MAXIMISING LONG-TERM OWNER VALUE EXPLAINED

It should now be clear that much depends on properly identifying the purpose of business.  It is therefore important to dispel any misunderstandings, which might arise concerning the business definition and its components.

The first point, which needs clarification, is the relationship, which the elements of the business definition bear to one other.  “By selling goods or services’ indicates how long term owner value is to be maximized.  Business is not about maximizing long-term owner value through theft, or alchemy, or increasing or preserving personal assets.  Adding a loft extension to one’s house, and polishing the family silver, and getting interest on one’s savings can all enhance the value of what one owns, but they are not the same as doing business.  Business is only conducted when long-term owner values is maximized by selling goods or services.

Conversely, ‘selling goods or services’ only constitutes business when it is conducted so as to ‘maximize’ long-term owner value’.  Business activities and decisions-about what sort of widgets to sell, and how to price them, and whether widget components should be produced or bought in are characterized by their reference to expected effects on maximizing long-term owner value.  If selling striped widgets contributes more to long-term owner value than selling spotted ones, then a business will concentrate on stripes.

‘Maximizing long-term owner value’ qualifies not only ‘selling goods or services’, but everything, which the business does. To maximize long-term owner value by selling goods or services a business has to perform ancillary activities: it must produce or acquire those goods or services; it must also distribute them.  Consequently, a business normally must, among other things own assets and arrange finance and employ staff; simply by existing, it automatically plays a part in a community, and may even constitute a small community of its own.  The extent to which ancillary purposes and incidental activities should be pursued by business, and the way in which they should be pursued, are governed by the definitive need to maximize long-term owner value.

‘Maximizing long-term owner value’ normally operates as a criterion within a business, rather than in the choice of which business to pursue initially.  When starting a business, the choice of what goods or services to sell will reflect the founders’ interests, opportunities and available capital as well as the comparative gains to be made from different lines of activity.  If maximization were necessary for choosing which business to start, most coeval business would pursue the same market niche.  Once a business is underway, however, and capital has been committed on the understanding that a particular line of business is being pursued, all deviations from that line must be justified on the grounds of maximizing long-term owner value.

What exactly does ‘maximizing long-term owner value’ mean?

THE MEANING OF OWNER VALUE

Financial vs. Moral Value

‘Value’ is what philosophers call ‘ systematically ambiguous’: it can mean different things in different contexts.  In its economic usages, as in ‘owner value’.  ‘Value’ is a monetary measure, free of all ethical connotations.  In its ethical occurrences, in contrast, ‘value’ is explicitly a measure of moral worth.  Which usage is intended should normally be clear from the context.

In the definition of business, value is simply financial value.  Contributions to financial value may not always be immediately obvious: they may well be indirect, qualitative and only evident over the long term.  But in the end activities must contribute to financial value to count as relevant for business.

The business is devoted exclusively to financial value does not, of course, deny the validity or importance of other values, be they ethical or spiritual or artistic.  Indeed, financial value, though an end in itself for business, is both a product of, and a precondition for, the myriad other values held by individuals.  In stressing the primacy of financial value within business, nothing is being asserted about the relative rankings of values; the definition does not imply that financial value is more important than other values, for owners or anyone.

It is also important to recognize that in defining business by reference to maximizing financial value, nothing at all is being suggested about motivation.  No view is being taken about the reasons why people either do go or should go in to business, or about the value of financial versus other incentives for affecting their performance within business.  People are in fact motivated by all sorts of different things.  That they are, however, is not an argument against business’s essence being maximizing long-term owner value; business’s connection to financial values is logical, not psychological.

What is owners what something other than maximum financial value from their organizations?  Examples are not hard to find.  “Ethical investment’ is becoming more prominent, and firms have increasingly been stressing their explicitly non-financial aims.  Moreover, the Anglo-Saxon emphasis on owner value is not equaled in other major commercial centers.  Japanese keiretsu have traditionally been more concerned with achieving market share to save jobs, while the German industrial complexes have focused on consolidating power.  Owners are perfectly entitled to devote their organizations to all sorts of ends.  To the extent that they pursue something other than maximum long-term owner value, however, they are simply not engaging in business.

Owner Values: Wealth, Assets, and Revenues

But why specify the defining purpose of business in terms of maximizing owner value?  Why not wealth, or assets or revenues?  The defining purpose of business could well be specified in terms of maximizing wealth.  The main reason for preferring the term ‘value’ is that it carries no suggestion of opulence.  A very small business, which generates only meager sums for its owners, can nevertheless be as much of a business as one which produce great riches: in this, as in so much else, size is not important.

‘Value’ is preferable to ‘assets’ and ‘revenues’ for a more significant reason: not all assets are worth having.  An unused building may incur property taxes while generating no income, and constitute a financial drain.  The purpose of business is not simply to mass things, but to maximize the financial worth of the owners over the long term.  For the same reason, it is not the purpose of business to maximize revenues or turnover or unit sales, all of which may generate losses.  What is important about business activity is not its level, but its outcome: volume without a value is seldom worth pursuing.

Owner Value vs. Profits

Should business therefore be identified with maximizing profits, as it so very often is?  There are two important reasons why not.  The first is that profits, like earnings per share, return on investment and all other accounting measures, are notoriously slippery.  By determining the timing of a firm’s actions, management can shape the reality which financial statements report.  And given the opportunities for (completely legal) creative accounting and ‘window dressing’, those reports can also be ‘massaged’ to suit management purposes.  Even when managers are scrupulously pursuing the owners’ objectives, the ambiguity and flexibility of accounting standards allow external analysts to disagree significantly about what actual profit levels are.  

The second reason why profits are an inadequate measure of owner value is that they import an intrinsically but inappropriately short-term bias: ‘profits’ usually means ‘current period accounting profits’.  By referring only to a single, short, historical span, current period profits do not make allowance for the investments – research and development, in capital equipment, in training, in restructuring – which may be necessary to improve the business in the long term.  Current period profits are not designed to take into account the future consequences of present action.

A thing’s value, in contrast, is normally influenced by its future potential as well as by its past and by its present.  The value of a piece of land is typically determined not just by its historical cost and its location, but also by the likely availability of planning permission.  As a result, calculations of value automatically recognize the importance of investment now for generating improved results later.  Equally, calculations of value require paying heed to the consequences of business actions.  Improper action, which yields immediate profits, may lead to actual and opportunity costs in future, and produces a net reduction of financial value.  Value is therefore more satisfactory than profit for specifying the definitive end of business.

OWNER VALUE VS. ‘ADDED VALUE’

Another possibility is a new formula for ‘added value’ advocated by the London Business School and The economist specifically designated to gauge the value added for shareholders, the ‘added value’ figure assesses the extent to which a firm’s output is worth more than the sum of its inputs of materials, labour and capital ‘Added value’ is calculated by adjusting a firm’s operating profits for depreciation and the cost of capital, and avoids some of the difficulties posed by different costs of capital and accounting practice.  It therefore provides better cross-border comparisons of value added for shareholders than traditional accounting measures.  But the components of the calculation are themselves still accounting measures, which are slippery, fundamentally manipulatable by management, and reflect only current period’s results.

OWNER VALUE VS. SHARE PRICE

A much more plausible candidate for owner value, at least of public quoted companies, is the share price.  Notionally, the share price reflects the present value of the future cash flows expected from dividend payments over the indefinite future.  And according to efficient market theory, the share price incorporates all the information available at a given time about a corporation’s performance and prospects.  Market capitalization should therefore represent what a corporate business is worth to its owners, the shareholders.

Share price has two major advantages as a measure of owner value.  Unlike accounting measures, it is not directly manipulable by management.  On the contrary, it exhibits the market’s assessment of managements, and of managements’ likely achievements.  In addition, since the share price reflects future cash flows, it automatically takes into account the future effects of current actions, and consequently does not suffer from the short-term bias of historical, single-period measures.

But though the share price may be the best surrogate available at any time, it is nevertheless not a fully adequate measure of owner value.  First, the best information available at any given time may still be incomplete, or simply inaccurate.  When, for example, the stock market Crash of 1987 expressed a major shift in investor sentiment, whole sectors were marked down indiscriminately; in the crisis atmosphere, the likely effects on particular companies of, for instance, changing exchange rates, were inadequately differentiated.  Until corrections were made some time later, the share prices of individual companies did not accurately reflect owner value.

Such errors do not only arise in crises.  Some firms coast on their reputations long after they have ceased to deserve them, and thereby command a price, which exceeds their real value.  Equally, a low share price may reflect an inadequately understood business product, process or policy.  While poor communications to shareholders may be paralleled by equally poor sales descriptions to customers, they need not be.  There may actually be ‘fundamental’ value, which the market has failed to appreciate.  ‘Unlocking’ such value is often objective of ‘de-mergers’ and buyouts.

A second and more basic problem is that share price is only a plausible measure of owner value for quoted companies.  Share prices are not readily available for private companies, and may be manipulable when a liquid market does not exist.  And even more fundamentally, neither shares nor share prices exist for the very many businesses, which are not corporate in form.  So although share price may be a good  surrogate for owner value in quoted companies, it cannot be the definitive measure of business.

OWNER VALUE DEFINED

The best way to measure owner value is to use that component of share price which is transferable: discounted future cash flows.  Owner value consists of the present value of the future cash flows are normally of two kinds: distributions from the business, in the form of dividends or other payouts, and the capital gains or losses which are realized when (the owner’s financial interest in) the business is sold.

Though estimating such future cash flows is one standard way of valuing businesses, most business decisions do not require estimating the value of a business as a whole.  All they require is estimating the marginal effects on owner value of alternative courses of action.  Even calculating the relative contributions of specific programmes is not easy; such calculations still require reliable information, and careful judgment in the choice of assumptions and discount rates.  They are, nevertheless, calculations which businesses are accustomed to making, especially in connection with evaluating major capital projects.  They are less familiar in considering personnel or policy proposals largely because explicit calculation is not necessary when the answers are obvious or immaterial.  Whether or not evaluating it requires a mathematical computation, however, ‘owner value’ serves as a valuable criterion: it indicates what considerations are relevant when business decisions have to be made.

OWNERS VS. OTHERS

Shareholders

But why is the relevant value that of owners?  The purpose of business cannot be maximizing shareholder value, because not all businesses are corporations:  Shareholders are only one kind of business owner.  Sole proprietorships and partnerships abound, especially in respect of smaller businesses, and are as legitimate a form of business organization as the limited liability company and its international equivalents.  Maximizing shareholder value is the purpose of corporate business, not of business as such.

Stakeholders

An equally popular but more pernicious mischaracterization of business is that which defines business in terms of ‘stakeholders’ rather than owners.  The term ‘stakeholder’ was originally used to designate those groups without whose support the business could not survive, those in which the business had a stake: not just its owners, who provided the initial capital, but its employees and its customers, its suppliers and its lenders, the community and even the legal system.  Increasingly, however, the meaning of ‘stakeholder’ has been reversed, and the term has been used ever more widely, to include everything and everyone who might have a stake in the business or be affected by it.  In this extended sense it has been take to include the media, competitors and terrorists, and could well encompass future generations and trees.

The stakeholder theory of business typically holds that business is accountable to all its stakeholders, and that the role of management is to balance their competing interests.  Though increasingly popular, and indeed sanctioned by law in some jurisdictions, this characterization of business is nonetheless wrong: stakeholder theory incorporates at least four fundamental errors.

First, in maintaining that all stakeholders are of equal importance to a business, and that the business ought to be answerable equally to them all, stakeholder theory confounds business with government.  Because of the nature of government, citizens are equal under the law, and are entitled to representation and a vote in the way things are run.  As argued above, however, participants in a business are not.  Stakeholder theory asserts that they are, by mistakenly regarding stakeholders in a business as citizens of that business.

Second, and even more fundamentally, stakeholder theory rests on confusion about the nature of accountability. Starting from the fact that business is affected by and affects certain groups, the theory concludes that the business should be accountable to them.  But this is nonsense.  Business is affected by all sorts of things by gravity and the weather and interest rates and it affects the Gross National Product and traffic conditions, but it is not accountable to them.  Equally, the business is not, and could not rationally be, accountable to terrorists or competitors.  That the business must take them into account, does not give them any right to hold it to account.  Nor does the fact that they are affected by the business, give them any right to control it.

The same is t rue for suppliers, and lenders, and employees and must to some degree be functionally responsive to them, is quite different from saying that it is accountable to them.  The business must indeed take them into account.  But it is answerable to them only in so far as its specific contractual arrangements have made it so.

There are, of course, a variety of ways in which a business might have rendered itself accountable to those counter parties.  It might, for example, have entered into written contracts: loan agreements.  The business might also have bound itself by creating expectations, which it now should honor; some contracts are implicit and unwritten.  In all such cases, however, the accountability stems from the nature of the specific contracts entered into, not from the stakeholder relationship as such.  The only stakeholders to whom the business is automatically accountable are the owners.  And the reason why the business is accountable to them is simply because it belongs to them: it is their property.

The third reason why the stakeholder theory cannot be a proper account of business, its that it effectively destroys business accountability.  In substituting a notional accountability to all stakeholders for direct accountability to owners, the stakeholder approach to business makes it impossible to hold business properly to account.  And that is because a business that is accountable to all, is actually accountable to none: accountability that is diffuse, is effectively non-existent.  This sad truth is known to all executives who have struggled with ‘matrix management’.  When several groups or individual are theoretically in charge, each has an excuse for not taking responsibility, getting things right is always someone else’s job.  Multiple accountability can only function if everyone involved accepts a common purpose, which can be used for ordering priorities.

But therein lies the fourth problem with the stakeholder account of business: it provides no such criterion.  In rejecting the maximization of long-term owner value as the purpose of business, and requiring business instead simply to ‘balance’ the interests of all stakeholders, stakeholder theory discards the objective basis for evaluating business action.  How are those conflicting interests to be balanced?  Are they all strictly equal?  Are some more important than others?  If so, which are they?  And when, and by how much and why?  Since stakeholder theory offers no substantive business purpose, it provides no guidance at all as to how competing interests are to be ranked or reconciled.  And it consequently provides no effective standard against which business can be judged.

It is interesting to note that some of the most prominent advocates of stakeholder theory have been just those with most to gain from avoiding accountability: business managers.  By substituting a vague notion of ‘balancing interests’ for a measurable standard of financial performance, stakeholder theory frees business managers to pursue their personal ends.  Stakeholder theory allows them to take large salaries and extravagant perks, and enables them to protect their powers by rejecting takeovers that would maximize owner value.

But though stakeholder theory may be fundamentally flawed and open to abuse, the concept of ‘stakeholder’ still has a useful role.  ‘Stakeholder’ is a convenient shorthand way of designating those groups whose support is essential for the business’s continued existence.  It can even serve as a useful collective name for all those with whom the business regularly interacts.  So long as the components are clearly identified, it does not much matter which groups are considered stakeholders, since stakeholders as such neither have any rights in respect of the business, nor constitute its purpose.

Customers, Employees, Managers

If the purpose of business cannot be to serve the interests of stakeholders collectively, might it not be to benefit specific stakeholder groups?

The customer is traditionally king:  perhaps, as many commentators have claimed, serving the interests of customers is also the purpose of business.  Customers are indeed vital for a business’s very existence: there is no business without selling, and no selling without customers.  And treating customers well is essential for achieving business success: the customer is not always right, but in most circumstances the business benefits from acting as though he were.

Nevertheless, serving customers’ interests cannot constitute the definitive purpose of business.  First, serving customers does not distinguish business from all the other sorts of organizations, which also provide services: hospitals, for instance, and schools.  If it were claimed that business differs because its purpose is to serve customers’ financial interests that still would not do.  For if that really were business’s objective, it would give its goods way and would not long survive.  Even if it covered its costs, such an organization would be conceptually indistinguishable from a consumer charity.

Similarly, an association whose purpose is promoting the interests or expressing the wishes of its employees is not a business but an employee club.  Consider the all too common experience of shop customers’ wanting assistance while oblivious staff chatter amongst themselves.  If the purpose of business were furthering employee interests, the staff would be justified in serving their own convenience rather than customers.  But they are not, because promoting employees’ interests is not the purpose of business.

Nor can the purpose of business be serving that subset of employees consisting of its managers.  Given the disjunction between ownership and control, which is, characteristic of large corporations, and the remoteness of most shareholders, managers and directors are frequently left free to treat the business as thought it were their property. But this simply reflects a defect of corporate governance.  Far from owning the business, or constituting its reasons for being, managers are merely agents of the business, charged with maximizing the long-term value of owners.

The Meaning of ‘Long-Term’

Though the phrase ‘long-term owner value’ has been used throughout in characterizing the defining purpose of business, inclusion of the words ‘long-term’ is, strictly speaking, superfluous: a thing’s value normally reflects its potential.  A car that has been driven 100,000 miles normally sells for less than one with lower mileage.  And a business with a backlog of new products, or a well-developed and popular brand image, will normally represent greater owner value than one with overhanging litigation or exposure to declining markets.

Though strictly unnecessary, ‘long-term’ is included in the formula to highlight the simple but too frequently overlooked fact that actions have long-term consequences, in business as elsewhere.  It is therefore vital for business to take into account the future effects of their current actions.  ‘Long-term’ serves as a reminder that though consequences may be temporally distant, and correspondingly uncertain, they are nonetheless real.

‘Long-term’ is also included as a reminder that business is normally assumed to be sustained activity, not a temporary one.  An isolated transaction does not usually constitute a business; a fly-by-night operation is a business deviation.  Owner values is normally to be maximized on the assumption that the business will be around to reap the consequences of its current actions.  Accordingly, in determining whether to undertake a complex restructuring programme, the high initial costs must be netted against the benefits likely to accrue over future years.  Equally, the increased current profits, which may result from sharp practice, must be weighed against the long-term costs of covering up and of stakeholders.  When courses of action are assessed, their future consequences must not be ignored.

In most circumstances a business will be able to generate greater owner value if it operates over an extended period: the sum of future values will normally be greater if thereare more of them to aggregate.  But though there is often a presumption that businesses are perpetual, the object of business is not survival at any cost.  If a business is generating losses, and is likely to continue to do so, its disposal value may well exceed its value as a going concern.  When that is so, then owner value is maximized by selling the business, or wining it up.  Reference to the long-term provides no excuse for incompetence or lackluster performance in the meanwhile: owner value is unlikely to be maximized if the business’s short-term decisions are wrong.

The Importance of Maximizing

And it is essential that the objective to be maximize owner value, not just to increase or promote, secure or sustain it.  Less stringent objectives than maximizing fail to differentiate business from other activities.  If there were no requirement for owner value to be maximized, any activity or association, which increased owner value through occasional sales, would thereby qualify as a business.  Hobbyists making casual sales would be running businesses, as would families selling their houses.  But, of course, they are not.

Only maximizing provides a sufficiently clear-cut, hard-edged criterion of business action.  All sorts of things can create or conserve or even augment owner value; if business’s goal were simply to further or to enhance owner value, there would be no business reason to choose one alternative rather than another.  When, in contrast, the purpose is to maximize value, the choice is clear: the policy, project or course of action to be pursued is that which is likely to produce the greatest return over time.

Maximization reinforces business’s long-term view: future periods must be included in the calculation.  The very need to be forward-looking can, however, make maximizing long-term owner value seem an awkward criterion to apply.  The owner value of a course of action can only be definitely determined in retrospect; even then, the values, which might have resulted from alternative programmes, remain unknown. In the absence of a reliable time machine, it is therefore difficult to know which of several courses of action will actually produce the greatest value.

The difficulty of foreseeing the future does not, however, disqualify maximizing long-term owner value as a useful business criterion.  To the extent that forecasting outcomes is a practical problem, it is one, which besets all forward-looking criteria: the effects of current action on future share prices, or profits, or sales would be equally hard to predict.  In each case, the criteria operate by specifying the terms of reference for business decisions, the standard against which proposals must be measured. Since the ultimate outcomes cannot be known at the time decisions are taken, decisions are based on the extent to which proposed action are expected to achieve the desired goal.  And that is a matter for judgment based on reasoned argument and objective evidence.  The outcomes may not be available, but the reasons why particular actions are expected to lead to them can be subjected to critical scrutiny.

Bu indicating the grounds on which business action must be justified; ‘maximizing long-term owner value’ specifies the sorts of arguments and the kinds of evidence which must be adduced to justify business decisions.  All assumptions, factual data and judgments must be evaluated against the objective of maximizing long-term owner value.  It is not enough to show that a project is expected to increase current profits, or that it exceeds a hurdle rate for return on investments, or that all the directors like it.  To justify a course of action one must instead show why and how the action can be expected to maximize long-term owner value, taking into account all the factors, positive and negative, which are likely to affect owner value over the foreseeable future.  A proposal whose connection with maximizing long-term owner value is remote, or which seems likely to produce less long-term owner value than an alternative, is one, which the business should not adopt.  Satisfying the criterion does not, of course, guarantee that long-term owner value actually will be maximized, but it does ensure that action will be directed at the right objective.

The Role of Rational Self-Interest

Long-term owner value is likely to be maximized when business owners pursue their enlightened self-interest.  The notion of self-interest is normally presumed to incorporate an element of optimization.  And the considerations that are essential for maximizing long-term owner value are closely akin to those, which qualify the pursuit of self-interest to be called ‘enlightened’ or ‘rational’:  the future consequences of actions must always be taken into account, and immediate effects must be balanced against wider and more distant ones.

Rational self-interest and maximizing long-term owner value require taking into account behaviour by, and to, all those who regularly interact with the business.  One of the  most valuable uses of ‘stakeholder’ is as a reminder of, and a convenient shorthand label for, all those groups whose actions and attitudes must be considered in assessing whether a course of action is likely to maximize long-term owner value.

Although its responsibilities to stakeholders are limited, the business cannot afford to ignore any stakeholder concern, which might affect long-term owner value.  It is not just the reactions of owners, which affect the operations of the business, but also those of employees and customers, suppliers and lenders and regulators.  Their tastes and preferences, including their moral preferences, will influence their willingness to deal with the business, and thus must be considered in assessments of long-term owner value.  It is as important to be straight with suppliers as with shareholders, as necessary to be fair to employees as to customers.

Rational self-interest and maximizing long-term owner value also require reciprocity: behavior both by, and to, all stakeholders must be taken into account.  In business it is as vital that owners behave responsibly as that employees do, as important for borrowers to be honest as it is for lenders.  When the nature of business is properly understood, and the components of maximizing long-term owner value are fully appreciated, it should be clear why it is normally true both that ‘bad ethics is bad business’ and ‘good ethics is good business’.
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