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This article traces the historical evolution of the notion of the “virtuous corporation,”
from its origins as a public-spirited fellowship to the modern joint-stock company
kept in check by the market for corporate control. We suggest that this change in
the legal personality of the firm has resulted in a minimalist and extrinsic view
of corporate virtue. A more intrinsic and intentional virtue can come from within
the enterprise. Employing the language of principal-agent analysis, we argue that
“agents” who reflect theologically on the corporation can help create a renewed
vision of the virtuous enterprise.

Introduction

In the eyes of scholars and the community at large, the corporate sector should
be intentional and collegial about virtue, for “great moral responsibility is inher-
ent in the existence of corporations.”' For more than a century, this has been a
recurring theme of business legislation and analysis: for instance, in 1928, an
early corporate finance text described the enterprise as an arm of society, a form
of representative government, and, in the 1960s, good corporate character was
still seen to reflect the healthy functioning of the corporate polity.> The ideal that
firms should self-consciously pursue a vision of the good is still very much alive
today, with issues pertaining to corporate virtue—and vice—featured regularly
in the media.

The legal personality of the business corporation has evolved however, from
its origins as an organic business partnership run by its owners to the modern-day
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impersonal organizations characterized by a transfer of control from owners to
engineer managers. The resulting ownership structure is the joint-stock company,
in which stockholding is diffuse and the owners of the firm are separate from
those who control the enterprise, an observation made famous by Berle and
Means.? In turn, this creates a problem of identifying exactly where the moral
center of the firm resides.

Logically it is the stockholders, as the owners of the equity of the firm and
the residual claimants, who are the final custodians of the corporation’s sense
of public virtue. Paradoxically, however, the problem facing owners is that a
joint-stock company by its very nature involves collective action. This gives rise
to the principal-agent problem: the possibility that others acting on their behalf
may not always act according to the wishes of the owners. This in turn has led
to reliance on the market to discipline unethical behavior.

In what follows, we place this modern notion of corporate virtue in historical
perspective and then ask whether a richer view of the virtuous corporation can
be nurtured with consequential benefits for the public good.

Origins: The Corporation as a Fellowship

The early form of the corporation was a concept that the British had borrowed
from the Romans who in the ninth and tenth centuries formed organizations
known as societas maris (maritime firms) that were ventures to provide capital
for maritime voyages.* This organizational structure was characterized by asocius
stans, a partner on land and a socius tractor, the individual on the ship—an early
origin of the division between capital and labor. This legal construction spread
throughout Europe, particularly France and England.’ In England during the
fifteenth century, the church and boroughs were granted royal charters,® which
in accordance with the “concession theory” were a privilege from the Crown
whereby the group could opt out of certain feudal obligations.” This carried a
certain degree of independence from the Crown, including the right of perpetual
succession, to own property, and limited forms of self-governance.® In the six-
teenth century, this legal tool of royal charter was utilized in a business context
to facilitate the raising of capital for mercantile trade, and later turnpikes, canals,
and railroads.’

Williston (1909) notes that the “most striking peculiarity” of the early his-
tory of the corporation was the lack of distinction between public and private,
which at that time was couched in terms of lay and ecclesiastical.'® This can be
observed by examining the ancient boroughs and guilds that negotiated a degree
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of autonomy with the Crown. The Crown before the 1688 revolution and the
Parliament thereafter through royal charter, granted the public the power to make
bylaws with respect to trade and commerce.'" Crucially, thinkers at the time
classified these associations as a fellowship that was born of voluntary associa-
tion where the members participated and behaved as if their members believed
they could decide and act as collective unities.'” The concept of a fellowship
with “real personality” was central to the legitimacy of corporations, and this
had consequences for the regulation of such associations: “If associations have
no real being, then they must be mere creatures of the state, and the state is then
justified in deciding ... according to its own lights when and to which groups
associational freedom and corporate status should be permitted, and in revoking
such status at will.”!?

The active participation of a corporation’s members would impart moral recti-
tude to the company from which legitimacy flowed and justify an independence
from the state. Through consultation and participation, the actions of the group
would be communally regulated in accordance with public virtue and, hence, did
not require the same level of intervention from the state. In terms of ownership
and management, this ideology held that when owners manage their own orga-
nization, there is little need for the state to intervene in its internal governance.
The philosophy embodied the concept of fellowship by granting self-governing
powers.'* In short, business corporations were not seen as wholly distinct from
moral and political concerns, but rather these were all bound up together, one
reason being that the fields of business (especially roads, canals, and railroads)
were essentially public goods.

The Separation of Ownership and Control

The seventeenth and eighteenth centuries brought a shift in approach. The period
experienced a financial revolution that saw a rapid growth in joint-stock compa-
nies, banking, insurance, and the first active stock market in Amsterdam.'> The
advent of the stock market was significant as it represented anonymous buyers
and sellers who rarely participated directly in corporate governance. The specula-
tive trading of shares soon followed (prompting the Bubble Act of 1720), and the
concessional theory that incorporation as a privilege was now effectively being
superseded.'® The new reality was that ownership and control in the corpora-
tion had been separated and the corporate entity had moved beyond the notion
of a fellowship of personal acquaintances to that of an impersonal collective.'”
This form developed the notions of the corporation as a distinct legal entity, or
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“persona ficta,” separate from its members.'® This concept of the firm as legal
fiction has since been adopted by economists who perceive the firm as a nexus
of contracts.” Jensen and Meckling state that

The personalization of the firm is seriously misleading. The firm is not an
individual. It is a legal fiction which serves as a focus for a complex process
in which the conflicting objectives of individuals are brought into equilibrium
within a framework of contractual relations. In this sense the behavior of
the firm is the behavior of a market, the outcome of a complex equilibrium
process.?’

As time progressed, the business enterprise adapted to the privileges afforded
by a separate legal entity such as limited liability, perpetual succession, and the
ability to contract on its own behalf.?! Inevitably, the moral center of the firm
grew more nebulous with time.

Matters were further complicated by the rise of the specialist managerial class.
The corporation as a purely economic (vis-a-vis sociomoral) vehicle proved
extremely successful as the wealth held by corporations grew exponentially in
the twentieth century. This growth in size meant the business enterprise was no
longer limited to family or partnership structures whereby owners managed,
controlled, and were liable for their business.?> Professional managers were
the new captains of industry who effectively controlled wealth previously only
known to royalty. The rise of managerialism marked a profound transition, one
that Chandler later dubbed the “managerial revolution.”” The class of profes-
sional managers possessed greater technical expertise than the stockholders of
the firm and consequently began to wield huge influence over the social priorities
and ethical stance of the business sector. The corporation’s origins as a unified
fellowship with an inherent moral unity were deeply affected by the crevice that
now existed between management and ownership.

The Principal-Agent Problem

A problem that flowed from the above was ensuring that managers act on the
wishes—whether commercial or ethical—of stockholders, a problem known to
economists and legal scholars as the principal-agent problem. This problem arises
due to the separation of ownership and control whereby the owners of a corpora-
tion (shareholders) employ agents (managers) to administer corporate resources
on their behalf. To the extent that corporations were operated by nonowners
who might behave according to self-interest rather than in the public interest,
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the solution was seen to lie in an outside force that would act as a restraint.
One possibility was regulation by the state, and the other was regulation by the
market. Over time, the prevailing philosophy to emerge was that sanctions on
the corporation should predominantly lie with the marketplace, with the state
playing a supporting role.

Arguably the foremost mechanism that serves to keep the principal-agent
problem in check and foster good corporate citizenship for the public good is
the market for corporate control.

Extrinsic Virtue: The Market
for Corporate Control

As theorized by Manne,* the market for corporate control is predicated upon the
share market as an objective criterion for guiding managerial performance. In the
event an agent neglects its duty to act on the wishes of the principal, corporate
performance will wane, causing the stock price to fall. This presents a profit
opportunity for third parties to respond by launching a bid for an underperform-
ing company to gain control and install a new managerial team, all with the aim
of enhancing corporate performance. In this manner, the market for corporate
control ensures diligence and virtue amongst corporate managers, and the threat
of takeover has a disciplinary effect on management. Corporate governance would
follow the “Wall Street Rule” that if an investor does not agree with the fashion
in which a corporation is being governed, the investor can sell the stock.

Manne perceived the market for corporate control as a mechanism by which
market forces would promote the responsive corporation. Manne’s theory is
that if corporate managers pursue their own ends instead of the social good, the
stock price will fall.

As an existing company is poorly managed, the market price of shares declines
relative to the shares of other companies or relative to the market as a whole.
This theory is predicated upon the public share market providing an effective
check on managerial performance. The role of the market can thus be seen as
serving the public interest:

[Corporations law] should serve in the future—as it has in the past two genera-
tions—to provide a free, fair and informed market that allows [an] investor to
exit from the corporation when he believes it is to his interest to make an exit.
The share market thus operates as the external adjunct of the corporation’s
internal governance structure.?
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In respect to promoting virtue or vice, the theory relies on the market for
corporate control to reduce the need for governmental monitoring and provide
management with sufficient incentive to behave properly. A corollary of this
theory is that public regulation should serve to facilitate the effective functioning
of the market, as market forces will lead to the most efficient outcome, therefore
serving investors’—and society’s—best economic and social interests.

Intrinsic Virtue: Renewing the Firm from Within

Does Manne’s ubiquitous market constitute a satisfactory vision for the virtu-
ous corporation? We can be justified in feeling uneasy about the notion that the
corporation of the twenty-first century is to have no conscience other than that
implied by the impersonal marketplace. One reason is empirical: The track record
shows that despite the disciplinary effect of the market, serious breaches still
occur. A series of episodes have continued to raise the community’s eyebrows
about the (lack of) public-spiritedness of the corporate sector, from highly geared
entrepreneurs and junk bonds through to high-profile ethical breaches such as
Enron, WorldCom, and the Barings Bank collapse. The East Asian currency crisis
highlighted the issue of corporate responsibility in emerging markets.?

Another equally important reason for unease is theological. The market for
corporate control, while useful as a negative discipline on bad behavior, has
a major shortcoming: it does not encourage any particular positive vision for
the public good. It does not push the virtuous corporation to be all that it has
the potential to be, nor does it encourage social entrepreneurship. It imparts a
minimum view of corporate responsibility, for which we can be grateful, but
does not imagine a maximum moral vision, or mandate the contribution that the
joint-stock company as an organic “fellowship” might make, or envision a view
of the firm sustained by faith principles.

Such a vision for the virtuous joint-stock company must come from within
the organization. As we saw in the historical survey, the idea that the business
enterprise can see itself as a motivated moral entity has traditional roots in the
origins of the corporation itself. If we recover the view of the enterprise not as
a mere machine or as a fiction but as the sum of persons, then the concept of a
fellowship with “real personality” can again inform the self-understanding of the
joint-stock enterprise. As in days of old, active participation by a firm’s mem-
bers can once again impart moral rectitude to the company, and from this can
flow renewed moral legitimacy. This will justify a continuing and even stronger
independence from government because through consultation and participation
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the actions of the corporation would be communally regulated in accordance
with public concerns.

The Strategic Role of the Reflective “Agent”

How can a vision of the corporation as a virtuous fellowship be regained? The
individual agent, in our view, is strategically placed. Novak asked whether
a Christian can work for a corporation; perhaps the question does not go far
enough.?”” Our response to Novak’s excellent question is not just yes, but there
is profound value in persons of faith and character populating our corporations.
Recent years have witnessed how just one or two people can make an adverse
difference to an organization (Enron, WorldCom, and others), but the same
applies in reverse: one person acting as “salt and light” (Matt. 5:13—-16) can
make a significant positive difference for good.

The full practical outworking of this program is a big subject. Here, we can
but begin to sketch some of the practical areas where thoughtful insiders might
have a salt-and-light effect by way of three examples: the board of directors,
fiduciary duties, and executive compensation.

Consider first the board of directors. Shareholders vote to elect representatives
who are delegated the power and duty to monitor management and the affairs
of the corporation, the theory being that the corporation is run in accordance
with the vision of shareholders. Boards are composed of executive directors
(EDs) and nonexecutive directors (NEDs) who carry out the task of guiding
the company. There is an inherent trade-off with executive directors: on the one
hand, they possess specialized and firm-specific skills but, on the other, face
potential conflicts of interest because they are charged with the responsibility of
monitoring themselves. There has been a recent push (particularly in the United
Kingdom)? to increase the number of independent, or nonexecutive directors on
boards. While the reforms resulted in larger boards and a higher percentage of
NEDs,” the empirical evidence suggests that the level of board independence and
the firm’s decision-making are not linked.** One explanation for this is that the
CEO typically appoints and replaces NEDs, which are well-paid positions and
are perceived as a position of privilege and esteem. NEDs thus have an incentive
to retain these positions, a consequence of such is to not oppose or contradict the
CEO.* In turn, this situation can blunt the board’s ability to promote the path of
virtue and combat corporate excess. A theology of corporate virtue can address
such conflicts of interest.
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Next, consider the efficacy of fiduciary duties. These are equitable duties that
arise in a relationship where one party acts for the benefit of another, and fiduciary
duty is the highest legal standard of obligation that the law imports. Such duties
are imposed upon directors as general-law duties complemented by statutory
duties, which generally include the duty of care, skill, and diligence; the duty to
act in good faith and for a proper purpose; the duty to not improperly use their
position for personal advantage; and the duty not to improperly use information
obtained as a director. These laws manage the balance inherent in directors being
charged with the responsibility of other people’s money, whilst leaving scope for
risk taking, a balance reflected in the “business judgment rule” that essentially
says a business discussion will not be found to be in breach of the duty of care
if it is found to be made in good faith, on an informed basis, in the best interests
of the company. While the rule itself is not objectionable, the application has in
practice set a low threshold for directors to evade liability.*> Arguably, the law
in various countries has not placed a high enough level of care, skill, and dili-
gence onto company directors, thereby mitigating the threat of prosecution from
stockholder actions against directors and in turn shackling the ability of the law
to provide a disincentive for directors to shirk their responsibilities.

In this context, reflective insiders with a vision for the company as a self-aware
virtuous fellowship can make a difference.

Another mechanism is executive compensation packages. These seek to over-
come the agency problem by aligning managerial incentives with stockholder’s
interests. These packages exist within what is known as the executive labor market.
Empirical studies of management compensation focus upon the sensitivity of
pay to performance. In the 1990s, a consensus began to form that compensation
was not linked clearly enough to performance, that good performance was not
rewarded, and that poor performance was not penalized.*> More recent studies
have confirmed this somewhat depressing picture by finding no significant
relationship between executive compensation and corporate performance.*
The rejection of the hypothesis that performance-based executive remuneration
improves corporate performance suggests that the managerial labor market is
not functioning effectively.> In turn, this casts doubt on the responsiveness of
managers to not only fulfill the economic expectations of owners but also fulfill
their moral standards.

As the above brief discussion serves to demonstrate, significant opportunities
surround the internal mechanisms within the firm for reflective individuals to
guide the corporation to a clearer ethical vision for the broader public good.
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Conclusion

This article has contrasted two understandings of corporate virtue: extrinsic and
intrinsic. It has documented the ambiguity that has arisen over time as to the
moral center of the modern joint-stock company, and it has pointed toward the
need for a reconceptualization of the virtuous corporation that rediscovers this
center. We have argued that the virtuous behavior of business decision-makers
is a subject worthy of theological reflection. We have particularly emphasized
the desirability that corporations have an effective internal moral compass, and
the role that reflective insiders can play in fostering this. A few individuals with
courage and faith can spread their influence and permeate the whole entity with
a sense of public purpose.

Such persons can be sustained by recovering a view of the corporation as a
fellowship whose legitimacy rests on its sense of civic vocation. Such understand-
ing will not be content to delegate truth and meaning to an impersonal market
mechanism but will value the notion that true virtue is personal, intrinsic, and
endogenous. A richer theology of the corporation will help create a renewed
vision of the joint-stock enterprise sustained by higher principles.
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