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Introduction: What is
‘‘fair value’’ and why

does it matter?

I
f you ask ceos of large public companies what is the

most demanding aspect of their job, you are likely to get

one answer – managing the relationship with the finan-

cial markets and investors. It is an extraordinary answer if

you think about it. You might expect the demanding thing

to be managing the business itself – dealing with tough cus-

tomers, with demanding employees, with capital allocation

issues, with cashflow. But dealing with the financial markets

absorbs on average 25% of the time of the CEO and up to 35%

of the attention of the CFO. That is the single largest drain on

the most valuable resource the company possesses.

This in itself should sound a few alarm bells. Is attention

being focused where it should be? What about corporate strat-

egy, what about operations, what about marketing and HR –

all those areas that management literature tells us are the

business essentials? Is there something innately inefficient

about the way large companies handle their relationship



with investors and with the capital markets? A few influen-

tial titans, such as Intel, Coke and HP, have, in public at least,

declared this is not where valuable time should be spent. But,

for the vast majority of large quoted companies, it remains the

single biggest drain on senior time.

To help them in the battle for fund manager support, most

corporates have built up an investor relations function. This

is typically comprised of an Investor Relations (IR) director

plus a couple of analysts, whose primary role is to manage the

large logistics exercise of interacting with institutional fund

managers. They also retain a house broker, supported by the

lead analyst, to help market the shares to existing and pro-

spective investors. This is often supplemented by external IR

advisors, PR strategists and a range of additional eyes and ears

on the institutional marketplace. The average direct time and

fee cost for a FTSE 250 company is probably in excess of £2m

and a multiple of this if the indirect time costs of top manage-

ment are accounted for.

The primary reason management are prepared to invest so

much time managing the relationship with the financial

markets is because it is the movement of the shareprice

that determines whether they are seen to be winning or fail-

ing. The primary modern measure of successful management

is the ability to maximise shareprice. The manager who suc-

ceeds, for a sustained period of time, to maximise shareprice

receives universal accolades. They are the darlings of the City

and Wall Street and they are rewarded accordingly. It is no

longer sufficient to focus internally on long-term strategies to

deliver earnings and revenue growth. Managers are required
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and incentivised to maximise the value attached to their

efforts by the financial markets.

Yet, despite the resources committed to it, the battle to max-

imise shareprice is one that so few companies appear able to

win at for long. The typical pattern of larger groups is share-

price boom and bust – historically over a 7-year cycle. Over

the past decade the FTSE 100 and Dow Jones Industrial Aver-

age have on average suffered an annual 20% volatility – the

average difference between their highs and lows on a moving

12-month basis. This is immensely disruptive to the

businesses concerned, driving endless shifts in strategy and

management. The average CEO’s tenure is now down to

3 years, shorter than the classic strategy cycle of 5 years. As

a result, both the strategy process and management are highly

geared to managing and meeting market perceptions. This can

and often does lead to distortions of behaviour, or what is

labelled ‘‘short-termism’’.

The blame for this short-termism is usually put on the

shoulders of ‘‘the market’’ and is in particular credited to

the short time horizon of institutional fund managers. This

suspicion has been so strong in the UK, for example, that the

government has actually launched an enquiry to look into the

sources of institutional short-termism.As this book will

explore, the markets and institutional fund managers may

be far from perfect. But much of the challenge lies with the

way businesses manage their relationships with financial

markets and investors. This book contests that it is ulti-

mately within the power of executive teams to better

manage their relationships with fund managers, with more

effective use of their most valuable resource, by applying
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new approaches to the IR function. This book proposes a

constructive way to reduce shareprice volatility and investor

churn.

The concept of ‘‘fair value’’ is a simple one – that an appro-

priate strategy for management is to ensure that their busi-

ness is fairly valued. In other words, to ensure that its market

value accurately reflects the business’s fundamental, sustain-

able worth. In some cases this may imply that management

need to actively manage down situations of overvaluation.

But, more generally, fair value means that the primary focus

of management should be on fundamental, operational value

creation and ensuring that this is as accurately valued by

investors as possible. The idea of fair value often requires a

major change of mindset on the part of management for

whom share value maximisation is deeply ingrained. It also

requires a change in the relationship the company maintains

with its brokers, the analysts that follow the company and

other advisors.

Pursuing a fair value strategy demands the development of a

set of analytical tools and management processes which are

typically underdeveloped in most companies. Most IR func-

tions are not ideally equipped to undertake fundamental anal-

ysis of the share register, to identify active fund managers that

might be setting the shareprice and to predict investor behav-

iour. Nor are they usually well equipped to provide detailed

guidance on valuation. The fair value approach also requires

the development of a set of skills and coordination ability at

the corporate parent level which are often not present.

Investor relations cannot operate as a stand-alone activity

reporting to the CFO. It has to be a coordination function
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between corporate strategy, finance and the executive,

focused on long-term valuation, analysis of the share register,

and proactive management of investor perceptions. In this

coordinating role it is one of the most important parenting

functions at the corporate centre.

In the process of researching this book, I have been surprised

how little strategic insight has been developed in the area of

managing relationships with investors. The investor relations

function itself has only been in existence for around 15 years,

and hence is a relatively new discipline. It is typically not

integrated with the strategy function which has an older

heritage. Unlike strategy, there is virtually no academic or

consulting wisdom on the subject. There are no robust

strategic frameworks to guide management action. It has

evolved through expediency and without design. The role of

the IR director is not a board role, nor does it usually represent

a genuine career avenue in its own right. Instead, this critical

area of expertise remains largely outsourced to the broker

community. It is now time that it was brought squarely in-

house as a core competence.

This book is intended to provide a practical introduction to

each of the core elements of fair value strategy and improve

the ability of the company to manage its institutional in-

vestors. It is equally relevant for the IR director seeking to

refine their approach to managing investors, or for a manage-

ment team that senses they can improve their effectiveness or

who believe they are currently being misvalued. It is the

ability of corporate executives to manage their institutional

investors that will determine whether they are perceived to

have succeeded or failed.
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Part One

The Imperative for a
Fair Value Strategy


