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Abstract

Evolving views of stakeholder theory propose ways to transform societal
problems into win-win solutions for the firm and society alike. Yet, and de-
spite its success in expanding the understanding of the role of the firm in so-
ciety, stakeholder theory has two main limitations. First, it is anchored in the
traditional view of the firm defining it as an entity whose legitimate purpose is
the generation of economic value for itself and its owners. Second, it relies on
regulation as a compensatory mechanism for the externalities it generates. It is
therefore fair to argue that at its current stage of development, stakeholder
theory never leaves the confines of economic value maximization. As a result,
stakeholder theory generates discussion on how to make its different inter-
pretations comply with and serve the economic purpose instead of proposing
a solution creating societal value. We therefore propose to interrupt the evo-
lution of stakeholder theory and suggest a conceptual model derived from the
study of best practices of successful firms using an outside-in approach to go-
vernance as an alternative. The intent is to redefine the purpose of the firm as
one guided by societal goals instead of one driven by the pursuit of profit
maximization.

Keywords
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Stakeholder Theory, Short-Termism

1. Introduction

The beginning of the 21st century was marked by a severe and ongoing financial
crisis [1]. It started in 2007 with the crash of the US housing market resulting in
a full-blown crisis calling for palliative monetary and fiscal policies to prevent a
collapse of the world’s financial system. A report published by the US Senate [2]

concludes the crisis was brought about by failures of financial market regulation
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and supervision, failures of corporate governance, excessive risk-taking by banks
and insurances and a systemic problem in accountability and ethics. The crisis
illustrated that the actions of small groups of executives focusing on economic
value maximization have the power to negatively affect the global economy [3].
In addition, the crisis challenged the “Invisible Hand” [4] argument suggesting
that business, if left to pursue selfish goals, will inevitably end up doing good
things for the public. These facts highlight the importance of rethinking the
purpose of the firm to account for the interests of every stakeholder and not just
those of a limited few—a view known as stakeholder theory [1].

Stakeholder theory assumes that value creation is part of doing business. The
definition of value varies depending on how the purpose of the firm is defined
and how the responsibilities executives have towards their stakeholders are arti-
culated [5]. The different answers given to those two points will define the na-
ture of a firm’s relationship to its ecosystem and result in different views of
stakeholder theory [6].

Shareholder theory defines firms as entities whose sole purpose is to maximize
their profits to reward their shareholders for the risk they took by investing in
them [7]. This view of the firm is perceived as the origin of stakeholder theory
because it establishes a notion of value creation [5]. The model is often criticized
for not offering a complete vision of value creation because shareholders are de-
fined as the sole beneficiaries of the value firms create [5]. Thus, Freeman [8]
proposed an alternative asking firms to account for the interests of a broader
spectrum of stakeholders. His view has in turn informed a broader perspective,
Creating Shared Value (CSV), whose central premise sees the competitiveness of
a firm and the health of the communities around it as being mutually dependent
[9].

Despite its success in expanding the understanding of the role of the firm in
society, stakeholder theory has two main limitations. 1) Because it is derived
from shareholder theory, it views society and its needs as something the firm can
address successfully in economic terms [10]. 2) It assumes that firms act in com-
pliance with the law [10]. Yet, a literature review of analysis by other academics
of the limitations of regulation as a compensatory mechanism for negative ex-
ternalities concludes that regulation does not offer a flawless solution [11].

The evolutionary views of stakeholder theory presented earlier are mainly
centered on strategies firms can adopt to mitigate the limitations of shareholder
theory to become more sustainable—an approach known as an “inside-out”
perspective [12]. This article proposes to discontinue the evolution and suggests
redefining the purpose of the firm as one guided by an “outside-in” approach
[12] as an alternative. The outside-in approach proposes a shift from minimizing
a firm’s negative impacts on society to positioning it as a solution to address a
societal issue. To support this objective, the paper is organized as follows: Sec-
tion 2 explains the notion of the purpose of the firm and discusses the evolution
of stakeholder theory from Friedman’s economic perspective to Porter & Kra-

mer’s CSV model. In Section 3, we present findings derived from case studies
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conducted on companies using an outside-in approach to governance to inform
our research. Section 4 is devoted to testing whether working with a company to
anchor an outside-in perspective is possible. Section 5 proposes and discusses a
new conceptual model derived from the learnings of Sections 3 and 4 to define

the purpose of the firm and Section 6 presents our conclusions.

2. Theoretical Foundation and Literature Review

This section introduces theories that support our research and proposes conclu-
sions derived from the review of relevant literature. It establishes the foundation
from which the research proposition is derived.

We start by bringing clarity to the term “purpose of the firm”. The intent is to
provide the context necessary to understand the subsequent discussion on the
various interpretations of the perceived duties and responsibilities of the firm.
We conclude by discussing the limitations of analysis by other academics of the
limitations of regulation proposed as a compensatory mechanism for negative

externalities to anchor our research.

2.1. The Purpose of the Firm

Management scholars have tried to explicit the purpose of the firm for almost a
century. For example, Barnard [13] defined purpose as the core task of leader-
ship [14]. More recently, Collins and Porras [15] suggested that the role of pur-
pose is to inspire and guide the firm. To Ellsworth [16], purpose is the end to
which the strategy is directed and to Binney [17], purpose is the answer to the
question “Why does a firm exist”? This paper utilizes Mazutis and Ionescu-
Somers’ [14] definition who see purpose as “the organization’s single underlying
objective that unifies all stakeholders and embodies its ultimate role in the
broader economic, societal and environmental context”[14]. We chose their de-
finition because their proposal integrates previous views into one single defini-
tion while tying in the notion of stakeholders that is the focus of the discussion

coming next.

2.2. The Evolution of Stakeholder Theory and Its Current
Limitations

The literature on stakeholder theory has evolved from Friedman’s classic eco-
nomic model [7], to an approach asking firms to balance their stakeholders’ in-
terests with their business objectives [18]. In turn, Freeman’s view has informed
a broader perspective known as CSV [9]. In the next sections, we present those

views and seek to clarify the gap in the literature we attempt to address.

2.3. Friedman’s Shareholder Theory

Figure 1 is offered as a conceptual model of Friedman’s view. It establishes prof-
it maximization as a firm’s sole objective and the shareholder as the only stake-
holder to which it is socially responsible [7].

According to Friedman [7], a firm is to maximize its profits to reward its
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Friedman’s shareholder theory

> The firm >> Profit >> Shareholders >

Friedman proposes to create value for shareholders

Figure 1. Friedman’s shareholder theory.

shareholders financially for the risk they took by investing in it. He developed
his theory in the 1970’s, a period when Corporate Social Responsibility (CSR)
was perceived as expenditure on philanthropy—a process used by firms to re-
turn a share of their profits to society [19] without necessarily offering a strategic
connection to the rest of their business. In this context, he argues that those ex-
ecutives supporting CSR are disloyal agents to their shareholders because any
reduction in earnings diverts the firm from its purpose if profit maximization is
considered its sole objective [19]. The model has been widely accepted in the
business realm because profit offers a convenient metric to measure success and
assess the efficiency of a firm [20]. Moreover, its supporters argue that a firm
cannot pursue societal objectives unless it is profitable. In their rationale, profit-
ability generates the growth that is necessary for a firm to survive in a dynamic
world [21] and to continue to provide the positive externalities that society has
grown to expect from companies.

Friedman’s theory has led to an interpretation of the role of business execu-
tives known as the agency theory. It defines their function as agents serving their
principal’s interests [22]. At the heart of the theory is the allegation that share-
holders own the firm and therefore have authority over its activities [22]. This
idea was developed further by Jensen & Meckling [23] who established an obli-
gation for managers to conduct business in a way that maximizes shareholders’
economic returns [22]. Although agency theory has been widely accepted by
firms, it is only recently that it became a dominant view in business philosophy
[24]. The problem with Friedman’s model and resulting agency theory is that
they fail to identify which social returns need to be pursued by firms given their
focus on profit maximization. In addition, they do not set the rules defining an
acceptable level of risk [25]. Over time, this has resulted in shareholders becom-
ing fascinated with quarterly earnings thus forcing executives to concentrate
solely on reported short-term financial performance measures [26]. This raises
the question of what is a valid period during which profit is to be maximized.
For example, investment banks—even if tightly regulated—may be tempted to
invest in assets that are excessively risky in order to generate a higher return on
their investments. This may in turn lead to a systemic risk if every bank operates
based on the same model and starts to default at the same time [25]. In such

case, the pursuit of short-term goals may result in macroeconomic imbalances
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followed by a rapid and uncontrolled economic downturn affecting the global
economy resulting in a crash similar to the one experienced in 2007 [27].

Despite these limitations, it is important to remember that shareholder theory
does not support moral myopia [28]. It is a model whose presuppositions in-
clude voluntary cooperation and compliance with the law [5]. However, and by
simplifying the function of a firm to a single goal—profit generation—it is likely
to foster a worldview where executives do not understand their role as agents
responsible to larger groups for their actions [5]. Hence, in 1984, Freeman found
the model to be incomplete and in need of reworking to account for the interests
of those stakeholders directly or indirectly affected by firms [18]. His work is
presented in the following section and Figure 2 is proposed as a conceptual

model.

2.4. Freeman'’s Stakeholder Theory

Freeman [8] proposed a definition of stakeholder theory as an evolution of
Friedman’s model [7]. It redefines firms as social institutions whose responsibil-
ities go beyond their simple fiduciary responsibility to their shareholders and
asks them to account for the interests of those stakeholders they affect [29]. The
theory was proposed in the context of an extensive academic debate on whether
the firm should separate its for-profit objectives from business ethics, a
worldview known as the “Separation Thesis” [18]. For its proponents, Freeman’s
view establishes a bridge reconciling the two objectives by creating consensus
among competing concerns [30] [31] [32].

Some academics such as Sundaram & Inkpen [28] have criticized Freeman’s
proposal for adding complexity to management of firms by making them re-
sponsible to a larger group of stakeholders. Its opponents argue that including
stakeholders to a firm’s value creation process can at best result in compromises
because negotiation is necessary to deal with conflicting interests [33]. A second
line of argumentation sees Freeman’s proposal as a precept undermining the
principles on which a market economy is based, thus understanding it as a threat
to political and economic freedom [34]. We think these criticisms arise from
diametrically opposed ideologies more than from a real limitation of Freeman’s
view. In fact, his model asks firms to articulate a shared sense of value distribu-
tion instead of entitling a single stakeholder group (shareholders) to all of it [5].

Thus, the question is to clarify the notion of fair value distribution more

Freeman’s stakeholder theory

> The firm >> Stakeholders >> Profit >

Freeman proposes that firms account for the interests of those stakeholders they affect

Figure 2. Freeman’s stakeholder theory.
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than questioning the fundamentals of Freeman’s proposal. This leads to Porter
and Kramer [9] and their Creating Shared Value (CSV) model, discussed in the

following section with Figure 3 offered as a conceptual model.

2.5. Creating Shared Value

Keeping in mind that various interpretations of stakeholder theory exist', we
propose to discuss Porter and Kramer’s CSV model [9] and present it as a next
evolutionary step to Freeman’s model. Our choice is informed by the fact that
their view has become one of the most widely accepted interpretations amongst
academics and practitioners [10]. Their notion of shared value arose from their
work [35] on the non-profit sector. It evolved into research [36] on corporations
with a will to understand how firms could create societal value while at the same
time improve their competitiveness and increase their economic returns. Their
work grew into a larger analysis [37] resulting in their CSV model [9]. CSV
proposes to transform societal issues relevant to a firm into business opportuni-
ties that can generate financial returns [10].

CSV has been acclaimed for its capacity to translate societal issues into stra-
tegic targets that can be explained using financial metrics [10]. Others have tried
to define societal issues as an ethical duty [38], a response to business risk [39]
[40] or a political responsibility [41] [42] with lesser success in the business
realm. CSV’s second contribution is the clarification of the role of governments
in regulating firms’ social initiatives, an area that has been left aside by much of
the literature on stakeholder theory [43] [44]. In the CSV construct, govern-
ments are called upon to create regulation promoting shared value and estab-
lishing metrics allowing achievement of societal goals to be measured [9].

CSV’s strengths may also be perceived as its weaknesses. For example, and re-
ferring to Porter’s Five Forces model’, we question why he defines certain
stakeholders, such as suppliers, as competing with the firm for its profits [45].
Porter explains that under certain conditions, powerful suppliers could become a
threat to a firm because they could command a bigger share of the value [45].
Furthermore, Crane, Palazzo, Spence and Matten [10] inquire why Porter’s view

of strategy challenges the outcomes he sets CSV up to address. Interestingly, the

Porter and Kramer’s Creating Shared Value (CSV) model

> The firm >> Stakeholders >> Shared Value >

Porter and Kramer propose to transform societal issues relevant to a
firm into business opportunities that can generate financial returns

Figure 3. Porter and Kramer’s creating shared value model.

!See reference [1] for example.
*The Five Forces analysis is a framework identifying an industry’s strengths and weaknesses to de-

velop a firm’s strategy.
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fundamental precept of stakeholder theory proposed by Freeman is for it to im-
prove everyone’s circumstance [5]. Consequently, and keeping in mind Porter’s
earlier work, it is unlikely that CSV can result in firms envisioning societal value
distribution because CSV views the firm as an entity whose purpose is to max-
imize profit for itself and its owners [10]. In this context, CSV is probably a log-
ical next step for firms to differentiate themselves from their competitors [10],
and thus, increase their market share and profit.

Crane, Palazzo, Spence and Matten [10] argue CSV has a second flaw result-
ing from its presumption of compliance with regulation and moral standards
[9]. As demonstrated by Matten & Crane [41] for example, compliance with
regulation remains a fundamental problem of multinational corporations be-
cause of the complexity of their value chains [10]. In this context, most compa-
nies will attempt to be compliant in their immediate transactional environment
yet control tends to be lost as tiers of the value chain are expanded. In other
words, fragmentation of the value chain is one deterring factor for transparency.
Therefore, by ignoring those challenges and simply taking compliance with reg-
ulation for granted, CSV is likely to induce firms to continue to focus on low
hanging fruits (project level type of actions) instead of solving systemic issues (a
firm’s global value chain for example) that are necessary to truly create shared
value [10].

Both shareholder and subsequent views of stakeholder theory, recognize the
importance of a firm’s financial success. They seek to support processes of value
creation within the boundaries of the law yet differ when it comes to dealing
with externalities. An externality is a common concept in economics to explain
that certain costs (negative externalities) or benefits (positive externalities) are
imposed upon groups that did not choose to partake in a firm’s value creation
process. For example, electric cars may provide positive externalities in terms of
energy efficiencies and greenhouse gas emissions, but negative externalities in
other ways unless compensated (such as waste and resources). Shareholder
theory, and its focus on wealth maximization, allows negative externalities to be
generated as long as they are legally permissible. In contrast, stakeholder theory
asks for those costs to be taken into consideration and calls on governments to
act as the gatekeepers or on companies and industries to embark on voluntary
initiatives. The need for regulation as compensatory mechanism and its effec-

tiveness therefore is the subject of the following section.

2.6. Need for Regulation and Its Limitations

We undertook a literature review [11] of analysis by other academics of the li-
mitations of regulation as a compensatory mechanism for negative externalities
to understand its limitations and guide our research. In the business context,
regulation seeks to address situations of market failure’ by ensuring that those
who create the externalities bear their cost [46]. For example, regulation can be

used as a compensatory mechanism for the pollution created by a manufacturing

*A situation in which the allocation of goods and services is not efficient.
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plant to correct the negative externality it imposes on local communities in the
form of a tax or direct cost.

Our review identified three main limitations to regulation proposed as a
compensatory mechanism for negative externalities. First, regulation is typically
set in the national context yet companies tend to be international in their activi-
ties. Therefore, and without consistent regulation across borders, companies can
relocate their activities or source their raw materials from jurisdictions with lax-
er standards thus limiting its effectiveness [47]. Second, “regulatory capture” re-
sults from a misalignment between the private interests of government actors
and the public interest they are to serve [48]. It occurs when a regulatory agency,
whose purpose it is to protect the public interest, instead favors the commercial
or political interests of a small group that dominates the industry that the agency
is charged with regulating [49]. Third, the complexity associated with the regu-
lator’s task limits the effectiveness of regulation because the authorities rely on
the industry’s technical knowledge to understand it [48].

Next, we discuss voluntary initiatives adopted by firms to self-regulate because

it is, largely, the path they choose to address the issues presented in this section.

2.7. Voluntary Initiatives to Self-Regulate

In light of the limitations of regulation presented in the previous section, an in-
creasing number of firms resort to implement self-imposed control mechanisms
to address the undesirable consequences of their business activities [50]. Self-
regulation is the process whereby a firm protects its own adherence to a set of
standards rather than relies on a governmental entity to monitor and enforce
those [50]. An important form of self-regulation occurs when firms active in the
same industry come together to establish a self-regulatory regime in the form of
a professional industry association for example. Another approach is through
the adoption of international standards such as the ones developed by the World
Business Council for Sustainable Development.

In the context of negative externalities, it is important to remember that there
will never be a perfect set of rules nor a flawless compliance monitoring system
[51]. When it comes to questions about the ethics of firms’ policies and practic-
es, self-regulating principles may help distinguish between what firms are legally
bound and ethically obliged to do. Evidently, the appropriate level for any self-
regulation will always result in a big debate on how much higher than the exist-
ing standards a firm should aim in terms of societal behavior without compro-
mising returns. This argument is particularly relevant in the discussion of
evolving views of stakeholder theory, as it is only valid when profit maximiza-
tion is recognized as being part of a firm’s objective. In this context, voluntary
initiatives may lead to constraints resulting in a non-level playing field-a phe-
nomenon known as distortions in competition [52]. Distortions may appear
when self-regulation creates barriers to entry distorting competition through ac-
creditation bodies that unfairly discriminate against certain types of firms ([52],

p. 21). Distortions may also arise from self-imposed constraints leading to a loss
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of competitiveness by restricting the number of opportunities a firm may pursue
because of ethical reasons for example.

Despite the challenges self-regulation represents, we hypothesized that it may
help firms ensure compliance with their purpose. We therefore conducted two
case studies with the intent to learn from best practices and identify limitations
to contribute to the literature on the purpose of the firm. We present our re-

search and findings in Section 3.

3. Studying Best Practices of Companies Using an
Outside-In Approach to Governance

We conducted our research in two phases. Phase 1 consists of case studies of
firms employing an “outside-in” approach to define their purpose. Phase 2 relies
on Action Research (AR) as a methodology to test whether working with a com-
pany to anchor an outside-in perspective is possible or not. The research me-

thodology, findings and limitations are presented in Section 4*

3.1. Methodology—Phase 1

The need to find a methodology allowing differentiating companies employing a
multi-stakeholder approach to governance from their traditional counterparts
arose at the onset of our research. We opted for the Business Sustainability Ty-
pology (BST) proposed by Dyllick & Muff [12] because it offers a scale against
which to assess a firm’s business model. The scale ranges from “Business-as-
usual” to “Truly Sustainable Business” [12]. A business-as-usual firm is defined
as one taking the traditional, purely economic view to guide its operations [12].
In contrast, truly sustainable firms go beyond the Triple Bottom Line’ frame-
work and seek to affect positively the environment and society [12]. The BST is
relevant to our research because it provides a peer-reviewed model allowing for
the identification of firms employing an outside-in approach to define their
purpose. Yet, and because the framework is relatively young, it is not a widely
tested concept which might be a limitation.

We focused on understanding whether the firms we were considering for our
case studies had different methodologies or processes in place to account for
their stakeholders. To do so, we defined six selection criteria to sort through a
sample of 401 possible partners as follows: 1) the firm had to be located in Eu-
rope for research convenience reasons; 2) it had to be affiliated to a program, a
network or an organization supporting sustainability; 3) it had to be a recog-
nized sustainability leader confirmed by a sustainability award for example; 4) it
had to qualify as a Truly Sustainable Business type of organization [12]; 5) it had
to be active in the financial industry and; 6) it either had to be a cooperative or a

“Because the choice of methodologies was part of a sequence of exploratory research, the discussion
of methodologies in sections 3 and 4 focuses on the add-ons that enabled us to go further into our
research instead of discussing the relevance of case studies (Phase 1) and Action Research (phase 2)
as methodologies.

>The Triple Bottom Line is an accounting framework adopted by many organizations to evaluate
their performance against social, environmental and financial metrics [68].
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joint stock company.

We faced difficulties to convince firms to collaborate on case studies because
some asked for a confidentiality agreement to be signed prior to disclosing any
information. These firms therefore had to be abandoned as such an agreement
would have limited the possible outcome of our research. Other firms appeared
to be sustainable on the surface judging, for example, by the sustainability
awards they had received but proved to be mere examples of “green washing”
when assessed against the BST. In conclusion, 32 companies were approached, 4
case studies were initiated, 1 case study on Alternative Bank Schweiz (ABS)® was
published [53] and 1 case study on Merkur Cooperative Bank’ was approved for
publication [54].

The research methodology we employed is based on a mixed method research
design relying on quantitative and qualitative methods [55]. The quantitative re-
search consisted of the administration of a SCALA (Sustainable Culture and
Leadership Assessment) survey which is a tool developed by Miller Consultants.
It assesses sustainability-specific and organizational culture content demon-
strated in other research to influence the adoption and execution of a sustaina-
bility strategy [56]. It allows researchers to uncover particular strengths and to
detect areas that need to be addressed to better support sustainability goals. Sur-
veys were conducted with both ABS and Merkur at the onset of our collabora-
tion with both companies. This allowed us the opportunity to take a “snap-shot”
of the sustainability culture at each organization. There were 24 respondents to
the SCALA survey at ABS out of 29 requests sent. There were 15 respondents at
Merkur out of 23 requests sent. With a response rate of 83% and 65% respec-
tively, the response rates were higher than the average 40% Miller Consultants
usually receives when administering the survey®. The reasoning guiding the de-
cision to use the SCALA survey was that the results would highlight specific pat-
terns regarding decision-making within the firm and provide material to prepare
for the qualitative research phase (interviews).

The qualitative research consisted of desk research of publicly available arc-
hives related to the history of the companies and the carrying out of interviews.
To our advantage, both ABS and Merkur had documented their history in detail,
by explaining the logic leading to key decisions about their purpose over time.
Using this information and the SCALA results, we were able to design interview
protocols focusing on specific points in time when decisions about the purpose
of the company were made and when it was challenged thus contributing to the
overall quality of discussion. This was particularly useful when we discussed

self-regulation and the challenges it represents. The interviews were conducted

®Alternative Bank Schweiz (ABS) is a joint stock company based in Switzerland. It was incorporated
in 1990 and had a balance sheet of CHF 1.4 billion at the end of 2013 [53].

"Merkur is a cooperative bank. It was incorporated in 1982 and had a balance sheet of DKK 1.4 bil-
lion (approximately CHF 210 million) by the end of 2014 [67].

8We hypothesize that the higher response rates are the result of involving the banks’ upper manage-
ment in the survey distribution process thus resulting in generating more attention and interest for
the research.
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either in person on site at the partner organizations’ offices or over conference

calls. The case studies and related findings are discussed below.

3.2. Case Study 1—Alternative Bank Schweiz

A survey conducted in 1982 in Switzerland revealed a demand for an alternative
to existing banks. Citizens were asking for a solution that would support societal
goals and ensure that banks would move away from focusing solely on profit
maximization objectives [53]. ABS’ founders, following an outside-in approach,
proposed a new type of bank as a solution to address the need. Below, we high-
light the best practices that ABS applies to support its objectives before discuss-
ing them in the context of stakeholder theory.

3.2.1. Purpose Definition

ABS worked for approximately 8 years on defining its values and purpose. This
may seem a long time yet it is the direct result of the democratic nature of the
organization and its focus on building consensus amongst stakeholders’. The
process resulted in the definition of ABS’ mission as one prioritizing pursuit of
ethical principles over profit maximization.

It is our view that the approach ABS employed to identify its purpose differed
from approaches that could result from the views on stakeholder theory dis-
cussed in Section 2. ABS looked at the bigger picture, identified social, environ-
mental, and governance deficiencies in that context and proposed itself as the
best solution to address societal needs. This is a very different approach to
“business-as-usual”, where companies tend to look at improving existing prac-
tices in order to create societal value; in other words, a thoroughly “outside-in”
approach. In addition, the decision ABS took not to solely pursue profit max-
imization objectives is in disconnect with Friedman’s view and subsequent evo-
lution of stakeholder theory. Discounting for-profit objectives can be a strategic
decision that comes at a cost to a company and for this reason, needs to be ex-

plained. We address this in the following section.

3.2.2. Transparency

Because ABS does not pursue for-profit objectives, it has to ask for its customers
and shareholders’ contribution in the form of higher interests and lower returns
because supporting societal goals comes at a cost. In exchange, the bank com-
mits to total transparency and regularly informs its stakeholders about the
shared value its activities generate. To that effect, ABS created a quarterly publi-
cation called Moneta providing information on its loans, on the purpose of the
projects it finances and the persons behind them. Further reinforcing its com-
mitment to transparency, the bank introduced a review mechanism in 2013 al-
lowing it to quantify its contribution in terms of societal value [53]. It publishes
the results in its annual report.

Despite a clear articulation of its objectives, ABS’ founders developed fear that

°ABS created a working group comprising 1,600 members and 120 organizations allowing it to ac-
count for the interests of the largest possible number of stakeholders [53].
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the concentration of power to a minority of shareholders could divert the bank
from its purpose [53]. ABS therefore developed stringent articles of association
defining the values guiding the organization and establishing protection me-
chanisms to address that risk. Our next section explains the mechanisms that the

bank developed.

3.2.3. Limiting Shareholder Power

ABS developed two protection mechanisms to prevent diversion from its origi-
nal purpose. First, the bank set a cap on share ownership and second, it estab-
lished a process to filter out investors that were unlikely to support the bank’s
goals and values. Initially, ABS limited individual share ownership to a maxi-
mum of 3% of all shares registered. The cap had to be increased to 5% in 2014
because the bank’s growth affected its equity ratio'® [53]. As a result, the bank
needed to find a solution to increase its financial reserves so that it could remain
in compliance with Swiss banking law. Also, and because the number of
large-scale value based investors who could qualify as possible shareholders was
limited, the bank had to allow them to own a larger number of shares. ABS” CEO
commented that the process was challenging because the bank had to build con-
sensus with its stakeholders around its decisions. At the time, it was feared that
allowing shareholders to grow in importance would jeopardize future General
Assemblies because larger shareholder interests would prevail. ABS proposed
two solutions to remedy the problem. It offered to a) disclose the names of large
shareholders present in the audience during a General Assembly and b) to be
more specific about the decisions that needed qualified or unqualified majorities.

The second protection mechanism ABS developed consisted in selecting the
type of shareholders it allows to invest in the bank. It defined them as individu-
als, corporations or public entities supporting its goals and ideals and who sup-
port activities that do not seek profit maximization. Interestingly, ABS went
further by establishing a mechanism allowing it to buy shares back if certain
conditions relative to their acquisition were no longer met [53]. Practically, this
meant that the bank had a tool to safeguard its interests should a large share-
holder’s vision or aspiration have changed over time and present a risk to ABS’
purpose. Limiting shareholder influence also presented a major threat. Suppose
that ABS could have benefited from a change in direction or management. Large
shareholders may not have been able to undertake appropriate action to effect
such a change because the bank or its management may be inclined to buy back
those shareholders’ shares by arguing they are no longer in compliance with the
firm’s values [57].

The bank’s action to limit the influence of shareholders led us to hypothesize
that shareholders can be a potential threat to firms that have abandoned for-
profit objectives. This, because they have the power to force companies to de-
viate from the pursuit of societal goals in order to have them focus on for-profit

objectives. We assumed the risk was the consequence of the business realm in

“The equity ratio measures the proportion of assets financed by shareholders as opposed to credi-
tors.
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which firms operate because it is an environment in which shareholder primacy
and resulting objectives of profit maximization still prevail. On the one hand,
our case study provides a practical example illustrating the need to regulate
shareholder power. On the other hand, the literature shows that if regulated too
tightly, shareholder power may not suffice to make the changes necessary to
support the firm’s long-term success. ABS established a Board of Ethics as a

mechanism to address the limitation and it is described in the following section.

3.2.4. Board of Ethics

In its original format, the ABS Board of Ethics was appointed by the Board of
Directors for 3 years and was defined as an independent control entity whose
role was to guarantee the bank’s compliance with its values. The board consisted
of seven members who personified the ethical motivations that led to the crea-
tion of the bank. The board was not meant to intervene directly in the bank’s
operations yet had to act as the supreme body of control [53].

In 2005, the Board of Ethics concluded that its format was no longer an ade-
quate solution to protect ABS’ values because it often conflicted with the Board
of Directors. In the original design, the Board of Directors was tasked with run-
ning the bank’s day-to-day operations while the Board of Ethics was given over-
sight of the entire business with no decision-making power. Therefore, and in
order to address the problem, the proposal was to establish the Board of Direc-
tors as an entity free to act within a clearly defined framework of ethical strategic
objectives. The Board of Ethics, on the other hand, recommended its own disso-
lution. It proposed that its responsibilities be transferred to the Institute of
Business Ethics at the University of St-Gallen'. In this role, the institute has
oversight over the bank’s ethical orientation and publishes an independent re-
port in ABS’ annual report [53]. This unusual arrangement eliminates the prob-
lematic associated with determining the position of the Board of Ethics within
the organization and provides a clear separation of decision-making powers.

Deepening our inquiry, we undertook development of a second case study
written in collaboration with Merkur Cooperative Bank. The objective was to
identify shared-practices and differences between the two firms. We were par-
ticularly interested to find out whether Merkur also identified its business con-
text as a threat requiring the adoption of self-regulatory mechanisms. In the fol-

lowing sections, we present the conclusions of our research.

3.3. Case Study 2—Merkur Cooperative Bank

3.3.1. Purpose Definition

Merkur identified a demand in Denmark for a bank that would support small
organic enterprises that would typically not qualify for loans from mainstream
banks. They proposed Merkur as a solution and enabling mechanism for such
enterprises. It developed from a private savings and loan association into a

cooperative bank over the years. The driving force behind Merkur’s purpose

"The Institute for Business Ethics focuses on research and teaching in the field of business ethics.
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definition was its CEO who views a bank as “a /ink between people with ideas
and people with money” [54]. As a result, Merkur defined itself as an organiza-
tion, which is to finance the society of the future by giving stakeholders the op-
portunity to use their money or economic activity to promote a society that will
remain sustainable far into the future, for people and the environment alike [67].

Similar to ABS, Merkur’s approach to defining its purpose differs from the ex-
isting literature on stakeholder theory because it decided to distance itself from
for-profit objectives and pursue the creation of societal value instead. Interes-
tingly, Merkur also identified the importance of communicating with its stake-
holders to that effect. The method it followed is different to that of ABS and is

presented in the following section.

3.3.2. Communicating with Stakeholders

The bank translated its purpose into a set of core values providing its employees
with a framework to guide their activities. As with ABS, those activities needed
to be transparent because the bank was asking its customers and cooperative
members to pay higher interest rates and accept lower dividends to support its
activities. Merkur created a website allowing its users to access every project fi-
nanced by the bank. It provides a brief introduction on the project, the purpose
it serves, its location and contact information in case more information is
needed. This interactive tool not only serves the purpose of informing stake-
holders but also acts as a control mechanism as it allows them to judge the qual-
ity of the project against the bank’s values and voice their concerns if necessary

to trigger a change.

3.3.3. Protection Mechanisms

As with ABS, Merkur also feared the possible influence of its cooperative mem-
bers. It saw them as a force that could potentially affect its original purpose and
transform the bank into an entity tasked solely with generating financial returns.
Therefore, Merkur decided to limit their power. The bank did not opt for a cap
on ownership like ABS. Instead, it decided to limit the vote of its members to
one per person and this regardless of the percentage of capital owned. This ben-
efits the bank as it allows it to raise capital with existing members without hav-
ing them attain more voting rights. In addition, Merkur’s articles of association
grant the Board of Directors authority to take account of the size of a member’s

capital and take corrective actions if necessary.

3.4. Summary

In Section 3, we reviewed two examples of firms taking an outside-in approach
to defining their purpose. Having clearly established the societal problem they
seek to solve, these firms identified their business realm, (shareholders solely
pursuing value maximization objectives), as a threat to their original outside
in-based purpose. As a result, both firms adopted protective mechanisms to
counter the threat and ensure compliance with their core values. The case studies

also illustrate that the protection mechanisms in place may need to be adjusted
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overtime as they may not necessarily be the most effective tool in their original
design.

The fact that both ABS and Merkur have been in operation for more than 30
years illustrates that firms that do not pursue for-profit business objectives can
survive and thrive in today’s business environment. This conclusion allows us to
depart from worldviews seeing profit maximization objectives as a prerequisite
to business success. We therefore sought to work with executives to test whether
it is possible to shift their worldviews from a business-as-usual to an outside-in
perspective. The methodology employed to that effect and resulting findings are
presented in the following section.

4. Is an External Purpose-Orientation a More Effective Way
to Self-Regulate?

The second part of our research focused on an AR intervention. We collaborated
with a group of South African executives (CEO, CFO and CTO) working for a
company producing nutritional supplements and who were contemplating the
possibility of launching their next business venture. The name of this company
cannot be disclosed for confidentiality reasons. The company retails its products
online and through dealers globally. It was incorporated in 2007 and was sold to
a larger venture in 2013. It is listed on the Johannesburg stock exchange and had

a turnover of approximately USD 200 million in 2015.

4.1. Context

South Africa is a nation plagued by bribery, unemployment'” and social inequa-
lities. It is trying to reinvent itself into a society of multiple ethnicities, which is a
very complex task because past governments implemented a system of institu-
tionalized racial segregation and discrimination between 1948 and 1991 [58]. As
a result, the South African society has grown to expect that firms address some
of the government’s failures by acting ethically, not behaving criminally and
share some of their wealth with the country’s poorest through programs of stra-
tegic philanthropy [59]. This discussion is important in order to understand the
context in which the research was conducted and to interpret the journey the
executives went through. It also provides an interesting contrast to the discus-
sion presented earlier on the evolution of views of stakeholder theory that pro-

poses mainly the perspective of a developed world.

4.2. Methodology—Phase 2

We saw an opportunity to adopt AR methodology for the second phase of our
research because it can be used to guide a reflective process involving both re-
search scholars and practitioners with the purpose of generating knowledge de-
rived from a practical case. This approach requires the researchers to participate
actively in a change management situation within an existing organization while

at the same time conducting research. To that effect, we designed a four-step AR

1226.5 percent of the workforce was unemployed at the end of 2016 [69].
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intervention consisting of: 1) intervention planning; 2) workshops; 3) individual
interviews and 4) a result validation meeting. The four-step process is derived
from Reason & Heron’s [60] work on co-operative inquiry. It supports our re-
search objective to test whether it is possible to have companies abandon
for-profit objectives and embrace an outside-in purpose instead. This, because
the methodology offers a process to conduct research with those people whose
actions are under study with the purpose of inducing a change [61]. In addition,
we have used learning history as a complementary method to co-operative in-
quiry to disseminate what we, as a group, had learned while working together
[62].

Of note, AR is a research methodology that does not result in results that are
possible to test empirically. This constitutes its main limitation. In AR, the “/an-

b

guage of proof is disappearing” [63]. The research process starts with the identi-
fication of a practical problem, then a research question is formulated and by
systematically engaging with it, data is generated in order to create evidence.
This evidence then allows a claim of knowledge to be made. The AR philosophy
does not aim to prove a result. Its primary purpose is to help the action re-
searcher to improve a practice. The expected outcome therefore is for the re-
searcher to be able to claim that a defined area of work has been improved and
to be able to generate knowledge from the findings resulting from the research.
In the AR methodology, validity of data comes through a thorough description
of the research method and of what the researcher did, a clear explanation out-
lining why the researcher engaged in the process in the first place, a precise defi-
nition of the outcomes the researcher expected to achieve and then a clear ben-
chmarking of whether those outcomes were achieved and if not why. For a claim
to validity to be made, the researcher has to explain how the data has been ga-
thered and how the evidence has been generated. Finally, the researcher presents
the research findings to a validation group to attain confirmation on the conclu-
sions of the research. Only then can the researcher proceed and share the find-

ings and conclusions in the public domain for further testing [63].

4.3. Key Learnings

At the onset of our research, we asked the executives to reflect on the purpose of
their organization and the values guiding it. We were particularly interested in
defining what an ideal company should be like for their next business venture.
Surprisingly, the executives stated they had never discussed their value system
amongst themselves [64]. When asked to reflect on the reasons leading them to
sell their company, they commented that their industry was becoming very
competitive with the market shifting from value to price. In technical terms, the
market was becoming competition-driven-a realm in which prices are deter-
mined by the pricing level at which a targeted level of market-share is attained
by the firm [65]. The resulting erosion of margin led the executives to envision
various scenarios to re-position their company. At that time, they were ap-

proached by a group of investors whom, in the words of the executives, “sold
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them a nice story” [64]. The investors were willing to buy their company in or-
der to consolidate it with some of its most reputable competitors. This solution
was intended to alleviate some of the price pressure the executives and their
competitors were experiencing. The investors also promised the executives that
they would be part of the newly created management structure. At that point, in
time, the executives thought they had found the solution they were looking for
[64]. Rapidly, however, the new owners imposed short-term value creation ob-
jectives. For example, they asked the executives to keep their inventory levels to
a minimum in order to improve their financial statements. This often resulted in
the company being unable to fulfil orders. In addition, the executives were asked
to terminate their marketing team as the new owners thought the department
was too expensive. From a short-term perspective, the decision made sense. Yet,
when looked at from a long-term perspective, the decisions contradicted the
company’s strategy since the marketing department was vital to creating a strong
brand [64]. These symptoms led the executives to question the purpose of their
firm.

The AR intervention led the executives to realize that their initial concern was
to run an efficient and profitable business and made them appreciate the impor-
tance of gaining a common understanding of the value that would guide their
next venture [64]. They commented that their value system prior to the sale was
about offering superior quality products and services to their customers. They
acknowledged they should have taken the time to reflect and find a definition of
their long-term objectives guiding their future activities prior to agreeing to the
sale [64]. Over the course of our intervention, the executives realized that going
beyond generating financial returns is important because stakeholder inclusion
is critical—a burning issue in South Africa. In practical terms, it meant securing
the future of their staff to allow them to provide the conditions necessary for
their families to flourish in South African society. Discussing the topic during
the AR intervention and seeking external advice, the executives decided to
launch a new company and set-up an “employee trust”” to protect their em-
ployees’ interests in the eventuality the business is sold. This route was chosen to
remedy the side effects the executives witnessed resulting from the sale of their
previous company leading to some of their former employees losing their jobs
with little or no financial compensation.

Understanding that firms can have a positive societal impact constitutes a first
step towards supporting societal goals of a group of executives who would
probably not have understood its importance without the AR intervention. This
is particularly relevant to the discussion on the limitations of stakeholder theory
proposed in section 2. It proves that it is possible for a group of executives to re-
think their fundamental understanding of the firm to include societal value in
their worldview, even if it was not considered in the first place when developing

the company (which was the case for our case studies on Merkur and ABS).

BA trust is set up for the employees’ benefits. In this case, the company the grantor and the em-
ployees are the beneficiaries of its activities.
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This conclusion has one main limitation. The executives’ willingness to recon-
sider their business purpose and openness to change may have been encouraged
by the conflictual situation they were in at the time of the intervention resulting
from the sale of their business to new owners. We therefore feel that there is po-
tential for bias owing to the very specific circumstances within which we con-
ducted the AR intervention. Therefore, the methodology needs to be tested on a
larger sample size to confirm whether the results of our study can be replicated
or whether they are merely the outcome of the specific conditions in which our

research was conducted.

5. Discussion—Addressing a Societal Issue Is Fundamental
to Define a Powerful Purpose

From early views of fiduciary duties to recent discussions on the responsibilities
of the firm to its stakeholders, the discussion about the purpose of the firm in
academic literature has focused on clarifying how to position a company within
a larger societal context. As a result, the frameworks proposed either enabled or
made sense of models based on delivering positive value to society. To that ef-
fect, the most recent view of stakeholder theory—CSV [9]—suggests transform-
ing societal issues relevant to a firm into business opportunities that can gener-
ate financial returns. CSV, despite its success in elevating societal goals to a stra-
tegic level, shares the main flaw of earlier views as it is fundamentally anchored
in shareholder theory thus defining the success of the firm as one, at least par-
tially, informed by financial value maximization for its shareholders.
Shareholder theory and subsequent views of stakeholder theory have many
limitations. First, despite their focus on the need for firms to comply with the
law, their common roots in shareholder theory make them at odds with corpo-
rate law. This, because from a legal standpoint, shareholders are not the “own-
ers” of a firm and therefore managers cannot be their agents. For example, the
law of Delaware defines executives as fiduciaries rather than agents. This differ-
ence is important because fiduciaries are obliged to exercise independent judg-
ment to act in the best interests of a firm whereas agents are expected to make
discretionary decisions [22]. In addition, approximately 70% of the shares of
US-listed companies are held by different types of funds or institutional inves-
tors. Those funds are managed by professionals on other people’s behalf and
they tend to be rewarded based on the returns they generate on a quarterly basis.
This therefore makes it highly unlikely that those professionals will have the
same incentive to exercise care in the traditional ownership sense of the term
thus leading to high turnover in shares and high frequency trading by specula-
tors [22]. Second, the issue resulting from considering shareholders as the own-
ers of a firm is aggravated by the lack of traditional feature of ownership such as
legal liability and responsibility for property for example. With a few exceptions,
shareholders are permitted to act in their own interest within the boundaries of
securities law. This is against the fundamental precept of the law establishing the

notion of rights and responsibilities thus possibly opening the door to malpractice,
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opportunism and other misuse of corporate assets [22]. Third, the resulting
freedom from accountability may make shareholders indifferent to long-term
considerations thus affecting the firm’s perspective on what it should focus on
[22]. Fourth, there is a fundamental problem with the discussion and criticism of
shareholder theory because most of the existing literature assumes shareholder
uniformity of purpose. In other terms, it is assumed that all shareholders want
firms to maximize their profit thus overlooking the fact that young investors
may seek long-term growth, pension funds may seek capital conservations, and
other investors may pursue other objectives [22].

These important limitations set a context to discuss the learnings drawn from
our research and introduce an alternative model to stakeholder theory, as fol-

lows.

5.1. Self-Regulation as Protective Mechanism

Because it is possible for firms to act unethically while remaining in compliance
with legal frameworks, theories of corporate responsibility articulate obligations
that go beyond what is required by the law [50]. In this context, we have re-
viewed two case studies of firms taking an outside-in approach to defining their
purpose with the objective of identifying best practices. Despite the small sample
size (2 companies) and the limitations presented, we conclude that there is a
need for firms pursuing societal objectives to protect themselves against sources
of pressure that could divert them from their purpose. This is particularly im-
portant when considering shareholder theory and the fact that it has enabled
large funds to focus exclusively on buying shares with the purpose of effecting
change in companies to maximize shareholders returns, thus affecting the con-
text in which firms operate [22]. In practice, the two banks have decided to
self-regulate to address that risk. We conclude however that it is still a challenge
to have a perfect set of rules or a flawless compliance monitoring system. Thus,
we have highlighted the need for flexibility in the design of protection mechan-

isms.

5.2. Need for Flexibility

Both ABS and Merkur offer practical examples of the need to redesign mechan-
isms that have become obsolete over time. In addition, the two case studies serve
as examples underlining the challenges associated with the identification of an
appropriate level of self-regulation as both banks have gone through lengthy
processes to define how much higher than the existing standards they want to

aim in order to address societal gaps.

5.3.Is It Possible to Transition from a Business-As-Usual to an
Outside-In Type of Firm?

Going beyond learning from the two case studies, we engaged into an AR inter-
vention to test whether working with a firm to anchor an outside-in perspective

is possible. Despite the limited sample size of one firm, we conclude that it is
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possible to change the focus of executives on short-term objectives to consider-
ing longer-term goals. In the practical case we discussed, this conclusion was il-
lustrated with the inclusion of stakeholders in the definition of the purpose of
the firm with the intent of generating societal value. Our conclusion shares si-
milarities with ABS’ and Merkur’s respective histories given that both organiza-
tions started by identifying a societal issue they wanted to address (thus “out-

side-in”) before designing the firms thought to be the best format to tackle them.

5.4. An Alternative to Stakeholder Theory—The Societal Purpose
of the Firm Model

The conclusion presented so far leads us to conceive a new model-The Societal
Purpose of the Firm. Unlike Friedman [7], Freeman [8] and Porter & Kramer’s
[9] views, the model we propose redefines the purpose of the firm as one in-
formed by the pursuit of a societal purpose instead of a sole economic purpose.
In this model, firms become tools designed to address a societal need identified
by using an outside-in approach. The degree to which firms’ goals are mod-
erated by certain opportunities or constraints depends on the specific social real-
ity in which they operate. Our model offers a novel perspective on re-conceptu-
alizing the purpose of the firm in which responsible relations to societies is the
primary goal and within which economic imperatives only play one part. The
two case studies we have presented confirm the model’s viability in a firm con-
text, and the AR intervention illustrates that it is possible to shift executives’ fo-
cus towards supporting societal goals.

Figure 4 is proposed as a conceptual framework of our model. It asks firms to
start their purpose definition process by taking an outside-in approach. Once a
societal problem has been identified, firms adopt a format that will enable them
to address the problem they have identified. In this process, they are to engage
with their stakeholders to account for their interests. Only then will the firm be-
come a democratically organized multi-stakeholder driven operation that is
creating shared value and distributing it fairly.

The next logical question then is to understand the implications our model
may have on existing companies and their respective purpose. We did not study
this question yet, when looked at from a shared value creation perspective. Adi-
das or BMW for example are companies that have been successful in imple-
menting CSV projects. However, and because of their respective history and the

Societal Purpose of the Firm model

. The firm and its
> Societal Purpose >> stakeholders >> Shared Value >

We propose to abandon the economic perspective and to replace it by societal purpose

Figure 4. The societal purpose of the firm model.
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industries they are active in, they still have to address a large quantity of unre-
solved issues concerning their social value. Practically, and as suggested by
Crane, Palazzo, Spence and Matten [10] in an article published in 2014, CSV in
its current stage of development may lead to islands of win-win projects in a sea
of unsolved societal issues. Our model could provide a solution to addressing

them by changing the approach firms adopt to define their purpose.

6. Conclusions

The fundamental question guiding our research was to understand why firms
tend to focus on the pursuit of value maximization for their shareholders at the
cost of other stakeholders. This is particularly true when we consider that some
of the value that is created for shareholders is in fact not created but transferred
from other stakeholders at a cost to society in general [22]. Stakeholder theory
was proposed as methodology re-conceptualizing the firm as a multi-purpose
entity to address this limitation. It embraces the social reality that firms affect
and are affected by society, that good management practices account for stake-
holder interests, and that their rights provide them with some legitimate stake in
how a firm is run. Yet, this stream of literature does not necessarily seek to in-
duce change as it attempts to combine the efficiency of business with the
achievement of wider societal objectives. In other words, stakeholder theory of-
fers a solution to integrate various activities into one social strategy yet it fails to
offer guidance for a companywide responsible strategy [10]. There is ample
proof that this narrow view of the purpose of the firm still prevails in today’s
business realm because competing for customers and investors’ interests is the
“essence of business” [66].

While the novel perspectives offered by stakeholder theory serve as examples
demonstrating possible evolutions in the field of the purpose of the firm, we
propose to abandon the pursuit of purely economic purpose and position firms
rather as a tool to address a societal issue as an alternative. The degree to which
firms goals are moderated by certain opportunities or constraints depends on
the specific social reality in which they operate. Our model offers a novel pers-
pective on re-conceptualizing the purpose of the firm in which responsible rela-
tions to society is the primary goal and dealing with the economic imperatives is
a residual.

Our research has some limitations resulting from a relatively small sample size
and the use of self-reported data. There is therefore a need to test our model on a
larger sample size. There will also probably be a significant amount of criticism
coming from proponents of the traditional economic view of the firm as they
may discount our contribution as being utopic. To those, we respond that the
model works as it has been used successfully for more than 30 years by Alterna-
tive Bank Schweiz and Merkur Cooperative Bank. Therefore, the question is not
to discuss whether it is possible to implement our model. It is more a question of

finding firms willing to change.
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