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Introduction to the book

Aims of the book

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

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

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

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

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

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

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

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

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

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

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

® The jargon-busting glossary has been extended and updated.

Themes in the book

Practical orientation

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

Clear, accessible style

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

Integration with other disciplines

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

Real-world relevance

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

A UK/international perspective

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

A re-evaluation of classical finance theory

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

Real-world case examples

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

Quiz Clothing soars on IPO to reach £245m

market value
By Hannah Murphy

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

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

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

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

FT Financial Times, 28 July 2017.
All Rights Reserved.

to invest in the next stage of its development. There are four vital financial issues facing

management:

1 Raising finance and knowledge of financial markets. Quiz grew its business using family

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

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

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

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

Just over half of the company, 51.2 per cent, is now
in public hands.

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

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

Creating and measuring shareholder value. Quiz will need to consider the strategic implica-
tions of its actions, such as the current and likely future return on capital in the markets it may

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

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

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

Student learning features

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

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

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

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

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

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

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

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

Websites A useful list of websites is also included.

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

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

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

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

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

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

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

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

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

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

® Supporting spreadsheets for Chapters 2, 3, 6,7, 11 & 19

Support for lecturers

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

® Over 800 PowerPoint slides.
® Instructor’s manual.
® A link to MyLab Finance.

Instructor’s manual
This contains:

® Supplementary material for chapters, including learning objectives and key points and con-
cepts listings.
® A multiple-choice question bank (also available on the website).

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

Target readership

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

The practising manager, whether or not a specialist in financial decision making, should find
the book useful — not least to understand the language and concepts of business and financial
markets.
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Students studying for examinations for the professional bodies will benefit from this text. The
material is valuable for those working towards a qualification of one of the following
organisations:

CFA Institute

Association of Corporate Treasurers

Institute of Chartered Accountants in England and Wales
Institute of Chartered Accountants of Scotland
Chartered Institute of Public Finance and Accountancy
Association of Chartered Certified Accountants
Chartered Institute of Management Accountants
Institute of Chartered Secretaries and Administrators

The London Institute of Banking & Finance

British Bankers Association

The applicability of finance knowledge for all organisations

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

LEARNING OUTCOMES

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

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

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

explain the role of the financial manager;
detail the value of financial intermediaries;

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



Chapter 1 ¢ The financial world

Introduction

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

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

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

The objective of the firm

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

Case study 1.1 Experian

‘0

ur business model is based on a set of substantial competitive advantages. Our strategy builds on and reinforces

these advantages, so we can maximise the value we create for our shareholders in the long term’

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

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

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

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

Ai
®
[ ]

ms follow the strategy:
To deliver . .. revenue growth consistently

To operate our business efficiently and cost effectively

3
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Case study 1.1 (continued)

To generate good returns

To deliver profit growth, while balancing investment in the business and shareholder returns
To covert at least 90% of [profit] into operating cash flow

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

To minimize as far as possible our impact on the environment

Source: Experian plc Annual Report 2016.

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

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

You have probably encountered elsewhere the question, ‘In whose interests is the firm run?’ This
is a political and philosophical as well as an economic question and many books have been written
on the subject. Here we will provide a brief overview of the debate because of its central import-
ance to making choices in finance. The list of interested parties in Exhibit 1.1 could be extended,

Exhibit 1.1 A company has responsibilities to a number of interested parties

Creditors

Employees Customers

_J ——

Managers / oaety

Shareholders

—
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but no doubt you can accept the point from this shortened version that there are a number of
claimants on a firm.

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

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

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

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

Some possible objectives

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

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

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

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

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

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

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

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

The assumed objective for finance

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

The practical reason

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

The theoretical reasons

The ‘contractual theory’ views the firm as a network of contracts, actual and implicit, which
specifies the roles to be played by various participants in the organisation. For instance, the work-
ers make both an explicit (employment contract) and an implicit (show initiative, reliability, etc.)
deal with the firm to provide their services in return for salary and other benefits, and suppliers
deliver necessary inputs in return for a known payment. Each party has well-defined rights and
pay-offs. Most of the participants bargain for a limited risk and a fixed pay-off. Banks, for



Exhibit 1.2

Chapter 1 ¢ The financial world

John Lewis: trouble in store

by Michael Skapinker and Andrea Felsted

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

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

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

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

Many of the John Lewis partners are happy enough
to stay for decades. Some wear badges showing their
last decade of completed service: a “10” badge or a
“20”. David Mayo wears a “50” badge. . . . he
remembers a sign in his early days that said “The
customer is always right”. But the partners are not
there principally for the customers. The partners are
there to be happy — and their happiness comes from
working in a business that is successful because you,
the customer, are so pleased with the quality and the

FT Financial Times, 16 October 2015.
All Rights Reserved.

service the partners provide. Except the partners’
happiness has taken a dip. In this year’s confidential
online survey, 71 per cent of those who responded
said they were satisfied with their jobs, down a
percentage point from last year, and 81 per cent said
John Lewis was a good place to work, down from
86 per cent. To most employers, these would be
outstanding results. But this is not a company owned
by outside shareholders or a distant founding family.
This is a partnership — and 29 per cent, nearly one-
third, were not satisfied working at the company
they owned.

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

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

example, when they lend to a firm, often strenuously try to reduce risk by making sure that the
firm is generating sufficient cash flow to repay, that there are assets that can be seized if the loan
is not repaid. The bankers’ bargain, like that of many of the parties, is a low-risk one and so, the
argument goes, they should be rewarded with just the bare minimum for them to provide their
service to the firm. Shareholders, on the other hand, are asked to put money into the business at
high risk. The deal here is, ‘You give us your £10,000 nest egg that you need for your retirement
and we, the directors of the firm, do not promise that you will receive a dividend or even see your
capital again. We will try our hardest to produce a return on your money but we cannot give any
guarantees. Sorry.” Thus the firm’s owners are exposed to the possibilities that the firm may
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become bankrupt and all will be lost. Because of this unfair balance of risk between the different
potential claimants on a firm’s resources it seems reasonable that the owners should be entitled
to any surplus returns which result after all the other parties have been satisfied.

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

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

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

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

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

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

Source: Jensen, 2001.

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

Also, simply to tell people to maximise shareholder value may not be enough to motivate them
to deliver value. They must be turned on by a vision or a strategy, e.g. to put a PC on every desk,
to produce a drug to cure AIDs or to build a state-of-the-art aeroplane. Shareholder value can
measure how successful you are, but it does not create superior vision or strategy — you need
additional (but subsidiary) goals and measures.
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Fortune 500 companies spend more than
$15bn on corporate responsibility

by: Alison Smith

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

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

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

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

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

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

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

Drugs companies are particularly prominent in CSR
activity, with Merck and Johnson & Johnson being
among the six groups providing almost two-thirds of
the US CSR spend, while London-listed AstraZeneca
and GlaxoSmithKline were two of the four companies

FT Financial Times, 12 October 2014.
All Rights Reserved.

accounting for more than three-quarters of the
British total.

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

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

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

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

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

John Kay also points out that firms going directly for ‘shareholder value’ may actually do less
well for shareholders than those that focus on vision and excellence first and find themselves
shareholder wealth maximisers in an oblique way. He argues that Boeing, in the 1990s, sacrificed
its vision of being a company always on the cutting edge of commercial plane design, breaking
through technological and marketplace barriers. This reduced the vibrancy of the pioneering
spirit of the organisation, as it refocused on short-term financial performance measures — see
Exhibit 1.4. However, it is possible to argue that Boeing’s managers in the 1990s were not, in fact,
shareholder wealth maximisers because they forgot the crucial ‘long-term’ focus. Being daring
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