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Preface

Introduction

Corporate finance is concerned with the financing and investment decisions made by the
management of companies in pursuit of corporate goals. As a subject, corporate finance
has a theoretical base which has evolved over many years and which continues to evolve
as we write. It has a practical side too, concerned with the study of how companies actually
make financing and investment decisions, and theory and practice can sometimes appear
to be at odds with each other.

The fundamental problem facing financial managers is how to secure the greatest pos-
sible return in exchange for accepting the smallest amount of risk. This necessarily requires
that financial managers have available to them (and are able to use) a range of appropri-
ate tools and techniques. These will help them to value the decision options open to
them and to assess the risk of those options. The value of an option depends on the extent
to which it contributes towards the achievement of corporate goals. In corporate finance,
the fundamental goal is usually taken to be to increase the wealth of shareholders.

The aim of this book

The aim of this book is to provide an introduction to the core concepts and key topic areas
of corporate finance in an approachable, ‘user-friendly” style. Many texts on corporate
finance adopt a theory-based or mathematical approach that is not appropriate for those
coming to the subject for the first time or want to place the concepts in a real world con-
text. This book covers the core concepts and key topic areas without burdening the reader
with what we see as unnecessary detail or too heavy a dose of theory.

Flexible course design

Many undergraduate courses are now delivered on a modular or unit basis over one teach-
ing semester of 12 weeks’ duration. In order to meet the constraints imposed by such
courses, this book has been designed to support self-study and directed learning. There is
a choice of integrated topics for the end of the course.

Each chapter offers:

m a comprehensive list of key points to check understanding and aid revision;

B up-to-date vignettes that focus on real-world issues in the area of corporate finance

m self-test questions, with answers at the end of the book, to check comprehension of
concepts and computational techniques;

m questions for review, with answers available in the accompanying downloadable
Instructor’s Manual, to aid in deepening understanding of particular topic areas;
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m questions for discussion, with answers available in the accompanying downloadable
Instructor’s Manual;

m comprehensive references to guide the reader to key texts and articles;

m suggestions for further reading to guide readers who wish to study further.

A comprehensive glossary is included at the end of the text to assist the reader in grasping
any unfamiliar terms that may be encountered in the study of corporate finance.

New for the ninth edition

The vignettes have been reviewed and undergone extensive updating so they reflect current
developments and the changing socio-economic environment in which corporate finance
exists. A number of chapters have been up-dated to reflect new legislation, major events
(e.g. Brexit, COVID) and any other major developments in the field of finance. Relevant
changes in regulations and taxation, such as the UK tax treatment of dividends, have been
considered and incorporated where appropriate.

Target readership

This book has been written primarily for students taking a course in corporate finance in
their second or final year of undergraduate study on accounting, business studies and
finance-related degree programmes. It will also be suitable for students on professional
and postgraduate business and finance courses where corporate finance or financial man-
agement are taught at introductory level.

XV
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The finance function

Learning objectives

After studying this chapter, you should have achieved the following learning objectives:

an understanding of the time value of money and the relationship between risk and
return;

an appreciation of the three key decision areas of the financial manager;

an understanding of the reasons why shareholder wealth maximisation is the
primary financial objective of a company, rather than other objectives a company
may consider;

an understanding of why the substitute objective of maximising a company’s share
price is preferred to the objective of shareholder wealth maximisation;

an understanding of how agency theory can be used to analyse the relationship
between shareholders and managers, and of ways in which agency problems may
be overcome;

an appreciation of the role of institutional investors in overcoming agency
problems;

an appreciation of how developments in corporate governance have helped to
address the agency problem.



CHAPTER 1 The finance function

1.1

1.11

INTRODUCTION

Corporate finance is concerned with the efficient and effective management of the
finances of an organisation to achieve the objectives of that organisation. This involves
planning and controlling the provision of resources (where funds are raised from), the
allocation of resources (where funds are deployed to) and finally the control of
resources (whether funds are being used effectively or not). The fundamental aim of
financial managers is the optimal allocation of the scarce resources available to the
company - the scarcest resource being money.

The discipline of corporate finance is frequently associated with that of accounting.
However, while financial managers do need to have a firm understanding of manage-
ment accounting (in order to make decisions) and a good understanding of financial
accounting (in order to be aware of how financial decisions and their results are pre-
sented to the outside world), corporate finance and accounting are fundamentally dif-
ferent in nature. Corporate finance is inherently forward-looking and based on cash
flows; this differentiates it from financial accounting, which is historic in nature and
focuses on profit rather than cash. Corporate finance is concerned with raising funds
and providing a return to investors; this differentiates it from management accounting,
which is primarily concerned with providing information to assist managers in making
decisions within the company. However, although there are differences between these
disciplines, there is no doubt that corporate finance borrows extensively from both.
While in the following chapters we consider in detail the many and varied problems and
tasks faced by financial managers, the common theme that links these chapters is the
need for financial managers to be able to value alternative courses of action available
to them. This allows them to make a decision as to which is the best choice in financial
terms. Therefore before we look at the specific roles and goals of financial managers,
we introduce two key concepts that are central to financial decision-making.

Two key concepts in corporate finance

Two key concepts in corporate finance that help managers to value alternative courses of
action are the time value of money and the relationship between risk and return. Since
these two concepts are referred to frequently in the following chapters, it is vital that you
have a clear understanding of them.

The time value of money

The time value of money is perhaps the single most important concept in corporate finance
and is relevant to both companies and investors. In a wider context it is relevant to anyone
expecting to pay or receive money over a period of time. The time value of money is par-
ticularly important to companies since the financing, investment and dividend decisions
made by companies result in substantial cash flows over a variety of periods of time. Simply
stated, the time value of money refers to the fact that the value of money changes over time.
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1.1 Two key concepts in corporate finance

Consider a student who can take a £4,000 student grant either today or in one year’s
time. Faced with this choice, they will (hopefully!) opt to take the grant today. The question
to ask yourself is why do they prefer the £4,000 grant today? There are three major factors
at work here:

m Time: if you have the money now, you can spend it now. It is human nature to want
things now rather than to wait for them. Alternatively, if you do not wish to spend your
money now, you will still prefer to take it now, since you can then invest it so that in
one year’s time you will have £4,000 plus any investment income you have earned.

m Inflation: £4,000 spent now will buy more goods and services than £4,000 spent in one
year’s time because inflation reduces the purchasing power of your money over time.
Unless, of course, we are in a deflationary period, when the reverse will be true, but
this is rare.

m Risk: if you take £4,000 now you definitely have the money in your possession. The
alternative of the promise of £4,000 in a year’s time carries the risk that the payment
may be less than £4,000 or may not be paid at all.

Different applications of the time value of money are considered in Section 1.1.3.

The relationship between risk and return

This concept states that an investor or a company takes on more risk only if a higher return
is offered in compensation. Return refers to the financial rewards resulting from making an
investment. The nature of the return depends on the form of the investment. A company
that invests in non-current assets and business operations expects returns in the form of
profit, whether measured on a before-interest, before-tax or an after-tax basis, and in the
form of cash flows. An investor who buys ordinary shares expects returns in the form of
dividend payments and capital gains (share price increases). An investor who buys corpo-
rate bonds expects regular returns in the form of interest payments. The meaning of risk is
more complex than the meaning of return. An investor or a company expects or anticipates
a specific return when making an investment. Risk refers to the possibility that the actual
return may be different from the expected return. If the actual return is greater than the
expected return, this is usually a welcome occurrence. Investors, companies and financial
managers are more likely to be concerned with the possibility that the actual return is less
than the expected return. A risky investment is therefore one where there is a significant
possibility of its actual return being different from its expected return. As the possibility of
actual return being different from expected return increases, investors and companies
demand a higher expected return.

The relationship between risk and return is explored in several chapters in this text. In
‘Investment appraisal: applications and risk’ (Chapter 7) we will see that a company can
allow for the risk of a project by requiring a higher or lower rate of return according to the
level of risk expected. In ‘Portfolio theory and the capital asset pricing model’ (Chapter 8)
we examine how an individual’s attitude to the trade-off between risk and return shapes
their utility curves; we also consider the capital asset pricing model, which expresses the
relationship between risk and return in a convenient linear form. In ‘The cost of capital and

3
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1.1.3

capital structure’ (Chapter 9) we calculate the costs of different sources of finance and find
that the higher the risk attached to a source of finance, the higher the return required by
the investor.

Compounding and discounting

Compounding is the way to determine the future value of a sum of money invested now,
for example in a bank account, where interest is left in the account after it has been paid.
Because interest received is left in the account, interest is earned on interest in future years.
The future value depends on the rate of interest paid, the initial sum invested and the
number of years for which the sum is invested:

FV = Co(1+ i)

where: FV = future value
C, = sum deposited now
i = annual interest rate
n = number of years for which the sum is invested

For example, £20 deposited for five years at an annual interest rate of 6 per cent will
have a future value of:

FV = £20 x (1.06)5 = £26.77

In corporate finance, we can take account of the time value of money through the tech-
nique of discounting, which is the opposite of compounding. While compounding takes us
forward from the current value of an investment to its future value, discounting takes us
backward from the future value of a cash flow to its present value. Cash flows occurring
at different points in time cannot be compared directly because they have different time
values; discounting allows us to compare these cash flows by comparing their present
values.

Consider an investor who has the choice between receiving £1,000 now and £1,200 in
one year’s time. The investor can compare the two options by changing the future value of
£1,200 into a present value and comparing this present value with the offer of £1,000 now
(note that the £1,000 offered now is already in present value terms). The present value
can be found by applying an appropriate discount rate, one which reflects the three fac-
tors discussed earlier: time, inflation and risk. If the best investment available to the inves-
tor offers an annual interest rate of 10 per cent, we can use this as the discount rate.
Reversing the compounding illustrated above, the present value can be found from the
future value by using the following formula:

FV

PV =
a+in
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where: PV = present value
Fv

i = discount rate
n = number of years until the cash flow occurs

future value

Inserting the values given above:
PV = 1,200/(1.1)" = £1,091
Alternatively, we can convert our present value of £1,000 into a future value:
FV = £1,000 x (1.1)' = £1,100

Whether we compare present values (£1,000 is less than £1,091) or future values
(£1,100 is less than £1,200), it is clear that £1,200 in one year’s time is worth more to the
investor than £1,000 now.

Discounting calculations are aided by using present value tables, which can be found at
the back of this text. The first table, of present value factors, can be used to discount single
point cash flows. For example, what is the present value of a single payment of £100 to be
received in five years’ time at a discount rate of 12 per cent? The table of present value
factors gives the present value factor for five years (row) at 12 per cent (column) as 0.567.
If we multiply this by £100 we find a present value of £56.70.

The next table, of cumulative present value factors, enables us to find the present value
of an annuity. An annuity is a regular payment of a fixed amount of money over a finite
period. For example, if we receive £100 at the end of each of the next five years, what is
the present value of this series of cash flows if our required rate of return is 7 per cent? The
table gives the cumulative present value factor (annuity factor) for five years (row) at a
discount rate of 7 per cent (column) as 4.100. If we multiply this by £100 we find a present
value of £4,100.

The present value of a perpetuity, the regular payment of a fixed amount of money over
an infinite period of time, is equal to the regular payment divided by the discount rate. The
present value of a perpetuity of £100 at a discount rate of 10 per cent is £1,000 (i.e.
£100/0.1).

Discounted cash flow (DCF) techniques allow us to tackle more complicated scenarios
than the simple examples we have just considered. Later in the chapter we discuss the vital
link existing between shareholder wealth and net present value (NPV), the specific applica-
tion of DCF techniques to investment appraisal decisions. NPV and its sister DCF technique
internal rate of return are introduced in ‘An overview of investment appraisal methods’
(Chapter 6). The application of NPV to more complex investment decisions is comprehen-
sively dealt with in Chapter 7. In ‘Long-term finance: debt finance, hybrid finance and
leasing’ (Chapter 5), DCF analysis is applied to valuing a variety of debt-related
securities.



CHAPTER 1 The finance function

1.2 The role of the Financial Manager

While everyone manages their own finances, financial managers of companies are respon-
sible for a much larger operation when they manage corporate funds. They are responsible
for a company’s investment decisions, advising on the allocation of funds in terms of the
total amount of assets, the composition of non-current and current assets, and the conse-
quent risk profile of the choices. They are also responsible for raising funds, choosing from
a wide variety of financial institutions and markets, with each source of finance having
different features of cost, availability, maturity and risk. The place where supply of finance
meets demand for finance is called the financial market: this consists of the short-term
money markets and the longer-term capital markets. A major source of finance for a com-
pany is internal rather than external, i.e. using part of the cash or earnings generated by its
business activities. The managers of the company, however, must strike a balance between
the amount of earnings they retain and the amount they pay out to shareholders as a
dividend.

We can see, therefore, that a financial manager’s decisions can be divided into three
general areas: investment decisions, financing decisions and dividend decisions. Figure 1.1
illustrates the position of the financial manager as a person central to these decisions and
their associated cash flows.

Sources of finance:
m Commercial banks

m Merchant banks > Financial markets:
® Insurance companies ( m Money markets
m Pension funds € m Capital markets
m Governments
m Other companies A
Repayments, interest Raising
and dividends funds
A\
FINANCIAL MANAGER
|
Positive net Relnvestment\ Capital
cash flow ~| investment
———

Operations and

investment in land,
buildings, plant, inventory,
debtors, cash

Figure 1.1 The central role of the financial manager in a company’s financing,
investment and dividend decisions
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Investment: company
decides to take on a
number of attractive new
investment projects.

Finance: company will
need to raise finance to
take up projects.

Dividends: if finance is not
available from external
sources, dividends may
need to be cut to increase
internal financing.

Dividends: company
decides to pay higher
dividends to its
shareholders.

Finance: lower level of
retained earnings available
for investment means
company may need finance
from external sources.

Investment: if finance is
not available from external
sources the company may
have to postpone future
investment projects.

Finance: company raises
finance from expensive
sources, resulting in a
higher cost of capital.

Investment: due to a higher
cost of capital the number
of projects attractive to the
company decreases.

Dividends: the company's
ability to pay dividends in
the future is adversely
affected.

Figure 1.2 The interrelationship between financing, dividend and investment decisions

While it is convenient for discussion purposes to split a financial manager’s decisions
into three decision areas, it is important to recognise the high level of interdependence
that exists between them. Hence a financial manager making a decision in one of these
three areas should always take into account the effect of that decision on the other two
areas. Figure 1.2 gives examples of possible knock-on effects in the other two areas of taking
a decision in one of the three areas. It should also be noted that their areas of responsibility
also frequently include related areas such as, but not limited to, risk management, budget-
ing and forecasting.

Who makes corporate finance decisions in practice? In most companies there will be no
one individual solely responsible for corporate financial management. The more strategic
dimensions of the three decision areas tend to be considered at board level, with an impor-
tant contribution coming from the finance director, who oversees the finance function. Any
financial decisions taken at this level will be after extensive consultation with accountants,
tax experts and lawyers. The daily cash and treasury management duties of the company
and its liaison with financial institutions such as banks will be undertaken by the corporate
treasurer. It is common for both finance director and corporate treasurer to have an account-
ing background. An important responsibility for the corporate treasurer is hedging interest
rate risk and exchange rate risk. Figure 1.3 illustrates the various functions within the
finance department of a large company.
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| Board of Directors l
| Chief Executive l
|
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Production Finance Marketing Human Resources
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Controller
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Financial Management Cash Credit Inventory
accounting accounting control control control
Taxation l Data Foreign Capital
processing currency budgeting

Figure 1.3 How the finance function fits within a company’s management structure

Corporate objectives

What should be the primary financial objective of corporate finance and, therefore, the
main objective of financial managers? The answer is to make decisions that maximise the
value of the company for its owners. As the owners of the company are its shareholders,
the primary financial objective of corporate finance is usually stated to be the maximisation
of shareholder wealth. Since shareholders receive their wealth through dividends and capi-
tal gains (increases in the value of their shares), shareholder wealth will be maximised by
maximising the value of dividends and capital gains that shareholders receive over time.
How financial managers go about achieving this objective is considered in Section 1.3.1.

Owing to the rather vague and complicated nature of the concept of shareholder wealth
maximisation, other objectives are commonly suggested as possible substitutes or surro-
gates. Alternative objectives to shareholder wealth maximisation also arise because of the
existence of other groups with an interest in the company (stakeholders). These groups,
such as employees, customers, creditors and the local community, will have different views
on what the company should aim for. It is important to stress that while companies must
consider the views of stakeholders other than shareholders, and while companies may
adopt one or several substitute objectives over shorter periods, from a corporate finance
perspective such objectives should be pursued only in support of the overriding long-term
objective of maximising shareholder wealth. Vignette 1.1 analyses the recent backlash in
the United States of using share price as the sole basis of judging corporations. We now
consider some of these other possible objectives for a company.



1.3 Corporate objectives

Vignette 1.1

By Rana Foroohar

It used to be that there was just one metric for corpo-
rate performance — share price. These days, not so
much. In the age of Donald Trump and #MeToo,
companies are expected to wade into the murky
waters of politics.

The most recent mass high school shooting in
Florida has added urgency to the issue, with
BlackRock, the asset manager, floating the idea of
leaving gun makers out of index funds and retailers
like Dick’s and Walmart taking assault-style weap-
ons off their shelves.

This follows months of corporate stands on every-
thing from immigration to sexual harassment to
LGBT rights, a wave of activism punctuated by
Merck chief executive Ken Frazier’s resignation
from the president’s manufacturing council follow-
ing Mr Trump’s failure to condemn a white suprem-
acist rally in Charlottesville last August. A few days
later, the council was disbanded.

The calls for companies to be judged on something
more than share price have been growing for some
time. Larry Fink’s most recent annual letter to
BlackRock shareholders, which included a demand
for more ‘purpose-driven companies’, was a big turn-
ing point in the backlash against the shareholder
value theory that has been the guiding force for
companies for four decades. It is one thing when lib-
eral academics and politicians call for a new kind of
‘stakeholder’ capitalism. It’s another when the larg-
est asset manager in the world does it.

I surveyed a number of chief executives about
Mr Fink’s letter at the World Economic Forum in
Davos. While all were supportive of the general
principle, most also expressed some frustration, not
because Mr Fink wasn’t right but because he wasn’t
clear. Senior executives know that judging com-
panies only by share performance does not work
because it engenders short-termism — research and
development as a percentage of revenue has dec-
lined since the 1980s, in part because the share price
usually suffers when companies announce this kind
of spending. But they do not know what the new
playbook is.

The backlash against shareholder value

‘What does this really mean in practice?” asked the
chief financial officer of a large multinational.
‘What are the new metrics that we are being judged
on? And what happens if we fall short?’

One of the things going for shareholder value was
that it was precise. As long as shares rise quarter
on quarter, you are doing your job. It is also clear it
was a limited metric, one that has arguably resulted
in far less corporate risk taking and innovation,
and also one that disproportionately benefits senior
executives, particularly large company chief execu-
tives who typically get more than half their compen-
sation in stock. This incentivises short-term decision
making.

Perhaps most importantly, it’s a philosophy that
does not appeal nearly as much to millennial con-
sumers or workers, who demand that companies
think about a broader group of stakeholders and a
more complex set of political and social issues. A
study released last week by the Global Strategy
Group shows that two-thirds of Americans believe
that corporations have a responsibility to address
key social and political issues. It also found that
those that do have far higher favourability ratings
than those that don’t. Lockheed Martin, a com-
pany that said and did nothing following Char-
lottesville, had a significant drop in favourability
ratings.

Some of this depends on your politics. Corporate
activism is far more popular among Democrats than
Republicans (among the few memorable examples
of any right-wing activism were arts and crafts
store Hobby Lobby’s fight against mandatory birth
control coverage by corporate insurance, and res-
taurant chain Chick-fil-A’s opposition to same-sex
marriage). But the risks of non-action seem to out-
weigh those of action. Recent research shows that
issues like Apple’s stand on LGBT rights made liber-
als much more likely to want to buy Apple products,
but it did not make opponents less likely to purchase
them.

While I'm all for chief executives speaking out on
issues that matter to them, I'm less keen on activism




CHAPTER 1 The finance function

Vignette 1.1 (continued)

as a metric for corporate performance. This is not to
say that we do not need to move beyond the mythol-
ogy of shareholder value — we do. But my own guide-
lines would be more quantitative.

Here are two things that boards might take into
account, aside from share price, when judging cor-
porations. First, executives should manage human
resources as well as they manage capital. In a world
awash with cash but facing a talent shortage, we
need to start thinking of labour as an asset rather
than simply a cost liability (this could be encour-
aged by changes in the tax code and accounting
standards).

Second, we should look more closely at corporate
R&D as a percentage of revenues. Academics have
found that private companies spend about twice as
much on productive capital expenditure as public
ones of the same type and size. It is a measure of
how the pressure of adhering to shareholder value
theory can kill innovation in its crib.

Companies clearly need to think about more than
investors. Consumers and workers are demanding,
and getting, more political engagement from corpo-
rate America. But politics is risky. Investors should
stick to economic metrics when they value corpora-
tions. They just need broader and better ones.

Source: Foroohar, R. (2018) ‘The backlash against shareholder value’, Financial Times, 4 March.
©The Financial Times Ltd, 4 March 2018. All Rights Reserved.

Questions

1 What are the issues of judging corporate performance on just share price alone?

2 If share price alone is no longer an appropriate metric of corporate performance, what other factors

should be considered?
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1.3.1 Maximisation of profits

The classical economic view of the firm, as put forward by Hayek (1960) and Friedman
(1970), is that it should be operated in a manner that maximises its economic profits. The
concept of economic profit is far removed from the accounting profit found in a company’s
income statement. While economic profit broadly equates to cash, accounting profit does
not. There are many examples of companies going into liquidation shortly after declaring

high profits. Polly Peck plc’s dramatic failure in 1990 is one such example.

There are three fundamental problems with profit maximisation as an overall corporate
goal. The first problem is that there are quantitative difficulties associated with profit. Profit
maximisation as a financial objective requires that profit be defined and measured accurately,
and that all the factors contributing to it are known and can be taken into account. It is very
doubtful that this requirement can be met on a consistent basis. If five auditors go into the

same company, it is possible that each may come out with a different profit figure.

The second problem concerns the timescale over which profit should be maximised.
Should profit be maximised in the short term or the long term? Given that profit considers
one year at a time, the focus is likely to be on short-term profit maximisation at the expense

of long-term investment, putting the long-term survival of the company into doubt.

The third problem is that profit does not take account of, or make an allowance for, risk.

It would be inappropriate to concentrate our efforts on maximising accounting profit when
this objective does not consider one of the key determinants of shareholder wealth.
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1.3 Corporate objectives

Shareholders’ dividends are paid with cash, not profit, and the timing and associated
risk of dividend payments are important factors determining shareholder wealth. Consider-
ing this fact together with the problems just discussed, we can conclude that profit maxi-
misation is not a suitable substitute objective for shareholder wealth maximisation. That
is not to say that a company does not need to pay attention to its profit figures, since the
financial markets take falling profits or profit warnings as a sign of financial weakness. In
addition, profit targets can serve a useful purpose in helping a company to achieve short-
term (operational) objectives within its overall strategic plan.

Maximisation of sales

If a company were to pursue sales maximisation (either in terms of volume or value) as its
only overriding long-term objective, then it is likely to reach a stage where it is overtrading
(see ‘Overtrading’, Section 3.4) and might eventually have to go into liquidation. Sales may
not necessarily be at a profit, and sales targets could be disastrous if products are not cor-
rectly priced. Sales maximisation can be useful as a short-term objective, however. As an
example, a company seeking to establish sustainable market share on entering a new
market could follow a policy of sales maximisation.

Survival

Survival cannot be accepted as a satisfactory long-term objective. Will investors want to invest
in a company whose main objective is merely to survive? The answer is, of course, an emphatic
no. In the long term, a company must attract capital investment by holding out the prospect
of gains which are at least as great as those offered by comparable alternative investment
opportunities. Survival may be a key short-term objective, however, especially in times of
economic recession. If a company were to be liquidated, there may be little, if any, money to
distribute to ordinary shareholders by the time assets have been distributed to stakeholders
higher up the creditor hierarchy. If liquidation were a possibility, short-term survival as an
objective would be consistent with shareholder wealth maximisation. Undoubtedly, with the
impacts of COVID-19 being felt for the spring of 2020 onwards, the objective of survival will
have become a much more pressing short-term objective for many companies.

Social responsibility

Some companies adopt an altruistic social purpose as a corporate objective. They may be
concerned with improving working conditions for their employees, providing a healthy prod-
uct for their customers or avoiding antisocial actions such as environmental pollution or
undesirable promotional practices. Corporate social responsibility (CSR), as it is also some-
times known, can take the form of donating goods and services to various beneficiaries in
society. UK drugs companies including AstraZeneca and GlaxoSmithKline (GSK) donate bil-
lions of pounds to CSR annually. Related to CSR, the environmental, social and governance
(ESG) movement has now grown into a global phenomenon, highlighting the importance
of considering these three areas alongside financial factors when investing in companies.

11



CHAPTER 1 The finance function

12

1.4

While it is important not to upset stakeholders such as employees and the local com-
munity, social responsibility should play a supporting role within the framework of cor-
porate objectives rather than acting as a company’s primary goal. Although a company
does not exist solely to please its employees, managers are aware that having a demoti-
vated and unhappy workforce will be detrimental to the company’s long-term prosperity.
Equally, an action group of local residents unhappy with a company’s environmental
impact can decrease its sales by inflicting adverse publicity on the company. Consider the
negative impact on BP’s corporate image of the 2010 explosion on the Deep Water Horizon
drilling rig in the Gulf of Mexico, where more than half of the company’s market value was
wiped out in March and June of that year. Or, more recently, Volkswagen’s emissions cover-
up in March 2015, where it was found to have installed software designed to manipulate
the emissions details of its diesel cars. The German car manufacturer lost nearly 60 per
cent of its market value in the ensuing six-month period after the scandal had broken.

How is shareholder wealth maximised?

We noted earlier that shareholder wealth maximisation is a rather vague and complicated
concept. We also stated that shareholders’ wealth is increased by the cash they receive in
dividend payments and by capital gains arising from increasing share prices. It follows that
shareholder wealth can be maximised by maximising the purchasing power that sharehold-
ers derive through dividend payments and capital gains over time. This view of shareholder
wealth maximisation suggests three factors that directly affect shareholders’ wealth:

m the magnitude of cash flows accumulating to the company;
m the timing of cash flows accumulating to the company;
m the risk associated with the cash flows accumulating to the company.

Having established the factors that affect shareholder wealth we can now consider what
to take as an indicator of shareholder wealth. The indicator usually taken is a company’s
ordinary share price, as mentioned in Vignette 1.1, since this will reflect expectations about
future dividend payments and investor views about the long-term prospects of the com-
pany and its expected cash flows. The substitute or surrogate objective to shareholder
wealth maximisation, therefore, is to maximise the current market price of the company’s
ordinary shares and hence to maximise the company’s total market value. Figure 1.4 illus-
trates the link between cash flows arising from a company’s projects all the way through to
the wealth of its shareholders.

At stage 1, a company takes on all investment projects with a positive NPV. By using NPV
to appraise the financial acceptability of potential projects the company is considering the
three factors that affect shareholder wealth, i.e. the magnitude of expected cash flows, their
timing (through discounting) and their associated risk (through the selected discount rate).
At stage 2, given that NPV is additive, the corporate NPV should equal the sum of the NPVs
of the projects it has undertaken. At stage 3 the corporate NPV is accurately reflected by
the market value of the company through its share price. The link between stages 2 and 3
(i.e. the market value of the company reflecting the true value of the company) will depend
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heavily on the efficiency of the stock market and hence on the speed and accuracy with
which share price changes reflect new information about companies. The importance to
corporate finance of stock market efficiency is considered in Chapter 2. Finally, at stage 4,
the share price is taken to be a substitute for shareholder wealth and so shareholder wealth
maximisation (SHWM) will occur when the market value (market capitalisation) of the
company is maximised.

Corporate net

present value o ) N
(sum of individual > Share price —>|  SHWM

projects’ NPVs)

@ ®) @)

Figure 1.4 The links between the investment projects of a company and shareholder
wealth

Now that we have identified the factors that affect shareholder wealth and established
share price maximisation as a surrogate objective for shareholder wealth maximisation, we
need to consider how a financial manager can achieve this objective. The factors identified
as affecting shareholder wealth are largely under the control of the financial manager, even
though the outcome of their decisions will also be affected by the conditions prevailing in
the financial markets. From our earlier discussion, a company’s value will be maximised if
the financial manager makes ‘good’ investment, financing and dividend decisions. Exam-
ples of ‘good’ financial decisions, in the sense of decisions that promote share price maxi-
misation, include the following:

B managing a company’s working capital efficiently by striking a balance between the
need to maintain liquidity and the opportunity cost of holding liquid assets;

m raising finance using the most appropriate mixture of debt and equity in order to
minimise a company’s cost of capital;

m using NPV to assess all potential investment projects and then accepting all projects
with a positive NPV;

m adopting the most appropriate dividend policy, which reflects the amount of divi-
dends a company can afford to pay, given its level of profit and the amount of retained
earnings it requires for reinvestment;

m taking account of the risk associated with financial decisions and where possible guard-
ing against it, e.g. hedging interest and exchange rate risk.

13
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1.5 Agency theory

1.5.1 Why does agency exist?

While managers should make decisions that are consistent with the objective of maximising
shareholder wealth, whether this happens in practice is another matter. The agency prob-
lem is said to occur when managers make decisions that are not consistent with the objec-
tive of shareholder wealth maximisation. Three important factors that contribute to the
existence of the agency problem within public limited companies are as follows:

m There is divergence of ownership and control, whereby those who own the company
(shareholders) do not manage it but appoint agents (managers) to run the company
on their behalf.

m The goals of the managers (agents) differ from those of the shareholders (principals).
Human nature being what it is, managers are likely to maximise their own wealth rather
than the wealth of shareholders.

m Asymmetry of information exists between agent and principal. Managers run the
company on a day-to-day basis and consequently have access to management
accounting data and financial reports, whereas shareholders receive only annual
reports, which may be subject to manipulation by the management.

When these three factors are considered together, it should be clear that managers are
able to maximise their own wealth without necessarily being detected by the owners of
the company. Asymmetry of information makes it difficult for shareholders to monitor
managerial decisions, allowing managers to follow their own welfare-maximising decisions.
Examples of possible management goals include:

growing and/or maximising the size of the company;
increasing managerial power;

increasing managerial job security;

increasing managerial pay and rewards;

pursuing their own social objectives or ‘pet’ projects.

The potential agency problem between a company’s managers and its shareholders is
not the only agency problem that exists. Jensen and Meckling (1976) argued that the
company can be viewed as a series of agency relationships between the different interest
groups involved. These agency relationships are shown in Figure 1.5. The arrows point away
from the principal towards the agent. For example, as customers pay for goods and services
from the company and are the principal while the supplying company is their agent. And
although a company’s managers are the agents of the shareholders, the relationship is
reversed between creditors and shareholders, with shareholders becoming, through the
actions of the managers they appoint and direct, the agents of the creditors.

From a corporate finance perspective an important agency relationship exists between
shareholders, as agents, and the providers of debt finance, as principals. The agency prob-
lem here is that shareholders will prefer debt to be used for progressively riskier investment
projects, as it is shareholders who gain from the success of such projects, but debt holders
who bear the risk.
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Shareholders
including institutions
and private individuals

Creditors
including banks, suppliers
and bond holders

Employees

Customers

Figure 1.5 The agency relationships that exist between the various stakeholders of a
company

How does agency manifest within a company?

The agency problem can manifest itself in a multitude of ways within a company. Let us
first consider the investment decisions managers make. Managerial reward schemes are
often based on short-term performance measures and managers therefore tend to use the
payback method when appraising possible projects, as this technique places a greater
emphasis on short-term returns. With respect to risk, managers may make investments that
diversify business operations and hence decrease unsystematic risk, in order to reduce
the risk to the company. Unsystematic risk (see ‘The concept of diversification’, Section 8.2)
is the risk associated with undertaking specific business activities. By reducing risk through
diversification, managers hope to secure their own jobs. However, most investors will
already have diversified away unsystematic risk themselves by investing in portfolios con-
taining the shares of many different companies. Shareholder wealth is not, therefore,
increased by the diversifying activities of managers. Another agency problem relating to
risk can arise if managers undertake low-risk projects when the preference of shareholders
is for higher-risk projects.

The agency problem can also manifest in financing decisions. Managers will prefer to
use equity finance rather than debt finance, even though equity finance is more expensive
than debt finance, as less debt finance and thus lower interest payments result in lower
bankruptcy risk and higher job security. This will be undesirable from a shareholder point
of view because increasing equity finance will increase the cost of the company’s capital.

Agency conflict arises between shareholders and debt holders because shareholders
have a greater preference for higher-risk projects than debt holders. The return to share-
holders is unlimited, whereas their loss is limited to the value of their shares, hence their
preference for higher-risk (and therefore higher-return) projects. The return to debt holders,
however, is limited to a fixed-interest return: they will not benefit from the higher returns
from riskier projects.
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1.5.3 Dealing with the agency problem between shareholders and

managers

Jensen and Meckling (1976) suggested that there are two ways of optimising managerial
behaviour in order to encourage goal congruence between shareholders and managers.
The first way is for shareholders to monitor the actions of managers. There are a number
of possible monitoring techniques that can be used, although they all incur costs in terms
of both time and money. These monitoring devices include using independently audited
financial statements and additional reporting requirements, shadowing senior managers
and using external analysts. The costs of monitoring must be weighed against the benefits
accruing from a decrease in suboptimal managerial behaviour (i.e. managerial behaviour
which does not aim to maximise shareholder wealth). A major difficulty associated with
monitoring as a method of solving the agency problem is the existence of free riders.
Smaller investors allow larger shareholders, who are more eager to monitor managerial
behaviour owing to their larger stake in the company, to incur most of the monitoring costs
while sharing in the benefits of corrected management behaviour. Hence the investors with
smaller investments obtain a free ride.

An alternative to monitoring is for shareholders to incorporate clauses into managerial
contracts which encourage goal congruence. Such clauses formalise constraints, incentives
and punishments. An optimal contract will be one which minimises the total costs associ-
ated with agency. These agency costs include:

financial contracting costs, such as transaction and legal costs;
the opportunity cost of any contractual constraints;

the cost of managers’ incentives and bonus fees;

monitoring costs, such as the cost of reports and audits;

the loss of wealth owing to suboptimal behaviour by the agent.

It is important that managerial contracts reflect the needs of individual companies. For
example, monitoring may be both difficult and costly for some companies. Managerial
contracts for such companies may therefore include bonuses for improved performance.
Owing to the difficulties associated with monitoring managerial behaviour, such incentives
could offer a more practical way of encouraging goal congruence. The two most common
incentives offered to managers are performance-related pay (PRP) and executive share
option schemes. These methods are not without their drawbacks.

Performance-related pay (PRP)

Also referred to as a bonus or short-term incentive plan (STIP), the major problem here is
finding an accurate measure of managerial performance. For example, managerial remunera-
tion can be linked to performance indicators such as profit, earnings per share or return
on capital employed (see ‘Assessing financial performance’, Section 2.4). However, the
accounting information underpinning these three performance measures is open to manipu-
lation by the same managers who stand to benefit from PRP. Profit, earnings per share and
return on capital employed may also not be good indicators of wealth creation as they are
not based on cash and so do not have a direct link to shareholder wealth maximisation.
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Executive share option schemes

Given the problems associated with PRP, executive share option schemes represent an
alternative way to encourage goal congruence between senior managers and shareholders.
Share options allow managers to buy a specified number of their company’s shares at a
fixed price over a specified period. The options have value only when the market price of
the company’s shares exceeds the price at which they can be bought by using the option.
The aim of executive share option schemes is to encourage managers to maximise the
company’s share price, and hence to maximise shareholder wealth, by making managers
potential shareholders through their ownership of share options.

Share option schemes are not without their problems. First, while good financial man-
agement does increase share prices, there are a number of external factors affecting share
prices. If a country is experiencing an economic boom, share prices will increase (a bull
market). Managers will then benefit through increases in the value of their share options,
but this is not necessarily down to their good financial management. Equally, if share prices
in general are falling and/or volatile, share options may not reward managers who have
been doing a good job in difficult conditions. This has been an issue for UK companies
since the financial crisis of 2008. Second, problems with share option schemes arise
because of their terms. Share options are not seen as an immediate cost to the company
and so the terms of the options (i.e. the number of shares that can be bought, the price at
which they can be bought and when they can be bought) may sometimes be set at too
generous a level. The difficulty of quantifying the cost of share options and the introduction
of new accounting treatment of their costs has led to a decline in their popularity.

Long-term incentive plans (LTIPs)

These types of executive compensation schemes are common in the UK and typically
reward participants with free shares after a predetermined period of time (normally three
years or more) provided defined performance targets are met. Remuneration committees
award them to senior executives, although they can also be awarded to other employees.
The advantage of LTIPs over share options is that free shares will still have value, even when
share prices are falling, while share options have no incentive value when they are ‘out of
the money’.

In addition to using monitoring and managerial incentives, shareholders have other ways
of keeping managers on their toes. For example, they have the right to remove directors by
voting them out of office at the company’s annual general meeting (AGM). Whether this
represents a viable threat to managers depends heavily on the ownership structure of the
company, for example whether a few large influential shareholders hold more than half of
the company’s ordinary shares. Alternatively, shareholders can ‘vote with their feet” and
sell their shares on the capital markets. This can have the effect of depressing the company’s
share price, making it a possible takeover target. The fact that target company managers
usually lose their jobs after a takeover may provide an incentive for them to run their com-
pany more in the interests of shareholders. In 2020, on average, LTIPs made up 41 per cent
of FTSE 100’s CEO’s annual salaries, compared to their basic pay at 28 per cent and short-
term incentives pay at 24 per cent.
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1.5.4

1.5.5

The agency problem between debt holders and shareholders

The simplest way for debt holders to protect their investment in a company is to secure their
debt against the company’ assets. Should the company go into liquidation, debt holders
will have a prior claim over assets, which they can then sell to recover their investment.

Another way for debt holders to protect their interests and limit the amount of risk they
face is for them to use covenants. These are clauses written into debt agreements which
restrict a company’s decision-making process. They may prevent a company from investing
in high-risk projects, or from paying out excessive levels of dividends, or may limit its future
gearing levels. (Covenants are discussed in ‘Bonds, loan notes, loan stock and debentures’,
Section 5.1).

The influence of institutional investors

We have already implied that an increase in the concentration of share ownership might
lead to a reduction in the problems associated with agency. In the UK from the late 1970s
to the middle of the 1990s there was an increase in shareholdings by large institutional
investors. This trend has reversed somewhat in recent years. As Table 1.1 shows, UK insti-
tutional shareholders account for the ownership of only 28.6 per cent of all ordinary share
capital. One marked change in recent years has been the steep decline in the number of
shares held by pension funds and insurance companies. The pension fund decrease can
be explained by the UK government’s 1997 abolition of the favourable tax treatment
enjoyed by pension funds up to that date which had enabled them to reclaim the tax paid
on dividends. Once this tax benefit was lost, ordinary shares became a less attractive
investment.

Table 1.1 Ownership of UK quoted ordinary shares according to owner classification (1975-2020)

1975 % 1981 % 1997 % 2001 % 2006 % 2014 % 2020 %
Insurance companies 15.9 20.5 23.5 20.0 14.7 5.9 2.5
Pension funds 16.8 26.7 22.1 16.1 12.7 3.0 1.8
Other financial institutions* 15.3 10.7 10.7 15.2 171 19.3 243
Institutional investors (total) 48.0 57.9 56.3 1.8 44.5 28.2 28.6
Private companies 3.0 5.1 1.2 1.0 1.8 2.0 1.4
Personal sector 37.5 28.2 16.5 14.8 12.8 11.9 12.0
Overseas sector 5.6 3.6 24.0 31.9 40.0 53.8 56.3
Other 5.9 5.2 2.0 1.0 0.9 4.1 1.7
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0

*Includes banks, unit and investment trusts.
Source: Office for National Statistics.
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In the past, while institutional investors had not been overtly interested in becoming
involved with companies’ operational decisions, they had put pressure on companies to
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maintain their dividend payments even in adverse macroeconomic conditions. Ironically,
rather than reducing the agency problem, institutional investors may have been exacerbat-
ing it by pressing companies to pay dividends they could not afford. However, recent years
have seen institutional investors becoming more interested in corporate operational and
governance issues. The number of occasions where institutional investors have got tough
with companies in which they invest when those companies did not comply with govern-
ance standards has increased steadily. The UK Financial Reporting Council introduced a
new Stewardship Code in July 2010 to try to ‘improve the effectiveness of interactions
between companies and institutional investors in order to facilitate the attainment of long-
term returns for shareholders’. The implications of a high level of share-ownership by insti-
tutional investors in the US is the subject of Vignette 1.2.

Vignette 1.2

volatility, study finds
By Chris Flood

BlackRock, Vanguard, State Street, Fidelity and
Capital Group are driving up equity market volatil-
ity and fuelling mispricing in company stocks,
according to an analysis that raises fresh questions
over the regulatory oversight of the largest asset
managers. Global regulators have wrestled for more
than a decade over whether large asset managers
should be classified alongside big banks as systemi-
cally important financial institutions. Tighter rules
would drive up running costs and cut the profits of
these businesses. The 10 largest institutional inves-
tors collectively own more than a quarter of the US
stock market after quadrupling their holdings since
1980. Concentration of ownership and the increas-
ing importance of the trading activities of the top
investors has pushed up the volatility of stocks held
in their portfolios and added to the ‘noise’ or mis-
pricings embedded in shares, according to a study
by four finance professors.

Trading strategies and capital flows within large
asset management companies are more correlated
than similar activities across other smaller fund
groups. Smaller fund managers trade against each
other, which cancels out their impact. Large institu-
tions tend to trade massively in one direction. This
may be explained by the role that centralised func-

Top 10 institutional investors fuel market

tions such as research, risk management and mar-
keting play at large asset managers as well as the
influence of the overarching corporate identity that
helps to guide decisions by portfolio managers. ‘Top
institutions trade in larger volumes and have a
greater impact on stock prices. The trading activity
of large institutions explains their impact on vola-
tility’, said Itzhak Ben-David from Ohio State uni-
versity. Mr Ben-David worked on the study alongside
Francesco Franzoni from USI Lugano, and Villanova
University’s Rabih Moussawi and John Sedunov.

The findings are at odds with BlackRock’s assertion
that the growth of exchange traded funds has con-
tributed positively to the efficiency of price dis-
covery in stock markets. Vanguard rejected the
academic’s findings. The world’s second largest asset
manager said its proprietary research had found ‘no
causal relationship’ between the large growth in
index tracking fund assets and market volatility.
‘The trading volume attributable to the portfolio
management activity of index funds in the US is less
than 5 per cent. Although index funds have grown,
trading activity is minimal’, said Vanguard. After
examining regulatory filings between 1980 and 2016,
the study concluded that stocks with higher owner-
ship by the 10 biggest institutional investors also
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Vignette 1.2 (continued)

registered larger price falls in periods of market tur-
moil. ‘Stocks with higher levels of ownership by
large institutions experience significantly lower
returns during periods of market turmoil because
they engage in massive sales and depress stock
prices’, said Mr Franzoni. ‘Their impact on stock
prices is much larger than a collection of small
institutions managing the same amount of assets’,
added Mr Sedunov. The academics also examined
BlackRock’s acquisition in 2009 of Barclays Global
Investors division, the asset management industry’s
most important deal over the past decade. They
found an increase in volatility in stocks owned by the

enlarged group compared with their holdings before
the takeover.

Politicians, as well as regulators, are paying closer
attention to the importance of big asset managers.
Two Democratic members of the House of Rep-
resentatives, Jesus Garcia from Illinois and Katie
Porter from California, launched a bill in April to
address systemic risk in the financial system which
called for Congress to ‘rein in’ BlackRock. ‘Excessive
concentration of stock ownership in the asset man-
agement industry may pose a systemic threat,
warned Mr Moussawi.

Source: Flood, C. (2020) ‘Top 10 institutional investors fuel market volatility, study finds’, Financial Times, 8 August.
© The Financial Times Limited 2020. All Rights Reserved.

Questions

1 Why has equity market volatility in the US increased with an increase in share ownership by
institutional investors?

2 What are the implications of this development for the pricing efficiency of equity in the US?
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Another significant development in the USA has been the increase in pressure on com-
panies, from both performance and accountability perspectives, generated by shareholder
coalitions such as the Council of Institutional Investors (Cll) and the California Public
Employees’ Retirement System (CalPERS), the largest US pension fund with $467bn of
assets under its control in June 2021. In the past these organisations used to publish a
‘focus list” of companies which they considered to have been underperforming due to bad
management. The publication of these lists was a tactic to force such companies to take
steps to improve their future performance. CalPERS stopped publishing the list in 2011,
preferring instead to engage directly with underperforming companies. While this kind of
shareholder ‘vigilantism’ has yet to take root in the UK, CalPERS is actively seeking to
increase investments in Europe, and large investment companies such as UK-based Hermes
Investment Management are both firm and outspoken about what they see as acceptable
(and not acceptable) stewardship of the companies in which they invest.

1.5.6 The influence of international investors

The pattern of UK share ownership over the past decade and a half has seen a steady increase
in the proportion of shares held by overseas investors. Foreign investors now account for the
ownership of 56.3 per cent of shares listed on the UK stock market, over twice the level it was
in 1997. The increase in UK share ownership by foreign investors has come predominantly
from international fund management groups (such as BlackRock and Capital International),
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international mergers, new UK subsidiaries being set up by overseas companies, and com-
panies moving their headquarters to the UK. This increase has been at the expense of domes-
tic pension funds, insurance companies and individual investors who have sought to diversify
their shareholdings internationally. This change in UK share ownership has made it more
difficult for companies to identify and understand who their shareholders are and has led to
a wider array of shareholder objectives for companies to consider.

Corporate governance

Until now we have considered solutions to the agency problem at an individual company
level. In recent years, however, a more overarching solution to the corporate governance
problem has come through self-regulation. This approach has sought to influence the
structure and nature of the mechanisms by which owners govern managers in order to
promote fairness, accountability and transparency.

Corporate governance in the UK

The importance of good standards of corporate governance has been highlighted by the col-
lapse of a number of large companies, including Polly Peck in 1990 and Maxwell Communica-
tions Corporation in 1991 in the UK, and Enron and WorldCom in 2002 in the USA. More
recently, the global banking crisis that began in 2007 and its effect on the UK financial services
sector have raised fresh concerns about the effectiveness of UK corporate governance, and the
manner in which remuneration packages for senior executives have been determined.

The UK corporate governance system has traditionally stressed the importance of inter-
nal controls, and the role of financial reporting and accountability, focusing on the market-
based process of self-regulation. This is the opposite approach to that used in the USA
where firms face large amounts of external legislation (see Section 1.6.2). The issue of
corporate governance was first addressed in the UK in 1992 by a committee chaired by Sir
Adrian Cadbury. The resulting Cadbury Report (Cadbury Committee 1992) recommended
a voluntary Code of Best Practice which the London Stock Exchange (LSE) subsequently
required member companies to comply with. Listed companies had to state in their finan-
cial reports whether or not they complied with the Cadbury Code of Best Practice and, if
not, explain the reasons behind their non-compliance. The Code was not intended to be
a rigid set of rules, but a guide to good board practice that was likely to best facilitate
‘efficient, effective and entrepreneurial management that can deliver shareholder value of
the longer term’. The Code was subsequently revised and reinforced by the Greenbury
Report in 1995 to produce the ‘Combined Code’ and by the Hampel Committee in 1998.
The latter established a ‘super code’ made up of a combination of its own recommenda-
tions and the findings of the previous two committees, again overseen by the LSE, which
continued to include compliance with the provisions of the code in its listing requirements.
A summary of the key provisions of the Combined Code is provided later in this section.

The Combined Code was developed further in 2000 as a consequence of the findings
of the Turnbull Report (published in September 1999), which focused on systems of
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internal control and the wide-ranging types of significant risk that companies need to
control. Additionally, after the collapses of Enron and WorldCom in 2002, the UK govern-
ment decided to investigate both the effectiveness of non-executive directors (NEDs) and
the independence of audit committees in UK companies. The resulting Higgs Report in
2003 dealt with the first of these two issues and made recommendations designed to
enhance the independence and effectiveness of NEDs. It also commissioned the Tyson
Report (2003) to investigate how companies could recruit NEDs with varied backgrounds
and skills to enhance board effectiveness. In the same year, the Smith Report examined the
role of audit committees and, while stopping short of recommending that auditors should
be rotated periodically (e.g. every five years), gave authoritative guidance on how audit
committees should operate and be structured. The recommendations of the Higgs and
Smith reports were incorporated into an extended version of the Combined Code in July
2003. The Financial Reporting Council (FRC) has reviewed and amended the Combined
Code eight times since 2005. The current version of the Combined Code (the UK Corporate
Governance Code) was published in July 2018 and came into force in January 2019. The
FRC stated that the purpose of the latest revisions was to create a shorter, sharper UK Cor-
porate Governance Code. Five key areas the code identified are outlined here.

Board leadership and company purpose

B A successful company should be led by an effective board that promotes long-term
sustainable success that creates value for both shareholders and the wider society.

m When 20 per cent or more of shareholders vote against the board, the board needs to
explain how it will consult with shareholders in order to understand the vote.

m The company must understand the views of other key stakeholders. This includes the
work force via a director appointed from the work force or a designated NED.

Division of responsibilities

m The chairman leads the board and is responsible for its overall effectiveness.

m The board should be made up of the appropriate balance of executive and non-
executive directors (NEDS).

m The chief executive should not go on to be the chair of the company as the latter
should be independent on their appointment.

m Annual reports should identify which NEDs are independent.

B At least half of the board, excluding the chairman, should be made up of independent
NED:s of sufficient calibre.

m The election of new directors to the board should be formal, rigorous and transparent.
The majority of the nomination committee should be independent NEDs.

m All directors need to be able to allocate sufficient time to discharge their duties.

Composition, succession and evaluation

m Appointments to the board should be via a formal, transparent and rigorous procedure
that promotes diversity.
m The board should include a suitable balance of knowledge, skills and experience.
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The nomination committee should be made up of independent NEDS.
All directors should seek re-election on an annual basis.
The chair should not typically remain in their post longer than nine years in total.

The performance of the board should be subjected to a rigorous evaluation on an
annual basis.

m The annual report should provide clear details of the appointment process, how the
board is evaluated and company policy with respect to diversity and inclusion along
with information on the gender balance of senior management.

Remuneration

B Remuneration should be designed with the aim of achieving long-term success and
sustainability.

m Any performance-related elements should be stretching and transparent, and should
not reward poor performance.

®m The remuneration of the chairman and all executive directors should be set by a remu-
neration committee made up of at least three independent NEDs.

m Directors’ notice or contract periods should be no longer than one year.

Audit, risk and internal control

m The board should present a balanced, fair and understandable assessment of the com-
pany’s performance and future prospects.

m The board should determine the nature and extent of the risks it is prepared to take to
achieve its strategic objectives, and then maintain sound internal control and risk man-
agement systems via an annual review.

m The board should establish an audit committee of at least three independent NEDs
who monitor the integrity of financial statements and review internal financial con-
trols.

m The audit committee should also monitor the internal audit committee and the exter-
nal auditor’s independence, as well as being responsible for auditor appointment, re-
appointment and removal.

m There should be full disclosure of directors’ remuneration, including any pension con-
tributions and share options.

In recent times the debate about the effectiveness of the Code was stimulated in the wake
of the banking crisis of late 2007 and continued in the economic slump that followed.
Incidents like the 2018 liquidation of construction and engineering company Carillion and
subsequent proceedings by the government to seek bans for eight of its former directors
have further undermined confidence in the Code. According to Grant Thornton (2022), in
2021 only 44 per cent of FTSE 350 companies were claiming full compliance with the 2018
Code (down from 57 per cent in 2020). This drop was predictable, given that 2020 repre-
sented a transition year between the 2016 version of the Code and the revised 2018 Code,
meaning 2021 was the first year that full compliance was required. An encouraging sign
was that 70 per cent of the non-complying companies gave detailed explanations of why
they failed to comply and 43 per cent said they would comply the following year. The two
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greatest areas of non-compliance were non-alignment of executive pensions with the work-
force (46%) and the chair’s tenure limit provision (17%). Other issues identified by Grant
Thornton’s report included 90 per cent of companies defining their purposes but only
7 per cent that actively measured their progress and of the 89 per cent of companies that
identified emerging risks, only 33 per cent outlining how they mitigated them. Meanwhile
Vignette 1.3. shows there still remains much work to be done in the area of ethnic diversity
at a board level.

Vignette 1.3

BAME appointments stall on boards of biggest

UK companies
By Daniel Thomas

Women accounted for more than half of appoint-
ments to boards in the past financial year as the
UK’s largest companies addressed gender dispari-
ties, but progress on ethnic diversity among com-
pany directors stalled. The number of black, Asian
and minority ethnic directors stayed broadly the
same across the 150 biggest listed companies at 8 per
cent in the year to April, according to the annual
boardroom report from Spencer Stuart, the execu-
tive search firm.

Although the number of new BAME non-executives
has almost doubled in the past five years, the num-
ber of executive directors has halved to 2.6 per cent.
UK companies trail counterparts in the US, where
ethnic minority directors represent about a fifth at
the top 200 S&P 500 companies. Nazneen Rahman,
non-executive director at AstraZeneca, said: ‘2020
has been a watershed moment for racial inequality,
and to catalyse substantive and meaningful change,
these companies need to demonstrate action to not
only increase BAME representation around the
board table, but also to foster the BAME talent
within their own ranks.” Several initiatives were
launched in October to encourage companies to
recruit senior managers from ethnic minorities,

November.

including a scheme to find 10,000 black graduate
interns, and a charter for financial and professional
services.

The 2020 UK Spencer Stuart board index shows that
better progress has been made on gender diversity,
with women accounting for 34 per cent of board
directors and 46 per cent of non-executive directors, a
three-fold rise since the last financial crisis. However,
women only made up about 13 per cent of execu-
tive director positions, and five per cent of chair
and chief executive roles. Tessa Bamford, who leads
Spencer Stuart’s UK board practice, said: “The fact
that 46 per cent of all non-executives were women at
the start of the Covid-19 crisis suggests that compa-
nies may be experiencing more effective scrutiny
and challenge of the ‘group think’ which was associ-
ated with poor decisions in the last financial crisis.’
The Spencer Stuart index covers the largest 150 com-
panies in the FTSE rankings by market value at 30
April 2020, excluding investment trusts. Boardroom
pay continued to climb in the 12 months to April.
The average wage for a chair stood at £411,406 —
an increase of almost 2 per cent from 2019 — while
average total fees rose 1.3 per cent for non-executive
directors to £97,837.

Source: Thomas, D. (2020) ‘BAME appointments stall on boards of biggest UK companies’, Financial Times, 2

©The Financial Times Limited 2020. All Rights Reserved.

Question

What do you consider to be the underlying reasons for why there has been more progress, in terms of
gender diversity at a board level, in the UK directors’ salaries rather than ethnic diversity?
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The rate of increase of directors’ salaries continues to be a contentious issue and was
again put into the spotlight when the bosses of the UK’s largest companies received average
pay rises of 20 per cent during 2017. The UK government introduced new executive pay

transparency measures that came into force in January 2019, requiring UK listed companies

with over 250 employees to annually disclose information on the ratio of CEO pay relative
to the average pay of their workers. In 2020, the median pay of FTSE 100 CEOs stood at
£2.69m, the lowest it had been since 2009. Executive pay came under further pressure due
to the impact of COVID-19 and the pressure brought to bear on companies by shareholders
when awarding bonuses. This is the subject of Vignette 1.4.

Vignette 1.4

Big pay battles loom as investors say no to

pandemic bonuses
By Attracta Mooney

At Foxtons’ annual meeting on Thursday, share-
holders delivered a message to Britain’s public com-
panies: big executive bonuses and Covid-19 are
incompatible. Four in 10 shareholders voted against
the company’s pay plan, punishing the estate agent
for awarding a bonus to its chief executive for a year
in which it received almost £7m in government sup-
port, raised emergency cash and suffered a substan-
tial share price fall.

The revolt came after a series of big investors,
from Legal and General Investment Management
to Fidelity International, urged companies to show
restraint around executive pay this year, particu-
larly if they had been hard hit by the pandemic.
While many businesses have taken on board share-
holders’ warnings, others have not - setting the
scene for a tense annual meeting season.

Other companies in the spotlight over pay include
BAE Systems, which handed its chief executive £2m
to stay at the business; AstraZeneca because of its
decision to increase the maximum long-term incen-
tive plan (LTIP) chief executive Pascal Soriot could
receive; and British American Tobacco, over salary
rises for executives.

One senior figure at a large UK asset manager said
the Foxtons vote showed shareholders had no qualms
about holding companies to account over pay in 2020.
‘Foxtons” AGM result should serve as a warning

to the market. Bonuses should be off the table for
companies that have only survived through govern-
ment handouts, cutting dividends and furloughing
staff, he said. Shareholders normally overwhelm-
ingly back pay resolutions. Last year, only 5.2 per cent
of shareholders on average voted against the pay
report at UK annual meetings, according to Proxy
Insight, a data provider. But this time things are
already looking more fraught, with big votes against
pay at companies from Hollywood Bowl to Cineworld.

Angeli Benham, senior global environmental, social
and governance manager at LGIM, said if compa-
nies had taken government or shareholder sup-
port, investors would expect them to ‘show restraint
and not continue to pay bonuses’. ‘Unfortunately
some companies have a different view, she added.
Although still early in the AGM season, sharehold-
ers and advisers to investors have flagged several
businesses where they have concerns about remu-
neration. These include National Express, the pub-
lic transport company, where proxy adviser Glass
Lewis criticised plans for a large salary increase for
the chief financial officer despite the company not
repaying government support, stopping dividends
and its share price falling. National Express said the
CFO’s overall pay was down substantially in 2020
and would be lower again this year.

Glass Lewis also advised shareholders to rebel
against Sig, the building materials group, arguing
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Vignette 1.4 (continued)

that the company’s decisions on executive pay were
out of Kilter with the experience of shareholders
and employees, of whom about 2,070 were fur-
loughed.

Institutional Shareholder Services, the world’s larg-
est proxy adviser, has urged a vote against pay at
insurer Lancashire Group over executive bonuses,
and at Vitec, a small-cap company. Mirza Baig,
global head of ESG research and stewardship at
Aviva Investors, the £366bn UK fund manager, said
that as well as bonuses, companies needed to think
carefully about pay rises. ‘Now is not the time to be
handing out salary increases to already well-paid
executives. Companies should freeze increases and
revisit next year at the earliest,” he said.

BAT increased chief executive Jack Bowles’ salary
by 3 per cent this year, following a 9.5 per cent
increase in 2020, which led to revolt at last year’s
annual meeting. ‘Following last year’s vote on the
remuneration report at the AGM, we have engaged
with our shareholders to understand their views in
shaping remuneration decisions for 2021, the com-
pany said.

Another area of concern for shareholders is the
introduction of so-called restricted share plans, a
type of long-term incentive scheme. Unlike the
more usual long-term incentive plan, where awards
are based on various performance metrics, under
a restricted share scheme executives are typically
given a smaller but guaranteed number of shares
that they have to hold for several years. Investors
are worried that some companies are moving
towards restricted shares to ensure executives con-
tinue to enjoy bumper pay packages at a time when
meeting performance conditions is more challeng-
ing because of the pandemic. ‘What we don’t want is
companies implementing restricted share plans in
bad times, but returning to LTIPs in good times,
said Jenn-Hui Tan, global head of stewardship at
Fidelity. ‘It needs to be the right model of pay.’

ISS has urged shareholders to vote against plans for
a one-off restricted share scheme at Hostelworld.
Glencore has also been criticised by proxy advis-
ers over its new restricted share plan and changes
to executive pay. Investors also have their eyes on
so-called ‘windfall gains’, after some companies
awarded shares or options to executives during last

Growing dissent over UK executive pay
Average percentage who voted and abstained*
1 Abstain
Il Against
Policy (binding)

2017

2018 2019 2020

* Data based on all UK listed companies
Source: Insightia
@FT

2021

Report (advisory)

2017 2018 2019 2020 2021
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year’s market plunge. If share prices rebound over
the next few years, executives would reap the
rewards. ‘The Covid dip is a classic that needs to be
watched out for, said Bruce Duguid, head of stew-
ardship, EOS at Federated Hermes.

Ashley Hamilton Claxton, head of responsible invest-
ment at Royal London Asset Management, said she
was paying close attention to sectors badly affected
by the pandemic, such as travel and hospitality. But
she added: ‘If a company managed its situation well,
if profits are up, employees haven’t been laid off and
shareholders have benefited, there is no reason to say
it wouldn’t be appropriate to pay a bonus.’

April.

Source: Mooney, A. (2020) ‘Big pay battles loom as investors say no to pandemic bonuses’, Financial Times, 25
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For companies that have managed less well, inves-
tors are ready to punish the directors who fail to
keep remuneration under control. At Foxtons, a
third of shareholders voted against the re-election
of Alan Giles, remuneration committee chair, and 17
per cent against chief executive Nic Budden. Baig
said that could happen at other companies if boards
failed to listen to their shareholders.

‘Director accountability will be a key theme in 2021,
he said. ‘If we disagree with the pay outcome, we
will vote against the pay decision and the individu-
als responsible for making it.’

Questions

1 Were shareholders right to pressure companies to moderate executive pay during COVID?
2 \What are the longer-term implications on executive pay if this shareholder activism towards

executive pay continues into the future?

1.6.2 Corporate governance in the USA

Traditionally the USA’s approach to corporate governance has been driven more by legisla-
tion compared to the UK’s ‘comply or explain’ philosophy. Since 2002 and the high-profile
collapse of companies such as Enron and WorldCom, this is now even more the case. The
USA’ response in 2002 to these corporate failures and several major corporate scandals
was to pass the Sarbanes-Oxley Act (also known as ‘SOX’). This far-reaching legislation,
detailed in 11 sections or mandates, overhauled existing financial reporting standards as
well as establishing new ones. The Act created an overseer for all auditors (the Public
Company Accounting Oversight Board), established auditor independence to limit con-
flicts of interest, and restricted auditing companies from providing consulting services to
their audit clients. Under Section 302 it also required senior executives to take personal
responsibility for both the accuracy and completeness of their company’ financial reports.
Section 404 of the Act introduced enhanced reporting requirements for financial transac-
tions and internal controls to assure the accuracy of financial reports and disclosures. SOX
was backed up in 2002 with stiff criminal penalties for financial fraud via the Corporate
and Criminal Fraud Act and the Corporate Fraud Accountability Act.

Its supporters argue that SOX has restored confidence in US companies and financial
markets, and in the US corporate accounting framework. Detractors argue that it has eroded
the USA’s international competitive advantage by introducing an excessively complex regu-

latory environment into US financial markets, causing companies to incur significant
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compliance costs in both time and money terms. Undoubtedly compliance costs are direct
and easy to quantify, while the benefits are more indirect in nature. Butler and Ribstein
(2006) argued that reducing investment risk by means of individual investors diversifying
their investments was more efficient than reducing risk by means of companies spending
significant amounts of time and money on SOX compliance. The Act, as with much US
legislation, has had an extraterritorial impact as it affects all US subsidiaries outside of the
USA. Some commentators have argued that SOX drove many non-US companies away from
New York to London. Piotroski and Srinivasan (2008) found evidence that small foreign
firms, post SOX, were choosing the UK’s Alternative Investment Market (AIM) over the USA’s
NASDAQ exchange. This finding was consistent with prevailing opinion that SOX impacted
more acutely on small firms. This was believed to be particularly true with respect to
Section 404 (assessment of internal control by both company management and the exter-
nal auditor) due to the significant fixed costs of compliance.

While the debate continues over whether SOX has brought net benefits to the USA, it is
certain that the Act is here to stay. A significant development in US corporate governance
since the introduction of SOX has been the signing by President Obama of the Dodd-Frank
Wall Street Reform and Consumer Protection Act in July 2010. This requires US public com-
panies to give shareholders a ‘say on pay’ with respect to their senior executives every three
years. Since the adoption of this Act in January 2011, in only 2 per cent of cases have compa-
nies (such as Hewlett-Packard) had their executive pay packages rejected by shareholders.

Conclusion

In this chapter we have introduced two key concepts in financial management, namely the
relationship between risk and return, and the time value of money. We have linked the
time value of money to compounding and future values, and to discounting and present
values. We clarified the role of the financial manager within a public company and estab-
lished that their main aim should be to maximise the wealth of the company’s sharehold-
ers. Other often-cited objectives, such as profit maximisation, survival and social
responsibility, are of secondary importance. Shareholder wealth is maximised through
financial managers making sound investment, financing and dividend decisions, taking
account of the amount, timing and associated risk of future company cash flows, as these
are the key variables driving shareholder wealth.

Unfortunately, managers are able to maximise their own wealth rather than that of share-
holders. The agency problem can be tackled internally and externally. Internally, the two most
common approaches are to offer performance-related pay or executive share option schemes
to managers. These are far from perfect solutions, however. Externally, the terms and condi-
tions of executive pay and the topical issues of corporate governance have been the subject
of reports by a number of committees, including Cadbury, Greenbury, Hampel, Turnbull and
Higgs. The recommendations of these committees are based on a principles-driven ‘comply
or explain’ approach and differ greatly to the rule-based stance in the USA (the differences in
corporate stewardship cultures in the USA and the UK are further highlighted in Vignette 1.5).
While corporate governance requirements have undoubtedly helped to reduce the prob-
lem of agency in the UK, managerial remuneration continues to be a contentious issue.



1.7 Conclus

ion

Vignette 1.5

By Geoffrey Owen

‘'m the chairman, you’re the managing director,
and you will do what I tell you’. That statement, dat-
ing from the 1960s, belongs to an era in which many
of Britain’s biggest companies were led by a chair-
man who had near-absolute power. He — almost
never she — was in effect chairman and chief execu-
tive, although the latter title was not widely used at
that time. Today, the situation could hardly be more
different. Most companies are run by a chief execu-
tive and alongside him or her is a chairman who is
usually both part-time and ‘independent’ — that is,
not someone who worked for the company before
the appointment or had commercial links with it.

This has been one of the biggest changes in British
corporate governance to have taken place since the
1960s and it has put the UK on a different path from
other industrial countries. In the US, in spite of a
recent increase in the number of independent chair-
men, most companies combine the two posts in one
person. There is some scepticism about the British
approach, among academics as well as business
leaders, mainly on the grounds that it can lead to
conflict and confused responsibilities at the top.
Has the UK got it right? Does the split structure
make for better-performing companies? The answer,
as shown by a study I have conducted on behalf of
Spencer Stuart, the executive recruitment firm, of
how boards have evolved over the past 50 years, is by
no means clear.

Most of the current and former British chairmen and
institutional investors who were interviewed for the
study believe the British system is best. Their view is
that too much concentration of power at the top is
dangerous and that this cannot be offset by the US
practice of appointing a lead director from among
the outside board members to act as a partial coun-
terweight to the chairman/chief executive. ‘You've
got to have a chairman whose job is to hire and fire
the chief executive’, one interviewee said.

Another recalled how lonely he felt when he served
both as chairman and chief executive. ‘You end up
talking to yourself and that is not a very healthy
position. You think you have lots of friends but actu-
ally you haven’t’, he said. Yet there was also frank
recognition that the interface between chairman

A very British split at the top

and chief executive in the British system is difficult
to manage. Several chairmen had served on dys-
functional boards, and the source of the problem
often lay in an unsatisfactory relationship between
the two people at the top.

A newly appointed chairman may be taking on the
job soon after serving as chief executive in another
company, and this can be an awkward transition
that needs more preparation and training than is
usually provided. As chief executive, he or she was
used to ruling the roost and probably enjoyed the
limelight and status that went with the job.

To retreat to an advisory role takes a degree of self-
restraint that can be unwelcome. This may be why
some companies have appointed former chief finan-
cial officers as chairmen rather than former chief
executives — although a background in finance does
not necessarily provide the broad strategic overview
needed in a chairman.

The dilemma that all chairmen face is how much or
how little to intervene. At one extreme are chairmen
who, perhaps for personality reasons or because of
insufficient knowledge of the business, are unable
to stand up to a dominant chief executive. At the
other are chairmen who are tempted to second-
guess the executive team.

‘It is a very tricky balance’, one interviewee pointed
out. ‘The chairman has to be close to the chief exec-
utive while every now and then making it quite
clear to the board that he is sceptical about a pro-
posal. You trust him when he sides with the CEO
but you know it will not always happen’.

It is hard to predict in advance how someone new to
the chairman’s role will perform. As one chairman
said: ‘Ideally, you want a dynamic CEO and a wiser,
more prudent chairman, but whether you get that
combination is pretty fortuitous - it does not hap-
pen in many cases’.

Another commented: ‘The single most important
thing is that the chairman has the interests of the
company at heart and not other interests — not polit-
ical interests, not personal interests over and above
that’. The chairman needs to be qualified by ability
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Vignette 1.5 (continued)

and experience to run the company in an emer-
gency, if for some reason the chief executive is una-
ble to do the job and no successor is yet in place.

How important is knowledge of the sector in which
the company is competing?

One interviewee said that the necessary mutual
respect between chairman and chief executive ‘can’t
happen if the chairman does not understand the
industry. If you are ignorant, you can end up becom-
ing a puppet’.

Sir David Walker’s recent review of corporate gov-
ernance in financial institutions suggested that in
appointing board members some banks had over-
stressed independence at the expense of knowledge.
Sir David pointed out that bank boards that had
appointed the retiring chief executive as chairman,
thus departing from the independence criteria laid
down in the corporate governance code, had per-
formed relatively well in the financial crisis.

Banking is special and it does not follow that, say, a
pharmaceutical company will do better if its chair-
man is a pharmaceutical expert. Having worked in
the industry is no guarantee that the appointee will
be a good chairman; that depends much more on the
individual’s personal qualities.

Nevertheless, the study suggests that knowledge of
the business, or at least experience in a related or
similar business, should be given greater weight
in the appointment of a new chairman. Two other
conclusions emerged: the first is that the role of
chairman has acquired greater importance in recent
years. As one of the interviewees put it: ‘Chairmen
are having to work a lot harder and sometimes they
have to take on the requirement to be the face of the
company, dealing with external stakeholders as well
as shareholders’.

This is most obvious at times of crisis, as at BP last
year, but whenever a big company comes under

attack in the media, the chairman often finds him-
self or herself in the line of fire. The second conclu-
sion is that too many chairmen have been appointed
who lack the necessary capabilities to do the job
well. Those capabilities, which were usefully set out
in the Walker review, are partly innate, such as stam-
ina, courage and openness to new ideas, and partly
learnable, including empathy, listening to all points
of view, reaching conclusions without appearing to
dominate, and building confidence in colleagues.

Good chairmen will always be hard to find but bet-
ter preparation and more emphasis on the learnable
parts of the job make it more likely that the board
will function well.

Some US companies are looking to separate, too.
Companies in the S&P 500 in which the chairman is:

2010 2005
The current CEO 60% 1%
Independent 19% 9%
Non-executive, former CEO 5% 15%
Executive, former CEO 14% 3%
Outside-related 2% 2%

Source: Spencer Stuart 2010 Board Index.

The tendency in recent years has been for more US
companies to separate the two top posts, and in a
growing number of such cases the chairmanship
has gone to an independent outsider.

Where the former CEO becomes chairman, he or she
may continue to be employed by the company in an
executive capacity, working alongside the new CEO
or—less commonly — become non-executive chairman.

The ‘outside-related’ category includes individuals
such as a controlling shareholder or someone who
has a significant business relationship with the
company but is not an employee.

Source: Owen, G. (2011) ‘A very British split at the top’, Financial Times, 14 March.
©The Financial Times Limited 2011. All Rights Reserved.

Question

Given the two very different relationships that exist between chairman and CEO in US and UK
companies, which do you consider will promote better corporate governance?
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Key Points

‘Fat cat” headlines in the financial press are unlikely to become a thing of the past without a
significant change in human nature.

Finally, it would be appropriate to consider how Brexit has started to affect UK corporate

governance. Many commentators consider the impact of Brexit on UK corporate govern-

ance to be relatively low. The UK’s governance system is considered to be robust and at the
forefront of good practice around the globe. However, it will need to continually evolve
and change in response to any new demands placed upon it by the impact of Brexit if the
UK is to maintain its leading position. We may also see EU policy start to diverge from UK
policy as the former places greater emphasis on other stakeholders and sustainability.

Il B W KEY POINTS

10

11

Two key concepts in corporate finance are the time value of money and the rela-
tionship between risk and return.

Compounding calculates future values from an initial investment. Discounting cal-
culates present values from future values. Discounting can also calculate the pre-
sent values of annuities and perpetuities.

While accountancy has an important role in corporate finance, the fundamental
problem addressed by corporate finance is how best to allocate the scarce
resource of cash.

Financial managers are responsible for making decisions about raising funds (the
financing decision), allocating funds (the investment decision) and how much to
distribute to shareholders (the dividend decision).

While objectives such as profit maximisation, social responsibility and survival
represent important supporting objectives, the overriding objective of a company
must be that of shareholder wealth maximisation.

Share price maximisation is a substitute objective to shareholder wealth maximisa-
tion.

A financial manager can maximise a company’s market value by making invest-
ment, financing and dividend decisions consistent with shareholder wealth maxi-
misation.

Managers do not always act in the best interests of their shareholders, giving rise
to the agency problem.

The agency problem is likely to arise when there is a divergence of ownership and
control, when the goals of managers differ from those of shareholders, and when
asymmetry of information exists.

An example of the agency problem in a company is where managers diversify away
unsystematic risk to reduce the company’s risk, thereby increasing their job security.

Monitoring and performance-related benefits are potentially two ways to optimise
managerial behaviour and encourage goal congruence with shareholders.
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12 Owing to difficulties associated with monitoring, incentives such as performance-
related pay and executive share options are a more practical way to encourage goal
congruence.

13 UK institutional shareholders, who own approximately 29 per cent of all UK ordinary
shares, have brought pressure to bear on companies that do not comply with cor-
porate governance standards.

14 Corporate governance problems have received a lot of attention due to some high-
profile corporate collapses and the publicising of self-serving executive pay pack-
ages.

15 The UK corporate governance system has traditionally stressed internal controls and
financial reporting rather than external legislation.

16 In the UK, corporate governance is addressed by the Combined Code. In the US it
is addressed by the Sarbanes-Oxley Act.

SELF-TEST QUESTIONS

Answers to these questions can be found on pages 465-466.

1 Explain how the concept of the time value of money can assist a financial manager in
deciding between two investment opportunities.

2 Calculate the following values assuming a discount rate of 12 per cent:

(a) £500 compounded for five years;

(b) the present value of £500 received in five years’ time;

(c) the present value of £500 received each year forever;

(d) the present value of £500 to be received each year for the next five years.

3 What are the functions and areas of responsibility under the control of the financial
manager?

4 Give examples to illustrate the high level of interdependence between the decision areas
of corporate finance.

5 Given the following corporate objectives, provide a reasoned argument explaining which
of them should be the main goal of the financial manager:

(a) profit maximisation;
(b) sales maximisation;
(c) maximisation of benefit to employees and the local community;

(d) maximisation of shareholder wealth.

6 Explain how a financial manager can, in practice, maximise the wealth of shareholders.
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Questions for review

7 What is meant by the ‘agency problem’ in the context of a public limited company? How
is it possible for the agency problem to be reduced in a company?

8 Which of the following will not reduce the agency problem experienced by shareholders?

(a) increased monitoring by shareholders;

(b) salary bonuses for directors based on financial performance;
(c) granting share options to directors;

(d) including covenants in bond deeds;

(e) using shorter contracts for management.
9 What goals might be pursued by managers instead of maximising shareholder wealth?

10 Do you consider the agency problem to be relevant to UK public limited companies?

QUESTIONS FOR REVIEW

1 The primary financial objective of a company is stated by corporate finance theory to be
maximising shareholder wealth, but this objective is usually replaced by the surrogate
objective of maximising a company’s share price. Discuss how this substitution can be
justified.

2 Explain why maximising a company’s share price is preferred as a financial objective to
maximising its sales.

3 Discuss how the concepts of agency theory can be used to explain the relationship that
exists between the managers of a listed company and its shareholders. Your answer should
include an explanation of the following terms:

(a) asymmetry of information;
(b) agency costs;
(c) the free-rider problem.

4 You are given the following details about Facts of Life plc, a company in the conglomerate
sector.

Breakdown of activities by percentage of total annual company turnover:

Department stores: 30%
Clothing: 24%
Building materials: 20%
Hotels and catering: 16%
Electronics: 10%
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Current share price: £2.34
Average annual share price growth over the past five years: 5%
Conglomerate sector average annual share price growth over the past five years: 9%
Level of gearing based on market values (debt/debt + equity): 23%
Conglomerate sector gearing level based on market values (debt/debt + equity): 52%

The directors of the company were given share options by its remuneration committee five
years ago. In one year’s time the share options will allow each director to buy 100,000 shares
in the company at a price of £2.00. The directors’ average annual salary currently stands at
£200,000 on a five-year rolling contract basis, while average annual salaries in the
conglomerate sector are £150,000 and tend to be three-year rolling contracts.

(a) Using the above information to illustrate your answer, critically discuss the extent to
which Facts of Life plc can be said to be suffering from the agency problem.

(b) Discuss how the issues you have identified in part (a) can be addressed to reduce the
agency problem.

QUESTIONS FOR DISCUSSION

1 Discuss ways in which a company’s shareholders can encourage its managers to act in a
way which is consistent with the objective of maximising shareholder wealth.

2 The primary financial objective of corporate finance is usually taken to be the maximisation
of shareholder wealth. Discuss what other objectives may be important to a public limited
company and whether such objectives are consistent with the primary objective of
shareholder wealth maximisation.

3 Discuss whether recent UK initiatives in the area of corporate governance have served to
diminish the agency problem with respect to UK listed companies.

4 Critically evaluate the differing approaches taken by the US and UK governments to
address the shortcomings of their corporate governance systems.
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Capital markets, market efficiency
and ratio analysis

Learning objectives

After studying this chapter, you should have achieved the following learning objectives:

m an appreciation of the range of internal and external sources of finance available to
a company, and of the factors influencing the relative proportions of internal and
external finance;

m an understanding of the significance of the capital markets to a company;

m an understanding of the importance of the efficient market hypothesis to corporate
finance and an ability to explain the difference between the various forms of
market efficiency;

® an appreciation of the empirical research that has been undertaken to establish
the extent to which capital markets may be efficient in practice;

m the ability to calculate key ratios from corporate financial statements and interpret
their meaning and implications in corporate finance;

m an appreciation of the difficulties relating to calculating and interpreting financial
ratios;

m an appreciation of the concepts of economic profit and economic value added and
their relationship with shareholder wealth.



2.1

2.1 Sources of business finance
INTRODUCTION

Capital markets are places where companies needing long-term finance can meet
investors who offer finance. This finance may be equity finance from issuing new ordi-
nary shares or debt finance, in which case companies can choose from a wide range
of loans and debt securities. Capital markets are also places where investors buy and
sell company and government securities. Their trading decisions reflect information on
company performance provided by financial statements and financial analysis, divi-
dend announcements by companies, market expectations on future levels of interest
rates and inflation and investment decisions made by companies.

Both companies and investors want capital markets to assign fair prices to the
securities being traded. In the language of corporate finance, companies and investors
want the capital markets to be efficient. The characteristics of an efficient capital
market can be described by considering the relationship between market prices and
the information available to the market. Whether capital markets are in fact efficient
and which form of efficiency they are at are questions that have been studied for many
years and, in the first part of this chapter, we focus on the key topic of the efficient
market hypothesis.

Shareholders make decisions on which shares to add or remove from their port-
folios. Investors such as banks and other financial institutions make decisions
about whether, and at what price, to offer finance to companies. Financial manag-
ers make decisions in the key areas of investment, financing and dividends.
Shareholders, investors and financial managers can inform their decisions by
evaluating the financial performance of companies using information from financial
statements, financial databases, the financial press and the Internet. Ratio analy-
sis of financial statements can provide useful historical information on the profit-
ability, solvency, efficiency and risk of individual companies. By using performance
measures such as economic profit and economic value added (EVA®), company
performance can be linked more closely with shareholder value and shareholder
wealth, and attention can be directed to ways in which companies can create more
value for shareholders.

Sources of business finance

One of the key decision areas for corporate finance is the question of how a company
finances its operations. If finance is not raised efficiently, the ability of a company to accept
desirable projects will be adversely affected and the profitability of its existing operations
may suffer. An efficient financing policy aims to raise the amount of funds needed, at the
time they are needed, at the lowest possible cost. There is clearly a link between the
financing decisions made by a company’s managers and the wealth of the company’s
shareholders. For a financing policy to be efficient, however, companies need to be aware
of the sources of finance available to them.
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2.1.1

2.1.2

2.1.3

Internal finance

Sources of finance can be conveniently divided into internal finance and external finance.
By internal finance we mean cash generated by a company which is not needed to meet
operating costs, interest payments, tax liabilities, cash dividends or replacement of non-
current assets. This surplus cash is commonly called retained earnings in corporate finance.
The statement of profit or loss shows the profit generated by a company rather than the
cash available for investment, which is best indicated by the statement of cash flows.
Retained earnings in the financial position statement does not represent funds that can be
invested. Only cash can be invested. A company with substantial retained earnings in its
financial position statement, no cash in the bank and a large overdraft, will not be able to
finance investment from retained earnings.

Another internal source of finance that is often overlooked is savings generated by more
efficient management of working capital. This is the capital associated with short-term
assets and liabilities (see ‘Working capital and the cash conversion cycle’, Section 3.3).
More efficient management of inventories, trade receivables, cash and trade payables can
reduce investment in working capital, thereby reducing the need for a bank overdraft and
its interest charges, or increasing the level of cash.

External finance

The many kinds of external finance available can be split broadly into debt and equity
finance. External finance can also be classified according to whether it is short-term (less
than one year), medium-term (between one year and five years) or long-term (more than
five years), and according to whether it is traded on a stock exchange (e.g. ordinary shares
and bonds) or untraded (e.g. bank loans). An indication of the range of financial instru-
ments associated with external finance and their interrelationships is given in Figure 2.1.
You will find it useful to refer to this figure as you study this and subsequent chapters.

The distinction between equity finance and debt finance is of key importance in corpo-
rate finance and for this reason we devote whole chapters to these external sources of
long-term finance: equity finance (ordinary shares and preference shares) is discussed in
detail in ‘Long-term finance: equity finance’ (Chapter 4) and debt finance (corporate
bonds, bank debt and leasing) is discussed in ‘Long-term finance: debt finance, hybrid
finance and leasing’ (Chapter 5). Short-term finance is discussed in ‘Short-term finance
and managing working capital’ (Chapter 3).

The balance between internal and external finance

Retained earnings, the major source of internal finance, may be preferred to external
finance by companies for several reasons:

m Companies view retained earnings as a ready source of cash.
m The decision on how much to pay shareholders (and hence on how much to retain) is an
internal one and does not require a company to present a funding case to a third party.
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Figure 2.1 The variety of financial instruments that can be used by a company to raise
finance

m Retained earnings have no issue costs.
m There is no dilution of control as might occur with issuing new equity shares.
m There are no restrictions on business operations as might arise with issuing new debt.

The amount of retained earnings available will be limited by the cash flow from business
operations. Most companies will therefore need at some stage to consider external sources
of finance if they need to raise funds for investment projects or to expand operating activi-
ties. The decision concerning the relative proportions of internal and external finance to
be used for a capital investment project will depend on the following factors.

The level of finance required

It may be possible for a company to finance small investments from retained earnings, for
example replacing existing non-current assets or undertaking minor new investment pro-
jects. Larger projects are likely to require funds from outside the company.

The cash flow from existing operations

If the cash flow from existing operations is strong, a higher proportion of the finance needed
for investment projects can be found internally. If the cash flow from existing operations is
weak, a company will be more dependent on external financing.

The opportunity cost of retained earnings

Retained earnings are cash funds that belong to shareholders (as the owners of the com-
pany) and so can be classed as equity financing. This means they have a required rate of
return which is equal to the best return that shareholders could obtain on their funds if
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they were invested elsewhere in the financial markets. The best alternative return available
to shareholders is called the opportunity cost of retained earnings and, as discussed in
‘Equity finance’ (Section 4.1) and ‘Calculating the cost of individual sources of finance’
(Section 9.1), the required return on equity (the cost of equity) is always greater than the
required return on debt (the cost of debt) for an individual company. Hence, the relative
cost differences between these two different sources of finance will influence a company’s
financing decisions.

The costs associated with raising external finance

By using retained earnings, companies can avoid the issue costs associated with raising
external finance and the costs of servicing debt.

The availability of external sources of finance

The external sources of finance available to a company will depend on its circumstances.
A company which is not listed on a stock exchange, for example, will find it difficult to raise
large amounts of equity finance, while a company with a large proportion of debt finance
and therefore seen as risky will find it difficult to raise further debt. The economic condi-
tions at the time when external finance is needed will influence the availability of funds in
the market and the expectations of the investors.

Dividend policy

The dividend policy of a company (Chapter 10) will have a direct impact on the amount of
retained earnings available for investment. A company which consistently pays out a high pro-
portion of distributable profits as dividends will not have much by way of retained earnings and
so is likely to use a higher proportion of external finance when funding investment projects.

Capital markets

Capital markets are markets for trading long-term financial securities, illustrated in Figure 2.1.
The most important ones for companies are ordinary shares, long-term debt securities such
as secured bonds or loan notes (debentures), unsecured bonds and convertible bonds,
and, to a much lesser extent, preference shares. Eurobonds and public-sector securities,
such as Treasury bills and gilts (gilt-edged bonds), also trade on capital markets.

Capital markets have two main functions. First, they are where long-term funds can be
raised by companies from those with funds to invest, such as financial institutions and private
investors. In fulfilling this function, they are primary markets for new issues of equity and
debt. Second, capital markets allow investors to sell their shares and bonds, or buy new ones
to place in their portfolios; here, capital markets act as secondary markets for dealing in
existing securities. The secondary market plays a key role in corporate finance, because by
facilitating the buying and selling of securities it increases their liquidity and hence their value.
Investors would pay more for a security that will be easy to sell in the future. The secondary
market is also a source of pricing information for the primary market and consequently helps
increase the efficiency with which the primary market allocates new funds to their best use.
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The London Stock Exchange (LSE) is the main UK market for equity and bonds. Ways of
obtaining a listing (quotation) on this market are considered in ‘New issue methods’
(Section 4.2.2).

Smaller companies that are unable to seek a listing on the main market of the LSE can
apply for a listing on the Alternative Investment Market (AIM), which has been operated
by the LSE since 1995. The average market value of AIM companies, as at July 2022, is
approximately £81m. The AIM is both a primary and a secondary market for the shares of
small and growing companies and has enjoyed a debatable degree of success to date. Unlike
the LSE’s main market, the AIM does not have any qualifying restrictions on market capitali-
sation, length of trading record or percentage of shares required to be held in public hands.
The number of companies listed on the AIM has declined in recent years and the market
has been experiencing volatility, as indicated in Vignette 2.1. Decisions on whether to invest
in companies listed on the AIM or elsewhere depend on having the access to relevant infor-
mation, which is the one of the topics considered in the next section on market efficiency.

Vignette 2.1

Aim investors should hold their nerve
despite volatility

Analysts recommend reassessing risks and targeting

established companies
By Andy Bounds

The FTSE has had a rough ride over the past three
weeks as volatility returned to the market. But what
of its little brother, Aim? Investors tend to dump
smaller companies first when trouble threatens,
believing multinationals are the safer harbour in a
storm.

2006 and 1996, when ripples began after years of
calm, eventually leading to a crash.

Short of a sudden economic shock he expects grad-
ual decline. And after the liquidation of Carillion —
the outsourcer that until last year was making good
money and paying dividends — he warned that other
The Aim Allshare fell faster and further than the big companies could hold nasty surprises.
FTSE 100. The slide started on January 29 and accel-
erated in early February. There was a rally before it
hit its floor on Feb 6. The index dropped 5.8 per cent
from 1,076 to 1,013. It has since recovered and on
Friday closed at 1,039.

‘People will naturally gravitate towards profitable
cash-generative stocks but are you going to get a tap
on the shoulder for more money?’

He points to Galliford Try — a construction group
that has moved to shore up its balance sheet in the

The FTSE 100 meanwhile dropped 4.4 per cent from
peak to trough. However, the FTSE 350 index of the
biggest 350 businesses was down 7.4 per cent. So is it
time abandon the minnows and back the bigger
fish? Russ Mould, investment director at AJ Bell,
which helps people invest directly, said it is time for
a reappraisal of risk — but not to go too far. After an
eight-year bull run, ‘this is the beginning of the end
rather than the end’, he said. He detects signs of

wake of Carillion’s collapse — and Cineworld, which
needs to raise money to buy US rival Regal. ‘There
will be more cash calls. Many finance directors are
thinking: If winter is coming we might need a bit
more security’.

He suggests concentrating on established Aim-listed
companies with profits and dividend flows. Scapa, a
maker of adhesive tape, retailer Hotel Chocolat, and
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Vignette 2.1 (continued)

pub company Young’s have all put in decent perfor-
mances, he said.

‘There is still scope for growth at a reasonable price
on Aim’. Gervais Williams, the small-cap fund man-
ager at Miton Group, believes investors should hold
their nerve.

He manages stakes in about 250 Aim companies
across three funds. He cites the performance of early-
stage, pre-profit stocks — such as Al software com-
pany Blue Prism — which have tracked the market. In
past slumps they would have dropped far faster as
investors fled risk, he said. ‘Companies with estab-
lished business models should still do well’.

There are some obvious examples: online retailers
Asos and Boohoo are worth billions but remain on
Aim. Meanwhile, fewer companies are coming on to
the market: the number of Aim-listed companies fell

to 960 at the end of the year, a 14-year low. With a
dearth of new arrivals, investors are backing exist-
ing companies.

‘The big surprise has been the vibrancy of second-
ary issues’, said Mr Williams: 166 companies raised
£278m from secondary issues in January. In Decem-
ber, 196 companies raised £755m, including £150m
from just one company, Smart Metering Systems.
Last January, 136 companies raised £161m.

In all, 2017 was the best year since 2010 for money
raising on Aim, with a total of £6.4bn, of which £4.8bn
came in secondary issues.

Mr Williams said the low prices of many thinly
traded Aim stocks have put companies off listing. So
the lightly regulated market looks increasingly like
its staid big brother, with established companies
raising investment money.

Source: Bounds, A. (2018) ‘Aim investors should hold their nerve despite volatility’, Financial Times, 18 February.
© The Financial Times Limited 2018. All Rights Reserved.

Question

Can the Alternative Investment Market be described as successful?
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2.3 Capital market efficiency

What are the desirable features of capital markets such as the LSE’s main market and the AIM?
Dixon and Holmes (1992) suggest that transaction costs should be as low as possible, so that
barriers to trading on capital markets are reduced and operational efficiency is promoted.
Primary markets should direct funds to their most productive uses so that capital markets
have allocational efficiency. This calls for fair prices to be provided by the secondary market,
so activity on the primary market should have only a minimal effect on secondary market
prices. This points to the need for pricing efficiency, which means that the prices of securities
should reflect all relevant available information. Relevant information must be economical

to obtain and freely available to all, highlighting the need for informational efficiency.

2.3.1

There are many references in corporate finance theory to perfect markets and efficient mar-

Perfect markets and efficient markets

kets. According to Megginson (1997), a perfect market has the following characteristics:

m the absence of factors inhibiting buying and selling, such as taxes or transaction costs;
m all participants have the same expectations regarding asset prices, interest rates and

other economic factors;
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m entry to and exit from the market is free;
m information has no cost and is freely available to all market participants;
® many buyers and sellers, none of whom dominates the market.

Arguably, no stock market anywhere in the world is a perfect market. However, compa-
nies and investors do not need capital markets to be perfect; rather, they need capital
markets to be efficient and to offer fair prices, so they can make reasoned investment and
financing decisions. From our earlier discussion, we therefore expect an efficient capital
market to have the following features:

m Operational efficiency: transaction costs in the market should be as low as possible
and any trading can be quickly achieved.

m Pricing efficiency: the prices of capital market securities, such as shares and bonds, fully
and fairly reflect all information concerning past events and all events that the market
expects to occur in the future. The prices of securities are therefore fair prices which are
enabled by a high level of information efficiency.

m Allocational efficiency: the capital market, through the medium of pricing efficiency,
allocates funds to where they can best be used.

The efficient market hypothesis is concerned with establishing the prices of capital market
securities and states that the prices of securities fully and fairly reflect all relevant available
information (Fama 1970). Market efficiency therefore refers to both the speed and the quality
(i.e. direction and magnitude) of the price adjustment in response to new information. Testing
markets for efficiency has led to the recognition of three different forms of market efficiency.

Different forms of market efficiency

Empirical tests of the efficiency of capital markets have investigated the extent to which
share prices (security prices) reflect relevant information (i.e. pricing efficiency) because
of a lack of data for testing allocational efficiency and operational efficiency. Many studies
have investigated the extent to which it is possible for investors to make abnormal returns,
which are returns greater than expected returns, or returns greater than those predicted by
valuation methods such as the dividend growth model (see ‘The dividend growth model’,
Section 10.4.3) and the capital asset pricing model (see Chapter 8).

Weak form efficiency

Capital markets are weak form efficient if current share prices reflect all historical informa-
tion, such as past share price movements. This means it is not possible to make abnormal
returns in such a market by using technical analysis to study past share price movements
(see below). Empirical evidence strongly supports the view that the majority of the world’s
capital markets are weak form efficient.

Semi-strong form efficiency

Capital markets are semi-strong form efficient if current share prices reflect all historical infor-
mation and all publicly available information, and if share prices react quickly and accurately
to incorporate any new information when it becomes available. This means abnormal returns
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cannot be made in a semi-strong form efficient market by studying publicly available com-
pany information or by using fundamental analysis (see below). Empirical studies support
the proposition that well-developed capital markets are semi-strong form efficient.

Strong form efficiency

Capital markets are said to be strong form efficient if share prices reflect all information,
whether it is publicly available or not. If markets are strong form efficient, no one can make
abnormal returns from share dealing, not even investors who act on ‘insider information’.
Capital markets clearly do not meet all the conditions for the strong form efficiency, since
some investors do make abnormal returns by insider dealing, as shown by occasional
prosecutions for this offence. However, the number of these is small compared with the
volume of transactions in the capital market as a whole.

Testing for market efficiency

Weak form tests

If a capital market is weak form efficient, so that share prices reflect completely all past
information, it will not be possible for investors to predict future share prices by studying
past share price movements. Share prices will change as new information arrives on the
market and, since new information arrives at random, share price movements will also
appear to be random (Samuelson 1965). Many empirical studies have supported the
proposition that the movement of share prices over time represents a random walk. This
random walk hypothesis states that, if we know the share price at the end of one period,
we cannot predict accurately the share price at the end of the next period. Research strongly
supports the view that the relationship between share prices in different periods on well-
developed capital markets is random, although no consensus view has been reached
(Shamshir and Mustafa 2014), in which case we can say that research strongly supports
the view that well-developed capital markets are weak form efficient.

Empirical studies of weak form efficiency have used serial correlation tests, run tests and
filter tests. One of the earliest studies testing for serial correlation looked for any correlation
between security price changes at different points in time (Kendall 1953). The evidence
from this and other studies tends to support the random walk hypothesis. Studies using
run tests (e.g. Fama 1965) consider whether any significance can be attached to the direc-
tion of price changes by examining the length of the runs of successive price changes of the
same sign. The empirical evidence indicates that the direction of price changes on any one
day was independent of the direction of price changes on any other day. The distribution
of directions was found to be based on pure chance, adding further support to the view
that capital markets are weak form efficient. Filter tests try to identify any significant long-
term relationships in security price movements by filtering out short-term price changes.
One early study found that while filter tests could provide abnormal returns compared
with a simple buy and hold strategy, gains were cancelled out when transaction costs were
considered (Alexander 1961).

More recent studies have found weak evidence that a period of above-average returns
may follow a long period of below-average returns (mean reversion), but the weak form of
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the efficient market hypothesis is still broadly supported (Beechey et al. 2000; Hudson
etal. 1996; Megginson 1997; Timmerman and Granger 2004). It has also been argued from
an insider perspective that trading strategies based on anomalies do not generate abnormal
returns (Roll 1994).

Recent research has indicated that emerging capital markets may be weak form ineffi-
cient (Gupta and Basu 2007; Magnus 2008; Shamshir and Mustafa 2014; Worthington and
Higgs 2006), with the lower levels of liquidity and turnover associated with such markets
suggested as the contributory factors.

Semi-strong form tests

Tests for semi-strong form efficiency look at the speed and accuracy of share price responses
to new information (event studies). In general, event studies support the view that well-
developed capital markets are semi-strong form efficient.

An examination of the adjustment of share prices to the release of information about
share splits (see ‘Scrip issues and share splits’, Section 4.4.1) found it was not possible to
profit from the information because the market seemed to incorporate it efficiently and
effectively (Fama et al. 1969). Similar findings were reached regarding earnings announce-
ments (Ball and Brown 1968) and merger announcements (Keown and Pinkerton 1981).
In fact, possible benefits arising from mergers were found to be anticipated by the capital
market up to three months prior to any announcements (Franks et al. 1977). While event
studies support the semi-strong form of the efficient market hypothesis, they also offer
evidence of anomalies, such as the observation that share prices continue to rise (or fall)
for a substantial period following the release of positive (or negative) information (Beechey
et al. 2000). It has also been found that the more frequently a share is traded, the shorter
is the time required for its price to return to equilibrium having absorbed new information
(Manganelli 2002).

Strong form tests

Because some people have access to information before other investors and so can make
abnormal gains, it can be argued that capital markets are not strong form efficient. It is not
possible to test for strong form efficiency directly by investigating the market’s use of insider
information, since, by definition, this information is unknown to the outsiders. Tests for
strong form efficiency are therefore indirect in approach: they examine how expert users of
information perform when compared against a yardstick such as a stock market index or
the average return on the market.

Fund managers with resources to invest in discovering and analysing information may
be in a position to make abnormal gains. If their funds achieved above-average perfor-
mances on a regular basis, this would be evidence that capital markets are not strong form
efficient. A classic study of 115 mutual funds found that the majority did not make above-
average returns when management costs were considered: in fact, their performance was
inferior to a passive buy and hold strategy (Jensen 1968). Research continues to show that
actively managed funds underperform the market after accounting for management costs,
and in many cases before accounting for management costs as well (Beechey et al. 2000;
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Megginson 1997). The interaction between stock market indices, management costs,
investment decisions and fund manager performance is the subject of Vignette 2.2.

It has also been shown that investors could not benefit from the investment advice of
financial tipsters (insider information becoming public information) due to the speed with
which the market factored new information into share prices (Firth 1972).

Vignette 2.2

Indices don’t just measure markets - they drive

performance

Expectation of lower future returns focuses attention on fees

charged by active funds
By John Authers

Indices no longer merely measure markets. They
move them.

This has been growing clearer for years, as both
individual savers and big institutions yank money
from ‘active’ managers, who attempt to outperform
the market using good stock selection, and into
‘passive’ funds, which try only to track a bench-
mark index. Both ‘active’ and ‘passive’ are in many
ways misnomers and the dividing line between
them is no longer clear, but the terms have stuck so
I will use them.

This week saw three big developments in index
world and in all cases, changes in the index moved
the market and not vice versa. Tuesday brought
news that General Electric was to be booted from
the Dow Jones Industrial Average. GE had been a
member of the Dow for more than a century, and its
departure means that the Dow no longer holds any
of its original members.

The Dow Industrials is only a historical curiosity.
Although widely quoted, only about $29.5bn of
funds are benchmarked against it. More than 300
times as much tracks the S&P 500, of which GE
remains a member. But investors were so excited to
see that Walgreens Boots Alliance, a chain of phar-
macies, had taken GE’s place that they bid its stock
up by 3 per cent, on Wednesday.

Wednesday brought the annual reclassification of
countries by MSCI, the indexing group that in effect
controls the definition of which countries are ‘emerg-
ing markets’. Its decision to re-promote Argentina,

and grant Saudi Arabia EM status for the first time,
was a big deal. Argentina’s Merval index rallied 6 per
cent on Thursday.

Friday brought ‘Russell Recon’, the day when the
Russell indices, part of FTSE Russell, shuffle com-
panies between indices of small- and large-cap
stocks, demoting some and promoting others. This
is now annually the day when the heaviest trading is
done on the New York Stock Exchange. Before trad-
ing began on Friday, some $57bn was expected to
change hands, as funds adjusted for companies that
had moved in and out of the Russell 2000 small-cap
index.

With some $8.5tn benchmarked against Russell indi-
ces, according to Melissa Roberts of KBW in New
York, and with $1tn following them passively, changes
in the index can only have a big effect. As Russell’s
method of selection is particularly transparent
(unlike for the Dow or the MSCI indices where more
judgment is involved), investors can trade ahead of
the changes — meaning that on average, stocks that
move index trade 45 times their normal volume on
the day of reconstitution. Generally, new additions to
the Russell 2000 handily beat the market in the days
leading up to reconstitution.

If it is clear that indices move the market, it is not
obvious that anything will stop them. Evidence con-
tinues to mount that active funds tend to lag their
benchmark over time, largely because of the fees
they need to charge to pay for the considerable costs
involved in attempting to beat the market.
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For big institutions such as pension funds, the
risk-adjusted return matters most — not just how
well a fund did by the end of a journey, but how
volatile the ride was to get there. One argument by
active managers is that they also do active risk
management, ensuring a smoother ride, albeit pos-
sibly at the expense of a little return. Index funds
have no choice but to track the market’s every
lurch; so active funds can show their worth in
times of greater volatility.

S&P’s SPIVA project compares active funds’ perfor-
mance to their benchmarks and has found that over
long periods less than 10 per cent outperform. It has
now produced a risk-adjusted return — dividing both
the index and active fund returns by the standard
deviation of those returns, a standard measure of
their volatility.

It turned out funds were no more likely to beat their
benchmark on a risk-adjusted basis than on a com-
parison of returns. Net of fees, 95 per cent of US
large-cap funds lagged behind the S&P 500. Even
before fees, 84 per cent lagged behind. More than 80
per cent of global funds lagged behind after fees.
Exceptions included loan participation funds, where

Source: Authers, J. (2018) ‘Indices don’t just measure markets — they drive performance’, Financial Times, 23 June.
© The Financial Times Limited 2018. All Rights Reserved.
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only 28 per cent have lagged behind their bench-
mark after fees for the last five years. But the exer-
cise confirms that the index is difficult to beat, even
on a risk-adjusted basis, and that the costs of under-
taking the attempt tend to doom it to failure.

This does not mean that the big pension funds who
have been buying up passive funds in recent years
are convinced of the traditional case for passive
investing. Amin Rajan of Create-Research inter-
viewed 153 pension managers in 25 countries on
the issue and found that many expected to increase
their use of passives still further.

This was largely out of a pragmatic belief that when
macro factors such as central bank policy are driv-
ing markets (as they have done for a decade), then
allocating assets is far more important than select-
ing stocks. Even when this changes, investors doubt
that they will pile back into active funds, because
total returns will be much lower, so fees will matter
more. As one manager put it: ‘Fees have become the
North Star of investing’.

Indices are leading and distorting markets, in ways
that worry many investors who buy passive funds.
There is no reason to expect this to change.

Questions

1 Does the movement of cash into passive funds suggest that a ‘buy and hold’ strategy is best?
2 |If the costs of undertaking to beat the index ‘tend to doom it to failure’, can we say that the market

is strong form efficient?

2.3.4 Implications of the efficient market hypothesis

What are the implications for investors if the stock market is efficient?

m Paying for investment research will not produce above-average returns.
m Studying published accounts and investment tips will not produce above-average returns.
m There are no bargains (under-priced shares) to be found on the stock market.

For a company and its managers, the implications of stock market efficiency are as follows:

m The share price of a company fairly reflects its value and market expectations about its
future performance and returns. The financial manager should therefore focus on
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making ‘good’ financial decisions which increase shareholder wealth as the market will
interpret these decisions correctly and the share price will adjust accordingly.

m Cosmetic manipulation of accounting information, whether by window dressing finan-
cial statements or by massaging earnings per share, will not mislead the market.

m The timing of new issues of shares is not important since shares are never mispriced.

Technical and fundamental analysis

The efficient market hypothesis suggests that future share prices cannot be predicted by
studying past prices and, as we have seen, there is extensive evidence to support this view.
Despite the evidence, investment strategies based on the study of past share prices, or on the
analysis of published information such as financial statements, are common, and the view
held by many financial analysts therefore seems to be that capital markets are inefficient.

Technical analysis involves the use of charts (Chartism) and other methods to predict
future share prices and share price trends, clearly implying that a relationship exists
between past and future prices. For technical analysis to lead to abnormal returns on a
regular basis, capital markets cannot even be weak form efficient. Fundamental analysis
uses public information to calculate a fundamental value for a share and then offers invest-
ment advice by comparing the fundamental value with the current market price. It is not
possible to make abnormal gains from fundamental analysis if capital markets are semi-
strong form efficient, since all publicly available information will already be reflected in
share prices.

Note that both technical analysis and fundamental analysis, by seeking abnormal
returns, increase the speed with which share prices absorb new information and reach
equilibrium, thereby preventing abnormal returns from being achieved.

Anomalies in share price behaviour

Even though there is widespread acceptance that share prices respond quickly and accu-
rately to new information in semi-strong form efficient capital markets, we have noted that
research into market efficiency has produced evidence of anomalies in share price behav-
iour. Many such anomalies have been reported and investigated in the quest to understand
share price behaviour (Fama 1998), of which the following are examples.

Calendar effects

It has been reported that trading at particular times of the day can lead to negative or posi-
tive returns. For example, it appears that trading during the first 45 minutes on Monday
mornings produces negative returns (the ‘weekend effect’), whereas share prices tend to
rise during the last 15 minutes of trading. While these effects have been reported, no sat-
isfactory explanation has been offered. One suggestion is that investors evaluate their
portfolios at weekends and sell on Monday mornings, whereas brokers initiate buy deci-
sions regularly during the week. However, a ‘reverse’ weekend effect has been reported in
a study (Brusa et al. 2005), which concluded that the weekend effect was related to both
firm size and the nature of Friday trading.
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High returns have also been noted in particular months, for example April in the UK and
January in the USA. It is possible that these high returns are due to selling strategies
designed to crystallise capital losses for tax purposes (known as bed and breakfasting) as
the start of April is the end of the UK tax year. Share prices will be depressed at the start
of April by such selling, but recover as the new tax year begins. A trading strategy of buying
at the start of the month and selling at the end may produce high returns in the UK in April.

Size anomalies

The returns from investing in smaller companies have been shown, in the long run, to be
greater than the average return from all companies. One study, for example, found that
small firms outperformed large firms by 6 per cent per year (Dimson and Marsh 1986). It
has been suggested that above-average returns from small companies may compensate for
the greater risk associated with them, such as the risk of financial distress (Beechey et al.
2000). It is possible that the growth prospects of smaller companies are better because
they start from a lower base. Small companies have a lower degree of operational and
structural complexity and are more flexible. Their agility enables them to respond quickly
to market opportunities. However, it has been noted that small companies account for only
a small proportion of the equity trading on major stock exchanges and so studies of small-
firm effects have little macroeconomic significance (Fama 1991).

Value effects

Above-average returns can apparently be gained by investing in value stocks, which are
shares with high earnings, cash flows or tangible assets relative to current share price, i.e.
by investing in shares with low price/earnings ratios, as summarised by Beechey et al.
(2000). It has also been shown that abnormal returns can be gained by investing in a port-
folio of shares with poor past returns (De Bondt and Thaler 1985). This argument is similar
to the one presented above in the ‘size anomalies’ section that poor-performing companies
have low market values, and the low baselines present opportunities for growth. Vignette 8.2
illustrates that some under-researched and overlooked companies listed on the AIM can be
bargains to buy which provide opportunities for abnormal returns to the investors.

Behavioural finance

Behavioural finance suggests that investors do not appear in practice to be consistently
able to make rational decisions which are aligned with their objective and lead to the
maximisation of their own wealth. This may be because they fail to update their informa-
tion correctly (Small and Smith 2007) or because they do not make utility-maximising
choices. Behavioural finance seeks to understand the market implications of the psycho-
logical factors underlying investor decisions and offers an alternative view of financial mar-
ket activity to the efficient market hypothesis. It suggests that irrational investor behaviour
can have significant and long-lasting effects on share price movements. While behavioural
finance has not yet provided a unified theory of investor behaviour, it has had some success
in explaining some anomalies in share price behaviour such as over-reaction to past price
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changes. A detailed discussion of behavioural finance is beyond the scope of this text;
interested readers are referred to the excellent books by Shleifer (2000) and Haugen (2009),
and to the survey by Barberis and Thaler (2002).

Summary

The existence of anomalies in share price behaviour suggests that there are times when
some share prices are not fair. Support for the efficient market hypothesis was almost uni-
versal before 1980. Since then, the theory has been regarded as an incomplete explanation
of share price behaviour, with behavioural finance offering a growing challenge to the
efficient market hypothesis.

Research suggests that the UK and US stock markets, as well as many other world-class
stock markets, respond quickly and accurately to new information, and that only through
insider dealing can investors make abnormal gains. Since such cases are rare compared
with the total volume of trading activity, and since legislation makes insider dealing illegal,
it is likely that well-developed capital markets are at least semi-strong form efficient. How-
ever, there is evidence that emerging capital markets are weak form inefficient. The continu-
ing existence of anomalies in share price behaviour cannot be ignored, though it has been
suggested that some anomalies disappear when reasonable changes in research methodol-
ogy are made (Fama 1998).

Assessing financial performance

In the introduction to this chapter, we said that shareholders, investors and financial man-
agers obtain a great deal of information about companies from their financial statements,
financial databases, the financial press and the Internet. In this section we look at ratio
analysis, which can be applied to financial statements and similar data to assess the finan-
cial performance of a company. In ‘Economic profit and economic value added (EVA")’
(Section 2.4.10) we look at ways of assessing financial performance, which have closer links
to shareholder wealth maximisation.

Analysis of financial performance can provide useful financial information for a wide
range of user groups or stakeholders.

Shareholders

Shareholders can use analysis of financial performance to assist them in making buy and
sell decisions, comparing the performance of their investments with that of similar com-
panies, and assessing whether managers as their agents (see ‘Agency theory’, Section 1.5)
have been increasing shareholder wealth.

Investors

Investors such as banks and other financial institutions can use analysis of financial perfor-
mance to inform decisions about whether to agree to requests for debt finance from com-
panies and the terms and conditions to be attached to such finance.
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Company managers

Managers can use analysis of financial performance to assess and compare the performance
of different divisions and the performance of the company as a whole. They can compare
their company’s current performance with its performance in previous years, and against
the performance of competitors.

Information sources for analysis of financial performance

Information for analysis of financial performance is derived initially from company financial
statements (company accounts), but is now readily available through a variety of media. Finan-
cial databases are commonly used as a source of financial information on companies — for
example, Datastream, Fame, Bloomberg and LexisNexis. One advantage of using such data-
bases is that ratio analysis can be performed by the software, although users must take care to
ensure they are familiar with the definitions of the ratios provided. Useful company information
can also be found on company websites and on the Internet. Free company accounts can be
obtained via the Internet for many companies listed on the LSE and other major stock exchanges.

Financial statements

Table 2.1 shows two of the financial statements of Boater plc: a statement of profit or loss and
a statement of financial position. The ability to calculate and understand accounting ratios
rests on an understanding of financial statements such as these and what they represent.

The statement of profit or loss reports the financial performance of a company or a group
of companies for an accounting period, which is usually one calendar year ending on the
date given in the statement of financial position. The statement of profit or loss begins with
revenue (sales or turnover) and subtracts costs incurred in producing the goods sold or the
services delivered (cost of sales) to give gross profit. Costs incurred by supporting activities
such as administration and distribution are then subtracted to give profit from operations,
also known as profit before interest and tax. This is the profit left after all operating costs
have been deducted, hence the term ‘profit from operations’.

Financial costs such as interest payments are then subtracted to give profit before tax and
the annual tax liability is subtracted to give profit after taxation (PAT). Earnings is the term
given to profit that can be distributed to ordinary shareholders (distributable profit): in the
absence of preference shares, earnings are equal to PAT. If preference shares have been issued,
as in the case of Boater plc, earnings are equal to PAT and after preference dividends.

While the statement of profit or loss shows the financial performance of a company
during an accounting period, the statement of financial position (traditionally called the
Balance Sheet) shows the financial position of the company at the end of the accounting
period. The statement of financial position records the assets and liabilities of the company.
Assets are divided into non-current assets, which are expected to be a source of economic
benefit to the company over several accounting periods, and current assets (see
Section 3.2.3), which are used or sold within an accounting period. These assets are
balanced by current (short-term) liabilities, such as trade payables and overdrafts, and
non-current liabilities, such as debt, shareholders’ funds and preference shares. Ordinary
shareholders’ funds are divided into the ordinary share account (ordinary shares), where
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Table 2.1 Financial statements of Boater pic

Statements of profit or loss for the year ended 31 December

Year 2 Year 1
£000 £000
Revenue 5,700 5,300
Cost of sales 4,330 4,000
Gross profit 1,370 1,300
Administration cost 785 620
Profit before interest and tax 635 680
Interest 220 190
Profit before taxation 415 490
Taxation 125 147
Profit after taxation 290 343
Ordinary dividends 230 230
Retained profits __60 113
Statements of Financial position as at 31 December
Year 2 Year 1
£000 £000 £000 £000
Non-current assets 5,405 4,880
Current assets:
Inventory 900 880
Trade receivables 460 460
Cash 55 60
1415 1,400
Total assets 6,820 6,280
Equity:
Ordinary shares (£1 nominal) 1,500 1,500
Reserves 1,410 2,910 1,350 2,850
Non-current liabilities
Bank loan 2,000 1,000
Bonds 1,100 3,100 1,100 2,100
Current liabilities:
Trade payables 425 190
Overdraft 800
Taxation 155 110
Dividends 230 810 230 1,330
Total liabilities 6,820 6,820

Annual depreciation: £410,000 (Year 2) and £380,000 (Year 1)
Bond market price: £102 (Year 2) and £98 (Year 1) per £100 bond
Ordinary share price: £1.35 (Year 2) and £2.20 (Year 1)
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the nominal value or face value of issued shares is recorded; the share premium account,
which records the difference between the nominal value of shares issued and the finance
raised by selling them; and reserves, the most common of which is the cumulative retained
earnings reserve, which increases each year by the retained profit from the statement of
profit or loss. If land and buildings are revalued, any gain or loss in value is recorded in a
revaluation reserve, which forms a part of the overall reserves of a company.

Another financial statement produced by companies, which is not illustrated in
Table 2.1, is the statement of cash flows, which shows in a formal way the sources and uses
of cash during the accounting period. Financial statements are published at least once
each year as part of a company’s financial reporting.

Profit, EBITDA and cash

In assessing financial performance, it is important to consider the quality of the returns
generated by companies. While useful information is provided by the level of profit
reported in the financial statements of a company, whether before or after tax, corporate
finance tends to focus on cash flows. There is a fundamental difference between account-
ing profit and cash flows because accounting profit is prepared by applying the principles
of accruals accounting and accounting policies. An example of the significance of accruals
accounting is that the reported profit of a company includes credit sales, which become
cash flows only when trade receivables settle their accounts. The significance of accounting
policies is that companies with similar cash flows can report different accounting profits if
their accounting policies are different.

To address some of the deficiencies of accounting profit, it has become common for
companies and analysts to consider earnings before interest, tax, depreciation and
amortisation (EBITDA). Since EBITDA represents profit from operations excluding non-cash
expenses such as depreciation and amortisation (a regular provision writing down
intangible assets such as goodwill), it is similar to cash flow from operating activities,
ignoring the effect of changes in working capital. As a measure of financial performance,
EBITDA eliminates the effects of financing and capital expenditure, and hence can indicate
trends in sustainable profitability. EBITDA can be compared with capital employed, as well
as indicating the cash flow available to meet interest payments. It has also been suggested
that EBITDA can be compared with the market value of equity plus debt, less working
capital (Rutterford 1998).

EBITDA can be criticised as an appropriate measure of cash flow since it ignores the fact
that earnings and revenue are not cash flows. Simply adding back interest, depreciation
and amortisation will not turn earnings into cash. EBITDA also ignores the contribution to
cash flow made by changes in working capital. EBITDA can project an unrealistic picture
of cash flow and financial performance of a company, which can mislead the investors.

Vignette 2.3 illustrates the need to think carefully about the financial information made
available by companies before we use such information for corporate finance and invest-
ment decisions. There are more and more companies using EBITDA add-backs to make
their companies appear more creditworthy in front of the investors, market analysts and
fund providers.
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2.4.1 The need for benchmarks

When analysing financial performance, it is important to recognise that performance meas-
ures and financial ratios in isolation have little significance. To interpret the meaning of
performance measures and ratios, they must be compared against suitable benchmarks,
of which the following are examples:

m financial targets set by a company’s strategic plan, e.g. a target return on capital
employed or a target earnings per share;

m performance measures and ratios of companies engaged in similar business activities;

m average performance measures and ratios for the company’s operations, i.e. sector
averages;

m performance measures and ratios for the company from previous years, adjusted for

inflation if necessary.

Vignette 2.3

Financial reporting relativism is running

deeper and deeper

It is not just quarterly reports that companies are using to

polish their figures
By Alexandra Scaggs

Analysts and writers have long expressed concern
about financial-metric relativism in corporate earn-
ings reports. But instead of fretting about the fig-
ures that underpin valuations, they should direct
their worries instead towards the documents under-
lying transactions.

Sanford C Bernstein’s global quantitative strategy
team were the latest to voice anxiety about corporate
earnings in a note that decried the broader blurring of
lines between fact and opinion in popular discourse.

‘The frequency of usage of the words ‘fact’ and ‘evi-
dence’ appears to have gone into decline’, the team of
strategists, led by Inigo Fraser-Jenkins, noted.

More specifically, they took aim at the increased
usage of profit metrics that do not fit within stand-
ards set by the US’s generally accepted accounting
principles, or GAAP.

‘The reporting of non-GAAP earnings by companies
and the alacrity within which investors use them is
worrying as it is an example of exactly the triumph

of opinions over facts that is the subject of this
essay’.

The impression conveyed by the authors is that
social media and changing attitudes have created a
pernicious relativism that has reached into the
worlds of finance and commerce. Yet those who fol-
low trends in financial reporting and accounting
know that companies have been in the vanguard of
such informational gamesmanship — and that the
battleground has moved on from earnings per share
and into bond documents and proxy statements.

Financial analysts and writers started raising con-
cerns about corporate earnings reports well before
any elected official used the phrase ‘fake news’. It
was late 2015 when researchers at Audit Analytics
found that 88 per cent of companies reported non-
GAAP metrics in their financial reports. And of
the companies that reported a non-GAAP measure
of income, 82 per cent had higher income than
would have been reported otherwise, the study
found.
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The Securities and Exchange Commission in 2016
issued guidance that effectively limited the ability of
companies to use non-GAAP measures in a mislead-
ing way. And regulators appear to be pushing back
against in other ways, as General Electric has reported
an investigation into its accounting practices.

But the massaging of market narratives is not lim-
ited to the numbers in companies’ financial reports.
Executives can — and often do — manage investor and
analyst expectations as well. In the so-called ‘guid-
ance game’, company management teams give con-
servative estimates about future performance to
Wall Street, to improve perceptions of their own
performance. The popularity of this shows in the
numbers: over the past five years, an average 70 per
cent of companies have beaten Wall Street analyst
estimates for their earnings each quarter, according
to FactSet.

The most troublesome cases of financial-metric rel-
ativism do not occur via quarterly reports, however.
Companies often make opaque adjustments to met-
rics used to set executive benchmarks and targets
and disclose the terms of mergers and acquisitions.
Those documents are not always required to use
GAAP metrics or show investors how the chosen
metrics match up. And even when they do reconcile
their calculations to GAAP, in bond documents and
similar offerings, companies can still ‘add back’ fig-
ures which raise leverage.

For example, the covenants for a bond offering from
workspace operator WeWork feature ‘highly unu-
sual’ add-backs to EBITDA-based metrics. Covenants
are meant to set limitations on the company’s abil-
ity to borrow under certain circumstances, accord-
ing to analysts at Covenant Review, an independent
credit research firm.

Source: Scaggs, A. (2018) ‘Financial reporting relativism is running deeper and deeper’, Financial Times 4 May.
© The Financial Times Limited 2018. All Rights Reserved.
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Deals with EBITDA ‘add-backs’, which make compa-
nies appear more creditworthy, hit a multi-decade
high of about 25 per cent in the first quarter, accord-
ing to S&P Global Market Intelligence. The practice
means that leverage in corporate debt markets is
probably higher than reported. That coincided with
a record start to the year for mergers and acquisi-
tions, fuelled in large part by debt. Taking such
EBITDA add-backs into account, a ‘conservative’
estimate for total leverage on new deals was proba-
bly 6.2x EBITDA in March, rather than 5x as other-
wise reported, according to UBS analysts.

In arecent report, expert witness and economic con-
sulting firm Cornerstone Research found there were
four times as many class-action lawsuits about M&A
accounting in 2017 as there were the year before. All
of the cases claimed the deal documents did not
include reconciliations between GAAP and non-
GAAP figures even though such disclosures are not
required by law, Cornerstone found.

Audit Analytics finds that the number of proxy
statements with non-GAAP language rose to 60 per
cent in 2016 from less than 20 per cent in 2012. That
matters because the sections of proxy statements
that set executives’ performance targets are not
required to comply with GAAP standards or recon-
cile them.

Of course, transactions and deals themselves require
boards, counterparties and investors to co-operate.
So as financing costs and interest rates rise, these
stakeholders might demand more from their man-
agement teams. Otherwise, executives risk eroding
their credibility while raising their leverage levels,
which can be a truly worrisome combination.

Questions

1 What might managers gain by using ‘non-GAAP metrics’ in financial statements?
2 Why is it important to have reporting standards for financial statements?

The benchmarks selected will depend on the purpose of the analysis. Comparing the
calculated performance measures or ratios against appropriate benchmarks is not an end

in itself, as there is still the difficult task of interpreting or explaining any differences

found.
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Categories of ratios

When using ratios for analysing financial performance, some sort of analytical framework
is required to assist in the calculation and interpretation. We have divided ratios into groups
or categories which are linked to particular areas of concern. There is widespread agree-
ment on the main ratios included in each category, even though the same category, and
indeed the same ratios, may be given different names by different authors.

m Profitability ratios: return on capital employed, net profit margin, net asset turnover,
gross profit margin, etc.

B Activity ratios: trade receivables days, trade payables days, inventory days, sales/net
current assets, etc. These ratios are important in the management of working capital.

m Liquidity ratios: current ratio, quick ratio, etc.

m Gearing ratios: capital gearing ratio, debt/equity ratio, interest cover, etc. These ratios
are measures of financial risk (see ‘Gearing: its measurement and significance’,
Section 9.8).

m Investor ratios: return on equity, dividend per share, earnings per share, dividend
cover, price/earnings ratio, payout ratio, dividend yield, earnings yield, etc.

A detailed introduction to ratio analysis can be found in Elliott and Elliott (2017).
Because some ratios can be defined in different ways, it is important when comparing ratios
to make sure that they have been calculated on a similar basis. The golden rule is always
to compare like with like.

The ratios discussed in the following sections are illustrated by calculations based on
the financial statements of Boater plc, which are presented in Table 2.1.

Profitability ratios

Profitability ratios indicate how successful the managers of a company have been in gen-
erating profits. Return on capital employed is often referred to as the primary ratio.

Return on capital employed (ROCE)

Profit before interest and tax x 100
Capital employed

This ratio relates the overall profitability of a company to the finance used to generate it. It
is also the product of net profit margin and net asset turnover, see the following formula:

ROCE = Net profit margin x Net asset turnover

Profit before interest and tax is often called profit from operations (or operating profit).
The meaning of capital employed can cause confusion, but it is simply total assets less current
liabilities (or equity plus non-current liabilities, which has a similar meaning). Another defi-
nition of capital employed with the same meaning is non-current assets plus net working
capital. This ratio is clearly sensitive to investment in non-current assets, to the age of
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non-current assets (since older assets will have depreciated more than younger ones) and
to when assets were last revalued. There is a close link between ROCE and accounting rate
of return (ARR) (see ‘The return on capital employed method’, Section 6.2). For Boater plc:

Capital employed (year1) = 6,280 — 1,330 = £4,950
Capital employed (year2) = 6,820 — 810 = £6,010
ROCE (year1) = 100 x (680/4,950) = 13.7%
ROCE (year2) = 100 x (635/6,010) = 10.6%

Net profit margin

Profit before interest and tax x 100
Revenue or turnover

This ratio, also called profit from operations margin or operating profit margin, indicates the
efficiency with which costs have been controlled in generating profit from sales. It does
not distinguish between operating costs, administrative costs and distribution costs. A fall
in ROCE may be due to a fall in net profit margin, in which case further investigation may
determine whether an increased cost or a fall in profit margin is the cause. For Boater plc:

Net profit margin(year1) = 100 x (680/5,300) = 12.8%
Net profit margin(year2) = 100 x (635/5,700) = 11.1%

Net asset turnover

Revenue or turnover
Capital employed

Capital employed is defined here in the same way as for ROCE, i.e. total assets less current
liabilities, and so the asset turnover ratio is also sensitive to non-current asset values. This
ratio gives a guide to productive efficiency, i.e. how well assets have been used in generat-
ing sales. A fall in ROCE may be due to a fall in asset turnover rather than a fall in net profit
margin. For Boater plc:

Asset turnover (year1) = 5,300/4,950 = 1.07 times
Asset turnover (year 2) = 5,700/6,010 = 0.95 times

Gross profit margin

Gross profit x 100
Revenue or turnover

This ratio shows how well a company controls its costs of production, as opposed to dis-
tribution costs and administration costs. For Boater plc:

Gross profit margin (year1) = 100 x (1,300/5,300) = 24.5%
Gross profit margin (year2) = 100 x (1,370/5,700) = 24.0%
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EBITDA/capital employed

EBITDA x 100
Capital employed

This ratio relates EBITDA to the equity and debt finance used to generate it. The meaning
of capital employed is as for ROCE, i.e. total assets less current liabilities. For Boater plc:

EBITDA (year1) = (680 + 380) = £1,060,000
EBITDA (year2) = (635 + 410) = £1,045,000

EBITDA/capital employed (year1) = 100 x (1,060/4,950) = 21.4%
EBITDA/capital employed (year2) = 100 x (1,045/6,010) = 17.4%

2.4.4 Activity ratios

Activity ratios show how efficiently a company has managed short-term assets and liabili-
ties, i.e. working capital, and they are closely linked to the liquidity ratios. With each ratio,
the average value for the year should be used (e.g. average level of trade receivables should
be used in calculating the trade receivables ratio), but it is common for the year-end value
to be used to obtain figures for comparative purposes. As ratios must be calculated on a
consistent basis, either year-end values or average values must be used throughout your
analysis.

Trade receivables days or trade receivables ratio

Trade receivables x 365
Credit sales

The value of credit sales is not usually available from the financial statements, and it is
common for revenue or turnover to be used as a substitute. The trade receivables days ratio
gives the average period of credit being taken by customers. If it is compared with a com-
pany’s allowed credit period, it can give an indication of the efficiency of trade receivables
administration (see ‘Managing trade receivables’, Section 3.7). For Boater plc:

Trade receivables (year 1) = 365 x (460/5,300) = 32 days
Trade receivables (year2) = 365 x (460/5,700) = 29 days
Trade payables days or trade payables ratio

Trade payables x 365
Cost of sales

Trade payables should be compared with credit purchases, but as this information is not
always available from the financial statements, cost of sales is often used instead. The trade



2.4 Assessing financial performance

payables days ratio gives the average time taken for the suppliers of goods and services to
receive payment. For Boater plc:

Trade payables days (year1) = 365 x (190/4,000) = 17 days
Trade payables days (year2) = 365 x (425/4,330) = 36 days
Inventory days or inventory turnover

Stock or inventory x 365
Cost of sales

This ratio shows how long it takes for a company to turn its inventories into sales. Several
other ratios can be calculated by separating the total inventory figure into its component
parts, i.e. raw materials, work-in-progress and finished goods (see ‘Working capital and
the cash conversion cycle’, Section 3.3). The shorter the inventory days ratio, the lower the
cost to the company of holding inventory. The value of this ratio is very dependent on
the need for inventory and so will vary significantly depending on the nature of a company’s
business (see ‘Managing inventory’, Section 3.5). For Boater plc:

Inventory days (year 1) = 365 x (880/4,000) = 80 days
Inventory days (year 2) = 365 x (900/4,330) = 76 days

Cash conversion cycle

The cash conversion cycle (also called the operating cycle or working capital cycle) is found
by adding inventory days and trade receivables days and then subtracting trade payables
days. It indicates the length of time for which working capital financing is needed. The longer
the cash conversion cycle, the higher the investment in working capital. For Boater plc:

Cash conversion cycle (year 1) = 32days + 80days — 17 days = 95 days
Cash conversion cycle (year 2) = 29days + 76days — 36days = 69 days

Non-current asset turnover

Net asset turnover (see above) is based on capital employed, but an alternative view of
asset use can be found by separating non-current assets from capital employed.

Revenue or turnover
Non-current assets

Non-current asset turnover indicates the sales being generated by the non-current asset
base of a company. Like ROCE, it is sensitive to the acquisition, age and valuation of non-
current assets. For Boater plc:

Non-current asset turnover (year 1) = 5,300/4,880 = 1.09 times
Non-current asset turnover (year 2) = 5,700/5,405 = 1.05 times
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Revenue/net working capital

It is a companion ratio to non-current asset turnover which compares revenue with net
current assets (net working capital).

Revenue or turnover
Net-current assets

This ratio shows the level of working capital supporting the generation of sales. Working
capital must increase in line with sales if undercapitalisation (overtrading) is to be avoided
(see ‘Overtrading’, Section 3.4) and so this ratio can be used to forecast the level of working
capital needed for a given level of sales when projecting financial statements. For Boater plc:

Sales/net working capital (year1) = 5,300/(880 + 460 — 190) = 4.6 times
Sales/net working capital (year2) = 5,700/(900 + 460 — 425) = 6.1times

Liquidity ratios
Current ratio

Current assets
Current liabilities

This ratio measures a company’s ability to meet its financial obligations as they fall due. It is
often said that the current ratio should be around two, but what is normal will in fact vary from
industry to industry: sector averages are a better guide than a rule of thumb. For Boater plc:

Current ratio (year1) = 1,400/1,330 = 1.1times
Current ratio (year2) = 1,415/810 = 1.8 times

Quick ratio

Current assets less inventory
Current liabilities

It is argued that the current ratio may overstate companies’ ability to meet financial obliga-
tions because it includes inventory in the numerator. This argument has merit if it takes
more than a short time to convert inventory into sales, i.e. if the inventory days ratio is not
small. It is not true, however, where inventory is turned over quickly and where sales are
mainly on a cash or near-cash basis, for example in the retail food trade. The quick ratio
compares liquid current assets with short-term liabilities. While a common rule of thumb
is that the quick ratio should be close to one, in practice the sector average value should
be used as a guide. For Boater plc:

Quick ratio (year1) = (1,400 — 880)/1,330 = 0.4 times
Quick ratio (year2) = (1,415 — 900)/810 = 0.6 times
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2.4.6 Gearing ratios

Gearing ratios or leverage ratios relate to how a company is financed with respect to debt
and equity and can be used to assess the financial risk that arises with increasing debt (see
‘Gearing: its measurement and significance’, Section 9.8 for a more detailed discussion of
gearing and its implications).

Capital gearing ratio

Long-term debt x 100
Capital employed

The purpose of this ratio is to show the proportion of long-term debt used by a company.
When comparing calculated values to benchmarks, it is essential to confirm that the same
method of calculation is used because other definitions of this ratio are found. One alterna-
tive uses prior charge capital (preference shares plus debt finance) rather than debt finance
alone (as the numerator) in the calculation.

A company may be thought highly geared if capital gearing is greater than 50 per cent
using book values for debt and equity, but this is only a rule of thumb. The meaning of
capital employed is as for ROCE, i.e. total assets less current liabilities. For Boater plc:

Capital gearing (year1) = 100 x (2,100/4,950) = 42.4%
Capital gearing (year2) = 100 x (3,100/6,010) = 51.6%

It is usual in corporate finance to calculate gearing using market values for debt and
equity. Reserves are not included in the calculation of the market value of equity. Note also
that the total value of debt is the sum of the market value of the bonds and the book value
of the bank loans because bank loans have no market value. For Boater plc:

Market value of equity (year1) = 1,500,000 x 2.20 = £3,300,000
Market value of equity (year2) = 1,500,000 x 1.35 = £2,025,000

Market value of bonds (year 1) = 1,100,000 x 98/100 = £1,078,000
Market value of bonds (year 2) = 1,100,000 x 102/100 = £1,122,000

Total value of debt (year1) = 1,078,000 + 1,000,000 = £2,078,000
Total value of debt (year2) = 1,122,000 + 2,000,000 = £3,122,000

Capital gearing (year 1) = 100 x (2,078/(2,078 + 3,300)) = 38.6%
Capital gearing (year 2) = 100 x (3,122/(3,122 + 2,025)) = 60.7%

Debt/equity ratio

Long-term debt x 100
Share capital and reserves
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This ratio serves a similar purpose to capital gearing. A company could be said to be highly
geared if its debt/equity ratio were greater than 100 per cent using book values, but again
this is only a rule of thumb. For Boater plc:

Debt/equity ratio (year1) = 100 x (2,100/2,850) = 73.7%
Debt/equity ratio (year2) = 100 x (3,100/2,910) = 106.5%

Using market values:

Debt/equity ratio (year1) = 100 x (2,078/3,300) = 63.0%
Debt/equity ratio (year2) = 100 x (3,122/2,025) = 154.2%

Interest coverage ratio and interest gearing

Profit before interest and tax
Interest charges

The interest coverage ratio shows how many times a company can cover its current interest
payments (finance charges) out of current profits and indicates whether servicing debt may
be a problem. An interest coverage ratio of more than seven times is usually regarded as
safe, and an interest coverage ratio of more than three times as acceptable. These are only
rules of thumb, however, and during periods of low and stable interest rates, lower levels
of interest cover may be deemed acceptable. The interest coverage ratio is a clearer indica-
tion of financial distress than either capital gearing or the debt/equity ratio, since inability
to meet interest payments will lead to corporate failure no matter what the level of gearing
may be. For Boater plc:

Interest coverage ratio (year1) = 680/190 = 3.6 times
Interest coverage ratio (year2) = 635/220 = 2.9 times

The inverse of the interest coverage ratio is known as interest gearing or income gearing
and some analysts prefer this to the interest coverage ratio. For Boater plc:

Interest gearing (year1) = 100 x (190/680) = 27.9%
Interest gearing (year 2) = 100 x (220/635) = 34.7%

Investor ratios

Investor ratios are used in corporate finance for a variety of purposes, including valuing a
target company in a takeover (e.g. using the price/earnings ratio: see ‘Income-based valu-
ation methods’, Section 11.4.3), analysing dividend policy (e.g. using the payout ratio: see
‘Dividend policies’, Section 10.6), predicting the effect of a rights issue (e.g. using earnings
yield: see ‘Market price after a rights issue’, Section 4.3.4) and assessing the effects of pro-
posed financing (e.g. on earnings per share: see ‘Evaluating the financial effect of financing
choices’, Section 5.9).
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Return on equity

Earnings after tax and preference dividends
Shareholders’ funds

Whereas ROCE looks at overall return to all providers of finance, return on equity compares
the earnings attributable to ordinary shareholders with the book value of their investment
in the business. Shareholders’ funds are equal to ordinary share capital plus reserves, but
excluding preference share capital. For Boater plc:

Return on equity (year1) = 100 x (343/2,850) = 12.0%
Return on equity (year2) = 100 x (290/2,910) = 10.0%

Dividend per share

Total dividend paid to ordinary shareholders
Number of issued ordinary shares

While the total dividend paid may change from year to year, individual shareholders tend
to expect that dividend per share will not decrease (see ‘Dividend relevance or irrele-
vance?’, Section 10.5). For Boater plc:

Dividend per share (year1) = 100 x (230/1,500) = 15.3 pence
Dividend per share (year2) = 100 x (230/1,500) = 15.3 pence

For larger companies who have their shares traded publicly on the stock markets, the
number of issued ordinary shares is likely to change regularly. For the purpose of financial
reporting, these companies often publish the weighted average number of ordinary share-
holders outstanding in a financial period. As a result, financial ratios, such as dividend
per share and earnings per share (see below), published on companies’ websites and on
databases, may be calculated using the weighted average number of ordinary shares out-
standing during a financial period (as the denominator). Hence, we should find out the
way that the ratios are calculated before using the information for decision-making.

Earnings per share

Earnings after tax and preference dividends
Number of issued ordinary shares

Earnings per share (EPS) is regarded as a key ratio by stock market investors when they
compare financial performance between different companies or compare a company’s
performance over several financial periods. Take care when looking at this ratio in company
accounts and in various databases as there are several ways that EPS can be calculated.
Also, EPS can be calculated in terms of basic EPS and diluted EPS which include the conver-
sion of dilutive potential ordinary shares (see Figure 2.1 for the variety of financial instru-
ments). These complications are beyond the scope of this text: for further discussion, see
for example Elliott and Elliott (2017).
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For illustration purpose, we shall calculate EPS by simply using earnings attributable to
ordinary shareholders and the number of issued ordinary shares stated on the statement
of financial position, so for Boater plc:

Earnings per share (year1) = 100 x (343/1,500) = 22.9 pence
Earnings per share (year 2) = 100 x (290/1,500) = 19.3 pence

In order to improve the degree of comparability of financial information to aid investors
in their decision-making, the International Financial Reporting Standards Foundation has
published a specific accounting standard, IAS 33, which provides guidance and principles
for the determination and presentation of EPS in limited companies’ financial statements
and annual reports. For more details about IAS 33 and about the International Financial
Reporting Standards adopted by the UK and many other countries, you can visit the Inter-
national Financial Reporting Standards Foundation’s website.

Dividend cover

Earnings per share
Dividend per share

Dividend cover indicates how safe a company’s dividend payment is by calculating how
many times the total dividend is covered by the current earnings. The higher the dividend
cover, the more likely it is that a company can maintain or increase future dividends. For
Boater plc:

Dividend cover (year1) = 22.9/15.3 = 1.5 times
Dividend cover (year2) = 19.3/15.3 = 1.3 times

Price/earnings ratio

Market price per share
Earnings per share

Like EPS, the price/earnings (P/E) ratio is seen as a key ratio by stock market investors. It
shows how much an investor is prepared to pay for a company’s shares, given its current
EPS. The ratio can therefore indicate the confidence of investors in the expected future
performance of a company: the higher the P/E ratio relative to other companies, the more
confident the market is that future earnings will increase. A word of caution, though: a high
P/E ratio could also be due to a low EPS, perhaps due to a one-off cost in the statement of
profit or loss. The P/E ratio can also be used to determine the value of a company, as dis-
cussed in ‘Income-based valuation methods’ (Section 11.4.3). For Boater plc:

Price/earnings ratio (year1) = 220/22.9 = 9.6 times
Price/earnings ratio (year2) = 135/19.3 = 7.0 times



2.4 Assessing financial performance

Payout ratio

Total dividend paid to ordinary shareholders x 100
Earnings after tax and preference dividends

The payout ratio is often used in the analysis of dividend policy. For example, some
companies may choose to pay out a fixed percentage of earnings every year and finance
any investment needs not covered by the retained earnings from external sources. For
Boater plc:

Payout ratio (year1) = 100 x (230/343) = 67.1%
Payout ratio (year2) = 100 x (230/290) = 79.3%

Dividend yield

Dividend per share x 100
Market price per share

Dividend yield gives a measure of how much dividend an investor expects to gain in
exchange for buying a given share, ignoring any capital gains that may arise. This ratio is
commonly quoted on a gross (before tax) basis in the financial press. For Boater plc, the
following calculations are on a net (after tax) basis:

Net dividend yield (year1) = 100 x (15.3/220) = 7.0%
Net dividend yield (year2) = 100 x (15.3/135) = 11.3%

Gross dividend yield is found by ‘grossing up’ net dividend yield at the basic rate of
income tax. Assuming a tax rate of 20 per cent, for Boater plc, on a gross (before tax) basis:

Gross dividend yield (year1) = 7.0 x (100/80) = 8.8%
Gross dividend yield (year2) = 11.3 x (100/80) = 14.1%
Earnings yield

Earnings per share x 100
Market price per share

Earnings yield gives a measure of the potential return shareholders expect to receive in
exchange for purchasing a given share; it is the reciprocal of the price/earnings ratio. The
return is a potential one since few companies pay out all their earnings as dividends. Earn-
ings yield can be used as a discount rate to capitalise future earnings in calculating the
value of a company, as discussed in ‘Income-based valuation methods’ (Section 11.4.3).
For Boater plc:

Earnings yield (year1) = 100 x (22.9/220) = 10.4%
Earnings yield (year2) = 100 x (19.3/135) = 14.3%
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2.4.8 Interpreting the financial ratios of Boater

The ratios calculated for Boater plc are summarised in Table 2.2. If this had been a focused
analysis, only a selection of ratios would have been calculated and interpreted in order to
assess company performance on a specific aspect. For example, if the focus had been on
working capital management, not much additional value would be generated by calculat-
ing the investor ratios.

Having gone through the steps of calculating a wide range of ratios for Boater plc, what
is the overall assessment of financial performance indicated by the ratios? The following
interpretation and comments are a guide to some of the issues raised in each of the ratio
categories and should be studied in conjunction with Table 2.2.

Table 2.2 Comparative financial ratios for Boater plc

Year 2 Year 1
Return on capital employed 10.6% 13.7%
Net profit margin 11.1% 12.8%
Asset turnover 0.95 times 1.07 times
Gross profit margin 24.0% 24.5%
EBITDA/capital employed 17.4% 21.4%
Trade receivables days 29 days 32 days
Trade payables days 36 days 17 days
Inventory days 76 days 80 days
Cash conversion cycle 69 days 95 days
Non-current asset turnover 1.05 times 1.09 times
Sales/net working capital 6.1 times 4.6 times
Current ratio 1.8 times 1.1 times
Quick ratio 0.6 times 0.4 times
Capital gearing (book value) 51.6% 42.4%
Capital gearing (market value) 60.7% 38.6%
Debt/equity ratio (book value) 106.5% 73.7%
Debt/equity ratio (market value) 154.2% 63.0%
Interest coverage ratio 2.9 times 3.6 times
Interest gearing 34.7% 27.9%
Return on equity 10.0% 12.0%
Dividend per share 15.3 pence 15.3 pence
Earnings per share 19.3 pence 22.9 pence
Dividend cover 1.3 times 1.5 times
Price/earnings ratio 7.0 times 9.6 times
Payout ratio 79.3% 67.1%
Net dividend yield 11.3% 7.0%
Gross dividend yield 14.1% 8.8%
Earnings yield 10.4% 14.3%




2.4.9

2.4 Assessing financial performance

Profitability

Boater plc’s overall profitability has declined, and this is due both to a decline in revenue in
relation to capital employed and to a decline in profit margins. This decline has occurred
despite an increase in revenue and seems to be partly due to a substantial increase in admin-
istration costs. The decline in ROCE and EBITDA/capital employed can also be linked to replace-
ment of the overdraft with a bank loan and substantial investment in non-current assets.

Activity and liquidity

The exchange of the overdraft for a long-term bank loan has improved both the current ratio
and the quick ratio, but cash reserves have fallen. There has been little change in trade receiva-
bles days or inventory days, but trade payables days have more than doubled. Although
Boater plc is no longer heavily reliant on an overdraft for working capital finance, the company
has increased its dependence on trade payables as a source of short-term finance. This change
would have helped Boater reduce interest payments on the overdraft and preserve cash.

Gearing and risk

The new loan has increased gearing substantially in Year 2 and gearing now looks to be
risky whether book values or market values are used. Interest coverage now looks to be low
and interest gearing is increasing owing to the fall in profit from operations and the increase
in interest payments.

Investor interest

Boater plc’s earnings have fallen substantially from Year 1 to Year 2, which in turn caused
a sharp fall in earnings per share. Nonetheless, although earnings have fallen, the dividend
per share has been maintained. Since the share price has fallen, dividend yield has
increased as a result. The decrease in price/earnings ratio may indicate that investors feel
that Boater plc’s performance is unlikely to improve in the future. The decline in profitabil-
ity and earnings per share could have affected investors’ confidence in the company.

Problems with ratio analysis

While ratios can be useful in helping investors analyse and compare the financial perfor-
mance between different companies, they have their drawbacks. When using ratio analysis
to evaluate financial performance, you must treat the results with caution for several rea-
sons. One problem is that the statement of financial position provides a snapshot of a
company’s position on one specific day of the year. If the statement of financial position
had been prepared three months earlier for example, a different picture might have been
presented and key financial ratios might have had different values. Tax payable and divi-
dends due might not have been included in the current liabilities, for example, and the
current ratio could have looked much healthier. Should we exclude such temporary items
when calculating working capital ratios?

It can be difficult to find a similar company as a basis for intercompany comparisons. No
two companies are identical in every respect and so differences in commercial activity must
be allowed for. As a minimum, differences in accounting policies should be considered.
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The reliability of ratio analysis in the analysis of financial performance naturally depends
on the reliability of the accounting information on which it is based. Since financial statements
have become increasingly complex, it is difficult for investors to understand what and why
adjustments have been made to different items on the financial statements (see Vignette 2.3
for comments on the increased use of EBITDA add-backs to make companies appear more
creditworthy in front of the investors). Company accounting has been described as ‘a jungle
with many species of animal — some benign, some carnivorous — and its own rules’ (Smith
1996). Care must be taken to identify any complex financial instruments which may distort
a company’ true financial position. As shown by occasional high-profile corporate failures,
identifying the financial position of a company can be difficult, even for experts.

Managers in companies can make decisions to shift their performance to specific aspects
that are seen as particularly important to the investors. The expectations of the market
analysts and investors can be managed through the reallocation of resources and emphasis.
Vignette 2.4 illustrates how a company could use its cashflows and borrowing to buy back
shares, which resulted in a rise in earnings per share and share price.

In conclusion, ratio analysis must be regarded as only the beginning of the analysis of finan-
cial performance, serving mainly to raise questions which require deeper investigation before
understanding begins to appear. Shareholders, investors and company managers should use
ratio analysis as only one of many sources of information to assist them in making decisions.

Vignette 2.4

per share
By Richard Waters

Oracle bought back another $10bn of its own stock in
the latest quarter, contributing to stronger earnings
per share at a time when the rising US dollar is
weighing on its revenue and profits growth. The
aggressive repurchases, prompted by last year’s US
tax reform, helped to push earnings per share up by
19 per cent, to 80 cents. That was two cents above
Wall Street expectations and prompted a 3 per cent
bounce in the software maker’s share price in after-
market trading. Oracle has been struggling to dem-
onstrate consistent growth as it makes the transition
to cloud computing and deals with adverse currency
effects. In the three months to the end of November
it reported revenues of $9.6bn, virtually unchanged
from a year before. The company said its revenue

Oracle buyback helps prop up Q2 earnings

would have risen 2 per cent had it not been for the
stronger dollar.

Revenue from cloud services and licence support,
the company’s largest segment, grew 3 per cent, to
$6.6bn. Oracle stopped reporting its cloud revenue
separately earlier this year, despite the close atten-
tion the figure had received as an indicator of the com-
pany’s attempted transformation. The $10bn stock
buyback matches the amount in the preceding three
months and underlines Oracle as one of the most ag-
gressive tech companies in repurchasing stock since
the tax change. It left the company with net debt of
nearly $9bn, compared to a net cash position of nearly
$7bn at the start of its fiscal year in June.

FT Source: Waters, R. (2018) ‘Oracle buyback helps prop up Q2 earnings per share’, Financial Times, 17 December.
© The Financial Times Limited 2022. All Rights Reserved.

Question

Do share buybacks, like Oracle’s above, create real value for investors?
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2.4 Assessing financial performance

2.4.10 Economic profit and economic value added (EVA®)

It has long been recognised that reported earnings are an incomplete measure of company
performance, since positive earnings do not guarantee that a company is increasing share-
holder wealth. What is missing is an opportunity cost for the capital employed in the
business, since a company must earn at least the average required rate of return on its
capital employed if it is going to create an increase in value for its shareholders. A perfor-
mance measure which addresses this deficiency in reported earnings is economic profit,
which can be defined as profit from operations after tax less a cost of capital charge on
capital employed:

Economic profit = (Operating profit x (1—1t)) — (K, x CE)

where: t = company taxation rate
K, = average rate of return required by investors
CE = book value of capital employed

An almost identical concept which is familiar to management accountants is residual
income, defined as controllable profit less a cost of capital charge on controllable invest-
ment (Drury 2021), although profit here is before taxation.

Economic profit as defined above corrects the deficiency in earnings of failing to allow
for a charge on capital employed, but it still relies on accounting data, which is open to
subjective adjustment and manipulation in its preparation. There is also the problem that
the book value of capital employed fails to capture accurately the capital invested in a
company. For example, research and development costs produce benefits for a company
over several years but are treated as an annual expense rather than a financial position
statement asset (unless the expenditure fulfils the requirements specified by the account-
ing and reporting standards for capitalisation). We cannot fully rely on a statement of
financial position to give us an accurate measure of a company’s tangible and intangible
capital. The difficulty of extracting a fair value for invested capital from financial statements
is addressed by the topical performance measure known as EVA.

EVA was trademarked and introduced by the Stern Stewart company in the 1990s with
the objective of providing an overall measure of company performance that would focus
managers’ attention on the drivers that lead to the creation of shareholder wealth. It
refined and amended the information used in the calculation of economic profit so that
the two terms, accounting and economic profits, have become largely synonymous
(Hawawini and Viallet 2002). In fact, EVA can be seen as an attempt to measure a com-
pany’s economic profit rather than its accounting profit (Keown et al. 2003). EVA calculates
an adjusted value for invested capital by making rule-based changes to the book value of
capital employed. For example, it capitalises expenditure on marketing and research and
development, thereby treating these expenses as assets and spreading their costs over the
periods benefiting from them. EVA also calculates an adjusted value for profit from opera-
tions by making complementary changes to those it makes to the value of invested capital.
For example, research and development expenses included in accounting profit must be
reduced to balance the amount included in invested capital. By making these changes to
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invested capital and profit from operations after tax, EVA corrects the effect of financial
accounting rules that ignore the ways a company creates value for shareholders. EVA can
be defined as:

EVA = (AOP x (1—t)) — (WACC x AVIC)

where:  AOP = adjusted operating profit
t = company taxation rate
WACC = weighted average cost capital (see ‘Calculating the weighted average
cost of capital’, Section 9.2)
AVIC = adjusted value of invested capital

Alternatively:

EVA = (RAVIC — WACC) x AVIC

where: RAVIC = required after-tax return on adjusted value of invested capital
WACC = weighted average cost of capital
AVIC = adjusted value of invested capital

While open to criticism on the subjectivity of some of the adjustments it makes to
accounting information, many large organisations have adopted EVA and some positive
results have been claimed from its use as a performance measure (Leahy 2000). However,
it has been suggested that there is a very low empirical correlation between increases in
market value and EVA (Fernandez 2003), and that EVA could be used as one of a range of
performance measures, including traditional accounting-based performance measures
(Kumar and Low 2002). Ideally, companies’ performance should be evaluated on the
present value of expected future cash flows, while EVA is a short-term concept that looks
at the current reporting period (Johnson and Bamber 2007).

The usefulness of EVA lies in the attention it directs towards the drivers of shareholder
value creation. Reflecting on the definition of EVA points to several ways in which company
managers can seek to generate increased value for their shareholders. This leads on to the
extensive topic of value management, which is beyond the scope of this text. Briefly, the
value drivers that managers may be able to influence can be seen in the following value-
creating strategies:

m Look for ways to increase net profit from operations after tax without increasing the
amount of capital invested in the company.

m Undertake investment projects which are expected to generate returns greater than the
company’s cost of capital.

m Take steps to reduce the opportunity cost of the capital invested in the company, either
by reducing the company’s cost of capital or by reducing the amount of invested capital.

You will find it useful to think of examples of how these value-creating strategies can be
applied in practice. For example, net profit from operations after tax can be increased by
eliminating unnecessary costs. Undertaking projects which generate returns greater than
the company’s cost of capital can be achieved by using net present value (NPV) and internal



Key points

rate of return (IRR) as investment appraisal methods (see ‘The net present value method’
and ‘The internal rate of return method’, Sections 6.3 and 6.4). A company’s cost of capital
can be reduced by the sensible use of debt (see ‘Pecking order theory’, Section 9.15). The
amount of invested capital can be reduced by disposing of unwanted assets and by return-
ing unused cash to shareholders via a share repurchase scheme such as the example illus-
trated in Vignette 2.4 (for more details see ‘Share repurchases’, Section 10.7.2).

2.5 Conclusion

In this chapter we have looked at some key aspects of the financing decision in corporate
finance — the balance between internal and external finance, the different sources of
finance available to a company, the importance of the capital markets —and have discussed
at some length the key topic of capital market efficiency. The debate about market effi-
ciency is a continuing one and you should consider carefully the implications of market
efficiency for corporate finance theory as you continue your studies.

The analysis of financial performance is a key activity providing financial information for
a wide range of user groups, and we considered both ratio analysis and a currently topical
performance measure, economic value added (EVA). Later chapters will discuss key ratios
in more detail, especially those concerned with working capital and gearing.

M B W KEY POINTS

1 An efficient financing policy raises required funds at the required time and at the
lowest cost.

2 Internal finance or retained earnings must not be confused with retained profit as
only cash can be invested. Retained earnings are a major source of funds for
investment.

3 The mix of internal and external finance depends on the amount of finance needed.
A number of factors need to be considered, such as the cash flow from existing
operations, the opportunity cost of using the retained earnings, the cost and avail-
ability of external finance, and the company’s dividend policy.

4 There are many kinds of external finance available to a company, including ordinary
shares, preference shares, bonds (debentures, loan stock and convertibles) and
bank loans.

5 New issues of equity and debt are made in the primary market. Already-issued
securities are traded in the secondary market, which is therefore a source of pricing
information.

6 Smaller companies not ready for a full market listing can seek a listing on the
Alternative Investment Market (AIM).
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An efficient market needs operational efficiency, allocational efficiency and pricing
efficiency. A perfect market requires the absence of factors inhibiting buying and
selling; identical expectations of participants; free entry and exit; free and readily
available information; and many buyers and sellers, none of whom dominates.

Operational efficiency means low transaction costs and quickly executed sales.
Pricing efficiency means that share prices fully and fairly reflect all relevant infor-
mation, and so are fair prices. Information efficiency underlies pricing efficiency.
Allocational efficiency means that capital markets allocate funds to their most
productive use.

Markets are weak form efficient if share prices reflect all past price movements. In
such a market, abnormal returns cannot be made by studying past share price
movements. Research suggests that the majority of the world’s capital markets are
weak form efficient.

The random walk hypothesis suggests that there is no connection between move-
ments in share price in successive periods. A substantial amount of research supports
this view. Weak form tests include serial correlation tests, run tests and filter tests.

Markets are semi-strong form efficient if share prices reflect all past information
and all publicly available information. In such a market, abnormal returns cannot be
made by studying available company information. Research suggests that well-
developed capital markets are to a large extent semi-strong form efficient.

Tests for semi-strong form efficiency look at the speed and accuracy of share price
movements to new information (event studies).

Markets are strong form efficient if share prices reflect all information. In such a
market, no one can make abnormal returns. While well-developed capital markets
are not totally strong form efficient, research suggests that these stock markets are
very efficient.

Strong form efficiency can only be tested indirectly, for example by investigating
whether fund managers can regularly make abnormal returns.

The implications of capital market efficiency for investors are that research is point-
less and no bargains exist.

The implications of capital market efficiency for companies are that share prices
value companies correctly, the timing of new issues is irrelevant and manipulating
accounts is pointless.

Technical analysts try to predict share prices by studying their historical move-
ments, while fundamental analysts look for the fundamental value of a share.
Neither activity is worthwhile (theoretically) in a semi-strong form efficient market.

A significant body of research has examined anomalies in share price behaviour,
such as calendar effects, size anomalies and value effects.

Behavioural finance seeks to understand the market implications of the psycho-
logical factors underlying investor decisions and has had some success explaining
anomalies.
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Self-test questions

Shareholders, investors and financial managers can analyse financial performance
to help them in their decisions.

To remedy perceived deficiencies in accounting profit, reporting on EBITDA (earn-
ings before interest, tax, depreciation and amortisation) has become more common.

Performance measures and ratios mean little in isolation: they must be compared
with benchmarks such as financial targets, performance measures and ratios of
similar companies, sector averages, or performance measures and ratios from
previous years.

A systematic approach to ratio analysis could look at ratios relating to profitability,
activity, liquidity, gearing and investment.

Problems with ratio analysis include the following: figures presented in the state-
ment of financial position are single-point values; similar companies for compari-
son are hard to find; accounting policies may differ between companies; creative
accounting may distort financial statements; and complex financing methods can
make accounts difficult to interpret.

The terms ‘economic profit’ and ‘economic value added’ have a similar meaning.
EVA is the difference between profit from operations after tax and a cost of capital
charge on invested capital. Many large companies use EVA.

EVA focuses attention on the drivers of shareholder value creation. Financial man-
agers should seek to increase net profit from operations, undertake projects with a
return greater than the cost of capital, and reduce the opportunity cost and amount
of invested capital.

SELF-TEST QUESTIONS

Answers to these questions can be found on pages 466-467.

1

2
3

Describe the factors influencing the relative proportions of internal and external finance
used in capital investment.

What is the relevance of the efficient market hypothesis for the financial manager?
Which of the following statements about capital market efficiency is not correct?

(a) If a stock market is weak form efficient, chartists cannot make abnormal returns.

(b) If a stock market is strong form efficient, only people with insider information can
make abnormal returns.

(c) In a semi-strong form efficient market, fundamental analysis will not bring abnormal
returns.

(d) If a stock market is semi-strong form efficient, all past and current publicly available
information is reflected in share prices.

(e) If a stock market is weak form efficient, all historical information about a share is
reflected in its current market price.
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Explain the meaning of the following terms: allocational efficiency, pricing efficiency and
operational efficiency.

Why is it difficult to test for strong form efficiency?
Describe three anomalies in share price behaviour.
Describe benchmarks that can be used when assessing financial performance.

Describe the five categories of ratios, list and define the ratios in each category and,
without referring to the calculations in the text, calculate each ratio for Boater plc
(financial statements are presented in Table 2.1).

What are the potential problems associated with using ratio analysis to assess the financial
health and performance of companies?

Explain the meaning of economic value added (EVA). How can EVA help financial managers
create value for shareholders?
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QUESTIONS FOR REVIEW

1

2

3

Distinguish between a primary and a secondary capital market and discuss the role played
by these markets in corporate finance. What are the desirable features of primary and
secondary capital markets?

Recent capital market efficiency research has explored anomalies in share price behaviour.
Briefly describe some of these anomalies and suggest possible explanations.

The following financial statements are extracts from the accounts of Hoult Ltd:

Statements of profit or loss for years ending 31 December

Year 1 Year 2 Year 3

£000 £000 £000
Revenue 960 1,080 1,220
Cost of sales 670 780 885
Gross profit 290 300 335
Administration expenses 260 270 302
Profit before interest and tax 30 30 33
Interest 13 14 18
Profit before tax 17 16 15
Taxation 2 1 1
Profit after tax 15 15 14
Dividends 0 0 4
Retained profit 15 15 10



Questions for discussion

Financial position statements for years to 31 December

Year 1 Year 2 Year 3
£000 £000 £000 £000 £000 £000
Non-current assets 160 120 100
Current assets
Inventory 200 210 225
Trade receivables 160 360 180 390 250 475
Total assets 520 510 575
Equity
Ordinary shares 160 160 160
Profit and loss 95 255 110 270 120 280
Non-current liabilities
8% bonds 120 80 40
Current liabilities
Trade payables 75 80 145
Overdraft 70 145 80 160 110 255
520 510 575

Annual depreciation was £18,000 in year 1, £13,000 in year 2 and £11,000 in year 3. The
8 per cent bonds are redeemable in instalments: the final payment is due in year 4.

The finance director is concerned about the rising short-term interest rates and the poor
liquidity of Hoult Ltd. After calculating appropriate ratios, prepare a report that comments
on the recent performance and financial health of Hoult Ltd. You should use the ratios you
calculated to support your evaluation of the company’s performance.

4 Discuss the following statement:

‘It is not possible to test whether a stock market is strong form efficient. In fact, the existence
of insider trading proves otherwise’.

5 Discuss the following statement:

‘Ratio analysis using financial statements is pointless. Only economic value added gives a true
measure of the financial performance of a company’.

QUESTIONS FOR DISCUSSION

1 Dayton has asked you for advice about his investment portfolio. He is considering buying
shares in companies listed on the Alternative Investment Market. Green, a friend of
Dayton, has told him he should invest only in shares that are listed on an efficient capital
market as otherwise he cannot be sure he is paying a fair price. Dayton has said to you that
he is not sure what an ‘efficient” capital market is.

(a) Explain to Dayton what characteristics are usually required to be present for a market
to be described as efficient.
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(b) Discuss whether the Alternative Investment Market is an efficient market.

(c) Discuss the extent to which research has shown capital markets to be efficient.

Critically discuss the following statements about stock market efficiency:

(a) The weak form of the efficient market hypothesis implies that it is possible for investors
to generate abnormal returns by analysing changes in past share prices.

(b) The semi-strong form of the efficient market hypothesis implies that it is possible for
an investor to earn superior returns by studying company accounts, newspapers and
investment journals, or by purchasing reports from market analysts.

(c) The strong form of the efficient market hypothesis implies that, as share prices reflect
all available information, there is no way that investors can gain abnormal returns.

Discuss the importance of the efficient market hypothesis to the following groups:

(a) shareholders concerned about maximising their wealth;

(b) corporate financial managers making capital investment decisions;

(c) investors analysing the annual reports of listed companies.

Tor plc is a large company listed on the main market of the London Stock Exchange. The

objectives of the company, in the current year and in recent years, are stated by its Annual
Report to be as follows:

(1) To maximise the wealth of our shareholders.
(2) To give shareholders an annual return of 15 per cent per year.
(3) To increase real dividends by 4 per cent per year.

The shares of Tor plc are owned as follows:

%

Chief executive officer 17
Managing director 6
Other directors 4
UK institutional investors 44
Foreign institutional investors 10
Small shareholders 19
100

The following information relates to the recent performance of Tor plc.

Year (most recent last) 1 2 3 4 5

Revenue (£m) 144 147 175 183 218
Earnings per share (pence) 46.8 50.7 53.3 53.7 63.7
Dividend per share (pence) 18.7 20.0 21.4 22.9 24.5
Annual inflation (%) 2.5 2.7 3.1 2.9
Price/earnings ratio (times) 8 8 10 13 15




References

Average values for year 5 for Tor plc’s business sector are:

Dividend yield 4.2%
Total shareholder return 35%
Price/earnings ratio 14 times

(a) Using the information provided, evaluate the recent performance of Tor plc and
discuss the extent to which the company has achieved its declared financial objectives.

(b) Critically discuss how the agency problem may be reduced in a company listed on the
main market of the London Stock Exchange, illustrating your answer by referring to the
information provided.
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Short-term finance and working capital
management

Learning objectives

After studying this chapter, you should have achieved the following learning objectives:

m an appreciation of the importance of working capital management in ensuring the
profitability and liquidity of a company;

m the ability to calculate and interpret the cash conversion cycle and to explain its
significance to working capital management;

m an understanding of the need for working capital policies concerning the level of
investment in current assets, and of the significance of aggressive, moderate and
conservative approaches to working capital management;

m an understanding of the link between the sources of short-term finance available
to a company and working capital policies concerning the financing of current
assets;

m the ability to describe and discuss a range of methods for managing inventories,
cash, trade receivables and trade payables;

m the ability to evaluate, at an introductory level, the costs and benefits of proposed
changes in working capital policies;

m an understanding of how factoring and invoice discounting can assist in managing
working capital.



3.1

3.2

3.2 Working capital policies
INTRODUCTION

Long-term investment and financing decisions give rise to future cash flows which,
when discounted by an appropriate cost of capital, determine the market value of a
company. However, such long-term decisions will result in the expected benefits for a
company only if attention is also paid to short-term decisions regarding current assets
and liabilities. Current assets and liabilities refer to assets and liabilities with maturities
of less than one year, thus reflect the need to be carefully managed. Net working capital
is the term given to the difference between current assets and current liabilities: current
assets may include inventories of raw materials, work-in-progress and finished goods,
trade receivables, short-term investments, cash and cash equivalents, while current
liabilities may include trade payables, overdrafts and short-term loans.

The level of current assets is a key factor in a company’s liquidity position. A com-
pany must have, or be able to generate, enough cash to meet its short-term needs if it
is to continue in business. Therefore, working capital management is a key factor in the
company’s long-term success: without the ‘oil’ of working capital, the ‘engine’ of non-
current assets will not work. The greater the extent to which current assets exceed
current liabilities, the more solvent or liquid a company is likely to be, depending on the
nature and the mix of its current assets.

The objectives of working capital management

To be effective, working capital management must have its objectives clearly specified. The
two main objectives of working capital management are to increase the profitability of a
company and to ensure that it has sufficient liquidity to meet short-term obligations as
they fall due and so continue in business (Pass and Pike 1984). Profitability is related to
the goal of shareholder wealth maximisation, so investment in current assets should be
made only if an acceptable return is obtained. While liquidity is needed for a company to
continue in business, a company may choose to hold more cash than is needed for opera-
tional or transaction needs, for example, for precautionary or speculative reasons. The twin
goals of profitability and liquidity will often conflict since liquid assets give the lowest
returns. Cash kept in a safe will not generate a return, for example, while a six-month bank
deposit will earn interest in exchange for a loss of access to the fund for the six-month
period. Working capital management is an art which requires managers to identify and
maintain the right balance between liquidity and profit maximisation, under the constantly
changing market and economic conditions.

Working capital policies

Because working capital management is so important, a company will need to formulate
clear policies concerning the various components of working capital. Key policy areas relate
to the level of investment in working capital for a given level of operations and the extent
to which working capital is financed from short-term funds such as a bank overdraft.
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A company should have well-communicated working capital policies on managing
inventory, trade receivables, cash and short-term investments to minimise the possibility
of managers making decisions which are not in the best interests of the company. Examples
of such suboptimal decisions are giving credit to customers who are unlikely to pay and
ordering unnecessary inventories of raw materials. Sensible working capital policies will
reflect corporate decisions on the total investment needed in current assets, i.e. the overall
level of investment; the amount of investment needed in each type of current asset, i.e. the
mix of current assets; and the way in which current assets are to be financed. Any expected
fluctuation in the supply of, or demand for, goods and services, for example due to the
seasonal variations in business, must also be considered, as must the impact of a company’s
manufacturing period on its current assets. Working capital policies should reflect the
nature of a company’s business, as different businesses will have different working capital
requirements. A manufacturing company will invest heavily in spare parts and components
and might be owed large amounts of money by its customers. A food retailer will have large
inventories of goods for sale but will have very few trade receivables. The manufacturing
company clearly has a need for a carefully thought-out policy on receivables management,
whereas the food retailer may not grant any credit at all.

As Vignette 3.1 illustrates, some companies are not always able to keep pace with
changing consumer behaviour under the challenging macro-economic conditions. This
misjudgment of consumer needs has left some retailers with inventory piles which then
require price slashing to clear out the excessive stock. These actions inevitably increase
costs, reduce profits and ultimately affect market confidence in the companies’ shares.

Vignette 3.1

warning

Target cut its profit outlook for the second time in
less than a month as the US retailer said it planned
to cancel orders and further mark down prices to
clear excess inventories in response to shifting con-
sumer behaviour.

The Minneapolis-based group on Tuesday warned
that it would offer deeper discounts after high infla-
tion ate into consumer spending. That will cut the
company’s second-quarter operating margin to about
2 per cent, it said, three weeks after telling Wall Street
that margins would be “in a wide range” around the
first-quarter level of 5.3 per cent.

Target’s inventory pile-up prompts profit

US retailer expects hit to second-quarter margin as it cancels

orders and offers additional discounts
By Andrew Edgecliffe-Johnson, Ben Glickman and Mark Wembridge

In a statement, Target said it would embark on a pro-
gramme of ‘additional markdowns, removing excess
inventory and cancelling orders’ from suppliers.

Target shares, which were already down 30 per cent
this year, dropped 2.3 per cent on Tuesday. The news
hit the European retail stocks index, which recouped
some of its losses to end 0.9 per cent lower and also
weighed on other US stocks, with Walmart down 1.2
per cent.

‘While these decisions will result in additional costs
in the second quarter, we’re confident this rapid
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Vignette 3.1 (continued)

3.2 Working capital policies

For Target:
US retailers’ inventories have surged above pre-pandemic levels
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response will pay off for our business and our share-
holders over time, resulting in improved profitabili-
ty in the second half of the year and beyond, said
Brian Cornell, Target’s chair and chief executive.

The US retailer’s shares in May suffered their big-
gest one-day decline since 1987’s Black Monday stock
market crash, losing one-quarter of their value in a
single trading session after the company warned
that rising costs would dent its annual profits.

Like its larger rival Walmart, Target has struggled
to pass on higher prices to consumers and has been
affected by higher freight, fuel and labour costs, as
well as supply chain problems.

On Tuesday it announced fresh plans to address
those challenges, saying it would add more holding
capacity near US ports, change prices to offset the
impact of high transport and fuel costs, and work
with suppliers to shorten distances and lead times
in its supply chain.

Census Bureau data show that retailers’ inventories
plunged between March and June of 2020 as Covid-19

forced consumers to stay at home, but have since
shot up beyond pre-pandemic levels.

They have climbed steeply this year as China’s Covid
lockdowns dragged on imports from Asia and as US
retailers tried to bring stock in before any disrup-
tions at west coast ports, which are in negotiations
to renew a contract with unionised longshoremen
that expires on July 1.

Retailers are also struggling to keep pace with chang-
es in consumers’ behaviour as shoppers emerge from
the constraints of the first two years of the pandemic
and adjust to the impact of the highest inflation rates
for 40 years.

‘The spending pie was heavily skewed toward prod-
uct and goods [and away from services] in 2020 and
2021, said Ken Perkins, president of research firm
Retail Metrics. ‘To get that mix right is difficult,
and that’s where the mismanagement [of inventory]
comes in.

On Tuesday, Target said it expected demand to stay
strong for food, household essentials and beauty
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Vignette 3.1 (continued)

products but it was now taking a more conservative
view of demand in discretionary spending categories
such as goods for the home where, it noted, ‘trends
have changed rapidly since the beginning of the year’.

Citi analyst Paul Lejuez said the warning was a
harbinger for the broader retail industry, especially
in areas where Target’s inventories are most bloat-
ed, such as home and apparel retailers.

‘With all the debate about the health of the consumer
and questions about whether we might see a consum-
er recession over the next 24 months, we believe re-
gardless of whether this comes to fruition at a macro

CHAPTER 3 Short-term finance and working capital management

level by technical definition, it is going to feel like
a recession in apparel as we look out to [the second
half], said Lejuez.

James Knightley at ING said Target’s need to discount
prices to clear excess inventories could be seen as good
news for the Federal Reserve’s efforts to bring down
inflation.

Oren Klachkin of Oxford Economics echoed that
message, saying that markdowns would offer ‘some
relief on the inflation front’ and adding that a shift
in consumer spending from goods to services was a
welcome sign of post-pandemic normalisation.

Source: Edgecliffe-Johnson, A., Glickman, B., and Wembridge. M. (2022) ‘Target’s inventory pile-up prompts profit
warning’, Financial Times, 7 June.
© The Financial Times Limited 2022. All Rights Reserved.

Questions

1 Discuss why holding inappropriate types and levels of inventory can lead to financial problems, such
as the situation facing Target.

2 What were the factors that contributed to the high levels of inventory held by many retailers such as

Target?
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The working capital policy that a company adopts also needs to reflect the credit poli-
cies of it’s close competitors, since it would be unwise to lose business from an unfavour-
able comparison of the terms of trade. That said, granting a longer credit period to
customers requires a company to increase its working capital investment. Again, there is a
trade-off between offering more favourable terms of trade to increase sales and the need
for greater short-term finance to fund the trade receivables.

The same principles are applied to the management of trade payables. The trade credit
received from suppliers provides a company with short-term financing on the materials and
services sourced. A request for longer trade credit though may lead to higher input costs as
suppliers themselves have their own working capital to manage. The practice of late pay-
ments can harm the relationship with suppliers (see Vignettes 3.3 and 3.4 for further discus-
sion on the recent trends in supply chain management). Suppliers can provide a company
with more than just inventories and short-term finance, but competitive advantages in the
market such as reliable quality and on-time delivery. The relationship with suppliers needs
to be nurtured, since any business is as strong as the weakest link in its supply chain.

Working capital investment policy

An aggressive policy on the level of investment in working capital means that a company
chooses to operate with lower levels of inventory, trade receivables and cash for a given
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Figure 3.1 Working capital investment policies

level of activity or sales. An aggressive policy will increase profitability since less cash will
be tied up in current assets, but it will also increase risk since the possibility of cash short-
ages or running out of inventory is increased. A conservative and more flexible working
capital policy for a given level of turnover would be associated with maintaining a larger
cash balance, perhaps even investing in short-term securities, offering more generous credit
terms to customers and holding higher levels of inventory. Such a policy will give rise to a
lower risk of financial problems or inventory problems, but at the expense of reducing
profitability. A moderate policy would tread a middle path between the aggressive and
conservative approaches. All three working capital investment policies are shown in
Figure 3.1.

It should be noted that working capital investment policies can only be classified as
aggressive, moderate or conservative by comparing them with the working capital invest-
ment policies of similar companies. While there are no absolute benchmarks of what may
be regarded as aggressive or otherwise, these classifications are useful for describing the
ways in which individual companies approach the operational problem of working capital
investment.

Short-term finance

Short-term sources of finance include overdrafts, short-term bank loans and trade credit.

An overdraft is an agreement by a bank to allow a company to borrow up to a certain
limit without the need for further discussion or request for approval. The company will
borrow as much or as little as it needs, up to the overdraft limit, and the bank will charge
daily interest at a variable rate on the debt outstanding. The bank may also require security
or collateral as protection against the risk of non-payment by the company. An overdraft
is a flexible source of finance in that a company uses it only when the need arises. However,
an overdraft is technically repayable on demand, even though in practice a bank is likely
to give warning of its intention to withdraw agreed overdraft facilities. The flexibility of
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3.2.3

overdraft does come at a price — the high interest charge can put pressure on the company’s
costs and liquidity.

A short-term loan is a fixed amount of debt finance borrowed by a company from a bank,
with repayment to be made in one year or less. The company pays interest on the loan at
either a fixed or a floating (i.e. variable) rate at regular intervals, for example, quarterly. A
short-term bank loan is less flexible than an overdraft, since the full amount of the loan
must be borrowed over the loan period and the company takes on the commitment to pay
interest on this amount, whereas with an overdraft interest is paid only on the amount
borrowed, not on the agreed overdraft limit. As with an overdraft, however, security may
be required as a condition of the short-term loan being granted.

Trade credit is an agreement to defer payment for goods and services to a date (the set-
tlement date) later than that on which the goods and services are supplied to the purchas-
ing company (the delivery date). It is common to find one, two or even three months’
credit being offered on commercial transactions, and trade credit is a major source of
short-term finance for most companies.

Short-term sources of finance are usually cheaper and more flexible than long-term
ones. Short-term interest rates are usually lower than long-term interest rates, for example,
and an overdraft is more flexible than a long-term loan on which a company is committed
to pay interest on fixed amounts of borrowing for a long period of time. However, short-
term sources of finance are riskier than long-term sources from the borrower’s point of view
in that they may not be renewed (an overdraft is, after all, repayable on demand) or may
be renewed on less favourable terms (e.g. higher short-term interest rates). Another source
of risk for the short-term borrower is that interest rates are more volatile in the short term
than in the long term and this risk is compounded if floating rate short-term debt (such as
an overdraft) is used. A company must clearly balance profitability and risk in reaching a
decision on how the funding of current and non-current assets is divided between long-
term and short-term sources of funds.

The difficulty faced by small and medium-sized enterprises (SMEs) in gaining access to
finance, short-term or otherwise, is highlighted by Shanahan (2013) and is the subject of
Vignette 3.2. The mix of current asset and current liability components in the working
capital of SMEs can be very different from the larger businesses under the influence of the
funding restrictions they face.

Financing working capital

The trade-off between risk and return which occurs in working capital investment policy is
also significant in the policy decision on the relative amounts of finance of different maturi-
ties in the balance sheet, i.e. on the choice between short- and long-term funds to finance
working capital. To assist in the analysis of policy decisions on the financing of working
capital, we can divide a company’s assets into three different types: non-current assets,
permanent current assets and fluctuating current assets (Cheatham 1989). Non-current
assets are long-term assets from which a company expects to derive economic benefit over
several periods, for example, factory buildings and production machinery. Permanent
current assets represent the core level of investment needed to sustain normal levels of
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Vignette 3.2

MPs told

mistreatment
By Caroline Binham

Despite recent small business scandals at the Royal
Bank of Scotland and Lloyds Banking Group, small
and medium-sized enterprises (SME) are finding it
tougher than ever to take out loans, according to
evidence submitted to a parliamentary inquiry.

The SME Alliance, which represents thousands of
small businesses in Britain who say they were mis-
treated by lenders —including RBS and Lloyds - told
MPs on the Commons Treasury select committee
that big banks are more reluctant to lend to them,
while challenger banks are reverting to classic busi-
ness models.

The group also alleged that banks’ large legal teams
are able to delay and frustrate small businesses’
claims and complaints beyond the six-year statute
of limitations.

The complaints were made in written evidence sub-
mitted to the select committee on Friday as part of
its inquiry into whether enough is being done to pro-
tect SMEs from unfair treatment.

‘Commercial lending is still unregulated and, other
than large fines, we have seen little that has changed -
except perhaps the fact lenders seem even more reluc-
tant to lend and are even more keen to ensure terms of
lending are onerous and biased in their favour, the
SME Alliance said.

SMEs make up 99 per cent of private businesses in
the UK and account for more than half of all turno-
ver and employment.

Lending to small businesses over 2017 remained
fairly static, with the £5.6bn of new loans drawn in

Banks ‘reluctant to lend’ to small businesses,

SME:s struggle in face of onerous borrowing terms and

Source: Binham, C. (2018) ‘Banks “reluctant to lend” to small businesses, MPs told’, Financial Times, 30 March.
© The Financial Times Limited 2018. All Rights Reserved.

the fourth quarter some 11 per cent down compared
to the same period in 2016, according to the most
recent data from UK Finance, the banking lobby
group.

UK Finance claims that this was owing to subdued
demand from SMEs rather than banks taking a
tougher line; it says eight out of 10 loan applications
were approved, with a higher rate of loans approved
for exporters and larger SMEs.

The select committee launched its inquiry into
whether SMEs are being ripped off last month, fol-
lowing the scandal at RBS’s Global Restructuring
Group, which stands accused of ‘widespread and
inappropriate treatment’ of the thousands of SMEs
it was meant to help after the financial crisis. The
Financial Conduct Authority’s investigation into
the matter is continuing.

Six people were jailed last year for a total of 47 years
over a fraud at HBOS’s Reading office between 2002
and 2007, when struggling small businesses were
referred to a turnround consultancy then saddled
with unmanageable debts. Lloyds bought HBOS in
2009. The FCA is investigating whether HBOS’s
senior executives knew of the fraud at the time.

SME Alliance has also called for regulation of the
practice of banks forcing SME owners to make per-
sonal guarantees — such as their home — as a prereq-
uisite for loans, and has asked the select committee
to scrutinise these arrangements.

UK Finance has launched its own SME inquiry,
which it says will be an evidence-based assessment
of how disputes are resolved.

Question

Why might SMEs have difficulty in securing finance?

87



CHAPTER 3 Short-term finance and working capital management

£ £ £
FCA { FCA { FCA {
PCA | PCA | PCA |
NCA NCA | NCA |
0 Time 0 Time 0 Time
D = Long-term funds D = Long-term funds
D re-invested short term
= Short-term funds
(a) (b) (c)

Figure 3.2 The (a) matching, (b) conservative and (c) aggressive working capital funding policies

business or trading activity, such as investment in inventories and investment in the average
level of a company’s trade receivables. Fluctuating current assets correspond to the vari-
ations in the level of current assets arising from normal business activity.

A matching working capital funding policy is one that finances fluctuating current assets
with short-term funds and permanent current assets and non-current assets with long-term
funds. The maturity of the funds roughly matches the maturity of the different types of
assets. A conservative working capital funding policy uses long-term funds to finance not only
non-current assets and permanent current assets but some fluctuating current assets as
well. As there is less reliance on short-term funding, the risk of such a policy is lower, but
the higher cost of long-term finance means that profitability is reduced as well. An aggres-
sive working capital funding policy uses short-term funds to finance not only fluctuating
current assets but also some permanent current assets. This policy carries the greatest risk
of insolvency, but also offers the highest profitability and increases shareholder value.
These three working capital funding policies are illustrated in Figure 3.2.

3.3 Working capital and the cash conversion cycle

Working capital can be viewed statically as the balance between current assets and current
liabilities, for example, by comparing the financial position statement figures for inventory,
trade receivables, cash and trade payables. Alternatively, working capital can be viewed
dynamically as an equilibrium between the income-generating and resource-purchasing
activities of a company (Pass and Pike 1984), in which case it is closely linked to the cash
conversion cycle (see ‘Activity ratios’, Section 2.4.4).

The cash conversion cycle, which represents the interaction between the components of
working capital and the flow of cash within a company, can be used to determine the
amount of cash needed for any sales level. It is the period of time between the outlay of
cash on raw materials and the inflow of cash from the sale of finished goods, and represents
the number of days of operation for which financing is needed. The longer the cash conver-
sion cycle, the greater the amount of investment required in working capital. The length
of the cash conversion cycle depends on the length of:
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m the inventory conversion period;
m the trade receivables collection period;
m the trade payables deferral period.

The inventory conversion period is the average time taken to use up raw materials, plus
the average time taken to convert raw materials into finished goods, plus the average time
taken to sell the finished goods to customers. The inventory conversion period might be
several months for an engineering or manufacturing company, but negligible for a service
company. The trade receivables period is the average time taken by credit customers to settle
their accounts. The trade payables deferral period is the average time taken by a company
to pay its trade payables, i.e. its suppliers. If we approximate these three periods with the
financial ratios of inventory days, trade receivables days and trade payables days (see ‘Activ-
ity ratios’, Section 2.4.4), the length of the cash conversion cycle (CCC) is given by:

CCC = Inventory days + Trade receivables days — Trade payable days

Calculating working capital required

The amount of working capital required by a company can be estimated from
information on the value of relevant working capital inputs and outputs, such as raw
material costs and credit purchases, together with information on the length of the
components of the cash conversion cycle. Assume that Carmed plc expects credit sales
of £18m in the next year and has budgeted production costs as follows:

Raw materials
Direct labour
Production overheads
Total production costs 1

|N|wkh-h§

Raw materials are in inventory for an average of three weeks and finished goods are
in inventory for an average of four weeks. All raw materials are added at the start of the
production process, which takes five weeks and incurs labour costs and production
overheads at a constant rate. Suppliers of raw materials allow four weeks’ credit,
whereas customers are given 12 weeks to pay. If production takes place evenly
throughout the 52-week year, what is the total working capital requirement?

Suggested answer

£ £
Raw materials 4m x (3/52) = 230,769
Work-in-progress
Raw materials 4m x (5/52) = 384,615
Labour costs 5m x (5/52) x 0.5 = 240,385
Overheads 3m x (5/52) x 0.5 = 144,231
769,231
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£ £
Finished goods 12m x (4/52) = 923,077
Trade receivables 18m x (12/52) = 4,153,846
Trade payables 4m x (4/52) = (307,692)
Working capital required 5,769,231

Labour costs and overheads are incurred at a constant rate during production so if
work-in-progress is on average half-finished, labour and overheads have to be multiplied
by 0.5 as only half the amounts of these costs are present in the work in progress.

Based on the information given, Carmed needs £5.77m of working capital. The
proportions of long- and short-term finance used to fund the working capital needs
will depend on the policies of the company.

Note that Carmed’s cash conversion cycle is (3 + 5 + 4) + 12 — 4 = 20 weeks.
The 20-week CCC can be compared with the close competitors and/or the industry
average in order to see whether the company’s working capital policy is effective and
competitive.

3.3.1 The cash conversion cycle and working capital needs

Forecasts of working capital requirements can be based on forecasts of sales if a relationship
between net working capital and sales is assumed to exist. Such a relationship is quantified
by the sales/net working capital ratio described in ‘Activity ratios’ (Section 2.4.4) and made
explicit by a working capital investment policy (see Section 3.2.1). However, even with such
a policy in place, the relationship between sales and working capital is unlikely to remain
static as levels of business and economic activity change. Since budgeted production is
based on forecast sales, care must be taken in periods of reduced economic activity to ensure
that overinvestment in inventories of raw materials, work-in-progress and finished goods
does not occur. Although the overall amount of working capital needed can be estimated
from forecast sales and the cash conversion cycle, there is likely to be a difference between
forecast activity and actual activity. To narrow the budget gaps, it is important to regularly
review the level of working capital needs in the light of changing levels of activity.

The cash conversion cycle also shows where managers should focus their attention if
they want to decrease the amount of cash tied up in current assets. Apart from reducing
sales and reducing the cost per unit sold, cash invested in current assets can be reduced
by shortening the cash conversion cycle (Cheatham 1989). This can be done by decreasing
the inventory conversion period (inventory days), by reducing the trade receivables collec-
tion period (trade receivables days) or by increasing the trade payables deferral period
(trade payables days).

The inventory conversion period can be reduced by shortening the length of the produc-
tion cycle, for example by more effective production planning or by outsourcing part of the
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production process. Using strategic outsource partners can enable a company to reduce its
investment in inventory and in some non-current production assets. The amount of inven-
tory within the production process also be reduced by using just-in-time (JIT) production
methods (see below) or by employing production methods which are responsive to changing
sales levels.

The trade receivables conversion period can be shortened by offering incentives for early
payment such as early settlement discounts, by reducing the period of credit offered to
customers, by chasing up slow or late payers and by more stringent assessment of custom-
ers’ creditworthiness to screen out slow payers. The minimum trade receivables conversion
period is likely to be benchmarked against the credit offered by competitors.

The trade payables deferral period is less flexible as it is determined to a large extent by
a company’s suppliers who have their own working capital to manage. If a company delays
payables payments past their due dates, it runs the risk of paying interest on overdue
accounts, losing its suppliers or being refused credit in future. However, large companies
have strong bargaining (or monopsony) power over their suppliers, especially the smaller
suppliers, when negotiating the terms of trade to support their cash flow. Vignette 3.3
illustrates the widespread use of suppliers as a source of finance and the practice adopted
by some large UK firms using the delayed payments to improve their own cash flow position.

Vignette 3.3

Large UK companies accused of ‘supply
chain bullying’

