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Introduction to the book







Aims of the book

If there is one lesson that the 2008 financial crisis and the Great Recession taught us, it is that there is good and bad financial practice. Unfortunately, many of the basic tenets of finance get forgotten by corporate managers, bankers and leaders of financial institutions from time to time. Important financial issues, such as adopting sensible levels of debt, or simply being aware of risk levels, or checking the validity of the assumptions made when investing in the business, valuing a financial security or embarking on a merger, can be very badly handled.

This book has been updated to emphasise the basic lessons from hundreds of years of finance practice and theory, so that you might be more aware of the difference between good practice and what is plain stupid; so that you can avoid the errors made by countless business leaders.

The book assumes no knowledge of finance. It is comprehensive and provides the key elements needed by business management, accounting and other undergraduates, postgraduates and practising managers. Finance theory and practice are integrated throughout the text, reflecting the extent to which real-world practice has been profoundly shaped by theoretical developments.

Some of the features in this sixth edition are listed below.




	While the underlying principles of finance have not altered since the publication of the fifth edition some further changes have occurred for example in regulation, legislation and the operation of financial markets. These are explained.

	Where appropriate, illustrations from more recent corporate events, many of which draw on Financial Times articles, have been incorporated.

	The evidence gathered in the twenty-first century on the usefulness of beta as defined by the Capital Asset Pricing Model has been overwhelmingly negative. When this is combined with the theoretical problems, a much more sceptical line on the CAPM-beta is called for.

	Trillions of pounds are now placed with investment funds buying share portfolios drawing on stock market inefficiency evidence – called ‘smart beta’ funds. The academic work providing the impetus for this (even though it has now been taken too far) is examined.

	Fintech developments, including crowdfunding and peer-to-peer lending, have brought new ways of raising funds for businesses.

	Surveys of business practice are used through the text, not least in the cost of capital and share valuation sections, where the deviations from pure theory illustrate the compromises that must be made in the real world.

	Statistics on the financial markets and instruments, have been updated.

	The jargon-busting glossary has been extended and updated.








Themes in the book




Practical orientation

Every chapter describes and illustrates how financial techniques are used in the practical world of business. Throughout the text insight is offered into how and why practice may sometimes differ from sound theory. For example, in making major investment decisions, managers still use techniques with little theoretical backing (e.g. payback) alongside the more theoretically acceptable approaches. We explore the reasons for the retention of these simple rule-of-thumb methods. This book uses theory, algebra and economic models where these are considered essential to assist learning about better decision making. Where these are introduced, however, they must always have passed the practicality test: ‘Is this knowledge sufficiently useful out there, in the real world, to make it worthwhile for the reader to study it?’ If it is not, then it is not included.






Clear, accessible style

Great care has been taken to explain sometimes difficult topics in an interesting and comprehensible way. An informal language style, and an incremental approach, which builds knowledge in a series of easily achieved steps, leads the reader to a high level of knowledge with as little pain as possible. The large panel of reviewers of the book assisted in the process of developing a text that is, we hope, comprehensive and easy to read.






Integration with other disciplines

Finance should never be regarded as a subject in isolation, separated from the workings of the rest of the organisation. This text, when considering the link between theoretical methods and practical financial decision making, recognises a wide range of other influences, from strategy to psychology.






Real-world relevance

Experience of teaching finance to undergraduates, postgraduates and managers on short courses has led to the conclusion that, in order to generate enthusiasm and commitment to the subject, it is vital continually to show the relevance of the material to what is going on in the world beyond the textbook. Therefore, this book incorporates vignettes/short case studies as well as examples of real companies making decisions drawing on the models, concepts and ideas of financial management.






A UK/international perspective

There is a primary focus on the UK, but also regular reference to international financial markets and institutions. The international character of the book has been enhanced by the detailed evaluation of each chapter by a number of respected academics teaching at universities in Europe, Asia, Australasia and Africa. The global world of modern finance requires that a text of this nature reflects the commonality of financial principles in all countries, as well as interactions and the impact of vast capital flows across borders.






A re-evaluation of classical finance theory

There is considerable debate about the validity of the theories of the 1950s and 1960s upon which much of modern finance was developed, stimulated by fresh evidence generated over the last two decades. For example, the theories concerning the relationship between the risk of a financial security and its expected return are under dispute, with some saying the old measure of risk, beta, is dead or dying. This issue and other financial economics theories are presented along with their assumptions and a consideration of recent revisions.







Exhibit 1 - Quiz Clothing soars on IPO to reach £245m market value





By Hannah Murphy


Quiz Clothing, the womenswear retailer, jumped more than 20 per cent on its trading debut on Friday. The company, which was founded in Glasgow in 1993, priced its initial public offering at 161p. The shares leapt 22 per cent to 197p in early trading, pushing its market value up to £245m from £200m.


Quiz said it had raised £102.7m from the float, £92.1m of which it earmarked for selling shareholders, while the remaining £10.6m it said would be used to “accelerate growth”.


The successful listing is the latest by a new breed of fashion retailers aimed at millennials. Quiz describes itself as focused on women’s “occasion wear and dressy casual wear” for 16-35-year-olds and says it has adopted “fast fashion” processes that allow it to bring designs into shops quickly.


While small in comparison, it will rival the likes of online retailers Asos, now up more than 30,000 per cent to £58.53 since its listing in 2001, and Boohoo, whose shares have risen 360 per cent to 233p since it first floated in 2014. Asos and Boohoo are valued at £4.85bn and £2.68bn respectively.


Unlike the two larger retailers, Quiz has 73 standalone stores in the UK, more than 165 concessions in the regions and Republic of Ireland and 65 franchise stores across 19 countries. But it is focused on boosting its online offering.


“There’s still good growth in stores … but the real growth story over the next few years will be international and online,” founder and chief executive Tarak Ramzan said.


The company had chosen to float partly as a way to “bring in new talent”, he added, citing the appointment of Peter Cowgill, chair of sportswear retailer JD Sports, to the board as part of its entry to the stock market.


Still, the company believes there is life in bricks and mortar, and said earlier this year that it saw potential for 40-50 more stores across the UK in “the medium to long term”.


Just over half of the company, 51.2 per cent, is now in public hands.
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Real-world case examples

It has been possible to include much more than the usual quantity of real-world case examples in this book by drawing on material from the Financial Times. The aim of these extracts is to bring the subject of finance to life for readers. A typical example is shown in Exhibit 1, which is used to illustrate some of the financial issues explored in the book. This article touches on many of the financial decisions which are examined in greater detail later in the book. Expanding a retail empire requires a lot of money. In the summer of 2017, Quiz Clothing raised more money to invest in the next stage of its development. There are four vital financial issues facing management:



	
Raising finance and knowledge of financial markets. Quiz grew its business using family money for 24 years until it turned to the London Stock Exchange (LSE) to sell newly created shares raising £9.4m (after expenses) to invest in the business. Also, the Ramzan family sold a proportion of their shares, thus benefiting from their hard work. Being listed on the LSE will enhance its ability to raise more capital in the future because of the additional credibility that flows from being on the exchange. Companies have a wide range of options when it comes to raising finance to allow growth – sources of finance are considered in Chapters 9–13.

	
Investment in real assets, tangible or intangible. The directors of Quiz believe that they have investment opportunities in online retailing as well as high street stores. The company intends to invest in new websites in Spain, Australia and the USA, to open six stores in Spain and 20 in the UK in the months following the flotation. Around £6m is earmarked for online marketing and advertising and £2m for capital expenditure on physical items to go in shops. It will also invest in its people and bring in new talent. There are sound techniques which help in the process of deciding whether to make a major investment – these are discussed early in the book (Chapters 2–6).

	
Creating and measuring shareholder value. Quiz will need to consider the strategic implications of its actions, such as the current and likely future return on capital in the markets it may choose to enter. Will Quiz have a competitive edge over its rivals in those markets? Value-based management draws on the analytical techniques developed in finance and combines them with disciplines such as strategy and resource management to analyse whether value is being/will be created or destroyed (Chapters 14 and 15). At the centre of value-based management is recognition of the need to produce a return on capital devoted to an activity commensurate with the risk. Establishing the minimum required return is the ‘cost of capital’ issue (Chapter 16). Quiz might consider buying another company (mergers are covered in Chapter 20) and so being able to value business units, companies and shares is very useful (Chapter 17). Then there is the question of the proportion of annual profits that should be paid out as dividends or retained for reinvestment (Chapter 19).

	
Managing risk. Quiz is faced with many operational risks, e.g. perhaps it will fail to strike a chord with consumers in Spain or America. There are some risks the firm has to accept, including these operational risks. However, there are many others that can be reduced by taking a few simple steps. For example, the risk of a rise in interest rates increasing the cost of borrowings, thus wiping out profits, can be reduced/eliminated by changing the capital structure; raising additional equity and using this to reduce debt (Chapter 18). Derivative financial instruments can be used to reduce interest rate risk (Chapter 21) or exchange rate risk. Quiz will be selling a significant proportion of its clothing in currencies other than sterling but may have costs in other currencies. Currency shifts can have a large impact on profits (Chapter 22).





These are just a few of the financial issues that have to be tackled by the modern finance manager and trying to understand and then answer these questions forms the basis for this book.








Student learning features

Each chapter has the following elements to help the learning process:




	
Learning objectives This section sets out the competencies expected to be gained by reading the chapter.

	
Introduction Intended to engage the attention of the reader, this discusses the importance and relevance of the topic to real business decisions.

	
Worked examples New techniques are illustrated in the text, with sections which present problems, followed by detailed answers.

	
Mathematical explanations Students with limited mathematical ability should not be put off by this text. The basics are covered early and in a simple style. New skills are fully explained and illustrated, as and when required.

	
Case studies and articles Extracts from recent articles from the Financial Times, company annual reports and other sources are used to demonstrate the arguments in the chapter, to add a different dimension to an issue, or to show that this sort of decision is being made in day-to-day business.

	
Key points and concepts An outline is given of the essentials of what has been covered; new concepts, jargon and equations are summarised for easy reference.

	
References and further reading One of the features of this text is the short commentaries included with the list of articles and books referred to. These allow students to be selective in their follow-up reading. Whether a particular article takes a high-level, algebraic and theoretical approach or is an easy-to-read introduction to the subject is highlighted, permitting the student to decide whether the article is of interest.

	
Websites A useful list of websites is also included.

	
Self-review questions These short questions are designed to prompt the reader to recall the main elements of the topic. They can act as a revision aid and highlight areas requiring more attention.

	
Questions and problems These vary in the amount of time required, from 5 minutes to 45 minutes or more. Many are taken from university second year and final year undergraduate examinations, and MBA module examinations. They allow the student to demonstrate a thorough understanding of the material presented in the chapter. Some of these questions necessitate the integration of knowledge from previous chapters with the present chapter. The answers to many of the questions can be found on the website for the book www.pearsoned.co.uk/arnold.

	
Assignments These are projects which require the reader to investigate real-world practice in a firm and relate this to the concepts and techniques learned in the chapter. These assignments can be used both as learning aids and as a way of helping students to examine the relationship between current practice and finance theory and frameworks.

	
Recommended case studies A list of case studies relevant to the chapter material is provided. These are drawn from the Harvard Business School website.





At the end of the book there are also the following elements:




	
Appendices Appendices give a future value table (Appendix I), present value table (Appendix II), present value of annuity table (Appendix III), future value of an annuity (Appendix IV), areas under the standardised normal distribution (Appendix V), answers to questions in Chapter 2, and Appendix 2.1 reviewing mathematical tools for finance (Appendix VI). 

	
Glossary There is an extensive Glossary of terms, allowing the student quickly to find the meaning of new technical terms or jargon.

	
Bibliography There is also a Bibliography of references for further reading.





Also on the Companion Website (found at www.pearsoned.co.uk/arnold) there are the following downloadable resources:




	Answers to the numerical questions and problems – with the exception of those question numbers followed by an asterisk (*) which are answered in the instructor’s manual.

	Supporting spreadsheets for Chapters 2, 3, 7, 11 & 16.








Support for lecturers

Go to www.pearsoned.co.uk/arnold to access:




	Over 800 PowerPoint slides.

	Instructor’s manual.

	A link to MyLab Finance.






Instructor’s manual

This contains:




	Supplementary material for chapters, including learning objectives and key points and concepts listings.

	A multiple-choice question bank (also available on the website).

	Answers to the questions and problems marked with an asterisk * in the book.








Target readership

The book is aimed at second/final year undergraduates of accounting and finance, business/management studies, banking and economics, as well as postgraduate students on MBA/MSc courses in the UK, Europe and the rest of the world. It would be helpful if the student has an elementary knowledge of statistics, algebra, accounting and microeconomics, but this is not essential.

The practising manager, whether or not a specialist in financial decision making, should find the book useful – not least to understand the language and concepts of business and financial markets.

Students studying for examinations for the professional bodies will benefit from this text. The material is valuable for those working towards a qualification of one of the following organisations:




	CFA Institute

	Association of Corporate Treasurers

	Institute of Chartered Accountants in England and Wales

	Institute of Chartered Accountants of Scotland

	Chartered Institute of Public Finance and Accountancy

	Association of Chartered Certified Accountants

	Chartered Institute of Management Accountants

	Institute of Chartered Secretaries and Administrators

	The London Institute of Banking & Finance

	British Bankers Association








The applicability of finance knowledge for all organisations

Most of the theories and practical examples in the book are directed at businesses operating in a competitive market environment. However, the fundamental principles revealed by the logic and frameworks of finance are applicable to organisations other than commercial firms such as non-profit organisations and public sector bodies, ranging from schools and hospitals to charities and churches. The principles contained within the book have validity and applicability to any organisation needing to make decisions involving finance.
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LEARNING OUTCOMES

At the end of this chapter the reader will have a balanced perspective on the purpose and value of the finance function, at both the corporate and the national level. More specifically, the reader should be able to:



	describe alternative views on the purpose of the business and show the importance to any organisation of clarity on this point;

	describe the impact of the divorce of corporate ownership from day-to-day managerial control;

	explain the role of the financial manager;

	detail the value of financial intermediaries;

	show an appreciation of the function of the major financial institutions and markets.








Introduction


Before getting carried away with specific financial issues and technical detail, it is important to gain a broad perspective by looking at the fundamental questions and the place of finance in the overall scheme of things. The finance function is a vital one, both within an individual organisation and for society as a whole. In the UK, for example, the financial services industry accounts for a larger proportion of national output than the whole of manufacturing industry. Banking, finance, insurance and other finance-related businesses produce about 12% of output. This compares with manufacturing’s 10% share, which is down from 30% of all production in 1970. There has been an enormous shift in demand and resources in recent decades. To some this is a cause of great alarm and regret but, given that this trend occurred at a time when free choice in the marketplace largely dictates what is produced, presumably there must be something useful that financial firms are providing. We will examine the key role played by financial intermediaries and markets in a modern economy, and how an efficient and innovative financial sector contributes greatly to the ability of other sectors to produce goods and services. One of the vital roles of the financial sector is to encourage the mobilisation of savings to put them to productive use through investment. Without a vibrant and adaptable financial sector all parts of the economy would be starved of investment and society would be poorer.

This chapter also considers the most fundamental question facing anyone trying to make decisions within an organisation: what is the objective of the business? Without clarity on this point it is very difficult to run a business in a purposeful and effective manner. The resolution of this question is somewhat clouded in the large, modern corporation by the tendency for the owners to be distant from the running of the enterprise. Professional managers are usually left in control and they have objectives which may or may not match those of the owners.

Finally, to help the reader become orientated, a brief rundown is given of the roles, size and activities of the major types of financial institutions and markets. A little bit of jargon busting early on will no doubt be welcomed.





The objective of the firm

Experian, widely regarded as one of the best-managed companies in the world, has a clear statement of its objective in its 2016 Annual Report – see Case study 1.1.



Case study 1.1 - Experian

‘Our business model is based on a set of substantial competitive advantages. Our strategy builds on and reinforces these advantages, so we can maximise the value we create for our shareholders in the long term.’

There follows a description of how they attempt to ‘maximise the value we create for shareholders in the long term’ by creating ‘significant value for society’ through offering services, including:



	Holding credit data on 918 million people and 107 million businesses. Thus, for example, credit reports can be obtained if an individual or a business is applying for a bank loan.

	Marketing data on 700 million people held and analysed so that companies can better understand customers.





Strategy follows clarity on the objective: ‘Our strategy is centred on delivering world-class expertise … [to] become the world leader in powering data-driven opportunities.’

Aims follow the strategy:



	To deliver … revenue growth consistently

	To operate our business efficiently and cost effectively

	
To generate good returns

	To deliver profit growth, while balancing investment in the business and shareholder returns

	To covert at least 90% of [profit] into operating cash flow

	To ensure Experian is a great place to work, attracting and retaining the best people

	To minimize as far as possible our impact on the environment





Source: Experian plc Annual Report 2016.





Notice that there is not a confusion of objectives (as there is in many companies) with no one knowing which of a long list of desirable outcomes is the dominant purpose of the firm. Experian does not confuse the objective with the strategy to be employed to achieve the objective. Many managerial teams believe that it is their objective to operate within a particular market or take particular actions. They seem unable to distinguish market positions or actions from the ultimate purpose for the existence of the organisation. This will not only lead to poor strategic decisions but frequently makes intelligent financial decisions impossible.

This book is all about practical decision making in the real world. When people have to make choices in the harsh environment in which modern businesses have to operate, it is necessary to be clear about the purpose of the organisation; to be clear about what objective is set for management to achieve. A multitude of small decisions is made every day; more importantly, every now and then major strategic commitments of resources are made. It is imperative that the management teams are aware of, respect and contribute to the fundamental objective of the firm in all these large and small decisions. Imagine the chaos and confusion that could result from the opposite situation where there is no clear, accepted objective. The outcome of each decision, and the direction of the firm, will become random and rudderless. One manager on one occasion will decide to grant long holidays and a shorter working week, believing that the purpose of the institution’s existence is to benefit employees; while on another occasion a different manager sacks ‘surplus’ staff and imposes lower wages, seeing the need to look after the owner’s interests as a first priority. So, before we can make decisions in the field of finance we need to establish what it is we are trying to achieve.





Exhibit 1.1 - A company has responsibilities to a number of interested parties
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You have probably encountered elsewhere the question, ‘In whose interests is the firm run?’ This is a political and philosophical as well as an economic question and many books have been written on the subject. Here we will provide a brief overview of the debate because of its central importance to making choices in finance. The list of interested parties in Exhibit 1.1 could be extended, but no doubt you can accept the point from this shortened version that there are a number of claimants on a firm.

Sound financial management is necessary for the survival of the firm and for its growth. Therefore all of these stakeholders, to some extent, have an interest in seeing sensible financial decisions being taken. Many business decisions do not involve a conflict between the objectives of each of the stakeholders. However, there are occasions when someone has to decide which claimants are to have their objectives maximised, and which are merely to be satisficed – that is, given just enough of a return to make their contributions.

There are some strong views held on this subject. The pro-capitalist economists, such as Friedrich Hayek and Milton Friedman, believe that making shareholders’ interests the paramount objective will benefit both the firm and society at large. This approach is not quite as extreme as it sounds because these thinkers generally accept that unbridled pursuit of shareholder returns, to the point of widespread pollution, murder and extortion, will not be in society’s best interest and so add the proviso that maximising shareholder wealth is the desired objective provided that firms remain within ‘the rules of the game’. This includes obeying the laws and conventions of society, and behaving ethically and honestly.

At the opposite end of the political or philosophical spectrum are the left-wing advocates of the primacy of workers’ rights and rewards. The belief here is that labour should have its rewards maximised. The employees should have all that is left over, after the other parties have been satisfied. Shareholders are given just enough of a return to provide capital, suppliers are given just enough to supply raw materials and so on.

Standing somewhere in the middle are those keen on a balanced stakeholder approach. Here the (often conflicting) interests of each of the claimants are somehow maximised but within the constraints set by the necessity to compromise in order to provide a fair return to the other stakeholders.





Some possible objectives

A firm can choose from an infinitely long list of possible objectives. Some of these will appear noble and easily justified; others remain hidden, implicit, embarrassing, even subconscious. The following represent some of the most frequently encountered.



	
Achieving a target market share In some industrial sectors to achieve a high share of the market gives high rewards. These may be in the form of improved profitability, survival chances or status. Quite often the winning of a particular market share is set as an objective because it acts as a proxy for other, more profound objectives, such as generating the maximum returns to shareholders. On other occasions matters can get out of hand and there is an obsessive pursuit of market share with only a thin veneer of shareholder wealth espousement.

	
Keeping employee agitation to a minimum Here, return to the organisation’s owners is kept to a minimum necessary level. All surplus resources are directed to mollifying employees. Managers would be very reluctant to admit publicly that they place a high priority on reducing workplace tension, encouraging peace by appeasement and thereby, it is hoped, reducing their own stress levels, but actions tend to speak louder than words.

	
Survival There are circumstances where the overriding objective becomes the survival of the firm. Severe economic or market shock may force managers to focus purely on short-term issues to ensure the continuance of the business. In firefighting they end up paying little attention to long-term growth and return to owners. However, this focus is clearly inadequate in the long run – there must be other goals. If survival were the only objective then putting all the firm’s cash reserves into a bank savings account might be the best option. When managers say that their objective is survival, what they generally mean is the avoidance of large risks which endanger the firm’s future. This may lead to a greater aversion to risk, and a rejection of activities that shareholders might wish the firm to undertake. Shareholders are in a position to diversify their investments: if one firm goes bankrupt they may be disappointed but they have other companies’ shares to fall back on. However, the managers of that one firm may have the majority of their income, prestige and security linked to the continuing existence of that firm. These managers may deliberately avoid high-risk/high-return investments and therefore deprive the owners of the possibility of large gains.

	
Creating an ever-expanding empire This is an objective which is rarely discussed openly, but it seems reasonable to propose that some managers drive a firm forward, via organic growth or mergers, because of a desire to run an ever-larger enterprise. Often these motives become clearer with hindsight; when, for instance, a firm meets a calamitous end the post-mortem often reveals that profit and efficiency were given second place to growth. The volume of sales, number of employees or overall stock market value of the firm have a much closer correlation with senior executive salaries, perks and status than do returns to shareholder funds. This may motivate some individuals to promote growth.

	
Maximisation of profit This is a much more acceptable objective, although not everyone would agree that maximisation of profit should be the firm’s purpose.

	
Maximisation of long-term shareholder wealth While many commentators concentrate on profit maximisation, finance experts are aware of a number of drawbacks of profit. The maximisation of the returns to shareholders in the long term is considered to be a superior goal. We look at the differences between profit maximisation and wealth maximisation later.





This list of possible objectives can easily be extended but it is not possible within the scope of this book to examine each of them. Suffice it to say, there can be an enormous variety of objectives and significant potential for conflict and confusion. We have to introduce some sort of order.



The assumed objective for finance

The company should make investment and financing decisions with the aim of maximising long-term shareholder wealth. Throughout the remainder of this book we will assume that the firm gives primacy of purpose to the wealth of shareholders. This assumption is made mainly on practical grounds, but there are respectable theoretical justifications too.



The practical reason

If one may assume that the decision-making agents of the firm (managers) are acting in the best interests of shareholders then decisions on such matters as which investment projects to undertake, or which method of financing to use, can be made much more simply. If the firm has a multiplicity of objectives, imagine the difficulty in deciding whether to introduce a new, more efficient machine to produce the firm’s widgets, where the new machine will both be more labour efficient (thereby creating redundancies) and eliminate the need to buy from one half of the firm’s suppliers. If one focuses solely on the benefits to shareholders, a clear decision can be made. This entire book is about decision-making tools to aid those choices. These range from whether to produce a component in-house, to whether to take over another company. If for each decision scenario we have to contemplate a number of different objectives or some vague balance of stakeholder interests, the task is going to be much more complex. Once the basic decision-making frameworks are understood within the tight confines of shareholder wealth maximisation, we can allow for complications caused by the modification of this assumption. For instance, shareholder wealth maximisation is clearly not the only consideration motivating actions of organisations such as the Co-operative Group, with publicly stated ethical principles and a goal of benefiting its members. The John Lewis Partnership has been a very successful employee-owned company, but recognises the need for a rational financial decision-making framework with a lot of power given to the Board and the executive directors – see Exhibit 1.2.






Exhibit 1.2 - John Lewis: trouble in store





by Michael Skapinker and Andrea Felsted


Joanne Griffiths has come from St Albans to do some shopping. “I like John Lewis a lot,” she says. “Everyone seems to be very civilised.” She knows the staff own the company. “They have a vested interest,” she says.


John Lewis, founded in 1864 is one of the UK’s best-loved companies. In the past year, it was named most admired British company for honesty and trust in an Ipsos Mori survey. It regularly comes at or near the top of customer satisfaction surveys. It sees itself, and is widely seen, as courteous, organised, high-quality but good value.


It is the UK’s largest employee-owned business and one of the most successful in the world. Its central purpose is painted on the wall of the Cambridge branch as you walk up the stairs from what, in any other company, would be the staff entrance. Here it is the partners’ entrance. The 93,800 people who work in the organisation are called partners.


Managers remind you of the partnership’s purpose whenever they talk about the business. They recite it reverentially, parsing its component phrases. “The partnership’s ultimate purpose is the happiness of all its members through their worthwhile and satisfying employment in a successful business.”


Many of the John Lewis partners are happy enough to stay for decades. Some wear badges showing their last decade of completed service: a “10” badge or a “20”. David Mayo wears a “50” badge…. he remembers a sign in his early days that said “The customer is always right”. But the partners are not there principally for the customers. The partners are there to be happy — and their happiness comes from working in a business that is successful because you, the customer, are so pleased with the quality and the service the partners provide. Except the partners’ happiness has taken a dip. In this year’s confidential online survey, 71 per cent of those who responded said they were satisfied with their jobs, down a percentage point from last year, and 81 per cent said John Lewis was a good place to work, down from 86 per cent. To most employers, these would be outstanding results. But this is not a company owned by outside shareholders or a distant founding family. This is a partnership — and 29 per cent, nearly one-third, were not satisfied working at the company they owned.


Charlie Mayfield, chairman: “I think people sometimes view the partnership as some land of milk and honey where nothing bad ever happens,” he says of staff complaints. “And it always makes me smile in a wry way because it really, really does a disservice to the vigorous and constant debate that goes on within the partnership about how we’re performing and where we need to do better. This is a very self-critical organisation and that’s actually an enormous strength.”


John Lewis’s democratic structures hold the top managers to account, he says. The chairman is appointed by his predecessor but partners elect five members of the 15-member partnership board, which approves big policy decisions, and they vote for 66 members of the 85-member partnership council, which holds the chairman to account. “Fundamentally, we own this business and so we’re all concerned about how it’s performing,” Mayfield says. “That sometimes makes for slightly uncomfortable times but, much more importantly, it’s a strength which ensures that we don’t get complacent and sit back and think we’re very clever and we’ve got it all.”
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The theoretical reasons

The ‘contractual theory’ views the firm as a network of contracts, actual and implicit, which specifies the roles to be played by various participants in the organisation. For instance, the workers make both an explicit (employment contract) and an implicit (show initiative, reliability, etc.) deal with the firm to provide their services in return for salary and other benefits, and suppliers deliver necessary inputs in return for a known payment. Each party has well-defined rights and pay-offs. Most of the participants bargain for a limited risk and a fixed pay-off. Banks, for example, when they lend to a firm, often strenuously try to reduce risk by making sure that the firm is generating sufficient cash flow to repay, that there are assets that can be seized if the loan is not repaid. The bankers’ bargain, like that of many of the parties, is a low-risk one and so, the argument goes, they should be rewarded with just the bare minimum for them to provide their service to the firm. Shareholders, on the other hand, are asked to put money into the business at high risk. The deal here is, ‘You give us your £10,000 nest egg that you need for your retirement and we, the directors of the firm, do not promise that you will receive a dividend or even see your capital again. We will try our hardest to produce a return on your money but we cannot give any guarantees. Sorry.’ Thus the firm’s owners are exposed to the possibilities that the firm may become bankrupt and all will be lost. Because of this unfair balance of risk between the different potential claimants on a firm’s resources it seems reasonable that the owners should be entitled to any surplus returns which result after all the other parties have been satisfied.


Another theoretical reason hinges on the practicalities of operating in a free market system. In such a capitalist system, it is argued, if a firm chooses to reduce returns to shareholders because, say, it wishes to direct more of the firm’s surplus to the workers, then this firm will find it difficult to survive. Some shareholders will sell their shares and invest in other firms more orientated towards their benefit. In the long run those individuals who do retain their shares may be amenable to a take-over bid from a firm which does concentrate on shareholder wealth creation. The acquirer will anticipate being able to cut costs, not least by lowering the returns to labour. In the absence of a takeover the company would be unable to raise more finance from shareholders and this might result in slow growth and liquidity problems and possibly corporate death, throwing all employees out of work.

For over 200 years it has been argued that society is best served by businesses focusing on returns to the owner. Adam Smith (1776) expressed the argument very effectively:

The businessman by directing … industry in such a manner as its produce may be of the greatest value, intends only his own gain, and he is in this, as in many other cases, led by an invisible hand to promote an end which was no part of his intention. Nor is it always the worse for society that it was no part of it. By pursuing his own interest he frequently promotes that of the society more effectually than when he really intends to promote it. I have never known much good done by those who affected to trade for the public good. It is an affectation, indeed, not very common among merchants.

Source: Adam Smith, The Wealth of Nations, 1776, p. 400.

Adam Smith’s objection to businessmen affecting to trade for the public good is echoed in Michael Jensen’s writings in which he attacks the stakeholder approach (and its derivative, the Balanced Scorecard of Kaplan and Norton (1996)). His main worry is the confusion that results from having a multiplicity of targets to aim for, but he also takes a sideswipe at managers who are able to use the smokescreen of the stakeholder approach to cloak their actions in pursuit of benefits for themselves, or their pet ‘socially beneficial’ goals:

Stakeholder theory effectively leaves managers and directors unaccountable for their stewardship of the firm’s resources … [it] plays into the hands of managers by allowing them to pursue their own interests at the expense of the firm’s financial claimants and society at large. It allows managers and directors to devote the firm’s resources to their own favorite causes – the environment, arts, cities, medical research – without being held accountable … it is not surprising that stakeholder theory receives substantial support from them.

Source: Jensen, 2001.

However, Jensen goes on to say that companies cannot create shareholder value if they ignore important constituencies. They must have good relationships with customers, employees, suppliers, government and so on. This is a form of corporate social responsibility (CSR), within an overall framework of shareholder wealth maximisation. (Some of the CSR officers, consultants and departments take this a stage further to a belief that the firm must balance all the stakeholder interests to fulfil its social role – something Jensen disagrees with.) Exhibit 1.3 illustrates one of the outcomes of the pressure applied by shareholders, who, despite being keenly interested in the returns generated from the shares they hold, nevertheless want companies to act responsibly with regard to educating the poorest, climate change, access by African malaria patients to medicines, etc. They are acutely aware of reputational risk, the potential backlash against ‘heartless capitalists’, and litigation, but there are more positive reasons for the shift: people working within organisations are more committed if they feel the firm is ‘a force for good in the world’. This is a way to attract and retain good staff, leading to improved business performance. A similar positive opinion about the firm can be generated in the minds of customers, encouraging sales.

Also, simply to tell people to maximise shareholder value may not be enough to motivate them to deliver value. They must be turned on by a vision or a strategy, e.g. to put a PC on every desk, to produce a drug to cure AIDs or to build a state-of-the-art aeroplane. Shareholder value can measure how successful you are, but it does not create superior vision or strategy – you need additional (but subsidiary) goals and measures.




Exhibit 1.3 - Fortune 500 companies spend more than $15bn on corporate responsibility



by: Alison Smith

US and UK companies in the Fortune Global 500 spend $15.2bn a year on corporate social responsibility (CSR) activities, according to the first report to quantify this spending.

The research, carried out by economic consulting firm EPG, found that there was a clear difference in how US and British companies approached CSR.

In-kind donations, such as donating free drugs to health programmes or giving free software to universities, accounted for 71 per cent of the $11.95bn US spending on CSR.

Oracle, for example, which is one of the biggest CSR spenders, grants its software to secondary schools, colleges and universities in about 100 countries.

Cash contributions were just 16 per cent of the US total, with employee involvement and fundraising making up the remaining 13 per cent.

In the UK, while donating goods and services in kind was the largest component of the $3.25bn CSR activity, it totalled just 46 per cent of the total. Employee volunteering and fundraising made up 34 per cent and cash contributions 20 per cent.

Life assurance group Prudential involved employee volunteers in delivering an education programme to children in an impoverished community in central Jakarta.

Drugs companies are particularly prominent in CSR activity, with Merck and Johnson & Johnson being among the six groups providing almost two-thirds of the US CSR spend, while London-listed AstraZeneca and GlaxoSmithKline were two of the four companies accounting for more than three-quarters of the British total.

The findings will give fresh impetus to the debate about how far companies can persuade investors to see the value in CSR activity.

A survey last year of 1,000 chief executives by the UN Global Compact and Accenture, the consultancy, suggested that the landscape had become harsher. In 2013, 37 per cent of bosses said the lack of a clear link to business value was a critical factor in deterring them from faster action on sustainability – about twice the number who had cited the failure to identify such a link back in 2007. Mr Ioannou says there can be a wide range of investor reaction to sustainability initiatives, but sees some grounds for encouragement.

“Transient investors may not care, but long-term shareholders increasingly see environmental and social governance as a key indicator in terms of investment.

“Back in the 1990s, analysts might put a “sell” recommendation on companies with a strong CSR rating as they saw it as wasting investors’ money. But that negative impact has been neutralised in more recent years, and some analysts now view CSR activity more positively.”

Mr Pota argues that provided CSR spending is aligned to the company’s business model, investors can see it is a matter of enlightened self-interest. “It’s a matter of how you articulate it to shareholders,” he says, adding that talking about it in terms of “global citizenship and sustainability” can help investors appreciate its value
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Exhibit 1.4 - Forget how the crow flies



If you want to go in one direction, the best route may involve going in the other. Paradoxical as it sounds, goals are more likely to be achieved when pursued indirectly. So the most profitable companies are not the most profit-oriented, and the happiest people are not those who make happiness their main aim. The name of this idea? Obliquity

By John Kay

… I once said that Boeing’s grip on the world civil aviation market made it the most powerful market leader in world business. Bill Allen was chief executive from 1945 to 1968, as the company created its dominant position. He said that his spirit and that of his colleagues was to eat, breathe, and sleep the world of aeronautics. ‘The greatest pleasure life has to offer is the satisfaction that flows from participating in a difficult and constructive undertaking’, he explained …

The company’s largest and riskiest project was the development of the 747 jumbo jet. When a non-executive director asked about the expected return on investment, he was brushed off: there had been some studies, he was told, but the manager concerned couldn’t remember the results.

It took only 10 years for Boeing to prove me wrong in asserting that its market position in civil aviation was impregnable. The decisive shift in corporate culture followed the acquisition of its principal US rival, McDonnell Douglas, in 1997. The transformation was exemplified by the CEO, Phil Condit. The company’s previous preoccupation with meeting ‘technological challenges of supreme magnitude’ would, he told Business Week, now have to change. ‘We are going into a value-based environment where unit cost, return on investment and shareholder return are the measures by which you’ll be judged. That’s a big shift.’

The company’s senior executives agreed to move from Seattle, where the main production facilities were located, to Chicago. More importantly, the more focused business reviewed risky investments in new civil projects with much greater scepticism. The strategic decision was to redirect resources towards projects for the US military that involved low financial risk. Chicago had the advantage of being nearer to Washington, where government funds were dispensed.

So Boeing’s civil order book today lags behind that of Airbus, the European consortium whose aims were not initially commercial but which has, almost by chance, become a profitable business…. And what was the market’s verdict on the company’s performance in terms of unit cost, return on investment and shareholder return? Boeing stock, $48 when Condit took over, rose to $70 as he affirmed the commitment to shareholder value; by the time of his enforced resignation in December 2003 it had fallen to $38 …

At Boeing, the attempt to focus on simple, well defined objectives proved less successful than management with a broader, more comprehensive conception of objectives …

Obliquity gives rise to the profit-seeking paradox: the most profitable companies are not the most profit-oriented. Boeing illustrates how a greater focus on shareholder returns was self-defeating in its own narrow terms …

Collins and Porras compared the philosophy of George Merck (‘We try never to forget that medicine is for the people. It is not for the profits. The profits follow, and if we have remembered that, they have never failed to appear. The better we have remembered it, the larger they have been’) with that of John McKeen of Pfizer (‘So far as humanly possible, we aim to get profit out of everything we do’).

The individuals who are most successful at making money are not those who are most interested in making money. This is not surprising. The principal route to great wealth is the creation of a successful business, and building a successful business demands exceptional talents and hard work. There is no reason to think these characteristics are associated with greed and materialism: rather the opposite. People who are obsessively interested in money are drawn to get-rich-quick schemes rather than to business opportunities, and when these schemes come off, as occasionally they do, they retire to their villas in the sun …

Although we crave time for passive leisure, people engaged in watching television reported low levels of contentment. Csikszentmihalyi’s systematic finding is that the activities that yield the highest for satisfaction with life require the successful performance of challenging tasks.

(Also see Kay, J. (2010) Obliquity, Profile Books.)
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John Kay also points out that firms going directly for ‘shareholder value’ may actually do less well for shareholders than those that focus on vision and excellence first and find themselves shareholder wealth maximisers in an oblique way. He argues that Boeing, in the 1990s, sacrificed its vision of being a company always on the cutting edge of commercial plane design, breaking through technological and marketplace barriers. This reduced the vibrancy of the pioneering spirit of the organisation, as it refocused on short-term financial performance measures – see Exhibit 1.4. However, it is possible to argue that Boeing’s managers in the 1990s were not, in fact, shareholder wealth maximisers because they forgot the crucial ‘long-term’ focus. Being daring and at the cutting edge may be risky, but it often leads to the highest long-term shareholder wealth. Concentrating on short-term financial goals and presenting these as shareholder wealth-maximising actions can lead to slow pace and market irrelevance. So, being too fastidious in requiring immediately visible and quantifiable returns in an uncertain world can result in the rejection of extremely valuable projects that require a leap into the unknown by a team of enthusiasts. Where would Google be today if, when it was starting out, it had required a positive number popping out of a rigorous financial analysis of the prospects for its search engine when the internet was relatively primitive? John Mackey, founder of Whole Foods Market, is an obliquity man – see Exhibit 1.5.



In an interview in 2003 Milton Friedman focused on the main benefit of encouraging businesses to pursue high returns for owners. He said that this results in the best allocation of investment capital among competing industries and product lines. This is good for society because consumers end up with more of what they want because scarce investment money is directed to the best uses, producing the optimum mix of goods and services. ‘The self-interest of employees in retaining their jobs will often conflict with this overriding objective.’ He went on:

the best system of corporate governance is one that provides the best incentives to use capital efficiently…. You want control … in the hands of those who are residual recipients [i.e. shareholders bear the residual risk when a company fails] because they are the ones with the direct interest in using the capital of the firm efficiently.

Source: Simon London, Financial Times Magazine, 7 June 2003, p. 13.



Exhibit 1.5 - John Mackey, Whole Foods Market


by: Andrew Hill

In his Patagonia-brand fleece, purple shirt and trainers, you might easily guess that 59-year-old Mr Mackey had devoted his hippy-era sense of purpose to three and a half decades running just the natural foods store he and his girlfriend set up in Austin, Texas, after college. But he went far further. That small store was the precursor to what is now a global network, still expanding, of nearly 350 shops – cornucopian temples, stuffed with a variety of carefully sourced and lovingly displayed produce – in the US, Canada and the UK, that employ 80,000 staff.

An increasing amount of his energy is also feeding into “conscious capitalism”, a non-profit “movement”, in Mr Mackey’s words, to persuade businesses to adopt “a higher purpose” and create value for suppliers, staff and local communities, not just shareholders.

Critics, who include some devotees of the shops, find it hard to stomach the contradiction between a voraciously acquisitive and highly profitable Nasdaq-listed retailer with annual sales of $12bn and an idealistic philosophy that insists profit should be only one of several goals of business. But Mr Mackey insists “conscious” businesses grow faster, are more efficient and outperform their less self-aware peers because they foster greater loyalty among employees, suppliers and customers. In any case, he has long made clear that contradictions are part of his, and human, nature; and in person he comes across as both a visionary and a pragmatist. On a visit to Whole Foods’ largest store, in London’s Kensington, he talks about “trying to do something that helps and contributes, so that humanity and this planet can continue to evolve in a constructive way”.

As for profits, he and co-author Raj Sisodia explain in their book Conscious Capitalism that they provide “the capital our world needs to innovate and progress – no profits, no progress”. For Mr Mackey, size is a real asset in his quest. He reacts strongly to the suggestion companies such as Whole Foods risk losing their values as they get larger: “It’s not true: it’s the exact opposite. People that want to believe that do so because they think big corporations are evil … If you have a mental model that says big corporations are fundamentally greedy and selfish and exploitative, you don’t really want to have an exception to that model. It’s much easier to say, yes, Whole Foods has been corrupted. But the fact is, it’s exactly the opposite: we are more conscious as an organisation, we have a much more positive impact in the world today than we did 10 years ago.”

Mr Mackey continues to have faith in the group’s decentralised structure: self-managed teams – a dozen in a big store such as Kensington – that “elect” new members by a two-thirds vote, share productivity gains and regulate behaviour within the team.
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One final and powerful reason for advancing shareholders’ interests above all others (subject to the rules of the game) is very simple: they own the firm and therefore deserve any surplus it produces. The Companies Act 2006 reinforces this by stating that directors’ primary duty is to promote the success of the company for the benefit of its members, that is, the shareholders. Yet in the fulfilment of that duty directors should have regard to the interests of employees, suppliers, customers, the environment and corporate reputation. Thus in closing a factory, say, the interests of shareholders trump those of employees, but the latter concerns should not be completely ignored. The Economist presents a series of arguments in favour of shareholder supremacy in Exhibit 1.6.



Exhibit 1.6 - The good company


Companies today are exhorted to be ‘socially responsible’. What, exactly, does this mean?

It will no longer do for a company to go quietly about its business, telling no lies and breaking no laws, selling things that people want, and making money. That is so passé. Today, all companies, but especially big ones, are enjoined from every side to worry less about profits and be socially responsible instead. Surprisingly, perhaps, these demands have elicited a willing, not to say avid, response in enlightened boardrooms everywhere. Companies at every opportunity now pay elaborate obeisance to the principles of corporate social responsibility. They have CSR officers, CSR consultants, CSR departments, and CSR initiatives coming out of their ears. A good thing, too, you might think. About time. What kind of idiot or curmudgeon would challenge the case for businesses to behave more responsibly? Thank you for asking.

Cynics and believers

The practices that caring, progressive CEOs mention when speaking at conferences on CSR come in all shapes and sizes. Treat your employees well; encourage loyalty among your customers and suppliers; avoid investing in ‘unethical’ industries, or in countries where workers are paid low wages or denied decent benefits; take care to save energy and recycle used envelopes; and so on. The range of such policies makes it hazardous to generalise. Some of them advance the interests of shareholders and of the wider world as well; others make everyone, except the office bureaucrats paid to dream them up, worse off. Motives vary too. Some CSR advocates are cynics: they pay lip service to the idea but are chuckling quietly. Others are true believers, born-again champions of a kinder, gentler capitalism.

The one thing that all the nostrums of CSR have in common is that they are based on a faulty – and dangerously faulty – analysis of the capitalist system they are intended to redeem. Admittedly, CSR is now so well entrenched and amply funded that to complain about it may be pointless. We are concerned that it may even be a socially irresponsible use of scarce newsprint. Nonetheless, if businessmen had a clearer understanding of the CSR mindset and its defects, they would be better at their jobs and everybody else would be more prosperous.

Simply put, advocates of CSR work from the premise that unadorned capitalism fails to serve the public interest. The search for profit, they argue, may be a regrettable necessity in the modern world, a sad fact of life if there is to be any private enterprise. But the problem is that the profits of private enterprise go exclusively to shareholders. What about the public good? Only if corporations recognise their obligations to society – to ‘stakeholders’ other than the owners of the business – will that broader social interest be advanced. Often, governments can force such obligations on companies, through taxes and regulation. But that does not fully discharge the enlightened company’s debt to society. For that, one requires CSR.

This is wrong. The goal of a well-run company may be to make profits for its shareholders, but merely in doing that – provided it faces competition in its markets, behaves honestly and obeys the law – the company, without even trying, is doing good works. Its employees willingly work for the company in exchange for wages; the transaction makes them better off. Its customers willingly pay for the company’s products; the transaction makes them better off also. All the while, for strictly selfish reasons, well-run companies will strive for friendly long-term relations with employees, suppliers and customers. There is no need for selfless sacrifice when it comes to stakeholders. It goes with the territory.

Thus, the selfish pursuit of profit serves a social purpose. And this is putting it mildly. The standard of living people in the West enjoy today is due to little else but the selfish pursuit of profit. It is a point that Adam Smith emphasised in ‘The Wealth of Nations’: ‘It is not from the benevolence of the butcher, the brewer, or the baker, that we expect our dinner, but from their regard to their own interest.’ This is not the fatal defect of capitalism, as CSR-advocates appear to believe; it is the very reason capitalism works.

Maybe so, those advocates might reply, but perhaps the system would work even better if there were a bit more benevolence in the boardroom and a bit less self-interest. In some cases, that might be so, but in general (as Smith also noted) one should be wary of businessmen proclaiming their benevolence. A question to ask of all outbreaks of corporate goodness is, who is paying? Following the Indian Ocean tsunami, many companies made generous donations to charities helping the victims. There could be no worthier cause – but keep in mind that, in the case of public companies, the managers authorising those donations were giving other people’s money, not their own. Philanthropy at others’ expense, even in a cause as good as that one, is not quite the real thing.

All things considered, there is much to be said for leaving social and economic policy to governments. They, at least, are accountable to voters. Managers lack the time for such endeavours, or should do. Lately they have found it a struggle even to discharge their obligations to shareholders, the people who are paying their wages. If they want to make the world a better place – a commendable aim, to be sure – let them concentrate for the time being on that.
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This is not the place to advocate one philosophical approach or another which is applicable to all organisations at all times. Many organisations are clearly not shareholder wealth maximisers and are quite comfortable with that. Charities, government departments and other non-profit organisations are fully justified in emphasising a different set of values to those espoused by the commercial firm. The reader is asked to be prepared for two levels of thought when using this book. While it focuses on corporate shareholder wealth decision making, it may be necessary to make small or large modifications to be able to apply the same frameworks and theories to organ-isations with different goals.

However, beware of organisations that try to balance a number of objectives. Take, for example, football clubs that have floated on the stock market. They have at least two parties to satisfy: (i) shareholders looking for good return on their savings: (ii) fans looking for more spending on players and lower ticket prices. It is very difficult to satisfy both – hence the dramatic tensions and suspicions at so many clubs.







What is shareholder wealth?

Maximising wealth can be defined as maximising purchasing power. The way in which an enterprise enables its owners to indulge in the pleasures of purchasing and consumption is by paying them dividends. The promise of a flow of cash in the form of dividends is what prompts investors to sacrifice immediate consumption and hand over their savings to a management team through the purchase of shares. Shareholders are interested in a flow of dividends over a long time horizon and not necessarily in a quick payback. Take the electronics giant Philips: it could raise vast sums for short-term dividend payouts by ceasing all research and development (R&D) and selling off surplus sites. But this would not maximise shareholder wealth because, by retaining funds within the business, it is believed that new products and ideas, springing from the R&D programme, will produce much higher dividends in the future. Maximising shareholder wealth means maximising the flow of dividends to shareholders through time – there is a long-term perspective.





Profit maximisation is not the same as shareholder wealth maximisation

Profit is a concept developed by accountants to aid decision making, one decision being to judge the quality of stewardship shown over the owner’s funds. The accountant has to take what is a continuous process, a business activity stretching over many years, and split this into accounting periods of, say, a year, or six months. To some extent this exercise is bound to be artificial and fraught with problems. There are many reasons why accounting profit may not be a good proxy for shareholder wealth. Here are five of them:



	
Prospects Imagine that there are two firms that have reported identical profits but one firm is more highly valued by its shareholders than the other. One possible reason for this is that recent profit figures fail to reflect the relative potential of the two firms. The stock market will give a higher share value to the company which shows the greater future growth outlook. Perhaps one set of managers has chosen a short-term approach and raised profits in the near term but have sacrificed long-term prospects. One way of achieving this is to raise prices and slash marketing spend – over the subsequent year profits might be boosted as customers are unable to switch suppliers immediately. Over the long term, however, competitors will respond and profits will fall.

	
Risk Again two firms could report identical historic profit figures and have future prospects which indicate that they will produce the same average annual returns. However, one firm’s returns are subject to much greater variability and so there will be years of losses and, in a particularly bad year, the possibility of bankruptcy. Exhibit 1.7 shows two firms which have identical average profit but Volatile Joe’s profit is subject to much greater risk than that of Steady Eddie. Shareholders are likely to value the firm with stable income flows more highly than one with high risk.

	
Accounting problems Drawing up a set of accounts is not as scientific and objective as some people try to make out. There is plenty of scope for judgement, guesswork or even cynical manipulation. Imagine the difficulty facing the company accountant and auditors of a clothes retailer when trying to value a dress which has been on sale for six months. Let us suppose the dress cost the firm £50. Perhaps this should go into the balance sheet and then the profit and loss account will not be affected. But what if the store manager says that he can sell that dress only if it is reduced to £30, and contradicting him the managing director says that if a little more effort was made £40 could be achieved? Which figure is the person who drafts the financial accounts going to take? Profits can vary significantly depending on a multitude of small judgements like this.

	
Communication Investors realise and accept that buying a share is risky. However, they like to reduce their uncertainty and nervousness by finding out as much as they can about the firm. If the firm is reluctant to tell shareholders about such matters as the origin of reported profits, then investors generally will tend to avoid those shares. Fears are likely to arise in the minds of poorly informed investors: did the profits come from the most risky activities and might they therefore disappear next year? Is the company being used to run guns to unsavoury regimes abroad? The senior executives of large quoted firms spend a great deal of time explaining their strategies, sources of income and future investment plans to the large institutional shareholders to make sure that these investors are aware of the quality of the firm and its prospects. Firms that ignore the importance of communication and image in the investment community may be doing their shareholders a disservice as the share price might fall.

	
Additional capital Profits can be increased simply by making use of more shareholders’ money. If shareholders inject more money into the company or the firm merely retains profits (which belong to shareholders) their future profits can rise, but the return on shareholders’ money may fall to less than what is available elsewhere for the same level of risk. This is shareholder wealth destructive. For more on this see Chapter 14.





Exhibit 1.7 - Two firms with identical average profits but different risk levels
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Exhibit 1.8 shows what some leading European companies say about their objectives.



Exhibit 1.8 - What companies state as their objective


‘We are focussed on returning to growth in our chosen therapy areas through a science-led innovation strategy. This strategy is based on investing in three therapy areas, building a strong and balanced portfolio of primary care and speciality care medicines, and accelerating key R&D programmes. It also involves engaging in targeted business development and leveraging our strong global commercial presence, particularly in Emerging Markets.’

AstraZeneca Annual Report 2015

‘We focus on speciality food ingredients [and] bulk ingredients…. to deliver growing earnings, improving cash flow and rigorous capital allocation, and create value for shareholders.’

Tate and Lyle Annual Report 2016

‘Our strategy seeks to reinforce our position as a leader in the oil and gas industry, while helping to meet global energy demand in a responsible way. We aim to balance growth with returns, by growing our cash flow and delivering competitive returns through economic cycles, to finance a competitive dividend and fund future growth. Safety and environmental and social responsibility are at the heart of our activities.’

Royal Dutch Shell Annual Report 2015

Author’s note: This section took longer to complete than expected because most annual reports examined failed to state any objective for the organisation so the search for something to quote was extended. Perhaps this is the most telling fact to emerge!









Corporate governance

In theory the shareholders, being the owners of the firm, control its activities. In practice, the large modern corporation has a very diffuse and fragmented set of shareholders and control often lies in the hands of directors. It is extremely difficult to marshal thousands of shareholders, each with a small stake in the business, to push for change. Thus in many firms we have what is called a separation, or a divorce, of ownership and control. In times past the directors would usually be the same individuals as the owners. Today, however, less than 1% of the shares of most of the largest quoted firms is owned by the directors.

The separation of ownership and control raises worries that the management team may pursue objectives attractive to them, but which are not necessarily beneficial to the shareholders – this is termed ‘managerialism’ or ‘managementism’ – for example, raising their own pay or perks, expanding their empire, avoiding risky projects, boosting short-term results at the expense of long-term performance. This conflict is an example of the principal–agent problem. The principals (the shareholders) have to find ways of ensuring that their agents (the managers) act in their interests. This means incurring costs, ‘agency costs’, to (a) monitor managers’ behaviour, and (b) create incentive schemes and controls for managers to encourage the pursuit of shareholders’ wealth maximisation. These costs arise in addition to the agency cost of the loss of wealth caused by the extent to which prevention measures do not work and managers continue to pursue non-shareholder wealth goals.

Corporate governance means the system by which companies are managed and controlled. Its main focus is on the responsibilities and obligations placed on the executive directors and the non-executive directors, and on the relationships between the firm’s owners, the board of directors and the top tier of managers. The interaction between these groups leads to the defining of the corporate objective, the placing of constraints on managerial behaviour and the setting of targets and incentive payments based on achievement.

The board of directors has the responsibility of overseeing the company, acting as a check on managerialism, so that shareholders’ best interests are appropriately prioritised. The board sets company-wide policy and strategic direction, leaving the executive directors to manage day-to-day activities. It also decides who will be an executive director (subject to shareholder vote) and sets their pay. In addition, the board oversees the reporting of accounting results to shareholders. The board should also take a keen interest in the ethical behaviour of senior managers.



Annual general meeting

The board is expected to organise an annual general meeting (AGM) at which shareholders are encouraged by the directors to engage in dialogue with the directors, and can vote to change the board of directors if they are dissatisfied. Proxy votes may be assigned if a shareholder cannot attend, i.e. they ask someone else, usually the chairman of the company, to vote in a particular way on their behalf. In theory the shareholders can strongly influence the strategic and operational decisions. However, this power is usually weakened:



	The cost of attending a meeting (or even sending in a proxy form) outweighs the benefit for many shareholders, leading to many (most) votes being unused. (As an investor I attend AGMs, but I’m often the only shareholder there, other than company staff – Glen Arnold.)

	Many fund managers do not take their ‘ownership’ of stakes in a corporation seriously, and given that most shares quoted on public stock markets are now owned by institutional investors (e.g. pension funds, insurance funds), when faced with the issue of what to do with a poor board of directors and senior management, rather than acting to remove them, most fund managers find it easier simply to sell the shares and move on.







Corporate governance regulations

There is a considerable range of legislation and other regulatory pressures designed to encourage directors to act in shareholders’ interests. In the UK the Companies Act 2006 requires certain minimum standards of behaviour, as does the London Stock Exchange (LSE). For example, directors are forbidden to use their position to profit at the expense of shareholders, e.g. they cannot buy shares in their own company just before announcing unexpectedly high profits. There is the back-up of the financial industry regulator, the Financial Conduct Authority (FCA) and the Financial Reporting Council (FRC), an accounting body.

Following a number of financial scandals, guidelines of best practice in corporate governance were issued. These are now consolidated in the UK Corporate Governance Code, which is backed by the FCA, the LSE and the FRC.

Under the code, directors of companies with a premium listing1 on the Main Market of the LSE are required to state in the annual report how the principles of the code have been applied. If the principles have not been followed they have to state why – the ‘comply or explain’ approach. The principles include:



	The board should include a balance of executive and non-executive directors (and in particular independent2 non-executive directors) such that no individual or small group of individuals can dominate the board’s decision taking. For large companies (the largest 350 on the LSE) at least half the board, excluding the chairman, should comprise non-executive directors determined by the board to be independent. Smaller companies should have at least two independent non-executive directors. The independent non-executive directors can act as a powerful counterweight to the executive directors. These directors are not full-time and not concerned with day-to-day management. They may be able to take a broader view than executive directors, who may become excessively focused on detail. The experienced individuals who become non-executive directors are not expected to be dependent on the director’s fee for income and can therefore afford to be independently minded. They are expected to ‘constructively challenge and help develop proposals on strategy … scrutinize the performance of management in meeting agreed goals and objectives and monitor the reporting of performance’ (The UK Code at www.frc.org.uk, p. 9).

	No one individual on the board should be able to dominate and impose their will. The running of the board of directors (by a chairman) should be a separate responsibility conducted by a person who is not also responsible for running the business, i.e. the chief executive officer (CEO) or managing director (MD). This is frequently ignored in practice, which is permitted, if a written justification is presented to shareholders.

	There should be transparency on directors’ remuneration, requiring a remuneration committee consisting exclusively of non-executive directors, independent of management. No director should be involved in deciding his or her remuneration. A significant proportion of remuneration can be linked to corporate and individual performance.

	The procedure for the appointment of board directors should be formal (nomination committee), rigorous, objective (based on merit) and transparent (information on the terms and conditions made available). FTSE 350 company directors should be subject to annual elecion by shareholders. All other directors should be submitted for election at intervals of no more than three years (after nine years of service non-executives are required to be subject to annual elections).

	The audit committee (responsible for validating financial figures, e.g. by appointing effective external auditors, and for the system of corporate reporting, risk management and internal control principles) should consist exclusively of independent non-executive directors; otherwise the committee would not be able to act as a check and balance to the executive directors.

	Directors are required to communicate with shareholders, e.g. meetings arranged between major shareholders and directors or using the annual general meeting to explain the company’s performance and encourage discussion.





The ‘comply or explain’ approach is in contrast to many other systems of regulation of corporate governance around the world – these are often strict rule-based systems with lawyers to the fore (e.g. Sarbanes–Oxley regulations in the US). The code specifically allows companies to deviate from the guideline, so long as this can be justified with reference to shareholder well-being: ‘It is recognised that an alternative to following a provision [of the code] may be justified in particular circumstances if good governance can be achieved by other means. A condition of doing so is that the reasons for it should be explained clearly and carefully to shareholders, who may wish to discuss the position with the company and whose voting intentions may be influenced as a result’ (The UK Code at www.frc.org.uk, p. 4). However, failure to comply or explain properly will result in suspension from the stock exchange. Exhibit 1.9 discusses how small companies frequently do not comply, preferring to explain, even if poorly.



Exhibit 1.9 - Juniors too must learn the lessons of good governance


By Kate Burgess

Now sit up, and pay attention, the outgoing headmistress of the school of good governance tells small companies. There is no excuse for sloppy financial reporting. And size is no defence, so junior companies can stop looking out of the window on the false assumption that the UK’s corporate governance code does not apply to them.

There is a touch of exasperation in Lady Hogg’s last annual report as the Financial Reporting Council’s chairman on the quality of compliance with the UK’s governance code.

On the whole, adherence to the code’s comply-or-explain provisions has improved. Most companies, including the titches, put their directors up for annual re-election, for example.

But where companies do not comply, too many can’t even come up with a decent dog-ate-my-homework excuse, says Baronness Hogg. “Many still struggle to articulate clearly why they have chosen to deviate from the code.” Just because compliance levels have risen, doesn’t mean explanations for not doing so should be worse, she says.

It is no surprise perhaps that the worst culprits are small companies. Their reporting is generally “less informative,” says the FRC, and the quality noticeably lags behind FTSE 100 companies.

That is understandable – the juniors have more limited resources. However, size should not justify poor transparency, says Lady Hogg sternly.

The most common cause of non-compliance with the code is too few independent non-executive directors or Neds, according to Grant Thornton. A fifth of the smallest 150 companies in the UK’s top 350 corporates did not meet code requirements that at least half of board directors should be independent. That compares with 4 per cent of the FTSE 100.

Again, governance prefects acknowledge that companies in the nursery and infant school may find it harder to recruit Neds. That is why smaller companies below the FTSE 350 are only asked to have two independent Neds on their boards.

But companies could do much better explaining themselves. The FRC worries non-compliance on board balance is a symptom of poor succession planning. Companies, whatever their size, need to anticipate board changes, says headteacher.
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To broaden understanding of corporate governance you could look at www.ecgi.org which displays corporate governance codes in a range of countries. There are various other (complementary) methods used to try to align the actions of senior managers with the interests of shareholders, that is, to achieve ‘goal congruence’:



	
Linking rewards to shareholder wealth improvements A technique widely employed in industry is to grant directors and other senior managers share options. These permit managers to purchase shares at some date in the future at a price which is fixed now. If the share price rises significantly between the date when the option was granted and the date when the shares can be bought, the manager can make a fortune by buying at the pre-arranged price and then selling in the marketplace. For example, in 2019 managers might be granted the right to buy shares in 2024 at a price of £1.50. If the market price moves to, say, £2.30 in 2024, the managers can buy and then sell the shares, making a gain of 80p. The managers under such a scheme have a clear interest in achieving a rise in share price and thus congruence comes about to some extent. An alternative method is to allot shares to managers if they achieve certain performance targets, for example growth in earnings per share or return on assets. Many companies have long-term incentive plans (LTIPs) for senior executives which at the end of three years or more pay bonuses if certain targets are surpassed, e.g. share price rise or high profit achieved. Exhibit 1.10 discusses share option schemes and other ways of encouraging managers to promote the interests of shareholders.





Exhibit 1.10 - How to encourage managers to act more like owners


By Stefan Stern

What would your customers say if they could see your expenses claim? The abstemious can rest easy. But extravagant restaurant receipts, first-class travel and accommodation, huge taxi fares – such things might not endear you to the people you are supposed to be serving. You should expect a tough conversation about the prices you charge if customers get the impression you are enjoying the high life with their money.

That is why smart business leaders advise their colleagues to imagine they are spending their own money when they are out on company business. Act like an owner, the adage goes. Be responsible. Think before you splash the company’s cash about.

This is a micro-level example of what has been called the ‘principal-agent problem’. Even the most senior managers are not, usually, the owners of the business they are working for. It may not be easy for them to think and act like an owner. At the same time, can owners be confident that managers are working in the company’s best interests and not simply pursuing their own selfish agenda?

This question was explored by two academics, Michael Jensen and William Meckling, in a famous 1976 paper, which popularised so-called agency theory. Their answer to the problem? Among other things, try to align the interests of managers and shareholders. Use share options to give managers ‘skin in the game’, a personal interest in the success – or failure – of the company. Incentives work: they should be deployed to get people working towards the same end.

There have been, to put it at its gentlest, regrettable unintended consequences to the spread of this theory. It turns out that the simple solution of share options does not solve the complicated problem of how to encourage and reward effective, responsible management.

For one thing, senior managers may not have the same time horizons as owners. A chief executive might reasonably calculate that he or she will be given no more than three or four years to run the business before their time is up. You would understand it if that CEO worked pretty hard to get the share price up fast in order to make those share options more valuable. And the longer-term consequences for the business in engineering such a rapid share price rise? Not necessarily the CEO’s problem.

The shareholder base will, in any case, reflect a wide range of characters with varying priorities. There will be long-term institutional investors and hedge funds working in their own unique way. You can’t easily be aligned with all of these people at the same time.

Prof Jensen conceded in 2002, in the wake of the dotcom crash, that the incentives he regarded as crucial could do terrible harm. ‘In the bubble, the carrots (options) became managerial heroin, encouraging a focus on short-term prices with destructive long-term consequences,’ he said. ‘It also encouraged behaviour that actually reduced the value of some firms to their shareholders.’

Stewardship – steady, long-term leadership that may not be reflected in rapid rises in the share price – is harder to reward with remuneration schemes based on stock markets.

In an important critique published in 2004 (‘Bad management theories are destroying good management practices’), Sumantra Ghoshal condemned agency theory as an example of all that was wrong with modern management. Amoral theories taught in business schools, he said, had ‘actively freed their students from any sense of moral responsibility’. Agency theory served to convert ‘collective pessimism about managers into realised pathologies in management behaviours’.

According to this critique, the theory seems to launch a cycle of distrust. Managers are knaves, out for themselves, who have to be tied in with share options. But managers who feel regarded in this way can become unmotivated and in the end untrustworthy. Why has executive pay exploded over the past 20 years? Partly, Prof Ghoshal suggested, because managers have sunk to reach the low expectations people have for them.

So is the idea of managers acting like owners a futile dream? Not necessarily. Drawing on pointers given to him by a former boss, Phil Gerbyshak, a management blogger, has posted some apparently humdrum but, in fact, sensible thoughts on how managers could live up to that goal (my paraphrasing):



	Always act professionally. You never know who is going to hear what you’re saying or see what you’re doing.

	Treat everyone you talk to with respect, regardless of their position. Nothing and nobody is beneath you.

	A little overtime won’t hurt. Work until the job is done.

	If you’re the last one in the room, turn out the light.

	Be on time for meetings. Time is money. Why would you waste time?





Less exciting, perhaps, than holding plenty of in-the-money options. But more likely to do long-term good to a business.
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Sackings The threat of being sacked with the accompanying humiliation and financial loss may encourage managers not to diverge too far from the shareholders’ wealth path. However, this method is employed in extreme circumstances only. It is sometimes difficult to implement because of the difficulties of making a coordinated shareholder effort. It is made easier if the majority of directors are independent of the executives.


	
Selling shares and the takeover threat Shareholders, particularly financial institutions, are often not prepared to put resources into monitoring and controlling all the hundreds of firms of which they own a part. Quite often their first response, if they observe that management is not acting in what they regard as their best interest, is to sell the share rather than intervene. This will result in a lower share price, making the raising of funds more difficult. It may also lower rewards to managers whose remuneration partly depends on the share price level. If this process continues the firm may become vulnerable to a merger bid by another group of managers, resulting in a loss of top management posts. Fear of being taken over can establish some sort of backstop position to prevent shareholder wealth considerations being totally ignored.


	
Information flow The accounting profession, the stock exchange and the investing institutions have conducted a continuous battle to encourage or force firms to release more accurate, timely and detailed information concerning their operations. The quality of corporate accounts and annual reports has generally improved, as has the availability of other forms of information flowing to investors and analysts, such as company briefings and company announcements (which are available from financial websites, e.g. www.uk.advfn.com). All this helps to monitor firms, and identify early any wealth-destroying actions by wayward managers, but as a number of recent scandals have shown, matters are still far from perfect.






In some countries the interests of shareholders are often placed far below those of powerful people – see Exhibit 1.11. The shareholder with the largest percentage holding often exploits his/her dominant power, disadvantaging other shareholders. They can select their preferred board of directors, often resulting in a distortion of the firm’s objective to benefit themselves. Rules and regulations are of limited value in countering the problem. As an investor in small companies that often come with dominant shareholders Glen Arnold finds the most effective approach is to assess the character of the key person(s), and only invest if satisfied on integrity, especially a sense of fairness, honour and duty to all shareholders.



Exhibit 1.11 - Corporate malfeasance continues apace in Asia


By Jeremy Grant

Conflicts of interest, weak reporting standards, company boards packed with family insiders and outright fraud – Europe and the US have their fair share of corporate malfeasance but this has been a banner year for poor corporate governance in Asia.

You only have to look at the blow-up at Japan’s Olympus, where this week three former executives at the camera company pleaded guilty to filing false financial reports in connection with a $1.7bn accounting fraud. In Malaysia an independent director is battling charges of insider dealing at Sime Darby, the palm oil producer. And even in supposedly squeaky clean Singapore a handful of Chinese companies listed on the exchange – so-called S chips – have undergone special audits after questions were raised over basic governance failures.

Some of them have at least raised a smile. In one case an S-chip tried to claim it had lost all its records in a stolen lorry.

Now the region’s annual corporate governance report card is out. With a few notable exceptions, you would struggle to give the region a grade of B minus.

In fact, things have slid backwards after years of gradual improvement – mainly in China and Indonesia – according to the report, by broker CLSA and the Asian Corporate Governance Association (ACGA).The report examined 864 listed companies in 11 countries, scoring them on things such as independence of boards (generally horrible) and the composition of audit committees (don’t even go there).

Much of this has its roots in the fact that in many Asian businesses, the controlling shareholder is a family. About 40 per cent of companies in Taiwan, Hong Kong, Singapore and the Philippines have three or more family members sitting on the board. Generally, investors have faced issues ranging from relatively minor corporate transgressions to growing concerns about the reliability of financial statements and, at the extreme, outright fraud. Corporate governance can no longer be taken for granted, the report warns.

Six countries saw their scores fall or remain flat, while the rest saw only modest improvement. China was the worst performer, dragged down by deep structural problems including conflict between government agencies over the interest of the state versus minorities in key enterprises.

Persistent problems elsewhere include companies holding on to cash on their balance sheets, diluting returns to shareholders.

Jamie Allen, ACGA secretary-general, believes the “systemic quality” of corporate governance in Asia is gradually improving in spite of malfeasance and fraud. It is precisely those factors that spur regulators and investors to take governance more seriously, he says.

That may be true. But it is also true that there is scant incentive for companies to improve governance at a time when US and European investors are piling into the region.

This week it emerged that companies in Asia had issued a total of $57.4bn worth of bonds so far this year … Asian stock markets are among the world’s top performers.

Much of the investment is coming from within Asia itself, where investors can be more forgiving of corporate governance weakness than someone sitting in the compliance department in New York. This means the outlook for any improvement in governance is surely pretty poor.

A chink of hope may come from Southeast Asia. The report noted that most of the markets with falling corporate governance ratings were in North Asia.

Yet Singapore has jumped ahead of Hong Kong in having an independent audit regulator.

Indonesia remains a black spot, with a woeful record on enforcement of securities regulation. Yet it and its regional peers should realise that there is a link between improved corporate governance and more predictable investment flows, and the long-term competitiveness of capital markets.

Looking north to China, where the picture is rather different, this starts to look like a competitive advantage for the Association of Southeast Asian Nations. It should seize that opportunity now.
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Primitive and modern economies



A simple economy

Before we proceed to discuss the role of the financial manager and the part played by various financial institutions it is useful to gain an overview of the economy and the place of the financial system within society. To see the role of the financial sector in perspective it is, perhaps, of value to try to imagine a society without any financial services. Imagine how people would go about their daily business in the absence of either money or financial institutions. This sort of economy is represented in Exhibit 1.12. Here there are only two sectors in society. The business sector produces goods and services, making use of the resources of labour, land and commodities which are owned by the household sector. The household sector is paid with the goods and services produced by the business sector.

In this economy there is no money and therefore there are two choices open to the household sector upon receipt of the goods and services:




	
Consumption Commodities can be consumed now either by taking those specific items provided from the place of work and enjoying their consumption directly, or, under a barter system, by exchanging them with other households to widen the variety of consumption.

	
Investment Some immediate consumption could be forgone so that resources can be put into building assets which will produce a higher level of consumption in the future. For instance, a worker takes payment in the form of a plough so that in future years when he enters the productive (business) sector he can produce more food per acre.





Exhibit 1.12 - Flows within a simple economy – production level
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The introduction of money

Under a barter system much time and effort is expended in searching out other households interested in trade. It quickly becomes apparent that a tool is needed to help make transactions more efficient. People will need something into which all goods and services received can be converted. That something would have to be small and portable, it would have to hold its value over a long period of time and have general acceptability. This will enable people to take the commodities given in exchange for, say, labour and then avoid the necessity of, say, carrying the bushels of wheat to market to exchange them for bricks. Instead money could be paid in exchange for labour, and money taken to the market to buy bricks. Various things have been used as a means of exchange ranging from cowry shells to cigarettes (in prisons particularly) but the most popular used to be a metal, usually gold or silver. (Now it is less tangible such as credit and debit card transactions.) The introduction of money into the system creates monetary as well as real flows of goods and services – see Exhibit 1.13.



Exhibit 1.13 - Flows within a simple economy – production level plus money
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Investment in a money economy


Investment involves resources being laid aside now to produce a return in the future; for instance, today’s consumption is reduced in order to put resources into building a factory and the creation of machine tools to produce goods in later years. Most investment is made in the business sector but it is not the business sector consumption which is reduced if investment is to take place, as all resources are ultimately owned by households. Society needs individuals who are prepared to sacrifice consumption now and to wait for investments to come to fruition. These capitalists are willing to defer consumption and put their funds at risk within the business sector but only if they anticipate a suitable return. In a modern, sophisticated economy there are large-scale flows of investment resources from the ultimate owners (individuals who make up households) to the business sector. Even the profits of previous years’ endeavours retained within the business belong to households – they have merely permitted firms to hold on to those resources for further investments on their behalf.

Investment in the twenty-first century is on a grand scale and the time gap between sacrifice and return has in many cases grown very large. This has increased the risks to any one individual investor and so investments tend to be made via pooled funds drawing on the savings of many thousands of households. A capital market has developed to assist the flow of funds between the business and household sectors. Among their other functions the financial markets reduce risk through their regulatory regimes and insistence on a high level of disclosure of information. In these more advanced financial structures businesses issue securities which give the holder the right to receive income in specified circumstances. Those that hold debt securities have a relatively high certainty of receiving a flow of interest. Those that buy a security called a share have less certainty about what they will receive but, because the return is based on a share of profit, they expect to gain a higher return than if they had merely lent money to the firm.

In Exhibit 1.14 we can see household savings going into business investment. In exchange for this investment the business sector issues securities which show the claims that households have over firms. This exhibit shows three interconnected systems. The first is the flow of real goods and services. The second is a flow of money. The third is the investment system which enables production and consumption to be increased in the future. It is mainly in facilitating the flow of investment finance that the financial sector has a role in our society. The financial system increases the efficiency of the real economy by encouraging the flow of funds to productive uses.



Exhibit 1.14 - Flows within a modern economy
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The role of the financial manager

To be able to carry on a business a company needs real assets. These real assets may be tangible, such as buildings, plant, machinery, vehicles and so on. Alternatively a firm may invest in intangible real assets, for example patents, expertise, licensing rights, etc. To obtain these real assets corporations sell financial claims to raise money; to lenders a bundle of rights are sold within a loan contract, to shareholders rights over the ownership of a company are sold as well as the right to receive a proportion of profits produced. The financial manager has the task of both raising finance by selling financial claims and advising on the use of those funds within the business. This is illustrated in Exhibit 1.15.



Exhibit 1.15 - The flow of cash between capital markets and the firm’s operations
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The financial manager plays a pivotal role in the following:



Interaction with the financial markets

In order to raise finance, knowledge is needed of the financial markets and the way in which they operate. To raise share (equity) capital, awareness of the rigours and processes involved in ‘taking a new company to market’ might be useful. For instance, what is the role of an issuing house? What services do brokers, accountants, solicitors, etc. provide to a company wishing to float? Once a company is quoted on a stock market it is going to be useful to know about ways of raising additional equity capital – what about rights issues and open offers? Knowledge of exchanges such as the Alternative Investment Market (AIM) (UK) or the European market Euronext might be valuable. If the firm does not wish to have its shares quoted on an exchange perhaps an investigation needs to be made into the possibility of raising money through the private equity industry.

Understanding how shares are priced and what it is that shareholders are looking for when sacrificing present consumption to make an investment could help the firm to tailor its strategy, operations and financing decisions to suit its owners. These, and dozens of other equity finance questions, are part of the remit of the finance expert within the firm. All other managers need a working knowledge of these issues too.

Another major source of finance comes from banks. Understanding the operation of banks and what concerns them when lending to a firm may enable you to present your case better, to negotiate improved terms and obtain finance which fits the cash-flow patterns of the firm. Then there are ways of borrowing which by-pass banks. Bonds could be issued either domestically or internationally. Medium-term notes, commercial paper, leasing, hire purchase and factoring are other possibilities (all described in Chapters 11 and 12).

Once a knowledge has been gained of each of these alternative financial instruments and of the operation of their respective financial markets, then the financial manager has to consider the issue of the correct balance between the different types. What proportion of debt to equity? What proportion of short-term finance to long-term finance and so on?

Perhaps you can already appreciate that the finance function is far from a boring ‘bean-counting’ role. It is a dynamic function with a constant need for up-to-date and relevant knowledge. The success or failure of the entire business may rest on the quality of the interaction between the firm and the financial markets. The financial manager stands at the interface between the two.





Investment

Decisions have to be made concerning how much to invest in real assets and which specific projects to undertake (capital budgeting decisions or capital expenditure (capex)). Managers need knowledge of both analytical techniques to aid these sorts of decisions and to be aware of a wide variety of factors which might have some influence on the wisdom of proceeding with a particular investment. These range from corporate strategy and budgeting restrictions to culture and the commitment of individuals likely to be called upon to support an activity.

There is also the opposite of investment – divestment or disinvestment. Assets, such as a factory or subsidiary, that are no longer contributing to shareholder wealth need to be disposed of to release capital.





Treasury management

The management of cash may fall under the aegis of the financial manager. Many firms have large sums of cash which need to be managed properly to obtain a high return for shareholders. Other areas of responsibility might include inventory control, creditor and debtor management, and issues of solvency and liquidity.





Risk management

Companies that enter into transactions abroad, for example exporters, are often subject to risk: they may be uncertain about the sum of money (in their own currency) that they will actually receive on the deal. Three or four months after sending the goods they may receive a quantity of yen or dollars but at the time the deal was struck they did not know the quantity of the home currency that could be bought with the foreign currency. Managing and reducing exchange rate risk is yet another area calling on the skills of the finance director.

Likewise, exposure to interest rate changes and commodity price fluctuations can be reduced by using hedging techniques. These often employ instruments such as futures, options, swaps and forward agreements. Failure to understand these derivatives and their appropriate employment can lead to disaster.





Strategy and value-based management

Managers need to formulate and implement long-term plans to maximise shareholder wealth. This means selecting markets and activities in which the firm, given its resources, has a competitive edge. Managers need to distinguish between those products or markets that generate value for the firm and those that destroy value. At the centre of value-based management is recognition of the need to produce a return on money invested in an activity commensurate with the risk taken. The financial manager has a pivotal role in this strategic analysis.

Financial knowledge is essential to perform well as a chief executive (CEO) – see Exhibit 1.16. Even those directors who have not held a finance post will be aware of their need for a sound understanding of the discipline.




Exhibit 1.16 - Finance remains most common route to the top at FTSE 100 groups



By Brian Groom

A career in finance remains the most common route to the top of FTSE 100 companies, research by a recruitment firm has found.

Robert Half’s annual FTSE 100 CEO Tracker found that 52 per cent of current chief executives have an accountancy or financial management background.

That compares with 21 per cent with credentials in engineering or natural resources, 9 per cent in retail or hospitality, 8 per cent in marketing or advertising and 4 per cent in technology.

More than one in 10 moved from a finance role, such as chief financial officer, straight to the chief executive’s post in the same company.

The proportion of chiefs with a finance background is unchanged on last year but up from 31 per cent in 2008, underlining the fact that strong financial management skills have been seen as vital by boards since the economic downturn.

The trend has continued, with 10 of the past year’s 18 new FTSE 100 chief executives – whether promoted or heading companies that have joined the index – having finance credentials.
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The flow of funds and financial intermediation

Exhibit 1.15 looked at the simple relationship between a firm and investors. Unfortunately the real world is somewhat more complicated and the flow of funds within the financial system involves a number of other institutions and agencies. Exhibit 1.17 is a more realistic representation of the financial interactions between different groups in society.

Households generally place the largest proportion of their savings with financial institutions. These organisations then put that money to work. Some of it is lent back to members of the household sector in the form of, say, a mortgage to purchase a house, or as a personal loan. Some of the money is used to buy securities issued by the business sector. The institutions will expect a return on these loans and shares, which flows back in the form of interest and dividends. However, they are often prepared for businesses to retain profit within the firm for further investment in the hope of greater returns in the future. The government sector enters into the financial system in a number of ways, two of which are shown in Exhibit 1.17. Taxes are taken from businesses and this adds a further dimension to financial decisions – for example, taking taxation into account when selecting sources of finance and when analysing investment proposals. Second, governments usually fail to match their revenues with their expenditure and therefore borrow significant sums from the financial institutions. The diagram in Exhibit 1.17 remains a gross simplification – it has not allowed for overseas financial transactions, for example – but it does demonstrate a crucial role for financial institutions in an advanced market economy.



Primary investors

Typically the household sector is in financial surplus. This sector contains the savers of society. It is these individuals who become the main providers of funds used for investment in the business sector. Primary investors tend to prefer to exchange their cash for financial assets which (a) allow them to get their money back quickly should they need to (with low transaction cost of doing so) and (b) have a high degree of certainty over the amount they will receive back. That is, primary investors like high liquidity and low risk. Lending directly to a firm with a project proposal to build a toll road which will not be sold until five years have passed is not a high-liquidity and low-risk investment. However, putting money into a sock under the bed is (if we exclude the possibility of the risk of sock theft).




Exhibit 1.17 - The flow of funds and financial intermediation
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Ultimate borrowers

In our simplified model the ultimate borrowers are in the business sector. These firms are trying to maximise the wealth generated by their activities. To do this companies need to invest in real plant, equipment and other assets, often for long periods of time. The firms, in order to serve their social function, need to attract funds for use over many years. Also these funds are to be put at risk, sometimes very high risk. (Here we are using the term ‘borrower’ broadly to include all forms of finance, even ‘borrowing’ by selling shares.)





Conflict of preferences

We have a conflict of preferences between the primary investors wanting low-cost liquidity and certainty, and the ultimate borrowers wanting long-term risk-bearing capital. A further complicating factor is that savers usually save on a small scale, £100 here or £200 there, whereas businesses are likely to need large sums of money. Imagine some of the problems that would occur in a society which did not have any financial intermediaries. Here lending and share buying will occur only as a result of direct contact and negotiation between two parties. If there were no organised market where financial securities could be sold on to other investors the fund provider, once committed, would be trapped in an illiquid investment. Also the costs that the two parties might incur in searching to find each other in the first place might be considerable. Following contact a thorough agreement would need to be drawn up to safeguard the investor, and additional expense would be incurred obtaining information to monitor the firm and its progress. In sum, the obstacles to putting saved funds to productive use would lead many to give up and to retain their cash. Those that do persevere will demand exceptionally high rates of return from the borrowers to compensate them for poor liquidity, risk, search costs, agreement costs and monitoring costs. This will mean that few firms will be able to justify investments because they cannot obtain those high levels of return when the funds are invested in real assets. As a result few investments take place and the wealth of society fails to grow. Exhibit 1.18 shows (by the top arrow) little money flowing from saving into investment.





The introduction of financial intermediaries

The problem of under-investment can be alleviated greatly by the introduction of financial institutions (e.g. banks) and financial markets (e.g. a stock exchange). Their role is to facilitate the flow of funds from primary investors to ultimate borrowers at a low cost. They do this by solving the conflict of preferences. There are two types of financial intermediation: the first is an agency or brokerage type operation which brings together lenders and firms, the second is an asset-transforming type of intermediation, in which the conflict is resolved by creating intermediate securities which have the risk, liquidity and volume characteristics which the investors prefer. The financial institution raises money by offering these securities, and then uses the acquired funds to purchase primary securities issued by firms.





Brokers

At its simplest an intermediary is a ‘go-between’, someone who matches up a provider of finance with a user of funds. This type of intermediary is particularly useful for reducing the search costs for both parties. Stockbrokers, for example, make it easy for investors wanting to buy shares in a newly floated company. Brokers may also have some skill at collecting information on a firm and monitoring its activities, saving the investor time. They also act as middlemen when an investor wishes to sell to another, thus enhancing the liquidity of the fund providers. Another example is the mortgage broker who can advise on and arrange the best mortgage for a client.





Asset transformers

Intermediaries, by creating a completely new security, the intermediate security, increase the opportunities available to savers, encouraging them to invest and thus reducing the cost of finance for the productive sector. The transformation function can act in a number of different ways.



Risk transformation

For example, instead of an individual lending directly to a business with a great idea, such as installing wind turbines in the English Channel, a bank creates a deposit or current account with relatively low risk for the investor’s savings. Lending directly to the firm the saver would demand compensation for the probability of default on the loan and therefore the business would have to pay a very high rate of interest which would inhibit investment. The bank, acting as an intermediary, creates a special kind of security called a bank account agreement. The intermediary then uses the funds attracted by the new financial asset to buy a security issued by the wind farm owner (the primary security) when it obtains long-term debt capital. Because of the extra security that a lender has by holding a bank account as a financial asset rather than by making a loan direct to a firm, the lender is prepared to accept a lower rate of interest and the ultimate borrower obtains funds at a relatively low cost. The bank is able to reduce its risk exposure to any one project by diversifying its loan portfolio among a number of firms. It can also reduce risk by building up expertise in assessing and monitoring firms and their associated risk. Another example of risk transformation is when unit or investment companies (see later in this chapter) take savers’ funds and spread these over a wide range of company shares.




Exhibit 1.18 - Savings into investment in an economy without financial intermediaries
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Maturity (liquidity) transformation


The fact that a bank lends long term for a risky venture does not mean that the primary lender is subjected to illiquidity. Liquidity is not a problem because banks maintain sufficient liquid funds to meet their liabilities when they arise. You can walk into a bank and take the money from your account at short notice because the bank, given its size, exploits economies of scale and anticipates that only a small fraction of its customers will withdraw their money on any one day. Banks and building societies play an important role in borrowing ‘short’ and lending ‘long’.





Volume transformation

Many institutions gather small amounts of money from numerous savers and re-package these sums into larger bundles for investment in the business sector. Apart from the banks and building societies, unit trusts are important here. It is uneconomic for an investor with, say, £50 per month, who wants to invest in shares, to buy small quantities periodically. Unit trusts gather together hundreds of individuals’ monthly savings and invest them in a broad range of shares, thereby exploiting economies in transaction costs.







Intermediaries’ economies of scale

An intermediary, such as a bank, is able to accept lending to (and investing in shares of) companies at a relatively low rate of return because of the economies of scale enjoyed compared with the primary investor. These economies of scale include:






	(a) 
	
Efficiencies in gathering information on the riskiness of lending to a particular firm. Individuals do not have access to the same data sources or expert analysis.






	(b)
	
Risk spreading Intermediaries are able to spread funds across a large number of borrowers and thereby reduce overall risk. Individual investors may be unable to do this.






	(c)
	
Transaction costs They are able to reduce the search, agreement and monitoring costs that would be incurred by savers and borrowers in a direct transaction. Banks, for example, are convenient, safe locations with standardised types of securities. Savers do not have to spend time examining the contract they are entering upon when, say, they open a bank account. How many of us read the small print when we opened a bank account?










The reduced information costs, convenience and passed-on benefits from the economies of operating on a large scale mean that primary investors are motivated to place their savings with intermediaries.

Apart from linking savers with ultimate borrowers there are financial services within the household sector and within the business sector. For example, transferring money between bank accounts or providing financial advice.



Financial markets

A financial market, such as a stock exchange, has two aspects: there is the primary market where funds are raised from investors by the firm, and there is the secondary market in which investors buy and sell securities, such as shares and bonds, between each other. The securities sold into the primary market are generally done so on the understanding that repayment will not be made for many years, if ever, and so it is beneficial for the original buyer to be able to sell on to other investors in the secondary market. In this way the firm achieves its objective of raising finance that will stay in the firm for a lengthy period and the investor has retained the ability to liquidate (turn into cash) a holding by selling to another investor. In addition a well-regulated exchange encourages investment by reducing search, agreement and monitoring costs – see Exhibit 1.19.




Exhibit 1.19 - Savings into investment in an economy with financial intermediaries and financial markets
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Growth in the financial services sector


The financial services sector has grown rapidly over the last 60 years. We define the core of the financial sector as banking (including building societies), insurance and various investment services. There are one or two other activities, such as accounting, which may or may not be included depending on your perspective. Firms operating in the financial services sector have, arguably, been the most dynamic, innovative and adaptable companies in the world.



Some reasons for the growth of financial services in the UK

There are a number of reasons for the growth of the financial services sector. These include:




	
High income elasticity. This means that as consumers’ incomes rise the demand for financial services grows by a disproportionate amount. Thus a larger share of national income is devoted to paying this sector fees etc. to provide services because people desire the benefits offered. Firms have also bought an ever-widening range of financial services from the institutions which have been able to respond quickly to the needs of corporations.

	
International comparative advantage. London is the world’s leading financial centre in a number of markets, for instance cross-border lending and international bond dealing. It is the place where the most currency transactions take place – about £2,440bn per day. It is also a major player in the fund management, insurance and derivatives markets. It is certainly Europe’s leading financial centre. One of the reasons for London maintaining this dominance is that it possesses a comparative advantage in providing global financial services. This advantage stems, not least, from the critical mass of collective expertise which is difficult for rivals to emulate.







Dynamism, innovation and adaptation – five decades of change

Since the 1970s there has been a remarkably proactive response by the financial sector to changes in the market environment. New financial instruments, techniques of intermediation and markets have been developed with impressive speed. Instruments which even in the 1990s did not exist have sprung to prominence to create multi-billion-pound markets, with thousands of employees serving that market. See Exhibit 1.20.



Exhibit 1.20 - Main features of change in financial services
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From the 1970s until the financial crisis of 2008 there was a general trend towards deregulation and liberalisation for institutions, while recognising that individual investors need protection. Since then there have been moves to tighten regulatory control in certain areas, while still encouraging innovation.

Until the mid-1970s there were clearly delineated roles for different types of financial institutions. Banks did banking, insurance firms provided insurance, building societies granted mortgages and so on. There was little competition between the different sectors, and cartel-like arrangements meant that there was only limited competition within each sector. Some effort was made in the 1970s to increase the competitive pressures, particularly for banks. The arrival of large numbers of foreign banks in London helped the process of reform in the UK but the system remained firmly bound by restrictions, particularly in defining the activities firms could undertake.

The real breakthrough came in the 1980s. The guiding philosophy of achieving efficiency through competition led to large-scale deregulation of activities and pricing. There was widespread competitive invasion of market segments. Banks became much more active in the mortgage market and set up insurance operations, stockbroking arms, unit trusts and many other services. Building societies, meanwhile, started to invade the territory of the banks and offered personal loans, credit cards, cheque accounts. They even went into estate agency, stockbroking and insurance underwriting. The Stock Exchange was deregulated in 1986 (in what is known as the ‘Big Bang’) and this move enabled it to compete more effectively on a global scale and reduce the costs of dealing in shares, particularly for the large institutional investors.

The 1970s and early 1980s were periods of volatile interest rates and exchange rates. This resulted in greater uncertainty for businesses. New financial instruments were developed to help manage risk, such as swaps, options, futures traded in the informal ‘over-the-counter’ market (i.e. not on a regulated exchange).

The trend towards globalisation in financial product trading and services continued apace. Increasingly a worldwide market was established. It became unexceptional for a company to have its shares quoted in New York, London, Frankfurt and Tokyo as well as its home exchange in Africa. Bond selling and trading became global and currencies were traded 24 hours a day. International banking took on an increasingly high profile, not least because the multinational corporations demanded that their banks provide multifaceted services ranging from borrowing in a foreign currency to helping manage cash.

Vast investments were made in computing and telecommunications systems to cut costs and provide improved services. Automated teller machines (ATMs), banking by telephone and Internet, and payment by smartphone are now commonplace. A more advanced use of technological innovation is in the global trading of the ever-expanding range of financial instruments. You can sit on a beach in the Caribbean and trade pork belly futures in Chicago, interest rate options in London and shares in Singapore. There was a continuation of the blurring of the boundaries between different types of financial institutions to the point where organisations such as JPMorgan Chase and Barclays are referred to as ‘financial supermarkets’ (or ‘universal banks’ or ‘financial services companies’) offering a wide range of services. Interestingly, food supermarket giants such as Sainsbury’s and Tesco set up comprehensive banking services, following a path trodden by a number of other non-banking corporations. The Internet provided a new means of supplying financial services and lowered the barrier to entry into the industry. New banking, stockbroking and insurance services have sprung up. The Internet allows people to trade millions of shares at the touch of a button from the comfort of their home, to transfer the proceeds between bank accounts and to search websites for data, company reports, newspaper reports, insurance quotations and so on – all much more cheaply than ever before.

The globalisation of business and investment decisions has continued, making national economies increasingly interdependent. Borrowers use the international financial markets to seek the cheapest funds, and investors look in all parts of the globe for the highest returns. Some idea of the extent of global financial flows can be gained by contrasting the daily turnover of foreign exchange (approximately £5,100bn)3 with the annual output of all the goods and services produced by the people in the UK of less than this. Another effect of technological change is the increased mobility of activities within firms. For example, banks have transferred a high proportion of their operations to India, as have insurance companies and other financial firms.

Another feature of recent years has been the development of disintermediation – in other words, cutting out the middleman. This means borrowing firms bypassing the banks and obtaining debt finance by selling debt securities, such as bonds, in the market. The purchasers can be individuals (who might buy bonds or lend via a peer-to-peer website) but are more usually the large savings institutions such as pension funds, insurance funds and hedge funds. Banks, having lost some interest income from lending to these large firms, have concentrated instead on fee income gained by arranging the sale and distribution of these securities as well as underwriting their issue (guaranteeing to buy if no one else will). Hedge funds, for example, (free from most regulatory control) now account for a high proportion of financial market trading whereas they were barely heard of 30 years ago. Private equity funds, which invest in shares and other securities of companies outside a stock exchange, have grown tremendously over the last 30 years, owning stakes in companies which employ millions of workers.







The financial system

To assist with orientating the reader within the financial system and to carry out more jargon busting, a brief outline of the main financial services sectors and markets is given here.



The institutions



The banking sector



Retail banks

Put at its simplest, the retail banks take (small) deposits from the public or borrow from the financial markets. This money is re-packaged and lent to businesses and households. This is generally high-volume and low-value business which contrasts with wholesale (investment) banking which is low volume but each transaction is for high value. The distinction between retail and investment banks has become blurred over recent years as the large institutions have diversified their operations. The big retail banks operate nationwide branch networks; but there are many ‘challenger banks’ which currently only operate in a few towns or only on the Internet, which are determined to draw customers from the established giants of the industry. A subset of banks provides a cheque-clearance system (transferring money from one account to another) – these are the clearing banks. The five largest UK clearing banks are Barclays, Lloyds (including Bank of Scotland), Royal Bank of Scotland (including NatWest), HSBC and Santander. Loans, overdrafts and mortgages are the main forms of retail bank lending. The trend up until 2009 was for retail banks to reduce their reliance on retail deposits and raise more wholesale funds from the financial markets. But this has partially been reversed as banks found wholesale funding less reliable than obtaining funds to lend from deposits in bank accounts. They get together with other banks if a large loan is required by a borrower (say £150m) rather than provide the full amount themselves as this would create an excessive exposure to one customer – this is called syndicate lending, discussed in Chapter 11.






Investment banks4


The terms wholesale bank, merchant bank and investment bank are often used interchangeably. There are subtle differences but for most practical purposes they can be regarded as the same. These institutions tend to deal in large sums of money – at least £250,000 – although some have set up retail arms. They concentrate on dealing with other large organisations, corporations, institutional investors and governments. While they undertake some lending their main focus is on generating commission or trading income by providing advice and facilitating deals. There are five main areas of activity:



	
Raising external finance for companies These banks provide advice and arrange finance for corporate clients. Sometimes they provide loans themselves, but more often they assist the setting up of a bank syndicate or make arrangements with other institutions. They will advise and assist a firm issuing a bond, they have expertise in helping firms float on a stock exchange and make rights issues. They may ‘underwrite’ a bond or share issue, which assures the corporation that it will receive the funds it needs for its investment programme.

	
Broking and dealing They act as agents for the buying and selling of securities on the financial markets, including shares and bonds. Some also have market-making arms which quote prices they are willing to buy or sell from or to, say, a shareholder or a bond holder, thus assisting the operation of secondary markets (see Chapter 9). They also trade in the markets on their own account and assist companies with export finance.

	
Fund management (asset management) The investment banks offer services to rich individuals who lack the time or expertise to deal with their own investment strategies. They also manage unit and investment trusts as well as the portfolios of some pension funds and insurance companies. In addition corporations often have short-term cash flows which need managing efficiently (treasury management).

	
Assistance in corporate restructuring Investment banks earn large fees from advising acquirers on mergers and assisting with the merger process. They also gain by helping target firms avoid being taken over too cheaply. Corporate disposal programmes, such as selling off a division, may also need the services of an investment bank.

	
Assisting risk management using derivatives Risk can be reduced through hedging strategies using futures, options, swaps and the like. However, this is a complex area with large room for error and terrible penalties if a mistake is made (see Chapters 21 and 22). The banks may have specialist knowledge to offer in this area.







International banks

There are two main types of international banking in the UK:



	
Foreign banking transactions (lending/borrowing, etc.) in the host country currency with overseas residents and companies, e.g. transactions in sterling with non-UK residents by UK banks.

	
Eurocurrency banking for transactions in a currency outside the jurisdiction of the country of that currency, e.g. yen transactions in Canada (Chapter 11 considers this further).





The major part of international banking these days is borrowing and lending in foreign currencies. There are about 240 non-UK banks operating in London, hailing from 180 countries, the most prominent of which are American, German, Swiss and Japanese. Their initial function was mainly to provide services for their own nationals, for example for export and import transactions, but nowadays their main emphasis is in the short-term borrowing market and international securities (shares, bonds, etc.) trading. Often funds are held in the UK for the purpose of trading and speculation on the foreign exchange market.





Building societies

Building societies collect funds from millions of savers by enticing them to put their money in interest-bearing accounts. The vast majority of that deposited money is then lent to people wishing to buy a home – in the form of a mortgage. Thus, they take in short-term deposits (although they also borrow on the wholesale financial markets) and they lend money for long periods, usually for 25 years. More recently building societies have diversified their sources of finance (e.g. using the wholesale financial markets) and increased the range of services they offer.






Finance houses5


Finance houses are responsible for the financing of hire purchase agreements and other instalment credit, for example leasing. If you buy a large durable good such as a car or a washing machine you often find that the sales assistant also tries to get you interested in taking the item on credit, so you pay for it over a period of, say, three years. It is usually not the retailer that provides the finance for the credit. The retailer usually works with a finance house which pays the retailer the full purchase price of the good and therefore becomes the owner. You, the customer, get to use the good, but in return you have to make regular payments to the finance house, including interest. Under a hire purchase agreement, when you have made enough payments you will become the owner. Under leasing the finance house retains ownership (for more detail see Chapter 12). Finance houses also provide factoring services – providing cash to firms in return for receiving income from the firms’ debtors when they pay up. Most of the large finance houses are subsidiaries of the major conglomerate banks.







Long-term savings institutions



Pension funds

Pension funds are set up to provide pensions for members. For example, the University Superannuation Scheme (USS), to which university lecturers belong, takes 8% of working members’ salaries each month and puts it into the fund. In addition the employing organisation pays money into the scheme. When a member retires the USS will pay a pension. Between the time of making a contribution and payment in retirement, which may be decades, the pension trustees oversee the management of the fund. They may place some or all of the fund with specialist investment managers. This is a particularly attractive form of saving because of the generous tax relief provided. The long time horizon of the pension business means that large sums are built up and available for investment – currently over £2tn in the UK funds. A typical allocation of a fund is:



	10–30% in UK shares;

	40–50% lending to the UK government by buying bonds and bills and by lending via corporate bonds issued by UK firms;

	20–30% overseas company shares;

	3–6% in bonds issued by foreign organisations;

	5–15% other (e.g. property, cash, private equity, hedge funds and overseas bonds).







Insurance funds

Insurance companies engage in two types of activities:



	
General insurance This is insurance against specific contingencies such as fire, theft, accident, generally for a one-year period. The money collected in premiums is mostly held in financial assets which are relatively short term and liquid so that short-term commitments can be met (totalling around £150bn in the UK).

	
Life assurance With term assurance, your life is assured for a specified period. If you die your beneficiaries get a payout. If you live you get nothing at the end of the period. With whole-of-life policies, the insurance company pays a capital sum upon death whenever this occurs. Endowment policies are more interesting from a financial systems perspective because they act as a savings vehicle as well as cover against death. The premium will be larger but after a number of years have passed the insurance company pays a substantial sum of money even if you are still alive. The life company has to take the premiums paid over, say, 10 or 25 years, and invest them wisely to satisfy its commitment to the policy holder.





Life assurance companies also provide annuities. Here a policy holder pays an initial lump sum and in return receives regular payments in subsequent years. They have also moved into pensions. Indeed, the majority of their business is now pension related.

UK life assurance companies have over £1,700bn under management. A typical fund allocation is:



	10–15% UK shares;

	15–20% overseas shares;

	15–20% lending to the UK government;

	20–25% corporate bonds and other non-government debt;

	5–10% property;

	15–20% unit trusts;

	5–10% other.









The risk spreaders

These institutions allow small savers a stake in a large diversified portfolio.



Unit trusts

Unit trusts are ‘open-ended’ funds, so the size of the fund and the number of units depend on the amount of money investors wish to put into the fund. If a fund of one million units suddenly doubled in size because of an inflow of investor funds it would become a fund of two million units through the creation and selling of more units. The buying and selling prices of the units are determined by the value of the fund. So if a two-million unit fund is invested in £2m worth of shares in the UK stock market, the value of each unit will be £1. If over a period the value of the shares rises to £3m, the units will be worth £1.50 each. Unit holders sell units back to the managers of the unit trust if they want to liquidate their holding. The manager will then either sell the units to another investor or sell some of the underlying investments to raise cash to pay the unit holder. The units are usually quoted at two prices depending on whether you are buying (higher) or selling. There is also an ongoing management charge for running the fund. Trustees supervise the funds to safeguard the interests of unit holders but employ managers to make the investment decisions.

There is a wide choice of unit trusts specialising in different types of investments ranging from Japanese equities to small European companies. Of the £1,000bn or so invested in unit trusts and their cousins, OEICs, 50–60% is devoted to shares (one-half of which are non-UK) with 15–20% devoted to bonds. Instruments similar to unit trusts are called mutual funds in other countries.





Investment trusts

Investment trusts differ from unit trusts because they are companies able to issue shares and other securities. Investors can purchase these securities when the investment company is launched or purchase shares in the secondary market from other investors. These are known as closed-ended funds because the company itself is closed to new investors – if you wished to invest your money you would go to an existing investor (via a broker) and not buy from the company. Investment trusts usually spread the investors’ funds across a range of other companies’ shares. They are also more inclined to invest in a broader range of assets than unit trusts – even property and shares not listed on a stock market. Approximately one-half of the money devoted to the 380 or so UK investment companies (£160bn) is put into UK securities and property, with the remainder placed in overseas securities. The managers of these funds are able to borrow in order to invest. This has the effect of increasing returns to shareholders when things go well. Correspondingly, if the value of the underlying investments falls, the return to shareholders falls even more, because of the obligation to meet interest charges.





Open-ended investment companies (OEICs)

Open-ended investment companies are hybrid risk-spreading instruments which allow an investment in an open-ended fund. Designed to be more flexible and transparent than either investment companies or unit trusts, OEICs have just one price. However, as with unit trusts, OEICs can issue more shares, in line with demand from investors, and they can borrow.6





Exchange-traded funds (ETFs)

ETFs are set up as companies issuing shares, and the money raised is used to buy a range of securities such as a collection of shares in a particular stock market index or sector, say the FTSE 100 or pharmaceutical shares. Thus if BP comprises 8% of the total value of the FTSE 100 and the ETF has £100m to invest, it will buy £8m of BP shares; if Whitbread is 0.15% of the FTSE, the ETF buys £150,000 of Whitbread shares. (Alternatively, many ETFs do not buy the actual shares but gain exposure to the share returns through the purchase of derivatives of the shares.) They are open-ended funds – the ETF shares are created and cancelled as demand rises or falls. However, they differ from unit trusts and OEICs in that the pricing of ETF shares is left up to the marketplace. ETFs are quoted companies and you can buy and sell their shares at prices subject to change throughout the day (unlike unit trusts and OEICs, where prices are set by a formula once a day). Globally, there are more than 4,400 different ETFs listed on over 60 exchanges with a total value over $3,000bn. They have become so significant that around 30% of US share trading is in ETFs.







The risk takers



Private equity funds

These are funds that invest in companies that do not have a stock market trading quote for their shares. The firms are often young and on a rapid growth trajectory, but private equity companies also supply finance to well-established companies. The funds usually buy shares in these companies and occasionally supply debt finance. Frequently the private equity funds are themselves funded by other financial institutions, such as a group of pension funds. Private equity has grown tremendously over the last 20 years to the point where now over one-fifth of non-government UK workers are employed by a firm financed by private equity. Private equity is discussed in Chapter 10.





Hedge funds

Hedge funds gather together investors’ money and invest it in a wide variety of financial strategies largely outside of the control of the regulators, being created either outside the major financial centres or as private investment partnerships. The investors include wealthy individuals as well as institutions, such as pension funds, insurance funds and banks. By being somewhat outside normal regulatory control hedge funds are not confined to investing in particular types of security, or to using particular investment methods. For example, they have far more freedom than unit trusts in ‘going short’, i.e. selling a security first and then buying it later, hopefully at a lower price. They can also borrow many times the size of the fund to punt on a small movement of currency rates, or share movements, orange juice futures, or whatever they judge will go up (or go down). If the punt goes well (or rather, a series of punts over the year) the fund managers earn million-pound bonuses (often on the basis of 2% of funds under management fee plus 20% of the profit made for client investors).

Originally, the term ‘hedge’ made some sense when applied to these funds. They would, through a combination of investments, including derivatives, try to hedge (lower or eliminate) risk while seeking a high absolute return (rather than a return relative to an index). Today the word ‘hedge’ is misapplied to most of these funds because they generally take aggressive bets on the movements of currencies, equities, interest rates, bonds, etc. around the world. Their activities would not be a concern if they had remained a relatively small part of the investment scene. However, today they command enormous power and billions more are being placed in these funds every week. Already over £2,500bn is invested in these funds. Add to that the borrowed money – sometimes ten times the fund’s base capital – and you can see why they are to be taken very seriously.










The markets




The money markets

The money markets are wholesale markets (usually involving transactions of £500,000 or more) which enable borrowing on a short-term basis (usually less than one year). The banks are particularly active in this market – both as lenders and as borrowers. Large corporations, local government bodies and non-banking financial institutions also lend when they have surplus cash and borrow when short of money.





The bond markets

While the money markets are concerned with short-term lending the capital markets deal with longer-term (> 1 year) debt (e.g. bond) and equity instruments. A bond is merely a document which sets out the borrower’s promise to pay sums of money in the future – usually regular interest plus a capital amount upon the maturity of the bond. These are securities issued by a variety of organisations including governments and corporations. The UK bond markets are over three centuries old and during that time they have developed very large and sophisticated primary and secondary sub-markets encompassing gilts (UK government bonds), corporate bonds, local authority bonds and international bonds, among others. Bonds as a source of finance for firms will be examined in Chapter 11.





The foreign exchange markets (forex or FX)

The foreign exchange markets are the markets in which one currency is exchanged for another. They include the spot market where currencies are bought and sold for ‘immediate’ delivery (in reality, one or two days later) and the forward markets, where the deal is agreed now to exchange currencies at some fixed point in the future. Also currency futures and options and other forex derivatives are employed to hedge risk and to speculate. The forex markets are dominated by the major banks, with dealing taking place 24 hours a day around the globe. Chapter 22 looks at how a company could use the forex market to facilitate international trade and reduce the risk attached to business transactions abroad.





The share markets

All major economies now have share markets. The London Stock Exchange, for example, is an important potential source of long-term equity (ownership) capital for UK companies and for hundreds of overseas companies. Chapters 9 and 10 examine stock markets and the raising of equity capital.





The derivative markets

A derivative is a financial instrument the value of which is derived from other financial securities or some other underlying asset. For example, a future is the right to buy something (e.g. currency, shares, bonds) at some date in the future at an agreed price. This right becomes a saleable derived financial instrument. The performance of the derivative depends on the behaviour of the underlying asset. Companies can use these markets for the management and transfer of risk. They can be used to reduce risk (hedging) or to speculate. ICE Futures Europe (formerly Liffe) trades options and futures in shares, bonds, commodities and interest rates. This used to be the only one of the markets listed here to have a trading floor where face-to-face dealing took place on an open outcry system (traders shouting and signalling to each other, face to face in a trading pit, the price at which they are willing to buy and sell). Now all the financial markets (money, bond, forex, derivatives and share markets) are conducted using computers (and telephones) from isolated trading rooms located in the major financial institutions. In the derivative markets a proportion of trade takes place on what is called the over-the-counter (OTC) market rather than on a regulated exchange. The OTC market flexibility allows the creation of tailor-made derivatives to suit a client’s risk situation. The practical use of derivatives is examined in Chapters 21 and 22.
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