
Copyright © 2026 Academic Master. | 1

Maximization Relationship Between the Two
Goals

Posted on May 29, 2018

Abstract
Financial management commonly distinguishes profit maximization from shareholder wealth
maximization. Profit is an accounting result for a defined period, while shareholder wealth reflects the
market value of owners’ claims and therefore incorporates expected future cash flows, timing, risk,
financing, and information. The two objectives can reinforce one another when profitable operations
generate sustainable cash, but they can conflict when managers improve current earnings by
sacrificing innovation, safety, reputation, or valuable future projects. This analysis compares the
objectives, evaluates their ethical limitations, and argues that long-term value creation is superior to
a narrow earnings target only when governance recognizes law, stakeholder relationships, and
external costs rather than treating the share price as permission to harm others (Laux, 2010).

Defining Profit Maximization
Profit maximization seeks the largest possible excess of revenues over expenses, but the definition is
incomplete until the period and accounting measure are specified. Management may focus on gross
profit, operating income, net income, earnings per share, or economic profit, and each can produce
different decisions. Accounting profit also depends on recognition rules, estimates, depreciation,
provisions, and noncash items. A one-year target can reward cost reductions that improve the income
statement immediately even when they weaken future capacity. Profit remains essential because a
firm that cannot earn adequate returns will eventually lose financing and operating freedom. The
problem arises when a short-period accounting number is treated as the complete measure of
corporate success.

Defining Shareholder Wealth
Shareholder wealth is usually represented by the market value of equity, including expected
dividends and changes in share price. In financial theory, value depends on the present value of cash
flows available to investors, discounted for time and risk. This perspective improves on a single profit
figure because one dollar received today differs from an uncertain dollar expected many years later.
Market value also reflects investors’ beliefs about strategy, competition, governance, and future
financing. It is not perfectly objective. Prices can be volatile, affected by incomplete information,
speculation, market-wide shocks, or short-term sentiment. Wealth maximization is therefore a
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forward-looking decision rule rather than a guarantee that every daily price movement measures true
value accurately (Brealey et al., 2023).

Where the Goals Align
The objectives align when profitable activities generate cash flows that can be reinvested at attractive
returns or distributed to owners. Better products, efficient operations, disciplined pricing, and
productive assets can increase current income and the expected value of future earnings. A company
that reduces genuine waste may improve both margins and competitiveness. Reliable profit also
supports borrowing capacity and reduces the probability of financial distress. In these situations,
accounting results provide evidence about value creation even though they do not define it
completely. The relationship is strongest when profit quality is high: revenue is repeatable, expenses
are not merely deferred, cash conversion is sound, and the result does not depend on hidden legal,
environmental, or reputational liabilities.

Timing and the Time Value of Money
Profit maximization often fails to distinguish when returns occur. Two projects may report the same
total accounting profit but deliver cash at different times. A project generating earlier cash generally
has greater present value because funds can be reinvested and because distant outcomes carry more
uncertainty. Capital budgeting therefore uses discounted cash flow, net present value, and related
methods rather than ranking projects solely by total profit. Timing also matters for working capital. A
sale that increases revenue but remains uncollected can strain liquidity. Wealth maximization
incorporates these differences more directly, although the discount rate and forecasts require
judgment. The time-value principle is one reason modern finance prefers value over a simple earnings
total.

Risk and Required Return
A higher expected profit is not necessarily better when it is produced by much greater risk. Investors
require compensation for bearing systematic risk, and creditors demand protection against default.
Wealth analysis adjusts future cash flows through probabilities, scenarios, or a risk-sensitive discount
rate. Profit figures usually report one realized period and may hide the range of possible outcomes. A
highly leveraged strategy can increase earnings per share during favorable conditions while making
insolvency more likely in a downturn. Good financial management therefore evaluates volatility,
downside exposure, liquidity, covenants, concentration, and resilience. Risk adjustment does not
mean avoiding every uncertain project. It means accepting risk only when expected benefits justify it
and the firm can survive adverse outcomes.
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Cash Flow versus Accounting Earnings
A firm can report profit while experiencing negative operating cash flow because revenue recognition,
inventory growth, receivables, capitalization, or noncash estimates separate earnings from cash.
Shareholder value ultimately depends on distributable cash after necessary reinvestment, not on
earnings that cannot be collected. Conversely, a growing business may report modest current profit
while making investments that create valuable future cash flow. Analysts therefore examine free cash
flow, working-capital movements, capital expenditure, and earnings quality alongside net income.
This does not make accounting profit irrelevant. Accrual accounting can match economic activity
more meaningfully than raw cash timing. The strongest analysis reconciles earnings with cash and
asks whether both support the firm’s long-term competitive position.

The Research and Development Example
Eliminating research and development illustrates the conflict clearly. Because R&D is generally
expensed under accounting rules, cutting it can raise current operating profit immediately. The short-
term improvement may also increase bonuses tied to earnings. If research is essential to future
products, process improvement, or regulatory readiness, however, the decision reduces the expected
cash flows on which market value depends. Investors may respond negatively once the strategy
becomes visible. The example also shows why blindly increasing expenditure is not value maximizing.
Management must evaluate the quality, portfolio logic, milestones, and expected returns of
innovation. Wealth is protected by funding promising research and terminating weak projects, not by
maximizing or minimizing R&D as an end in itself.

Investment Appraisal
Net present value provides a practical connection between shareholder wealth and project selection.
A positive-NPV project is expected to generate cash flows whose present value exceeds the
investment required, thereby increasing firm value under the assumptions used. Internal rate of
return and payback can provide additional information but may misrank projects or ignore later cash
flows. Profit-based evaluation can favor projects with quick accounting gains even when they destroy
present value. Forecasts remain uncertain, so managers should use sensitivity analysis, scenario
analysis, real options, and post-investment review. Wealth maximization is credible only when the
models expose assumptions and decision makers resist manipulating forecasts to secure approval for
projects they already prefer (Brealey et al., 2023).
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Financing and Capital Structure
Profit maximization may overlook how a result is financed. Borrowing can magnify returns to equity
when operating performance is strong, but interest obligations and refinancing risk increase the
probability and cost of distress. Issuing equity may dilute earnings per share while strengthening the
balance sheet and funding valuable growth. Wealth analysis considers the after-tax cost of capital,
flexibility, credit quality, maturity structure, and agency conflicts between shareholders and creditors.
There is no universal debt ratio that maximizes value for every company. Stable regulated firms can
often support more leverage than volatile early-stage businesses. Financing decisions should preserve
access to capital across cycles rather than optimize one year’s earnings per share.

Agency Problems and Executive Incentives
Shareholders delegate decisions to managers whose interests may differ from those of owners and
other stakeholders. Executives may pursue empire building, avoid useful risk to protect their jobs,
manipulate earnings to meet bonuses, or emphasize share price around vesting dates. Compensation
tied only to annual profit encourages short-termism, while compensation tied only to stock price can
reward market movements unrelated to management or encourage excessive risk. Governance
should combine long-term equity, performance measures, holding periods, clawbacks, independent
oversight, and attention to nonfinancial risks. Wealth maximization does not solve agency problems
automatically. It requires incentives that reward durable value and consequences when executives
transfer hidden costs to employees, customers, creditors, or the public.

Ethics and Externalities
Poitras’s criticism is strongest when wealth maximization is interpreted as a license to ignore people
who do not hold shares. Pollution, unsafe products, wage theft, corruption, and deceptive selling may
reduce visible costs while shifting harm to others. If law or enforcement does not price those
externalities fully, a narrow valuation model can label socially destructive conduct profitable. This is
not an unavoidable implication of finance. Expected fines, litigation, reputation, employee retention,
and customer trust often affect cash flows, while ethical duties can impose constraints even when
misconduct might remain profitable. A legitimate objective must distinguish creating value through
productive exchange from capturing value through coercion, misinformation, or unpriced harm
(Poitras, 1994; Jensen, 2002).

Stakeholders and Long-Term Value
Employees, customers, suppliers, communities, governments, and creditors provide resources that
allow shareholders to earn a residual return. Treating these groups well is not always charity; it can
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build capability, trust, innovation, and resilience. However, stakeholder language can become vague
enough to protect managers from accountability because almost any decision can be justified as
balancing interests. A disciplined approach identifies specific rights, contracts, dependencies, and
measurable outcomes. Shareholder wealth can remain a financial decision criterion while law, ethics,
and stakeholder commitments define the acceptable opportunity set. Management then chooses the
highest-value strategy among options that respect those constraints rather than first maximizing
value and addressing harm only when public pressure appears.

Profit Quality and Performance Measurement
A balanced performance system should separate sustainable operating improvement from temporary
accounting effects. Measures may include revenue retention, return on invested capital, free cash
flow, innovation milestones, customer outcomes, safety, emissions, employee turnover, and
regulatory compliance. Economic value added can connect operating profit with the cost of capital,
although it still depends on accounting adjustments. Long-term targets should be paired with leading
indicators because waiting for share price or profit to reveal a failed culture can be costly. The
purpose is not to create an unmanageable dashboard. It is to prevent one metric from dominating
decisions whose consequences occur across different periods and stakeholders.

Critical Evaluation
Shareholder wealth maximization is superior to unqualified profit maximization because it
incorporates timing, risk, cash flow, and future opportunity. Yet it remains incomplete as a social
philosophy. Markets do not price every harm accurately, shareholders are not the only people with
legitimate claims, and legal compliance can lag ethical responsibility. Profit maximization is useful as
an operational discipline when the profit measure is economically sound and the horizon is
appropriate. The practical objective should be sustainable value creation: earning returns above the
cost of capital through lawful and ethical products, efficient operations, innovation, and responsible
relationships. This formulation retains financial accountability while rejecting the idea that any
profitable transfer of harm constitutes genuine value.

Conclusion
Profit and shareholder wealth are positively related when present earnings represent sustainable,
risk-adjusted cash generation. They diverge when current profit is increased through
underinvestment, excessive leverage, accounting manipulation, or externalized harm. Wealth
maximization improves financial decisions by considering present value, risk, cash flow, and the
market’s expectations, but market value is not a complete measure of corporate legitimacy.
Governance must align executive incentives with long horizons, disclose assumptions, and enforce
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duties to stakeholders and society. The firm should not choose between profit and ethics as though
only one can survive. Its task is to create durable economic value within constraints that protect
rights, honesty, safety, and the institutions on which markets depend (Financial Accounting Standards
Board, n.d.).
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