or harm (or may anticipate such benefit or harm) from the firm’s 
actions or inactions.ii  Examples of such stakeholders are: 
	

1) The	 local	 community	 in	which	 the	 firm	 is	 located.	Many	 inhabitants	may	 be	
primary	 stakeholders,	 for	 example	 employees	 and	 suppliers.	 The	 concept	 of	
secondary	stakeholder	applies	 to	 the	other	 inhabitants,	whose	welfare	 is	often	
strongly	affected	by	the	firm’s	activities.		

	
2) Persons who are affected by pollution emanating from the firm. In the case of noise 

pollution this will include the local community, but in the case of air and water pollution 
it can include people on the other side of the globe. 
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3) Persons in the production chain, who have only indirect dealings with the firm. For 

example, a baker buys flour from a miller, and, since there is a direct relationship, the 
miller may be considered to be a primary stakeholder of the baker. The miller buys 
wheat from the farmer. The farmer may be considered to be a primary stakeholder of 
the miller, but only a secondary stakeholder of the baker.  

 
	
There are a number of problems with the concept of secondary stakeholder. The term 
‘stakeholder’ is not ideal; some secondary stakeholders have no stake in the firm, and the term 
can lead to the secondary stakeholders being equated with the primary stakeholders, who 
clearly have a stake in the firmiii. One problem is that, according to the definition, it would 
seem that competitors are stakeholders, since their welfare is clearly affected by the firm’s 
activities, for example in drawing away their customers. John Stuart Mill considered this 
question and concluded that the claim of a competitor that he should not be harmed is not 
legitimate, commenting, ‘society admits no right, either legal or moral, in the disappointed 
competitors, to immunity from this kind of suffering’.iv  The definition of secondary 
stakeholder given above includes the words ‘and has a legitimate claim against the firm’. This 
phrase was included principally to exclude competitors from the group of stakeholders. 
  
The secondary stakeholders will often not have a contract (either explicit or implicit) with the 
firm and in some cases their interest in the firm is adversarial (their principal interest is in the 
harm caused by the firm). This is in sharp contrast to the primary stakeholders who are bound 
to the firm by contract (explicit or implicit) and by ties of mutual benefit (actual or potential).  
 

i Clarkson and most other writers on stakeholder theory refer to ‘corporations’. I prefer the economist’s term 
‘firm’. The difference is not significant, as almost all firms (other than the very small) are corporations. 
ii See Donaldson and Preston (1995), page 85 
iii  I have wracked my brain for an alternative term. The best that I have come up with is ‘beneficiary/victim’ 
which is less misleading than stakeholder but most inelegant. 
iv Mill (1992/1859) 

                                                 


