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The paper presents a critical evaluation of the public joint-stock
conpany in the light of Biblical-ethical principles. These principles are
derived with respect to the stewardship of resources, the spreading of
risk and the nature of the firm as an organization. Standard argunents in
favour of the joint-stock conpany are rehearsed. The eval uation suggests
that the attribution of ownership rights in the conmpany to the stock-
hol ders gives rise to ethical difficulties. These could be avoided,
wi thout losing the advantages of the joint-stock nodel, if the conpany
were to be formally reconstituted as a "public trust”.

* This paper, which is intended to be exploratory rather than definitive,
was given at the Tyndale Ethics neeting in Canbridge, UK , in July 1990.
Very hel pful comments were received from those at the neeting: especially
David Attwood, Andy Hartropp, Paul MIls and M chael Schluter. Frederick
Fourie very kindly gave ne access to sone of his unpublished work, and
this has had a substantial inpact on the content. Simlar work has been
undertaken at the Jubilee Centre in developing the Fair Business
Principles (Schluter (1988 revised 1990)); that work considers a w der
range of organisational structures than the joint-stock conpany which is
the focus of the current paper.



1. Context and introduction

Joint stock conpanies first canme into being in the 18th century in
Britain, and were mainly concerned with foreign trade. Initially, the
organi sational form was viewed with suspicion, it being supposed that it
encouraged nmanagerial inefficiency and corruption. Ricketts (1987, p.104
and pp 234-235) docunents the objections of Adam Smth: "negligence and
profusion therefore nust always prevail, nore or less, in the mnagenent
of the affairs of the joint stock conpany”", and such conpanies "very
sel dom succeed w thout an exclusive privilege; and frequently have not
succeeded with one" (Smith (1776) vol. 2, p 233). Despite these concerns,
the joint stock conpany was given |egal recognition and the advantage of
limted liability in the Joint Stock Conpanies Act 1856 in Britain. Since
then the organisational form has spread world wide, and is the form now
adopted by the vast nmgjority of business enterprises in the nmarket
econom es.

The key features of the joint stock conpany can be sinply stated. It
is a separate legal entity, distinct from the people engaged in it, and
with continuity, so that it does not die when the founders w thdraw. The
basic framework involves three sets of economc actors: the sharehol ders,
the directors and the enployees. The shareholders provide financial
capital in return for a share in the profits. Their liability is limted
to the capital they have subscribed, which is forfeit if the conpany
fails. There is a distinction in practice, though not in legal treatnent,
between a "private conpany” where the shares are held by a single person
or small group and cannot be transferred wthout the agreenent of the
sharehol ders, and a public conpany or PLC, where shares are offered for
sale to the public at large, and can be freely traded. The |argest public
conpanies will wusually take steps to have their shares listed and traded
on the stock market. Smaller public conpanies may have to nmake do wth
| ess public neans of trading their shares e.g. the Unlisted Securities
Market in the UK, or arrangenents for placing shares organi sed by nerchant
banks. The directors of the conpany are elected to the Conpany Hoard by
the shareholders at the Annual GCeneral Meeting. Responsibility for the
sharehol ders assets is vested in them Their role is to protect the
interests of the shareholders, to ensure that the conpany is operating
within the law and in particular that it does not continue trading when
insolvent, so that creditors interests may be protected. Traditionally,
too, they have taken responsibility for the appointnent of nmanagers, for
the formand | evel of their renuneration, and for the paynent of dividends
to sharehol ders. The third group of actors is the enployees, including
the managers; this group conducts the business on a day-to-day basis, and
does the work. (The internal organisation of the firmis an inportant and
interesting issue, but one which will not be pursued in this paper.) But
they are not, legally at |east, part of the conpany.

Wthin this framework, it is possible to describe a stylized history
of the firm in which the relationships between the different actors
change over tinme. The enterprise begins as a private limted liability



conpany. The entrepreneur will raise capital from his or her own sources
(e.g. by nortgaging personal property), and from bank loans. The
sharehol ders, the Board and the nmanagenent wll be the sanme people --
often relatives of the entrepreneur. There is no problem about the conpany
being run in the interests of the sharehol ders. Next, we suppose that the
enterprise prospers and begins to grow. One possibility is that it is
unable to generate sufficient funds internally for its growh: the
ori ginal shareholders have no further resources to commt, and the bank is
unwilling to provide long term devel opnment finance. One way out of this
dilemma is to offer additional shares in the conpany to the public.
Alternatively, there may not be a problem about finance for growth, but
the initial shareholders may decide on a public offering of part of their
hol ding. They wish to withdraw a part of their equity in the firm either
to diversify their portfolios of wealth, or to provide for consunption.
Diversification is seen as a natural nmeans to reduce the risk which arises
from having virtually all ones wealth in a single asset, the value of
whi ch can vary greatly depending on the continuing success or otherw se of
the firm Provision for consunption is perhaps a less attractive reason.
Consi der for exanple the case of Julius Drewe, who, with a partner, and a
| oan of #10000, opened a shop in London known as the "Honme and Col oni al
Stores” in 1883. By 1889 the business had expanded at such a rate (in 1890
there were 106 branches nationwi de) that he and his partner were able to
retire from active participation with mjority holdings sold to a new
public limted conpany. Drewe then devoted his wealth to establishing
hinsel f as a gentleman, including the conmm ssioning of Lutyens to build a
Norman style castle on the edge of Dartnoor, known as Castle Drogo.
Lutyens grand design was never fulfilled, but an inpressive edifice was
conpleted by the md 1920s. Drewe only lived a few years nore to enjoy
what had been created for him (National Trust (1977)).

The offering of shares to the public at large opens the path to
becoming a public limted conpany. The significance of this nove is that
al nost invariably the sharehol ding becones dispersed, and the original
sharehol ders (or their famly) cease to exercise a major influence on the
conpany. In the UK at least this transition canme quite |ate: Hannah
(1983) shows that in 1914, 80% of large joint stock conpanies in Britain
were still private rather than public. Fifty years later all but a small
mnority of large firns were public conpanies. In the US. the transition
occurred nore rapidly, so that Berle and Means (1932) could claimthat in
58% of the top 200 U S. conpanies in 1929, no single sharehol ding was
greater than 5% The inplication of the transition was not only that
founding or famly shareholders had seen their influence dimnish, but
that shareholding was now so w dely dispersed that no sharehol ders were
able to control the conpany. The hypothesis of Berle and Means was t hat
t hese conpanies were now effectively controlled and run by their managers.
Despite subsequent criticisns that Berle and Means had overstated their
case (Stigler and Friedland) (1983)), there is Ilittle doubt that the
phenonenon of "separation of ownership from control”™ is now a dom nant
characteristic of the larger public conpanies in both the U S and the



U K (see Hay and Morris (1990), Chapter 9, for a review of the literature
and current evidence).

A major concern of this paper is how this evolution from private
conpany to public conpany with w dely dispersed sharehol dings affects the
formal structure of responsibilities and accountability. The issue has
been addressed in sone detail by Charkham (1989), drawing on the
experience of Japan and Gernmany, as well as the UK and the US. 1In
formal terms, the directors are responsible to the sharehol ders who el ect
them to the Board. But the formal structure can involve different
arrangenents in different countries. For exanple, in CGermany there is a
strict separation of nmnagers and the Board; in Japan, the Board is the
top managenent. In the U S there is a requirenent that a magjority of the

Board be non-executive. In the UK , where there is no requirenent,
executive directors predomnate. But the key question is not the fornmal
arrangenents, but the actual channels  of influence exerted by
shar ehol ders. Charkham uses the distinction between "voice" and "exit"
first suggested (in a different context) by Hrschman. In the UK a
di ssatisfied shareholder wll “exit" by selling the shares, since the
exercise of "voice" to get the policies and/or managenent of the firm
changed is thought to present insuperable obstacles. In Germany it 1is

quite different. WMy shares are held by banks or other financial
institutions, as trustees or nom nees: they consider thenselves to be |ong
term holders, and will therefore make their voice heard if they believe
changes are necessary.

The second channel of influence is from the directors to the
managers. The directors are supposed to oversee the overall business
strategy and finances, to fix dividends in the light of profits and
prospects for the firm and to determ ne nmanagerial renuneration. There
are bound to be sone conflicts of interest here. For exanple, the role of
overseer requires a close know edge of the conpany and its affairs, so
executive directors (i.e. managers) are the nost suitable. But for fixing
manageri al remuner ati on, an arnms- | ength rel ationship IS needed.
Non- executive directors should be strong enough to control the nmanageri al
contract and to dismss a weak mnmanagenent team if necessary. So the
conposition of the Board will be crucial to effective supervision of the
managenent by the directors.

The public joint-stock conpany described above s now an
i nternational phenonenon. Despite sone differences of functioning, the
basic structure is the sane in different economes with very different
cul tural backgrounds. This provokes the question as to why this form has
evolved rather than any other form Does it inply that it is the nopst
"efficient” organisation which has energed by a process of institutional
"Darwi ni sm under the pressure of conpetition in both financial nmarkets
and product markets? Has the |aw been purely passive, responding to the
need to give legal recognition to this structure, or has the |aw been
i nstrunent al in pronoting its survival in conpetition wth other



structures? These academ c issues have been increasingly addressed in the
| ast 15 years, and a brief account is given in section 3 bel ow

One issue for debate has been disquiet over the priority given to
shareholders in the formal structure of the firm Goyder (1987) has been a
particularly persuasive critic. He suggests that once the objectives of
the original shareholders in setting up the firm have been achi eved, then
t he conmpany should be allowed to buy its own shares, so that it eventually
becomes a public trust with directors responsible for ensuring that the
terms of the trust are carried out. The constitution of the conpany should
include a General Purposes clause spelling out responsibilities to
consuners, enployees and the conmmunity. These groups would be represented
on the Board, and the performance of the conpany in ternms of the Genera
Pur poses clause would be the subject of a "social audit" every three
years. Giffiths (1982 pp 109-110) notes critiques of both I|imted
liability and sharehol der ownership of the enterprise, though he believes
that there is sufficient countervailing legislation placing w der
responsibilities on conpanies e.g. in respect of their enployees,
consuners and the environnent.

A second issue has been enphasised by Charkham (1989). Wile not
advocating any change in the basic structure of the public joint-stock
conpany, he accepts that the structure is not necessarily functioning as
well as it mght, at least in the UK Hs concern is that the separation
of ownership and control arising from dispersed shareholdings has |ed
sharehol ders to abdicate their responsibility for the conpany. As noted
above, they exercise influence by "exit" rather than "voice". Private
sharehol ders do this because they believe that they can have no effect.
For institutional shareholders, the reasons are nore conplex. Their
performance is nmeasured (against that of other institutional nanagers) on
a 3-monthly or annual cycle. They therefore have every incentive to drop
qui ckly any hol di ng conpany which is not prospering currently, even if the
| ong prospects are better. Any attenpt to exercise "voice” to get policies
changed are not considered because the results would cone outside the
i mredi ate period of performance eval uation, and because it could be costly
and tinme-consum ng. Hence conpanies are anxious to nake short term gains
to satisfy shareholders, and be unwilling to undertake |long term projects.
"Short-termsnt is the rule by which all the players operate.

A third issue for debate concerns the role of takeovers. The
traditional defence of takeovers is that they permt assets to be taken
away frominefficient nanagerial teans to be given to better managers. The
raiders are willing to pay a premiumto sharehol ders because they have the
skills to inprove performance. In this way shareholder "exit" can be
understood as an alternative to "voice”, which will generate better use of
resources in the long run. Wether the takeover mnmechanism does in fact
generate these gains is a matter of dispute (Hay and Morris 119901 Chapter
14). A review of nergers policy in the U K (Departnment of Trade and
I ndustry (1989) Annexe E) concluded that enpirical studies of post-nerger
performance revealed little or no evidence of inproved performances.



Rat her w der issues have been raised in a report from the industrial and
Econom c Affairs Commttee of the Board for Social Responsibility of the
Church of England (Board for Social Responsibility (1989)). The effects of
t akeovers on enpl oyees, custoners and the conmunity where the conpany is
| ocated, are identified as proper concerns in evaluating nergers, in
addition to the gains accruing to sharehol ders.

A final concern arises from the process of economc liberalisation in
the fornerly planned econom es, especially Eastern Europe. As they seek to
establish market economes, suitable ownership structure has to be
provided for the fornmer state-owned firnms. Their first thought is to |ook
to the institutions of capitalismin the Wst, and, in particular, to the

joint-stock conpany. Before they transplant it their economes, it 1is
i ncunmbent upon us to nake clear the advantages and the weaknesses of the
structure. It would be a mstake to transfer a flawed organisational

t echnol ogy.

In the rest of the paper we hope to deal, in outline, with sone of these
issues. To do that effectively, we need establish the Biblical-ethical
criteria that are appropriate the discussion, and this is undertaken in
the next section. Th basic nethodology is to use these criteria to
critique the structure of the public joint-stock conpany. (See Hay 11989),
pp for a justification of this approach.) But to do this effectively we
need to have a clear analytic wunderstanding of the nature of the
joint-stock conpany, how it operates and what its effects are. Section 3
attenpts to summarise the findings of the rich literature on this subject.
W are then ready, in Section 4, to return to sone of the issues outlined
above.

2. Principles

The Biblical ethical principles discussed in this section the result of
an interactive process in which the nature of issue under consideration
guides the selection of appropriate principles. Consideration of the
joint-stock conpany suggests these areas: the Biblical concept of
stewar dshi p, approaches to risk and wuncertainty, and the design of
or gani sati ons.

2.1 Stewardship.

Four principles which are relevant to the current discussion were
derived in Hay (1989 Chapter 2). They are repeated here, w thout detailed
justification.

(i) the resources of the creation are there to provide for hunman
existence. This is made clear from the narratives of Genesis 1 and 2.
(However there is no justification for wasting or wantonly destroying the
created order, just to increase our consunption and confort.)



(ii) every person has a calling to exercise stewardship of resources
and personal talents, as is made clear by the provisions for the division
of the Prom sed Land, and by the parable of the talents in Luke 19.

(ii1) our responsibility to determ ne the disposition of resources is
linked to accountability to God hinself for those resources. Thus the
people of God in the Ad Testanent were rem nded that the |and bel onged to
God, and they were tenants. In the parable of the talents, each servant
had to give an account for the use he had made of his talents when the
mast er returned.

(iv) Wrk is the neans of exercising stewardship. So in his work, a
person should have access to resources, and control over them The
paradigmis the famly farmin Ancient Israel. In the absence of capital
mar kets, there was a close |ink between stewardship of |and, work and
returns. The nore a famly group into the land, the greater their rewards.
Prosperity canme through their own diligence and thrift. This in turn gave
purpose and direction to their work.

The rel evance of the concept of stewardship to the evaluation of the
joint-stock conpany is evident. The key notivation should be that of using
resources carefully to provide human existence: whether this notion of
service is best stinmulated by the pursuit of growh, efficiency and profit
is a general issue to which we will return briefly below But assum ng for
the noment that they are not inconsistent, we note that nuch of the
analysis of the firm is concerned precisely with conditions under which
managers and enpl oyees will be effective stewards of the resources put at
their disposal. The issue is whether the structure is conducive to
incentives to work, and to the taking of w se decisions.

2.2 Living with risks.

As we shall see in the next section, a major explanation of the
preval ence of the joint-stock conpany is its success as an organisationa
formin coping with business risk. Taking risks is very much part of the
jargon of business analysis, and has been identified by sone as the
essential elenment in entrepreneurship (Knight (1921)). Traditionally,
econom ¢ analysis has distinguished between "risk" and "uncertainty" Risk
arises where events can be described, with sone confidence, by an ex ante
probability distribution. Exanpl es are the incidence of rain or frost in
a particular location, or the incidence of nechanical breakdown in a
machi ne. Uncertainty arises where events are unexpected, for which no a
priori probability distribution is avail able: innovation and technol ogi cal
progress are often thought to exhibit uncertainty. The distinction is
i nportant anal ytically because (roughly speaking), we have tools to enable
us to analyze risk, but very little to go on when it cones to uncertainty.

A t heol ogi cal approach to the question should begin by observing that
risk and uncertainty arise fromthe nature of the created order, and from
t he openness of human history. It difficult to imgine a created order in



which there was no variation in rainfall or frosts, and in which events
| i ke earthquakes did not occur. Simlarly, any sensitive reading history
suggests that sonme events conme as a surprise or shock: the assassination
of President Kennedy is an exanple. From a hunman point of view, we have to
accept the limtations of our finiteness: we cannot know everything, and
our forecasting and prediction are limted. Against this we have to set a
doctrine of God' s providence and foreknowl edge: he has all the data at his
command, he weighs the affections and desires of the heart, and his
understanding of human history is perfect. W nmay wsh to nmake a
di stinction between his providence in the realm of the created order, and
his providence in history. In the Ilatter, wunless one holds to a
particularly strong doctrine of predestination, he wll not divert the
path of a human being who is intent on w ckedness, though he understands
precisely what is going to happen, and what the consequences may be.

In the light of this analysis, how ought nmen to live their |ives when
faced with wuncertainty and their own finitude? One Biblical thene
enphasi zes the venture of faith. The paradigmis Abraham setting out from
Haran, trusting in God, and wthout any idea what his personal future
mght be. On a less exalted note, Jesus' injunction to the disciples in
the Sernmon on the Munt not to worry about food and clothing, because
their Father in heaven knew about their needs, and would provide for them
as he does for the birds and the flowers of the field, is an exanple of
the Biblical calling for man to live by faith, a day at a tine. On the
ot her hand, the theme of prudence occurs widely in the Wsdom literature,
especially Proverbs. The wise man fears God, and takes all sorts of
sensible precautions to avoid evils and unprofitable outcones. Echoes of
the sane theme nay be detected in the New Testanent, where the injunction
to get on with our lives, both spiritual and tenporal, is an antidote to
t hose who are obsessed with the i mm nence of the Second Com ng.

The inplications of this brief analysis seemto be that we should be
prudent about avoiding risks on a day to day basis, but open to take steps
of faith as God calls. Prudence is particularly called for where it
i npi nges on others for whom | have responsibility. Thus if ny famly needs
a home, it is prudent to take steps to prevent fire and theft, and to
insure against the loss that would be incurred if one of these events
occurred. (O course, this should not beconme a reason for ceasing to
behave as a responsible steward of the insured property.) | probably ought
to insure ny life to ensure that nmy famly wuld be able to Ilive
reasonably confortably should | die. Exactly the sanme justification could
be given for holding some wealth, e.g. for retirenent. But a serious
danger arises when the holding of wealth (or insurance) becones so
inmportant to that we are not prepared to step out in faith when God to do
So.

Al'l this concerns individual responses to risk uncertainty of life.
But there is also a community aspect. The inpact of an event which would
be disaster for an individual, e.g. a house fire, is spread to the whole
group who also insure with that individual's insurance conpany. H s danage



is covered by their premuns. An analogy mght be drawn wth the
requirenent in the AOd Testanent Law to help a neighbour who has hard
times through no fault of his own. The anal ogy is however inperfect: what
is mssing is the personal elenent in aiding a neighbour, and the sense of
responsibility that is enjoined. In an inperfect, and fragnented, society
perhaps insurance schenes are the best we can hope for. |In principal,
then, arrangenents which spread risks, w thout encouraging inprudence, are
to be favoured - so long as they do not entirely substitute human security
for trust in God' s providence.

2.3 Oganisations

In previous work, we have argued that work is social activity in which
human beings cooperate as stewards of their individual talents, and as
joint stewards of resources (Hay (1989)pp 74-5). The nodel is the Biblical
i deal of people in conmunity. The basic exanples are the famly, and the
people of God in the O and the NT: the ideal is a community to which each
menber contributes according to their particular gifts. In the OI, the
famly is the basic economic unit, working the famly farm sharing its
prosperity or otherwise, and (in the absence of capital markets) providing
the saving and investnent for devel opnent out of their own resources. The
basis for the unit is kinship within the famly, w dely defined. It is not
obvious that this can be automatically extended to other relationships
| i ke enpl oynment, though that is the recommended route when a kinsman falls
on hard tinmes. The focus for the people of God is God hinmself: it is his
famly. If the ideal of the body of Christ is to be applied to an
institution like a firm then it requires an argunent that the stewardship
of resources is an exercise of responsibility before God, and so part of
the worship of our whole lives. If this argunent can be sustained, it has
radical inplications both for the objectives of firnms and for their
organi sation. Their objectives should stress service to the comunity in
the goods and services they produce, and stewardship of the created order
in the way in which they produce. Organisationally, the focus of the firm
should be on the people who contribute their skills and expertise, and
t hereby exerci se stewardship.

3. Analysis of the joint-stock organisational form

In this section, we consider the reasons that have been advanced in
the literature for the existence and advantages of joint-stock |imted
liability firns.

The discussion begins with the reasons for the existence of firns.
The basic premise is that team production is nore productive than
i ndi vi dual production because of division of [|abour and/or econom es of
scale in production. The question is why these cannot be achieved by
contracts between the individuals rather than creating a separate
institution called a firm The basic problenms with contracting were
identified by Cease (1937). Sequential spot contracting is very expensive
in tinme, as new contracts have to be negotiated in each tine period.



State-contingent contracting, where a contract specifies the terns
depending on what state of the world occurs gives rise to difficulties:

(a) bounded rationality -- it is difficult to specify all contingencies in
advance, or even if one could, to wite a l|large nunber of appropriate
contracts; (b) noral hazard -- how to be sure that a particular

contingency has actually arisen (a contractor blanes the weather for his
poor workmanship, rather than his laziness); (c) adverse selection --
clainms to expertise that a party to the contract in fact does not possess.
In the face of these difficulties a firm has certain advantages. It
internalises the gains from trade between the nenbers of the firm so
there is no longer any need to bargain over shares in the gains. The firm
devel ops organi sational capital over time (Prescott and Visscher (1980)):
it holds information about the skills and preferences of its workers,
which enables it to allocate tasks nore effectively. It can nonitor
activity to detect shirking in situations where individual effort or
out put is difficult to identify (Alchian and Densetz (1972)).
Qpportuni stic behaviour is avoided, where transactions involve durable
investnents by one or both parties to a contract: once the contract is
established, one party can seek to negotiate in know edge that the other
party is tied in, with capital conmtted (WIIlianmson (1980).

The firm then, creates a set of long term contracts between people
i nvol ved. These contracts will wusually involve elenments of two kinds of
relationship. The first is enploynent, where the individual, in return for
a given wage schedule, accepts the authority of the firm to direct what
tasks should be undertaken and under what conditions. The second is an
agency relation. The princi pal - agent analysis recognises that the
objectives of the principal and the agent (e.g. the manager and enpl oyee)
diverge, and that there is assynetry of information. The principal sets up
an incentive contract to elicit the best possible perfornmance from the
agent (Hart and Hol mstrom (1987)).

But what is the "firnf which sets up these long term contracts?
Evidently it requires soneone to wite the <contracts, to nonitor
performance and to identify and discipline shirkers. Assunme that
nonitoring is effective, up to a point, in distinguishing poor performance
arising fromenvironnental difficulties, and that arising from | aziness or
| ack of care. Then it is natural to give the nonitor an incentive by
becom ng the residual claimant on the revenues of the firm after wages
ot her costs have been paid. The nore effective the nonitoring, the nore
efficient the operation of the firm and hence the greater the residual
claim In a large firm a hierarchical organisation wll develop. Each
| evel in the hierarchy sets objectives, and wites contracts for a |ower
| evel, and then nonitors performance. The chief executive is then the top
noni t or

The nost straightforward exanple is where the top nonitor is a sole
proprietor. The supplier of capital energes as the sole proprietor because
the performance of capital does not have to be nonitored: nonitoring is
only required to ensure that the workforce makes good use of the capital



But then the sole proprietor takes all the risk of the enterprise.
Fluctuations in conpany inconme affect the residual <claim after the
relatively fixed wage bill and interest on | oans have been paid.

The joint-stock formenables this risk to be spread. Wth a |arge nunber of
sharehol ders, each with only a small proportion of their wealth in that
conpany, held directly or indirectly via a portfolio of assets (e.g. unit
trust or mutual fund, or pension fund), the risk is widely spread. Indeed
the risk to a portfolio holder is only the risk arising from the
covariance of returns on the share wwth returns on his whole portfolio. (This
is the key prediction of the Capital Asset Pricing Mdel of Sharpe (1970)
and Lintner (1965). The existence of limted liability reduces the risk to

t he sharehol der even further. But in a joint stock conpany, t he chi ef
executive is no | onger the residual claimnt, and will t herefore have
ot her objectives than the maxi msing of the residual profit (clainm. He wll
therefore need to be given a contract, and his performance will have to be
nonitored. It will not be possible for individual shareholders to do this
effectively. Indeed, it will not be in the interests of any one to try,

since the effort may be considerable, and all the other shareholders wll
have a free ride on the benefits of effort. The natural nmechanismis for
shareholders to elect directors, who then fix the contract of the top
executives nonitor performance on behalf of shareholders who are residua
claimants. In theory, if not in practice, the Board of directors is
"disciplined" by having to be re-elected by shareholders at regular
intervals at the Annual General Meeti ng.

As not ed previ ously, the transition from sole or famly
proprietorship is eased by the incentives that the initial owners have to
sell shares to the public when the firmis successful. It enables themto
extract wealth from the firm and to reduce their personal risk by
diversifying their portfolios of assets. It also enables assets to be
transferred from famly nmanagers who are inadequate to the task to
prof essi onal managers (Ekelund and Tollison (1980)).

This description of the limted liability conpany as a bundle of
contracts between the self-seeking individuals involved is now wdely
accepted. However there are sone argunents that it is not the whole story.
Wrk on | arge unquoted conpanies in the UK, the magjority of them famly
owned, suggested that owners were as nuch notivated by their commtnent to
the firmas an institution (which sonetinmes bears the famly nane) as by
the wealth it represented (Hay and Morris (4984)). They were interested in
selling out to sone other firm and they were concerned to prevent the
spread of shareholdings. Their fear was that the inheritance taxes arising
from the death of a mmjor shareholder would threaten their ability to
remai n independent. These findings are not consonant with the wealth
maxi m sing, risk avoiding objectives assuned by the contracts nodel.

Fourie (1989) argues that the firm should be regarded primarily as an
institution to which enpl oyees "belong”" and to which they contribute their
work and skill. The analogy is with a social institution like a club,



menbership of which may involve a "contract" (e.g. promsing to obey the
rules, paynent of a fee, agreenent to participate in a particular way),
but where the effective basis is a desire for social interaction and a
wllingness to be of service to the other nenbers. If this analogy is
appropriate, then joining a firmas an enployee inplies sonme comrtnent to
its objectives of production and service. The managenent is professionally
commtted to the long term survival and devel opment of the conpany. This
view is consistent with the concept of the firm as a separate |egal
entity, with a life of its own. The shareholders' role is mninmal. They
have no involvenent in the firm and the election of directors is a
charade. They are nerely suppliers of capital, rather than owners in any
effective sense, but differentiated from other l|lenders by the fact that
they receive their returns in the form of dividends rather than interest
paynents. The concept of "ownership” attached to shareholding is an
anachronism a legacy fromthe previous phase in the evolution of the firm
when the initial shareholders were effectively the founders and managers
of the firm conbining the roles of suppliers of —capital and
ent repreneurs.

Another «critique of the contracts nodel of the firm is that it
enphasi zes organi sational features at the expense of an analysis of the
nature of entrepreneurship. The argunent is that successful enterprises
grow by taking risks, and that the incentive to the entrepreneur is the
possibility of very large capital gains should a risky project succeed.
The enphasis on risk spreading, both in enploynent contracts based on the
princi pal -agent analysis, and in the financing of the firmvia a di spersed
shareholding, is entirely msplaced for the entrepreneurial firm It can
only apply to the mature firmin a relatively mature industry in ternms of
t echnol ogy and mar ket .

4. Eval uati on

Qur task in this section is to evaluate the joint-stock formin the
light of the Biblical-ethical principles discussed in section 2.

We consider first limted liability and di spersed sharehol ding, on the
traditional view that the shareholders are the owners of the firm
Ethically ownership nust involve stewardship, taking responsibility for
the use of resources, as well as benefiting from the returns. Yet the
owners of a conpany can, wth Ilimted liability, duck out of al
responsibility for the consequences of poor judgenent or m snmanagenent: in
| i qui dati on or bankruptcy, debts incurred in their nanme are |eft unpaid.
Not only is this state of affairs norally reprehensible, it also reduces
the incentive for the owners to take an active interest in the affairs of
the firm It is not even obvious that limted liability is necessary to
i nduce participation. A new conpany will alnost certainly have to provide
personal guarantees (secured on personal property such as a house) for
borrowi ngs, so liability is not effectively limted. 1In a mature conpany,
di spersed shareholders will alnpost certainly have a portfolio of assets,
and so increased risks fromthe renoval of limted liability would not be



serious. The syndicates of the Lloyds insurance market are operated on
this basis: the noral to be learned from their experience is that nenbers
are well advised to nmonitor carefully what their nmanagers are doing. The
main difficulty about renoving limted liability from the joint-stock
conpany mnmight be the costs of pursuing all the individual shareholders
shoul d | osses have to be net.

Di spersed shareholding, as we have already noted, deters the
sharehol ders from taking an interest in and responsibility the operations
of the conpany. The Annual GCeneral Meeting is largely a formality,
especially in respect of the electing of directors. Shareholders nake
their influence felt by "exit" rather than "voice". Omership clearly does
not inply stewardship in this case. There is a further aspect of this
problem in that dispersed shareholding is nore and nore indirect
shareholding. Institutions now hold a |arge proportion of quoted conpany
shares in the form of pension funds, wunit trusts, nutual funds and
i nsurance conpanies. The individuals who are the ultinmate beneficiaries of
these portfolios may have no idea what assets they own indirectly. Indeed
it is quite likely that they "own" a share in a conpany whose operations
they find norally objectionable. There can be no question, with indirect
sharehol ding, of exercising any responsible control over the assets. It
m ght be argued that that is the role of institution: but, as we have
noted, the institution is required to maximse returns for the ultimte
hol ders, and is nore likely to maximse value by switching within the
portfolio than by trying to influence the behaviour of the conpani es whose
shares are being hel d.

The irony about these ethical objections to |limted liability and
di spersed shareholdings is that they are greatly weakened, if not renoved
altogether, if we no longer insist that the shareholders are owners. |If

instead they are regarded as suppliers of financial capital, then they do
have a responsibility to consider carefully to which firns they are going
to lend - taking into account the uses to which the capital will be put as
well as the returns and the risk. But their stewardship responsibility
stops there. They are differentiated from bond holders only in that they
receive dividends rather than a fixed interest. There is no reason why
their clains should continue in perpetuity, and it would be appropriate to
give the firmthe right to buy back its own shares. (The consequences for
takeover of renoving ownership rights from shareholdings is considered
further bel ow).

The advantages of limted liability and di spersed shareholding lie in
the spreading of risk. Qur discussion of Biblical principles in this area
makes the analogy with insurance. Dispersed sharehol ding enables risks to
be carried nore widely in the conmunity, and given that sharehol ders are
likely to have a portfolio of assets (either directly or indirectly)
business failures or |losses should not inpinge too severely on any one
person or group. But this advantage does not require that the sharehol ders
be owners of the firm exactly the sanme advantage would be present, if
they were only suppliers of capital.



A switch from ownership to supplier of financial <capital for
sharehol ders would generate a further problem at Ileast wthin the
contracts framework. The issue is that of npotivating the top managenent.
| f shareholders are the owners and residual claimants, then they have an
interest in providing incentives and nonitoring the mnagenent via the
Board of directors. Even though, as Charkham (1989) has shown, this
mechanism is not particularly effective, it does in principle solve the
problem of notivation. Replacing owner-shareholders wth suppliers of
financial capital (even with the right to residual profits) is not likely
to inprove matters. However many conpanies already are de facto public
trusts, where the ownership rights of shareholders only cone into play in
the event of a takeover or a mmjor change in the capital base. They are
run by professional managenent, who possibly forma large majority on the
Board, and they see their task as nmaintaining viability, and planning
grom h and devel opnent, while seeking to satisfy custonmers, I|enders and
the workforce, and to keep the sharehol ders happy. (Fourie (1989) suggests
that managers should be viewed as "office-bearers” within the association
the firm represents.) Their performance could be nonitored, and their
contracts controlled, by non-executive directors whose conduct could be
regul ated by a code of conduct (as in the case of auditors). Non-executive
directors would be nenbers of a professional self-regulated institution,
which would lay down strict entry standards including professional
qualifications, and would be responsible for appointing directors to
public trust conpanies. They would be required to report annually to all
the interests in the conpany.

The second area of ethical concern conplenents the previous
di scussi on. The principle of st ewar dshi p, and the ideals for
organi sations, outlined in section 2 above, suggest that those who work
within the firm should have the responsibility for the use of resources,
and that the major objective of the firm should be production and service
rather than the nmaximsation of value. So the formal position previously
di scussed, in which the firmis run by managers appointed by directors to

pursue the interests of shareholders is not norally acceptable. 1In
practice, of course, the formal position is blurred. Serving custoners
well, producing wthout waste, <caring for enployees and recognising

comunity obligations are part of the recipe for a successful firm As
previously noted, many large public conpanies are in practice run as
public trusts. That nerely strengthens the argunent for a reform of the
formal position. The public trust nodel proposed by Goyder (1987) would
enable the rights and responsibilities of those who work in the conpany to
be recogni sed, and the shareholders as suppliers of capital to be placed
in the sane position as the providers of any other input or factor of
producti on.

The third area for discussion is the role of takeovers. The
explanation for the prevalence of takeovers in the UK and the US. is
that the sharehol ders have no effective voice in the running of conpanies,
and wll therefore "exit" by accepting a bid, if they are disenchanted
with performance. The defence of this nmechanism is that it enables the



transfer of productive assets from poor managenent teans to better teans,
t hough we noted in section 1 that the evidence for this is inconclusive at
best. A Christian viewis that a firmis an institution made up of peopl e,
not physical assets - a view which is entirely consistent with enpirica
findings that human capital (skills) and accumul ated experience are just
as inmportant as physical capital in explaining productivity |evels (Davies
and Caves (1987)). But people cannot be nmade the subject of property
rights; so the sale of the firm as in a takeover, is norally
objectionable. In other words, it should not be for the shareholders to
decide whether a nerger is in the best interests of the business. Once
again, the benefits of the public trust nodel are apparent. In agreeing to
a nerger, the non-executive directors would have to be convinced that the
firm as a productive institution would be better served by nerging its
identity with another firm In reaching this judgenent, they would have to
consider the interests of all the participants in the firm including the
wor kf orce and t he sharehol ders.

To sum up, we believe that there are ethical grounds for objecting to
the formal structure of the joint-stock conpany, particularly in the role

that is ascribed to the shareholders. In practice, they are unable to
exercise the stewardship responsibilities that are associated in Biblica
ethics with "ownership”. Indeed, with |limted liability they are able to

shrug off any responsibility for losses incurred in their nanme. Their
ownership of the conmpany, and the nechanism of control via the Board of
directors, is inconpatible with the Biblical insistence that stewardship
shoul d involve work. The principle of stewardship, and the Biblical node
of organisations, suggest that those who work within the firm should be
given responsibility. As Charkham (1989) has noted, shareholders in the
UK, at least, have signally failed to fulfil the role ascribed to them
in conpany legislation. There are good reasons why this should have
happened: in particular, it is easier to "exit" than to exercise "voice"
if one is dissatisfied. De facto, in many conpanies the shareholders are
no nore than suppliers of financial capital, and the firm is a public
trust run by professional nmanagers. There renmains however one area in
which the role of shareholders is decisive: one neans of "exit" is to
accept a takeover bid. The noral objection to this is that a firm is
primarily people, not assets, and they should not be bought and sold in
this manner wthout their consent. Charkham addressing the technical
i ssues rather than the noral issues, wants shareholders to be encouraged
to take their responsibilities nore seriously. The alternative view,
argued here, is that a public trust structure as proposed by CGoyder (1987)
woul d be nore appropriate, with shareholders relegated to the position of
being one group anong several with interests in the conpany, and wth
powers of decision vested in the firm itself wth accountability to
external |y appoi nted and professional non-executive directors.
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