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PRAISE FOR SHARE POWER



“Lively, intelligent and packed with revelations – Share Power explains why the stock markets could and should work for all of us, and how even the smallest of investors can make themselves heard. A copy of this book should be on the desk of anyone with a pension.”


ALLISTER HEATH, EDITOR, THE SUNDAY TELEGRAPH


“Shares represent the partial ownership of human endeavour. As such they can grow in price as the ingenuity contained within the companies they represent, and can enrich their owners in a way that no other investments can. Merryn’s book makes the case for shares better than any other I have read. Mandatory reading for all serious investors – and those who aspire to be investors.”


JIM MELLON, ENTREPRENEUR, INVESTOR AND PHILANTHROPIST


“Merryn Somerset Webb combines deep knowledge of investment with accessibility, wit and an occasional swipe of the scalpel – she is incapable of writing a dull sentence.”


MARTIN VANDER WEYER, FINANCIAL JOURNALIST AND BUSINESS EDITOR OF THE SPECTATOR


“Hurrah for Merryn Somerset Webb who tells it as it is! She points to a choice: ‘do you want to be as rich as you dare, or do you want to see the world a better place?’”


JONATHAN RUFFER, INVESTOR AND PHILANTHROPIST


“This book not only asks and answers one of the most pressing questions of the day, it makes the solution seem achievable. If everyone read it, we might start making progress.”


CAROLINE LAW, EDITOR-IN-CHIEF OF THE WEEK





 


For Dot and Art – who I hope will use their share power well
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How to Use This Ebook
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INTRODUCTION



There have been many experiments with socialism over the last 100 years. To date, every one of them has ended in poverty and pain. Yet if you ask a person under 40 in the US if they would call themselves a capitalist, the odds are they will say no. Ask in the UK and you might get a similar response: in 2019 some 30% of voters in the general election opted for a self-confessed (if remarkably ineffectual) socialist, Jeremy Corbyn. So what’s going on? It’s partly about the passing of time: the horrors of Mao’s China and the Soviet Union have lost their resonance – for the under-40s at least. But it’s also about a disconnect in modern capitalism: too many people feel out of touch with the workings of the economy and have lost any sense of control over how it works. The big companies that were once respected as the drivers of our growth and hence our wealth are now regarded with suspicion. That makes the socialist idea of common ownership sound better than it should. It also makes now – mid pandemic – a good time to argue for change, for governments to tax and spend their way to wealth equality and for the giant corporates that dominate economic activity to be better and do better.


Everyone wants the post-Covid economy to be somehow superior to the pre-Covid economy. There’s much talk of demanding more from our big companies – insisting that they focus less on making profits for shareholders and more on the good of the communities with which they interact. Companies, we are told, should act on climate change and diversity; they should care more about their suppliers and their customers; they should watch over employee mental health; and attempt to vanquish the gender pay gap. And if they won’t do these things themselves, the state and “communities” should somehow force them into it. More sanctions, more regulations and more nationalisation.


But here’s the thing. It isn’t governments or fund managers that own the world’s big companies – and therefore they shouldn’t really be the ones to dictate how those companies interpret “good” and “bad”. The truth is that we own the companies and we should be the ones telling them how we want them to behave; essentially how we want capitalism to be reset (assuming we do – it isn’t a given).


What do I mean when I say we own them? In the UK pretty much everyone (in work at least) now owns shares in our listed companies. Eleven million people have their own stocks and shares Individual Savings Accounts (ISAs). Two million people have opened self-invested personal pensions (SIPPs) inside which they tend to hold shares in one form or another. Anyone employed and earning over £10,000 will have been auto-enrolled into a pension scheme by their employer (you can opt out but very few people do). And all these pension schemes hold shares. Most developed countries will have a similar system, although the UK’s is particularly good. So one way or another, we are all effectively part owners of the corporate world. That common ownership people say they crave? We already have it. Every share we own comes with a vote over company decisions; everything from executive pay to who gets to be on the board of directors and any major shifts in corporate goals or strategies. What if we were to use those votes? Fed up with companies letting themselves be sold abroad? We can vote against it. Not convinced that an oil company should spend billions becoming a renewable energy company instead of just winding down and paying out the cash? We can vote against it. Angry with a mining company that has caused pollution in the rivers around its sites? We can vote against its directors keeping their jobs. The transformation of capitalism is – technically at least – in our gift.


I say “technically” because, as ever, the devil is in the detail. When the limited company was first invented, you knew where you were at with your shares. You had a certificate noting your ownership and rights and you exercised them as you liked (or sold the certificate on as you liked). As recently as 1963, more than half of the shares in the UK stock market were held like this – by individuals. Those individuals had paper share certificates for each holding and were regularly contacted directly by the company’s executives (with annual reports on performance and the like). These were the days of individual shareholder activists such as the Gilbert brothers, who, at their peak, owned stakes in 1500 companies and spent their lives going around the annual general meetings (AGMs) of those companies, haranguing management about things they didn’t like. One of them kept a clown’s horn with him so he could blow it every time a CEO said something he considered silly (happy days – more on the brothers in Chapter 7).


Now only 13.5% of UK shares are individually owned and, for the few who have them, there is no bit of paper, and mostly no annual report. We hold our shares digitally on investment platforms (such as Hargreaves Lansdown and Interactive Investor in the UK) and need to be very proactive if we want to use our votes at the AGMs of the companies we invest in. The rest of the UK’s shares are owned either by international investors or (and this is the crucial bit) by pension and fund managers. Instead of taking on the responsibility of choosing, buying and managing shares, we have increasingly given our money to fund managers and asked them to do it for us. We don’t hold the shares ourselves. We hold units in the funds that hold the shares. There is some good news among all this, of course. Back in 1963 only 3% of the population were shareholders (about two million people). Now at least 75% of employees are. Nonetheless, the result is that we have effectively delegated our voting rights to the nation’s fund managers – and in particular to pension fund managers.


This isn’t unique to the UK – it has happened in the US and in Japan too. But everywhere it creates the same problem. We remain the ultimate owners, but we have no power – so instead of making us part of the show, our shares are effectively nothing but a ticket allowing us to watch it (if we can be bothered). Fund managers (a smallish group of very well-paid, mostly group-thinking men – female fund managers remain in the minority) speak for us to the managers of the companies we own and vote for us. And those fund managers very rarely ask us what we want them to say or how we want them to vote. That needs to change – and can change. The stock market is in one sense now hugely democratic – we all own it – and hugely undemocratic – only very few of us get a say on how it is run. The technology exists to allow fund managers to hand the votes our shares come with back to us – all we need to do is persuade them to use it. It’s simple: we all tell the fund managers how we want to vote, they aggregate and vote accordingly. Only that way can we use our voices to make sure that we get the capitalism and the (buzzword alert) “stewardship” we want (whatever that turns out to be).


There is a view that capitalism has failed – and that it needs somehow to be totally transformed. My desk is littered with books explaining the miseries caused by capitalism; some offering radical solutions for saving it or reimagining it. It’s mostly nonsense. First, capitalism has demonstrably not failed. It is instead a stunning success – as you would expect given that it works naturally with the human instinct for improvement and accumulation. The facts speak for themselves: in the early 1990s some 35% of the world’s population lived in extreme poverty. It’s now well under 10% – and, although the pandemic has stalled things a little, the number continues to fall.


If you find yourself questioning the brilliance of the free markets, think of how western economies reacted to the pandemic. Aside from the few days when supermarkets ran out of loo paper and pasta, there were no shortages of anything. You might have felt the world had shut down as you were furloughed or settled in to work from home for a year, but it did not. The wheels kept turning – and companies adapted to keep their shows on the road. Logistics firms expanded, restaurants switched to home delivery and physical retailers moved online. Across the world, the rate at which new businesses started up soared. Companies came through. They also created the vaccines that got us out of lockdown. Tom Slater, manager of the huge (£20 bn) Scottish Mortgage Investment Trust, noted that it effectively took two of the companies in his portfolio a total of four days to sort out the pandemic. It took two days for the DNA of the virus to be sequenced by Illumina and another two for RNA vaccine firm Moderna to come up with a vaccine candidate. The rest has been logistics and testing. There’s a message in there about the power of technology and innovation in free markets – and however you cut it, there is no doubt that capitalism passed the test of 2020 with flying colours (unlike governments by the way – but that’s another book).


Corporate capitalism is far from perfect. Big (and small) companies often behave badly. But as a system it works brilliantly. What we need to do is re-engage with it, not reimagine it. That means taking up our responsibilities as owners, criticising the companies we have stakes in if necessary but also supporting them as they produce the products and services that help us. We also need to remind ourselves that there isn’t really a “them” and an “us”. We are all customers, employees or suppliers in one way or another – and we are also mostly owners. The great reformers of capitalism like to make a clear distinction between stakeholder and shareholder, but in the main, the two are one and the same. If we can remind people that they are all owners and convince them that they have the power to act as such (by using their votes as shareholders), we can reconnect big business and ordinary people while also forcing better behaviour on the corporate world.


In the next eight chapters I will explain how.
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WHAT IS A COMPANY?



It seems like an absurd question, doesn’t it? Everyone knows what a company is. There are two million in the UK alone,1 for heaven’s sake – and ten million plus in the US.2 It seems simple enough – a company is an organisation that sells stuff to make money. Everyone either works for one, owns some of one or uses things made or provided by one. But there is more to it than that. These companies are the building blocks of our economies – without the structure they give all of us and the legal and financial protection they give their founders, the global economy would be an entirely different animal. A much less efficient and probably very much poorer one. Think of them as the superpower of capitalism – a kind of killer app for economic progress (and most other progress along the way).


Where did companies come from, and how have they changed our world? For a good 300,000 years – most of human history – we had no use for them. Until very recently, most wealth was tied up in land, which was owned by the monarch, the Church or the aristocracy. Most commercial arrangements were short-term, fairly individual and, beyond some land tenancy arrangements, certainly not designed to last beyond the lifetimes of those involved. The very rich had estates and occasionally operated in family partnerships. There’s some evidence of people clubbing together in the ancient world (think 2000 BC)3 to finance the odd shipping cargo, but most in the commercial sector operated as sole traders. This only began to change as the world opened up – and ambitious individuals wanted to get involved in projects that had obvious potential, but that weren’t either one-off (in the way that banding together to finance a commercial cargo was) or were just too expensive (or risky) for one family to finance alone. But doing anything money-related in groups without set parameters to work within is not easy – as anyone who has ever tried to divvy up a restaurant bill between 10 people will know. For everyone to feel confident in group financial activity, a resilient legal structure was needed. And this had to achieve two things. First, it needed to allow lots of different investors to share the risks and rewards of a project over a reasonably long time (without endlessly falling out over how to manage it and how to share out the cash). And second, it needed to provide a way for the ownership of the business to change as the original investors aged and died or just wanted to hand their interest on – without the business itself being affected by the change.


The innovation that accomplished all these things was the company, and in particular the “joint stock” company – so called because its assets (the stock)4 are jointly owned by a group of investors. The first of these companies were established in Europe – mostly in prosperous northern Italy. But the earliest well-documented one seems to be the Société des Moulins du Bazacle, formed by a group of 14th-century flour mill owners near Toulouse in southern France. Their aim was to harness the power of their local river to drive their flour mill.5, 6 Building the dam they needed to get the project going was far too expensive for any one of them, so rather than setting the whole thing up with a series of individual deals and contracts, they created a novel profit-sharing agreement. Everyone put money in. In exchange they each got back a piece of paper noting the percentage of the costs paid and entitling them to a similar percentage of the mill’s profits, paid annually (we now call these annual payments “dividends”). That might not sound madly exciting. But the next bit was. Investors were able to sell these bits of paper to whomever they wanted, whenever they wanted. Their price – just as with contemporary shares – varied in line with each year’s profits, as did the dividend which was originally paid “in kind” – i.e. in flour. This meant that the ownership and the operation of the mill were separated – it was possible for someone with no social or geographical connection to the original constructors of the project to be an owner. That led to the thing that really set the Société des Moulins du Bazacle apart from all previous trading and banking groups. It had a board of directors. These men could make decisions on behalf of their shareholders but without consulting them.7 The company used this power when it decided to switch to paying dividends in cash in 1840 for example, something for which those without much capacity to trade flour must have been heartily grateful. This was a big step. One of the problems of jointly owned assets is too many opinions. What if all the owners want different things? The board is the solution to this. The board represents the investors and has a duty to maximise their overall returns – and to take the best collective decisions to do so (whatever individual investors might want). This all worked brilliantly: the Société des Moulins du Bazacle turned out to be nearly immortal. It ground wheat from 1372 to 1886 and even now the hydroelectric plant that is its legacy is part of one of France’s big energy companies.8


From the longevity of the Bazacle mill alone you can see just how well this kind of risk pooling can work. But there was a way to make it even better. The early companies, such as the mill, had one whopping – and vital – difference from the many millions of companies on the go around the world today. They were “unlimited” companies. That meant that the owners’ liabilities were uncapped. They were entitled to their share of the company’s profits, which was good. However, if things went wrong (and the fact that the Bazacle is such a rarity offers a few hints as to how often they did – and how brave the world’s first shareholders were), as “unlimited” shareholders they were also responsible for all the liabilities of the company, including the payment of all its debts. So if you had put, say, £100 into a company, and then found it went bust with debts worth £500 per share, you’d not only lose your £100 but be on the hook for the £500 too. Not so nice. That meant that even as it became possible for people to invest in projects they weren’t connected to or weren’t able to have proper physical oversight of, it still wasn’t a madly good idea. The solution? One of the greatest conceptual innovations of all time: the limited liability company. With these, your losses as a shareholder became limited to the amount you originally invested – in the example above just the £100. You would of course not want the company to fail – and would be keeping a close eye on those hired to run it (the directors). But if it were to fail, as a shareholder your only problem would be the loss of your stake. That its debts might not be paid back in full would be a problem for those who had lent to it (and a risk they understood when they made the loan). This might sound like a small change. But it wasn’t. With losses capped, investors could take on more overall risk – investing in more companies and creating economic growth along the way. This changed everything. Without the structure, and the organisational capacities of the limited company, says Financial Times columnist Martin Wolf, “the unprecedented economic development seen since the middle of the 19th century would have been impossible”. Who would have put up the money for, say, the crazy-sounding ideas of the original railway entrepreneurs, the internet start-ups and the likes of Tesla if they had thought they would lose their house in the process? No one. But knowing they could lose only their original stake made it much more attractive. If you are looking for the key invention that created the modern world, the limited liability company might be the one to go for.


Not everyone was mad for the limited liability idea. Early observers thought it scandalous that investors might ever be able to walk away from losses and be protected from any negative consequences of an activity they facilitated. They also worried that the structure would cause conflict between shareholders and company managers: if they were to want different things, who would prevail? Adam Smith in his wonderful book The Wealth of Nations, published in 1790 (and a bestseller at the time) did not seem completely convinced.


“The directors of such [joint-stock] companies, however, being the managers rather of other people’s money than of their own, it cannot well be expected, that they should watch over it with the same anxious vigilance with which the partners in a private copartnery frequently watch over their own... Negligence and profusion, therefore, must always prevail, more or less, in the management of the affairs of such a company.”9


Luckily, while Smith has turned out to be right in many of his criticisms (as we’ll see in later chapters), his disapproval came too late. By then the rise of the company and the introduction of limited liability (which gradually became their structure of choice) had met with another innovation – the stock exchange, a place where investors could gather to trade the bits of paper (now known as shares) that represented their fractional ownership of companies. This development was obvious in hindsight; if a company didn’t have a limited life, how could investors cash out if they could not pass their shares, and the rights to collect dividends from those shares, to someone else? You could have bought and sold shares before this but there was no set system for doing so. From 1602, when the Dutch East India Company listed on the new Amsterdam Stock Exchange, there was.
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