The Shareholder Investment

Let’s start this article with a disclaimer, this is not about investment criteria per se, it is not about how shareholders and their money are applied for gain

What this article is about is how the needs of the shareholders are  aligned with Corporate Goals and the similarities and dissimilarities between the two.

Background

The Company is a legal entity in it’s own right ( I will explore this statement later), and the Shareholders are a disparate collection of individuals with money to invest

At it’s most   familiar , Shareholders value a company via the Capital Markets and their (in)efficiencies and therefore the value they achieve in investing is reflected by the financial values espoused in the market place.

In their book ‘Corporate Financial Strategy (Bender and Ward) there is a description of a two stage investment process which takes the Shareholder model above and applies it to the Investment into a Company which in turn invest in a portfolio of products.

To quote directly, ‘ In a perfectly competitive market the portfolio of projects achieves exactly the return demanded by shareholders and other sources of finance ‘
This two stage model therefore implies a division between Owners and Managers of the business , and has been one of the factors in the industrialized and commercial expansion over the last 150years, more importantly the ability to mobilize large supplies of financial capital into the ‘firm’ has also  led to the development of a reasonably efficient Capital Market. 
Economists will recall the problems associated with Agency Theory and the mismatch of behaviours associated with Managers and Owners differing expectations.

The ‘Bundle of Rights’ that share ownership implies does not always sit comfortably with the users (managers) of the Capital 

Herein lies the dichotomy within the category of ‘Investor’ and the Category of ‘Manager’ 

The Investor based view is that if  Managers invest in the right projects then, with the right risk aversion profile, they will increase Shareholder value., the opposite of this leads to dissatisfaction all round..
Managing Dissatisfaction
Let’s go a bit deeper here ,and explore the two stage model in a bit more detail 

In their book, Bender and Ward have an excellent diagram reproduced here below (with a small amendment)
Two stage investment process




This model works fine in ‘Efficient’ capital Markets, but lets explore the ‘Gap’ area, i.e  how can an investor make sure that their money is spent ‘wisely’ and ‘appropriately’
How much influence can a Shareholder exert over a Company?, certainly there are legal mechanisms that regulate this relationship, Annual Accountability/ Audit/AGM’s and Extraordinary meetings etc, these unfortunately tend to be post hoc and many  a fait accompli has been presented under the guise of efficient use of capital (or so they thought) 
There   is  the  issue of Governance which has come to the fore in recent years, this is an attempt to lay down codes of practice and ethical standards by which Companies are managed.

The legislative and voluntary frameworks have worked well in some cases, equally there are examples where , despite compliance with best practice, Companies have spectacularly failed to either keep their Shareholder values intact or  informed there shareholders of significant risks.

Let analyses the credit crunch and concentrate on the UK lending Markets.

The Behaviour of Northern Rock  is perhaps an example of Shareholder dissonance, I ma pretty sure that the small investor in this reputable building society would not have wished his funds to be directly used in leveraging the company to a degree that meant it took on riskier investments.

The collateralization of their debt book in an attempt to secure even more funding would probably not sit comfortably with the man on the Gateshead  omnibus, yet there appears to be a) no legal checks and balances to specifically inform their investors of the risk and probably even worse, b) no moral standards employed by the Board to explain in full the riskiness of this strategy.

Not only was this line of business inadequately risk managed with appropriate contingencies in place, thus flying in the face of  best commercial practice, it singularly failed to address the concerns of the Shareholders and disregarded the fact they the Board were the custodians of other people’s money .
We can all be wiser with hindsight, but the question remains did Northern Rock have  ‘moral’ permission to treat it’s Shareholders funds in this manner. The Board have come and gone, as will the next Board, but have we learnt the lesson?

Let’s also look at one of the subsequent events post Northern Rock .

The Domino effect was the last thing the UK Government wanted, so their attempts at supporting that Building Society were somewhat Haphazard and hindered by incomplete information as to the true state of the world capital markets.

What started out as a minor sub prime lending drama in the US led to a serious banking crisis in this  country and as with the ripple reaching the faintly ridiculous state of Banks refusing to lend to each other, freezing up significant amount of Capital. 

So in times of stress, what did the Banks do.

I am sure there was much Boardroom Angst about various ways that this Capital could be freed up, the conclusion was that more money was required, but how could banks get more money (debt) into an already highly leveraged balance sheet.?

They were already under pressure to risk manage their lending through Basle 2 initiatives which sought to stratify the risk and had a much more focused way of pricing  debt instruments ( this coincidentally was being thought of some 18 months before the credit crunch, so it’s timing could not have been more appropriate)
The Banks then took some old fashioned ( nothing wrong with that) views, probably asked there non executive sages and came up with the conclusion that more equity was required.

Well there were two approaches but both based on going back to their shareholders with the respective tail between their legs and asking for more money.

Both RBS and HBOS  decided that they would bare there soul back to the existing shareholders and have discounted rights issues , so the merry dance of prospectus writing and professional advise took place. RBS in particular are to be congratulated for being the first, it remains to be seen how much spare cash is available at the micro level is available for this risk and Banks who were slower on the uptake probably missed an opportunity.

In the case of HBOS the discount applied to their rights issue underwent a stormier ride with the market price dipping below  the discounted rights issue price on several occasions leading to some very nervous Underwriters.

How do you think it the Shareholders of HBOS in particular felt?

If you subscribe to the fact that the Market price is a reasonably efficient measure of Company worth, it is interesting to plot the price moves on HBOS with comparable Banks.

When the sub prime drama was unfolding the Banking Sector  was affected wholesale and HBOS participated in the general downturn in that sector

Then the sector partially recovered so RBS and HSBC shares started to climb, HBOS shares did not, the market had perceived that the core business of HBOS was not traditional high street lending, but  had  of a mortgage book ( because of the Halifax merger) and so was a riskier bet hence the reason for a deep discounted Rights issue price.

In terms of Shareholder Expectations, I am sure both sets of Shareholders (RBS and HBOS ) are unamused by the decline in value of their holdings , I am sure they are further disheartened by the absolute lack of contrition displayed by the respective Boards and public statements to the effect that the Company is requesting further money to shore up a balance sheet that was managed by a Board that did not fear, nor expect the worst of a Capital Market meltdown.

There have been no high profile resignations or dismissals form either of these two Companies as a result of this inadequate risk assessment, so are these companies ‘narrowing the gap’ I suspect not , I see nothing in their behaviour to indicate otherwise. Maybe a   stormy ride from their shareholders at the next AGM is the most inconvenience they will suffer

Let’s look at Barclays, at least they have behaved differently, they have gone for a quasi private placing, and the quid pro quo is that the larger institutional shareholders who have invested have asked for a seat on the Board, at least they are concerned that there money is invested wisely and implicitly are putting more checks and balances in as a condition of their further investment.   
So, behaviour is important in Gap narrowing, listening to Shareholders and having common utilities in the risk/return equation is important to maintaining the relationship

In the case of the Banks above we can see a correlation between the riskiness of a shareholder investing money into a Company with and expected return and  the banks ultimately having a different risk based utility when it comes to managing that money in the market place. This is probably as good an example of gap (mis)management as you will find.

As a slight digression here, there are other areas where corporate behaviour is also different from Shareholder expectation, let’s look for a minute at Tesco’s.

Visit their web site and they will so a commitment to Healthy eating and Corporate Responsibility, here is a statement pasted from the website attributed to the Chariman

'Our core values 'no-one tries harder for customers' and 'treat people how we like to be treated' characterise our approach to Corporate Responsibility. We believe we can achieve most when we work together on practical things that make a difference. 'Every little helps' can become a great deal when everyone pulls in the same direction.'  
So how come when one high profile Shareholder decides to take a moral stance on the conditions under which Tesco buys it’s intensively farmed chickens from suppliers who keep them in less that ‘responsible’ conditions, it decides firstly to ignore the campaign, and then to acknowledge the Shareholders rights to raise this issue by legitimate means at the AGM and cost that Shareholder £90,000 personally.

I think Hugh Fearnely-Whittingstall has a point, not just on Chickens but on behaviour.

Tesco’s original and to some extent persistent stance is that there standards meet the National Farm Assurance  Standards implies they are hiding behind the legislation. If Tesco are serious about improving the Nations health they should set their own standards and maybe encourage the debate themselves, to charge a shareholder that much money to make a serious point is a significant example of Gap exploitation.
Narrowing the Gap    

The alternative to this is perhaps two further diagrams which I will postulate gives further food for thought  and may explain the behaviour of and popularity of different  models  

First Diagram… Narrowing the Gap                       
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 What has happened here is that the two boxes are now overlapping , and the relationship between Investor and Manager is becoming closer, so in the real world what type of relationship is this, certainly one in which the symmetry of information is becoming more balanced, I would venture to suggest that this is where ‘Private Equity’ starts to make it’s mark
Let’s explore this in a bit  more detail, this is where the gap is narrowed and indeed , significant overlaps occur, if we take a market leader, say 3i then their espoused values seek to redress this balance, here is a quote from their website

‘As a world leader in private equity, we work with talented management teams to develop businesses that have potential for significant growth.

Each year we invest over €4bn supporting people who start, grow, change and buy businesses.

We’ve been doing this for over 60 years; delivering significant power to the people we work with through our knowledge, experience and global network of relationships.

Ultimately, we’re driven by our strong sense of values.  We form close partnerships with the companies we invest in and we build strong relationships based on integrity, trust and mutual respect.
If we explore these sentiments in more detail you will see a much more proactive stance, 3i is not untypical of the relationship it seeks to have with it’s money, it talks of working with people, being proactive and forming partnerships, i.e going beyond the traditional shareholder relationship and ‘narrowing the gap’

What this also means is that it’s information requirements to manage this relationship are much greater and better than the distant shareholder, hence the popularity of this market

This move towards an overlap would  partially explain why large Companies de list. They are ( or their managers are) frustrated by the inconsistencies and whims of Shareholders ( and vice versa) the relationship does not go well and maybe, the vagaries of the Stock market are just to whimsical to deal with in an Entrepreneurial way. Let’s quote Richard Branson here, in his Autobiography he states 

‘ It was difficult to understand how Virgin could have floated with a share price of 140 pence the previous year, and then our share price be halved on the back of doubled profits’ 

‘the Stock Market crash ( in 1987) was the final nail in Virgin’s coffin as a public company’.

Clearly a man not at ease with the Gap analysis .

Now Richard Branson didn’t remove this gap completely, he still had outside Shareholders ( and significant borrowings ) but what he did do was to get closer to his sources of finance.

This is not untypical behaviour

A recent survey by the Sunday Times revealed an 11.1billion Private equity Deal (Alliance Boots) and indeed before the recent credit crunch, in 2007 there were  636 significant buyouts, other high profile names include EMI and Countrywide.

In 2007 companies seized the opportunity provided by relatively cheap money and consumer demand to acquire new backers and de list, 2008 may see a fall off in the numbers, but the principle remains the same

Eliminating the Gap

In a the Stepford world of Investor relationships the most Harmonious  state would probably be this 

  
This must be pretty near Nirvana for the the Entrepreneur and the usual platitudes of ‘Master of your own ship’ live or die by your own efforts’ and similar macho posturing can apply as the worst excesses here

However, this alters the landscape.

Whilst Ownership and Management can be said to be at one, this is not without it’s difficulties.

SME behaviour  (which is where most of these models lie) can be just as inconsistent.

Pressure from Stakeholders at large (Banks /Suppliers/ Government Agencies) will be in evidence and place strain on Entrepreneurial resources on smaller entities who do not have dedicated (in both senses of the word) personnel properly trained and equipped to cope with these pressure. This is the Chicken example over again, Tescos have whole regiments of people employed to ensure food standards are maintained, a small Entrepreneur probably would say he does that in his spare time ( unless he is a Chicken Farmer in which case it is a significant driver of his business… but you get the point)
Small firm Entrepreneurs cannot cope physically with the demands for growth and have to employ people to do the work they cannot 

Owner/ Manager business are important to every economy, yet they still have pressures on Gap expectations

The positive note on not having this Gap is that Shareholder value and Company value are one and the same

Further thoughts.

How this ‘Gap’ is managed is crucial,so far we have focussed on a narrow range of interaction between owner and manager, it has ignored the larger Stakeholder analysis but the analogy of a ‘Gap’ can be just as equally applied in dealings with all sorts of third party (sometimes Alien) interventions

We can draw the ‘no man is an Island ‘ analogy out here, the one lesson to be learnt is relationship management.
Entering the realms of game theory whether co operative or not in handling these relationships will not per se narrow the gap

The mindset of a game theory is that you are at odds with your opponent when you should be partners going for a common goal, i.e attaining mutual benefits and returns ,yet most Managers have this mindset.

The anatomy of a script (Eric Berne) is much more relevant as a script deals with the whole segment of transactional relationships with your fellow men and as such narrates the birth and survival of business

By being clear what the business is their for and having a strong clearly signaled code of Ethics and behaving in accordance with the code will mean that like minded investors will become attracted to you and remain with you through thick and thin. That is why we have philosophies of investments  Like the Cooperative Bank who like to invest in Green issues, and equally management of such ‘green issues’ behaving appropriately ( Body Shop)

Eliminating the Gap is about Behaviour manangement.
Conclusion
Despite the mass of technical and legislative parameters governing the Investor/Manager relationship, the relationship is fundamentally about   behaviour .

People are interested in the means by which Capital is contributed to the long term success of the Enterprise   Increasing attention is given to Mission Statements and Corporate Values, thus the Society in which the business operates can influence the extent of the Gap.
Decision makers are human, even potentially profitable projects can be withheld if their real benefits are not immediately reflected in the adherence to Corporate Values.

The written rules of engagement have undoubtedly received the most consideration, yet the resulting imbalance in the Gap means that the understanding of the behavioural and social aspects of Gap management is becoming more important.

Whatever size of business we are talking about the alignment of Fianacila Goals and the consistency of behaviour between Shareholder and Manager is paramount to the sustained success of the business .
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