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Foreword

Some years ago, television and radio news bulletins began to include a reference to two
or three financial indicators — the FTSE 100 index, the dollar/euro or sterling/dollar
exchange rate, perhaps the oil price.

For many viewers and listeners, this bald market data must be at best boring — an inter-
ruption in the flow of “real news” — at worst confusing. The numbers are, almost literally,
a turn-off.

Yet, properly explained and set in context, those figures and the markets that generate
them are the key to interpreting many of the events covered in the rest of the bulletin.
Fuel shortages in Europe, protests by US manufacturing unions, even record transfer
deals between the world’s top soccer clubs: the explanations for these and many other
stories are found in financial markets and economic statistics.

The power of markets is illustrated by the now-famous observation by one of
President Bill Clinton’s aides: “I used to think that if there was reincarnation, I wanted to
come back as the president or the pope. But now I want to be the bond market: you can
intimidate everybody.”

Every day, the Financial Times tries to put flesh on the financial markets and to trace
the links between cold data and hot news. Making the markets intelligible and exciting is
what business and financial journalists are paid to do. But the figures remain the bedrock
of the financial and corporate news. Readers will continue to have an appetite for the raw
statistics, whether online or in print, because — with the help of the FT’s analysis and
comment — they can use those data to construct their own explanations, models and pro-
jections for company performance, government expenditure and international trade.

There are three main reasons why it is becoming more important to know how to
interpret and explain such information.

The first is technology. Much data is now accessible through the internet directly from
its source. Knowing why particular data are significant is the best way to profit from this
unmediated information.

The second reason, linked to the first, is globalisation. The metaphorical flap of the
butterfly’s wing that causes a tornado on the other side of the earth has become reality in
financial markets. Knowing why a mishap in one market can trigger cataclysm in another
is an important step in understanding this borderless world.

The third reason is the increasing sophistication of markets. Taking advantage of technol-
ogy and globalisation, investors with the biggest appetite for risk have moved beyond
investment in easily understood securities — bonds or equities, for instance — into derivatives
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and other more exotic instruments. It may not be important for ordinary investors to
know how to trade such instruments, but it is important for them to know how their use
affects underlying markets.

These may seem like grandiose reasons for welcoming the fifth edition of the
Financial Times Guide to Using the Financial Pages but there are also some good,
down-to-earth ones. News organisations are raising their game, both on the web and in
print. In the FT, we now use more charts and illustrations to throw light on trends in the
daily statistical tables. Online, at www.ft.com, it is easier than ever to analyse a company,
plot a share price, or explore a mutual fund’s performance, with tools that used to be
available only to professional investors, corporate treasurers and their advisers. Overall,
we provide the most comprehensive and consistent global coverage of data and financial
markets. This guide helps explain how to get the most out of these features.

Above all, however, this book provides an indispensable road map to the links
between information in the financial pages and the workings of businesses and
economies. I warmly recommend it.

Lionel Barber
Editor, Financial Times



Introduction

Money and the financial markets, as reflected in the television or radio news or the finan-
cial pages of a newspaper such as the Financial Times, may often seem to be a different
world, something well beyond the experience of most people. But the global movement
of capital, the constant shifting of what are often vast amounts of money, does have a
connection with our daily lives. Everyone has some contact with the financial system:
through having a bank account; through contributing to a pension fund; through buying
an insurance or life assurance policy; or through taking out a mortgage or running up an
overdraft. And despite its appearance as a foreign country accessible to only a favoured
few, and dealing in a baffling language of numbers and jargon, its basic workings are fairly
simple to grasp.

The markets are simply a huge clearing house where the different financial needs of
individuals, companies and governments can be brought together and matched through
appropriate pricing mechanisms. They might be actual places or they might be networks
of computers. Either way, they address two fundamental needs: what is variously known
as saving, lending or investing — the use of funds excess to spending requirements to
secure a return; and borrowing — the demand for funds over and above those already
owned, to put to work in various ways.

The players in the financial markets and in the wider economy can be classified into
four broad groups:

B Investors who have money to spare to spend on assets and, indirectly, lend it to the
issuers of those assets. This includes individual investors, though nowadays the bulk
of investment is done by large investing institutions such as pension funds and insur-
ance companies.

B Companies that want to borrow money in order to buy capital goods or increase the
scale of their business.

B Financial institutions (banks, building societies, brokers, dealers, marketmakers,
etc.), which act as intermediaries, bringing together the borrowers and lenders in vari-
ous marketplaces.

B Governments, which act as both borrowers and lenders, but also regulate the mar-
kets and attempt to monitor and influence the state of the economy through fiscal and
monetary policy and various “supply-side” measures.
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The role and behaviour of each of these players are examined in the first four chapters of
this book. The second part of the book looks at the different markets in which they oper-
ate: the stock markets, bond markets, foreign exchange and money markets, futures and
options markets and commodity markets. Each chapter takes the relevant charts and tables
from the Financial Times (and in many cases, the more detailed information available on
the ft.com website) and explains how they work, what their significance is, and how they
might be read and employed by private individuals, professional investors or business man-
agers. The third part broadens the picture, examining the UK, European and world
economies, and the effects that economic indicators have on the financial markets.

The final chapters of the book move beyond the financial pages to explore other
sources of financial information: the variety of newspapers, magazines, newsletters and
other publications, and how to read between the lines of their financial reporting; the
new electronic markets and online sources of financial information; and how to use com-
pany reports to find the main performance ratios. Readers who are unfamiliar with the
Financial Times may want to start here: Chapter 20 gives a brief synopsis of how the
contents of the UK edition are typically arranged. Lastly, two appendices reiterate the key
ratios for easy reference and list the constituent companies of the leading market indices
in the United Kingdom and the United States.

This book is intended for anyone who reads or needs to read the financial pages,
whether in a newspaper or online. It aims to provide a simple guide to understanding the
statistics and the language of modern finance. Right from the first chapter, tables of fig-
ures with explanations are introduced to accustom the reader to the ease with which the
numbers (as well as the reports and comments) can be interpreted and used with just a
little background.

Much of the importance of the statistics lies in the ratios between numbers rather than
in the actual numbers themselves. It is the relationship between the figures, both across
companies, industries, sectors and economies, and over time that is critical. It is these
ratios that investors, companies and the finance types that “make” the markets pore over
to identify past patterns, future trends, and present opportunities and dangers.

The tables and charts of the financial pages are reference points, published every day
as a snapshot of the state of the markets. But the markets themselves are dynamic, con-
stantly in flux and, in some cases, trading 24 hours a day and across the globe. For
readers needing immediate, real-time data, there are the more sophisticated sources of
financial information of the internet age, web-based services providing information and
analysis (such as ft.com) as well as online trading facilities and other financial intermedi-
aries. These are discussed in Chapter 19.

Nevertheless, Financial Times figures are a globally used reference point and the
newspaper plays an important institutional role in the financial markets. It has pioneered
such industry standards as the FTSE 100 index (known as the “Footsie”), used widely as
an indicator of the state of the UK stock market, and as a benchmark for the performance
of investors’ asset portfolios. Furthermore, its pages fulfil the obligation of unit trusts to
publish data on the value of their funds.
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Although this is the Financial Times guide to using the financial pages, the map it pro-
vides to understanding that newspaper’s financial and economic reports, comments,
tables and charts is equally applicable to other papers, and indeed to other media. The
newspaper is merely the most detailed and widely used of the non-specialised media.
Indeed, other papers frequently provide information on many of the leading indicators
that the Financial Times has developed, such as the Footsie and its derivative products.

Before turning to the markets and their statistical analysis, some basic and recurring
mathematical concepts might be valuable:

B Average: a single number used to represent a set of numbers. It can be calculated var-
iously as: a mode, the number that occurs most frequently in a set of numbers; a
median, the number with 50 per cent of the rest lying below it and 50 per cent above,
or if there is an even quantity of numbers, the average of the middle two; the arith-
metic mean, the total sum of the numbers divided by the quantity of them; and the
geometric mean, the figure that derives from multiplying the numbers together and
taking their 72th root, where 7 is the quantity of numbers.

B Index: a number used to represent the changes in a set of values between a base year
and the present. Index numbers blend many different ingredients into a single index,
and measure changes in it by changes in its parts. This involves giving appropriate
weighting to the components according to their importance in what is being meas-
ured. A weighted average is usually calculated as an arithmetic mean, either using the
same weights throughout (a base-weighted index) or adjusting the weights as the rela-
tive importance of different components changes (a current-weighted index).
Base-weighted indices may have the base shifted periodically.

B Inverse and positive relationship: the connection between two numbers.
Numbers with an inverse relationship move in opposite directions; those with a posi-
tive relationship move together. This is the mathematical explanation of why, for
example, bond prices and yields move in opposite ways; if x is equal to y divided by z,
and y is constant, then as x rises, 2z falls or vice versa. But if x or z is constant, x and y
or z and y will rise or fall together. The two pairs are in a positive relationship.

B Percentage: the proportion that one number represents of another or the change in
a number from one period to another. To calculate the proportion or percentage of y
that x represents (whether x is another number or the difference between one
number over two periods), x is divided by y. The result will be a fraction of 1, and to
convert it into a percentage figure, it is simply multiplied by 100. Movements of a per-
centage figure might be mentioned in terms of points (one point is 1 per cent) or
basis points (one basis point is one hundredth of 1 per cent). Percentage points or
basis points are different from percentage changes.

With these simple tools and developments of them explained in the text, the reader
should be well equipped to negotiate the figures of the Financial Times financial pages,
analysed in what follows.
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“To avoid having all your eggs in the wrong basket at the wrong time,
every investor should diversify.”

Sir John Templeton

“Remember that time is money.”

Benjamin Franklin



Investors

B Buying assets - the important considerations: risk and return; liquidity and
time; portfolio diversification; hedging and speculation

B Comparing investments — how to make comparisons between the prospects
for different assets: the markets on which they are traded; asset prices and the
role of interest rates

B Using the financial pages — how to navigate the markets: stock markets;
bond markets; commodity markets; derivatives markets; foreign exchange
markets; money markets; managed funds



Part 1 B Identifying the players

Most people have a weekly or monthly income — remuneration for the work they put in
at their job. Once their basic needs (food, drink, clothing, accommodation) are taken
care of, the choices for what they do with what is left over, if anything, are essentially two.
They can spend it on more “luxurious” items, such as holidays, music and books. This,
together with the basic needs expenditure, is known as consumption. Alternatively, they
can save it for future spending by them or their heirs, as a precaution against unantici-
pated future needs, or to generate future income.

Investors are people who have a surplus of money from their income that they want to
save for any of these reasons. They can do this by keeping it in cash, or by putting it in a
bank account or building society, the traditional meaning of savings. Alternatively, they
can buy something that they expect at least to maintain its value, that might provide a
flow of income and that can be resold when needed. Any of these is an asset. How
investors decide on the assets that they buy and own is the subject of this chapter.

Buying assets

Assets come in many shapes and forms: cash, bank and building society deposits, pre-
mium bonds, securities (that is, ordinary shares in a company or gilt-edged stocks,
bonds issued by the government), life assurance policies, works of art and antiques,
gold or foreign currencies, and houses and flats. Each type of asset has different charac-
teristics, and the investor’s preferences between those characteristics will determine
which assets are bought.

The first characteristic of an asset that an investor might consider is its annual return:
does ownership of it entitle the investor to receive any further income and, if so, how
much? Obviously, for hard cash, the answer is no, but if that cash is placed in a building
society account, the investor will earn monthly, quarterly or annual interest at a specified
rate. Similarly, a premium bond does not pay its owner any interest (though it offers the
regular chance of winning a prize), but a gilt-edged bond will pay a guaranteed fixed
amount each year. And ownership of ordinary shares (equities) will generally mean that
the investor gets a dividend, a slice of the profits made by the company over a 6- or 12-
month period.

Investors typically consider the return on an asset as an annual percentage of its value.
This is the rate of return or yield, and is calculated by dividing the return by the asset’s
value. For example, if a building society adds &5 to every £100 deposited with it for a year,
the return is that &5 and the rate of return is 5 per cent. In this case, of course, it is
known as the interest rate. Similarly, the yield on fixed interest securities like gilts is the
fixed amount each pays, known as the coupon, as a percentage of the current price
quoted in the bond market.

The basic rate of RETURN on an asset is the income received as a percentage of the price
paid for it
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The basic rate of return on a share, the dividend yield, is calculated in a similar way: the
dividend paid by the company is divided by the price of the share as quoted on the stock
market. Of course, unlike bonds or indeed bank deposits, the dividend payment is by no
means guaranteed. The company may, for whatever reason, decide not to pay out a divi-
dend. But with shares, there is another way of receiving a return and that is the second
important characteristic of an asset, its potential for capital appreciation.

Capital appreciation or capital growth is an increase in the value of invested money.
For example, money in building society and some bank accounts earns interest, but that
is the only way in which it can gain in value. In fact, if inflation is high, higher than the
rate of interest, money will lose value in terms of its purchasing power, that is, how many
goods can be bought with it. Gold and houses, in contrast, do not earn interest, but they
can appreciate in value, their prices can rise. When inflation strikes, gold has often been a
good asset to protect or hedge against loss of purchasing power. Houses, too, generally
maintain their real value at these times.

Ordinary shares possess both characteristics: they can earn a dividend as well as
appreciate in value. A share bought at a price of 100 pence might receive a dividend of 5
pence for a year, and it might also increase in price to 110 pence. In this case, the profit
or capital gain is 10 pence, the total return on the asset is 15 pence and the overall rate of
return is 15 per cent. Of course, the share might also fall in price, in which case the
return might be negative. In this example, if the price dropped to 90 pence, the capital
loss is 10 pence, and the share is said to have depreciated in value by 10 per cent.
Because of the dividend, the overall loss is only 5 pence, but this still means that the
overall rate of return is negative at minus 5 per cent.

The TOTAL RETURN on an asset comprises income plus capital growth; for a share, TOTAL
RETURN is the dividend yield plus any change in its market price

Risk and return

The possibility of loss on an asset is the third characteristic an investor will look at.
Different assets have different degrees of risk, and these usually relate to their potential
for appreciation or depreciation. Bank deposits, for example, cannot appreciate or depre-
ciate in price and, hence, are virtually risk-free: their level remains the same apart from
the periodic addition of interest. Unless the bank goes under, a rather rare occurrence
nowadays, the investor’s money is safe. The interest rate may drop so that the annual
return is lower, but the basic capital is protected from any loss except for the loss of value
caused by inflation.

Gilt-edged securities, in contrast, can fall in value. However, since they are sold and
therefore backed by the government, they do still guarantee to pay that fixed amount,
the coupon. But ordinary shares carry the risks of both falling prices and falling yields.
Not only might declining profits lead to share prices declining in the market, but they
might also lead to a company deciding it cannot afford to pay as big a dividend as a
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proportion of the share price, or even to pay one at all. Thus, while equities offer attrac-
tive potential rewards and often a relatively safe haven from inflation, the uncertainty
over the future movements of their prices makes them a risky proposition.

Clearly, some assets are riskier than others, and some offer potentially better returns,
both in terms of yield and capital growth. These characteristics of risk and return that all
assets possess are intimately related, and this relationship is the foundation of investment
decision-making. Portfolio theory, the body of ideas that attempts to explain why
investors select and organise their assets in portfolios in the way they do, has at its core
the connection between risk and return, between safety and yield. And all investors
should ask themselves the question: how much of my capital am I prepared to risk on an
uncertain future, and how much should I ensure gets a safe, solid return?

Portfolio theory can provide a guide to making these kinds of decision, suggesting that
the greater the riskiness of an asset, the greater the potential return. If an asset like a
bank deposit earns a fairly certain yield, that yield will be lower than the uncertain return
on an asset like an ordinary share. The owner of the riskier asset is compensated for
taking on greater risk by the possibility of much higher rewards. The appropriate apho-
rism to encapsulate this concept might be: “Nothing ventured, nothing gained”.

In practice, this risk/return relationship appears to be true: the yield on a government
bond is usually more than the interest rate on a bank deposit while the return on a share
can be far more than both. While the dividend yield on shares is usually low compared
with gilt yields, the potential for capital gain can more than make up for it. At the same
time, the risk of loss is higher than for either the bond or the bank deposit. Thus, there is
a trade-off between risk and return, and the investor will choose assets on the basis of his
or her attitude to risk. Risk aversion means that the primary consideration is safety: the
investor will prefer owning assets that cannot fall in price. Ideally, these assets should also
avoid the possibility of falling in value, but unfortunately the assets that best do that, gold
and shares, run the risk of price falls. It is also desirable for the safer assets to offer a rea-
sonable rate of return, but again a relatively poor yield may be the cost of safety. The
investor can merely select the best return among the assets that carry the maximum level
of risk he or she is prepared to take on.

Different assets have different degrees of RISK; generally, the more RISK of loss, the higher
the potential return

Liquidity and time

Having weighed up the risk/return trade-off, the investor will probably want to consider
how easy it will be to convert an asset into ready money in the event that it is needed.
This is known as the liquidity of an asset, its fourth characteristic, and it too relates to the
return on an asset. Generally, the more liquid an asset is, the lower its return. The easier
it is for an investor to give up ownership of an asset without undue loss, the higher the
price paid in terms of forgone return. Notes and coins, for example, the most liquid of
assets, earn no interest and do not appreciate in value.
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Liquidity is also used in a slightly different sense as a term to describe the nature of
the markets in which assets are bought and sold. An asset that is in a liquid market can be
bought or sold in a substantial quantity without the transaction itself affecting its price.
The most liquid markets are those with a large amount of trading, a high turnover of
assets. These generally include the currency and gilt markets, discussed in detail in
Chapters 11 and 12.

LIQUIDITY is the ease with which an asset can be converted into cash; the more LIQUID an
asset, the lower its return

Asset liquidity and asset values are also affected by time, and this time value might be
called an asset’s fifth characteristic. For example, the longer money is tied up in a bank
account, the more illiquid it is, and the higher the return it earns. Because of uncertainty
about the future, especially about inflation, money today is worth more than money
tomorrow. To bring their values into balance, and to encourage saving/investing rather
than spending, the longer money is unavailable in the present, the more it needs to be
rewarded. In addition, since the returns on other assets might change for the better over
that period of time, the investor receives compensation for being unable to enjoy them.
This is the second aphorism of portfolio theory: “Time is money”.

Another example in which time value affects asset value is the time to maturity of an
asset with a finite life, such as a gilt. The nearer a gilt is to its redemption date (the time
that the government will redeem it for its face value), the more likely it is to be priced at
or close to its redemption value; the further out it is, the more uncertainty and time
value come into play and the further the price can be from the gilt’s redemption value. In
the latter case, depending on investor expectations about the future, the price might be
at a premium to (above) the redemption price or at a discount (below).

With other assets as well as gilts, uncertainty, expectations and time all combine to
influence their risk/return characteristics. The interaction of these factors can have dra-
matic effects on asset prices, and it is important for investors to understand them when
evaluating an asset’s prospects for yield and capital appreciation.

TIME has an important effect on asset values: because of uncertainty, money today is worth
more than money tomorrow

Portfolio diversification

In selecting an asset, an investor will look not only at its own various characteristics, but
also at those of other assets he or she owns or intends to purchase. The whole collection
of assets an investor owns is known as a portfolio, and the risk/return relationship of any
given asset can be tempered by adding assets with different risk/return characteristics to
the total portfolio of assets. For example, a portfolio comprising only cash in a bank
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account offers a safe but unspectacular return, while a portfolio made up solely of shares
might perform very well but may also fall dramatically in value.

A portfolio that contains a combination of stock and cash, say with money allocated
50/50 between the two, provides a risk/return trade-off somewhere in between. In the
extreme case where share values fall to zero, the total portfolio still maintains half of its
value, in contrast with both an all-stock portfolio, which becomes worthless, and an all-
cash portfolio, which holds its value. At the same time, if shares double in price, the total
portfolio only makes half the profits of the all-stock portfolio, but still significantly out-
performs the all-cash portfolio.

With investment objectives that seek a certain degree of safety, but also some potential
of higher rewards, it makes sense to own a balanced portfolio, a range of different assets
with varying degrees of risk and potential returns. These might include shares, gilts and
cash plus some of the more exotic assets discussed in later chapters, such as options and
Eurobonds. This is the principle of portfolio diversification, and the third aphorism of
investment decision-making: “Don’t put all your eggs in one basket”.

The different risk/return profiles of assets in a portfolio combine to generate its overall risk and
potential return; the principle of PORTFOLIO DIVERSIFICATION demands a balance of
stocks, bonds, cash and/or other assets

Hedging and speculation

When weighing up which assets to buy or which to hold, investors will keep returning to
the degree of risk involved. The more risk-averse ones will want as much protection of
their assets’ value as possible and once they have taken the first step into the unknown of
investing in assets more uncertain and riskier than a building society deposit, there are
various means of achieving that.

The basic strategy is called hedging, and it is a version of the strategy of portfolio
diversification: the investor holds two or more assets whose risk/return characteristics to
some degree offset one another. One example might be simply to hold a low-risk and low
but solid return asset for every high-risk and high potential reward asset. A more precise
way to hedge is to use derivatives, the range of securities whose price depends on or
derives from the price of an underlying security. A put option, for example, gives its
owner the right, but not the obligation, to sell a share at a fixed price (the striking price)
on or by a certain date. Owning one with the share itself means that the investor’s poten-
tial capital loss is limited to the loss implied should the share fall to the striking price. If it
falls further, the investor can use the option and sell the share at the striking price.

On the other side of the hedger’s trading is the speculator, someone who is prepared
to take on the extra risk that the hedger wants to avoid. Speculators are in the markets
for the express purpose of making as large a profit as possible. They typically believe that
they know the future prospects for asset prices better than the majority of investors, and
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hence are prepared to take bigger risks. The main characteristics of speculators are that
they are prepared to leave themselves unprotected from possibly adverse market moves,
and that they like to trade often and in substantial amounts. This behaviour is beneficial
to other investors since it allows the more efficient management and transference of risk,
and it gives the market greater liquidity.

With a put option, the speculator aims to make a profit from the premium paid by the
hedger. He or she anticipates that the price of the underlying share will not fall to its
striking price, and hence that the hedger will not need to exercise it. Of course, the risk
taken on is substantial since, if the share price does fall below the striking price, the
potential loss is unlimited: the speculator is obliged to buy the share at the striking price
and can sell it only at whatever price it has fallen to.

The nature of the derivatives, or futures and options markets is discussed in more
detail in Chapters 13 and 14. For the moment, it is merely important to note that these
derivatives can be used for the complementary aims of hedging and speculation across a
wide range of markets, including future movements of interest rates, exchange rates,
commodity prices and security prices.

Both hedgers and speculators “go long” in the assets they expect to increase in value,
that is, quite simply, that they invest in them. But they can also “go short”: this means
that they expect an asset to fall in value, and hence sell it on the expectation of buying it
back in the future and realising a capital gain. It is quite possible for investors to short
assets they do not own by borrowing them with the intention of returning them once the
expected profits have been made. Of course, this is usually a highly speculative activity
since the shorted assets may rise in value. It may be used by hedgers when the shorted
asset offsets a long asset, for example, where selling a future (a contract to buy a certain
asset at a fixed price on a fixed future date) protects against a fall in the price of the
underlying asset over that period.

Investors, whether hedgers or speculators, who expect a rise in a particular asset price
or in the market as a whole are known as bulls, while those who are pessimistic about
future price prospects are known as bears. And it is quite possible to be bullish and bearish
at the same time if contemplating contrasting assets or markets. For example, risk-averse
investors wary of UK stock market prospects might view gilts as good buys, while ambitious
speculators might short the pound or the dollar and go long in gold or property.

Comparing investments

It is important to clarify one potential source of confusion early on and that is the use of
the words “investor” and “investment”. Popularly, and especially in financial markets, an
investment is an asset purchased by an investor with a view to making money, either
through its yield or its appreciation in price. But this kind of investment involves only a
transfer of ownership. No new spending has taken place: in the language of economics,
the “investor” is actually saving. It might be better called financial investment.
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Economists, by way of contrast, define investment as spending by companies or the
government on capital goods: new factories or machinery or housing or roads or com-
puter networks. This is capital investment. Generally, it is funded by borrowing from
savers, perhaps through the issue of stocks or bonds. Thus, investment in this sense is
the other side of the market from saving; it is borrowing rather than lending, spending
rather than saving.

The financial pages of a newspaper may well use the words in both senses, though
generally they will mean financial investment. Usually, though, the context will make it
quite clear which is intended. In each case, the cost of the investment is determined in
the markets for assets. The price of a stock or bond is, on the one hand, what an investor
will have to pay to own it; on the other hand, it is what a company or government can
expect to receive for the issue of a similar security.

Markets

Assets are bought and sold in markets, but what are these markets exactly? Essentially,
they are institutions that allow buyers and sellers to trade assets with one another
through the discovery of prices with which both parties are satisfied. They might be
physical places where traders meet to bargain, but in an age of technology they do not
need to be: generally, nowadays, they operate through electronic networks. Open outcry
is the term for an actual gathering of traders offering prices at which they are prepared to
buy and sell. But a very similar process is happening when they list their desired prices
on the internet.

In each case, what is taking place is a form of auction. For example, a trader might
have ten lots of an asset to sell. If there are too many or too few buyers at his or her sug-
gested price (more or less than ten), the trader will lower or raise the price until there
are exactly ten buyers. In effect, investors wishing to buy an asset are looking for sellers
offering it at a price they find acceptable; sellers are doing the reverse. If neither side
finds a counterparty willing to trade at that price, the buyers will raise the price they are
prepared to pay, while the sellers will lower their acceptable price. Eventually, a compro-
mise price is reached, and that becomes the current market price.

In the language of economics, this process is the balancing of demand and supply. The
price of an asset moves to the level where demand and supply are equal. And since
demand and supply continually shift with the changing patterns of investors’ objectives
and expectations, the price is continually moving to keep them in balance. In this envi-
ronment of constant flux, it should, in principle, be possible for a seller to extract an
excessive price from an unwary buyer if that buyer is kept unaware of the market price.
Hence, another angle on the nature of a market is that it is a means for providing infor-
mation. The more widely available that information, the better that market will operate.

Aggregating from the market for an individual asset produces a market in the recog-
nised sense, an institution providing and generating prices for a range of assets with
similar properties, and typically with an aggregate indication of which way prices are
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moving. In much financial reporting this market is personified as having an opinion or
sentiment. What this means is that the bulk of the traders in a market consider it to be
moving in a particular direction: if buyers overwhelm sellers, it will be up, while if more
traders are trying to leave the market than to come in, it will be down.

Financial markets can be classified in different ways. One basic distinction is between
primary and secondary markets: in the former, new money flows from lenders to borrow-
ers as companies and governments seek more funds; in the latter, investors buy and sell
existing assets among themselves. The existence of the secondary market is generally
considered to be essential for a good primary market. The more liquid the secondary
market, the easier it should be to raise capital in the primary market by persuading
investors to take on new assets. The secondary market allows them to sell, should they
decide it is not an asset they want to hold.

Markets may also be classified by whether or not they are organised, that is, whether
or not there is an overarching institution setting a framework of rules and ready to
honour the contracts of a failed counterparty. For example, the London Stock Exchange
is an organised market while the over-the-counter derivatives market is not. Similarly,
markets might be physical places like the New York Stock Exchange, screen-based com-
puter networks like Nasdaqg, or networks of telephones and electronic communication,
such as those between the speculators and traders of foreign currencies.

And, of course, markets can be classified by the assets that are traded on them: stocks,
bonds, derivatives, currencies, commodities and so on. Although these are all distinct
markets, and the analysis in later chapters examines them each separately, there are very
strong connections between them, connections that grow stronger as increasing globali-
sation and improved technology allow better flows of information. Investors do not
simply choose one category of asset — they can select a mix. This means they can con-
stantly compare the potential returns (yields and price changes) on a variety of assets.
Hence, the markets are all linked by the relative prices of assets traded on them, and by
the most important price of all, the rate of interest.

Prices and interest rates

Interest rates are prices for the use of money. An investor holding cash rather than
depositing it in an interest-bearing bank account is paying a price, the forgone interest.
Once the money is deposited, it is the bank that pays the price for the funds it can now
use, again the interest payable on that account. Lastly, when the bank lends the money to
a company, the company is paying a price for being able to borrow — the interest the
bank charges for loans, which is normally higher than the rate it pays the investor, so it
can make a profit.

At any one time, there are different rates of interest payable on different forms of
money. For example, money deposited long-term receives more interest than a short-
term deposit. Similarly, money loaned to a risky enterprise earns more than that in a
risk-free loan. Thus, another view of the rate of interest is as the price of risk: the greater
the risk, the higher the price.

11
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All of these rates are intimately related: if one changes, they all do. This works by the
same process as the changing prices of assets, that is, the rebalancing of demand and
supply. If, for example, the rate of interest payable on short-term deposits were to rise,
money in long-term deposits would flow into short-term deposits. The sellers or suppli-
ers of long-term deposits would be fewer, and to attract them back, the price, the interest
rate, would need to rise in line with the short-term rate.

A rise in interest rates has a beneficial effect on investors with cash deposits in interest-
bearing accounts. On the other side of the market though, the buyers of money or the
borrowers face increased costs since the price has gone up. This would be the experience
of companies borrowing to finance new investment, or of homeowners with monthly
mortgage payments to make. But a change in interest rates also has effects on the prices
of other assets, notably bond and gilt prices, equity prices and the prices of currencies.

The relationship between bond prices and interest rates is an inverse one: as one goes
up, the other goes down. This is because a bond pays a fixed amount which, when calcu-
lated as a percentage of its market price, is the yield, equivalent to the rate of interest. If
rates go up, the relative attractiveness of a deposit account over a bond increases. Since
the coupon is fixed, for the yield on the bond to rise to offer an interest return once
again comparable to that on the deposit account, the price of the bond must fall.

The relationship between bond prices and interest rates is simple and certain; that
between equity prices and interest rates is more complicated and less predictable. As
with bonds, the relative dividend yield of shares will be less attractive than the interest
rate on a deposit account if interest rates rise. The yield will also be less attractive than
that on the bond with its adjusted price. Furthermore, the yield may become even less
desirable because the rate rise will raise the company’s interest costs, reduce its prof-
itability and perhaps lead it to cut the dividend. However, much of the return sought
on shares is from their potential for capital growth and an interest rate rise need not
affect that.

Interest rates tend to rise and fall in line with the level of economic activity. In a reces-
sion and the early stages of a recovery, they will generally be low and falling to encourage
borrowing, while in the subsequent boom, they will rise as the demand for money
exceeds the supply. Thus, a recession should be good for bond prices and a boom less
positive. For shares, the rising interest rates of a boom might be bad, but the rising econ-
omy should be advantageous because of its opportunities for enhanced profitability. In
the long term, the prospects for the latter tend to have more of an influence on share
prices than interest rates.

The last significant market influenced by interest rates is that for currencies. Exchange
rates are in part determined by the relative rates across countries. If these change, by
one country perhaps raising its rates, deposits in that country will become more attrac-
tive. To make the deposits, its currency will be bought and others sold, pushing up its
price in terms of the other currencies. The higher value of a country’s currency might
also make its stocks and bonds more attractive relative to other international assets. Of
course, a higher currency value makes exports more expensive, weakening the country’s
competitive position and potentially reducing exporters’ profits. This may lead to equity
price declines.
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Each of these effects of changed interest rates could conceivably come before the
change is actually implemented. This is because of the expectations of investors: if a rate
rise is anticipated, bond owners will probably sell in the expectation of being able to buy
the bonds back at the new lower price. This will cause prices to fall automatically because
of surplus supply. Markets often discount the future in this way, building into the prices
of the assets traded on them all past, present and prospective information on their future
values. Expectations of company profits can influence the current price of a share just as
much as actual announced profits, sometimes more so.

Using the financial pages

How do all these concepts work out in practice in the financial pages of a newspaper?
And how does the investor check on the prices of assets owned or considered for pur-
chase? The second part of this book covers the entire range of market information
carried by the Financial Times (as well as a wealth of additional data available on the
ft.com website), providing details on the background and operations of the various mar-
kets as well as a guide to how to read the daily charts and tables.

Saturday’s newspaper is the issue that focuses most on the interests of the individual
investor in its personal finance pages, FT Money. One table, for example, provides details
on the best options available for depositing money in various kinds of accounts at major
banks and building societies. The table lists the names of the financial institutions and
accounts, telephone numbers, the notice periods for withdrawing funds from the account,
the minimum deposits, and the interest rates and frequency at which they are paid.

Neighbouring tables provide details for a variety of mortgages, personal loans, over-
drafts and credit cards: the lenders, their telephone numbers, and such key features as
the period the quoted rate will last for and the maximum amount that will be lent in the
case of mortgages. In a sense, the savings table gives an indication of what is called the
opportunity cost of an investment, the benefits lost by not employing the money in its
most profitable potential use. These rates of return represent the best use of money
invested elsewhere, and, of course, they are relatively risk-free investments as well. When
making selections of assets, they serve as valuable benchmarks.

The concept of benchmarks is one that is repeated throughout this book: many of the
figures provided by the Financial Times fulfil this purpose of enabling both investors and
borrowers to make comparisons. This is particularly the case with indices, which provide
investors with the guidelines for passive portfolio management. If the objective is to per-
form as well as, and no worse or better than, the overall stock or bond market, the
investor can simply buy the relevant index or mimic it by buying the equities or gilts
whose values it measures. The converse of the passive approach is active management
where the investor attempts to beat the market by following his or her personal philoso-
phy of what moves asset prices.

13
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Money markets

The money markets are the markets where highly liquid assets like money are traded.
The term usually refers to the short-term markets in which financial institutions borrow
from and lend to one another, as well as the foreign exchange markets. They are the
short-term counterpart of the stock exchange’s long-term investment market.

These markets are, for the most part, limited to a small number of institutional partici-
pants but they have the potential for enormous effects on the whole financial and
economic system, and hence will be of interest to most investors and companies (see
Chapter 12). They directly involve the individual investor in a more simple way, through
their provision of places to deposit money safely and with a reasonable rate of return, the
interest rate.

The Financial Times produces a daily table listing these money market trusts and
bank accounts as part of its managed funds service, of which Figure 1.1 is a sample
extract. Tables and charts with annotations, commentary and explanation like this appear
frequently throughout the rest of the book, as a guide to financial pages everywhere, and
particularly in the Financial Times. They are intended to show how easy the interpreta-
tion and use of the financial pages really are once the basic principles and jargon have
been understood. This table shows:

B Account name and amounts: the first column lists the name of the account and/or
the minimum/maximum that needs to be deposited in it to earn the interest rates indi-
cated.

B Gross: the second column shows the gross interest rate currently payable on money
deposited in the account. Gross simply means the amount payable before deductions,
in this case not allowing for deduction of income tax at the basic rate. As with all
income, the interest received on an asset of this kind is liable to taxation and tax con-
siderations will have an impact on all of the features of investment decision-making
discussed earlier.

B Net: the third column indicates the interest rate payable on the account net of income
tax at the basic rate. Net is the converse of gross, the amount payable after deductions.
Some accounts are tax-exempt (for example, individual savings accounts or ISAs)
under particular rules designed to shelter relatively modest savings. For these
accounts, the gross and net rates are naturally the same.

B Gross AER: the fourth column represents the gross annual equivalent rate. This
applies to accounts where the interest is credited in periods more often than once a
year. What happens here is that interest earned on the basic amount in the first period
itself earns interest in succeeding periods, and so on. Hence the annual equivalent
rate is more than the sum of the interest paid in each period. It is instead said to be
compounded.

B Interest credited: the last column supplies the detail on the frequency at which
interest is credited to the account.



Account
type

Gross interest
rate payable

Gross annual
equivalent
rate (gross AER)

Fig. 1.1 Money market trusts and bank accounts

Interest
rate net of
income tax

Frequency
at which
interest is
credited

Investors

15



Latest value of the FTSE Latest price for the 30-year

100 index of the 100 US government bond,
biggest UK companies benchmark for long-term
by market capitalisation US interest rates

A\

Change from the A quote for the Benchmark A quote for
previous day’s euro in terms oil prices the dollar
closing value of dollars in terms of

pounds sterling
Fig. 1.2 World markets

The early part of this chapter explained how the degree of risk affects the yield, with
higher risk indicating higher potential return. Similarly, the time it takes to release money
from an account, the notice period, affects its return. For example, savings accounts
where the saver/investor is required to give 30 days’ notice before withdrawing funds (or
be penalised for early withdrawal) pay a higher rate of interest than those that allow
immediate access. These tables indicate a third factor that affects return, namely the
amount of money put into an asset. Generally, the more money an investor is prepared to
tie up, the greater the return.

Major markets

The front page of the Financial Times carries a summary of values and changes in a
number of key indicators across the broad range of world markets (see Figure 1.2):

B Stock markets: equity performance indicators for the US, London, Tokyo, Frankfurt,
Paris and Hong Kong exchanges, as well as two indices for Europe and one global
index. These are explored in more detail in Chapters 6, 7, 8 and 9.

16
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B Currencies: rates for sterling, the euro and the dollar in terms of each other, Swiss
francs and yen, as well as the value of sterling, euro and dollar trade-weighted indices.
These are the focus of Chapter 12.

B Commodities: prices of 0il and gold. These are examined further in Chapter 14.

B Interest rates: principal international interest rates and bond yields. These are
explored in more detail in Chapters 11 and 12.

Saturday’s newspaper also features a summary table designed to provide a snapshot of
the previous week. Labelled “Money watch”, it is carried on the inside back page of the
FT Money section (see Figure 1.3). The table includes the latest values (plus comparable
values for six months and a year previously) for a range of economic and investment indi-
cators: inflation rates, interest rates, yields, exchange rates and the price of gold. The
significance of each of these indicators is discussed in the ensuing chapters.

Fig. 1.3 Money watch

The FT Money section provides an extensive range of articles, tables and charts
relating to issues of personal finance and investment. Savers, borrowers and investors
of all kinds can find valuable information in its coverage of companies, markets, saving
and borrowing, investing for growth and for income, pensions, financial planning and
unit trusts and investment trusts. A number of its key tables are examined in later
chapters. Others include a table of top annuity rates (financial products that offer guar-
anteed income for life in return for a lump-sum investment) and a table of prices,
coupons and yields for permanent interest-bearing shares (fixed interest securities in
building societies).

17



“Stocks are usually more than just the abstract ‘bundle of returns’ of our models. Behind each
holding may be a story of family business, family quarrels, legacies received, divorce
settlements, and a host of other considerations. These stories may be too interesting and
thereby distract us from the pervasive market forces that should be our principal concern.”

Merton Miller

“I would rather see finance less proud and industry more content.”
Winston Churchill
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B Presenting figures — how to understand companies’ financial statements:
profit and loss; balance sheets and cash flows; investment ratios; company
financial news

B Rewarding shareholders — when companies issue information on their

performance: results; dividends
B Raising finance — where companies find their sources of capital: equity; debt

B Contesting corporate control - the importance of bidders and targets:

mergers and acquisitions
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Companies are organisations established for some kind of commerce and with a legal
identity separate from their owners. The owners are the shareholders who have rights to
part of the company’s profits, and who usually have limited liability. This means that the
liability of the owners for company debts is limited to the amount paid for their shares.
They can only lose what they invested.

Companies are often run by people other than the owners, although, in theory at least,
the ordinary shareholders control the company. Management is expected to act in the best
interests of the owners. Nonetheless, the ordinary shareholders are the last in the queue
of claimants on a company: before they can receive anything, the demands of basic operat-
ing costs, interest payments and taxation must be met. This is especially evident when a
business is wound up, and the owners become the final creditors to receive their stake.

Since this book is concerned with financial markets covered in the Financial Times,
and in which, in principle, anyone can participate, the companies considered are typically
public: this means that their shares are traded in a market, such as the London Stock
Exchange for UK companies, and, for the most part, there are no dominant owners. The
focus on companies in this chapter is on the features of corporate life over which the
company has some direct control: its profitability, its dividend payments, its methods of
raising new capital in the primary market, and its means of offence and survival in con-
tests for corporate control. Chapter 5 focuses more on the secondary market, and the
interplay of companies and investors in the context of the market for UK equities.

Presenting figures

The primary source for data and analysis of a company is its annual report and accounts.
These give all the information on its business and financial affairs, and their publication is
one of a company’s legal obligations to its shareholders. They describe the current trad-
ing conditions of the company, what it has sold (its turnover, sales or revenues) and what
it has paid out in wages and salaries, rent, raw materials and other inputs to the produc-
tion of the goods or services it sells (its costs). They also indicate the company’s profits
or losses, the state of its assets and liabilities at the start and end of the financial year, and
its cash flow.

Detailed explanations of the various financial statements published by a company and
the ratios that can be used to analyse and interpret them can be found in numerous publi-
cations. This book aims merely to outline some of the relevant figures and ratios. Readers
seeking greater depth of analysis are referred to Ciaran Walsh’s Key Management Ratios:
How to Analyse, Compare and Control the Figures that Drive Company Value (Financial
Times/Prentice Hall) for a management perspective, and to Wendy McKenzie’s Financial
Times Guide to Using and Interpreting Company Accounts (Financial Times/Prentice Hall)
for an investor’s perspective. They should also turn to Chapter 18, which explores some of
the key ratios from the perspective of both manager and investor over the course of a com-
pany’s history.
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There are essentially three financial statements in a company’s annual report: the
profit and loss account, the balance sheet and the cash flow statement. From these three
can be calculated all the significant ratios needed for companies to practise sound finan-
cial management of their business, and for investors to interpret corporate performance
relative to the share price and the market more generally.

Profit and loss

A company’s profit and loss account is a statement of the final outcome of all its transac-
tions, all revenues and costs during a given period, usually a year. It shows whether the
company made any money in the previous year, how it did it, and what it did with the
profits, if any. It also allows comparison with previous years’ performances and with other
companies.

The total value of all goods sold by the company is known as its sales or turnover.
Deducting from that figure the cost of achieving those sales either directly or indirectly
(for example, either the raw materials in the sold products, or staff salaries paid for work
on these and other products) gives the company’s operating or trading profit. Deducting
from that figure, in turn, the cost of interest payments made on loans from banks or in
the form of corporate bonds, gives the company’s pre-tax profit. This is the most widely
quoted figure in financial reporting on company results and profitability.

The next deduction is tax: first, corporation tax is paid by the company on profits after
all costs have been met except for dividends paid out to ordinary shareholders; and
second, advance corporation tax, income tax paid on behalf of shareholders on their divi-
dend income, is paid. The latter is paid at the lowest rate of income tax and can be
reclaimed or supplemented by the shareholders depending on their tax bracket.
Companies can also partially offset tax payable on dividend distributions against main-
stream corporation tax.

Money left once taxation demands have been met is known as after-tax profit or equity
earnings. This is now at the disposal of the company for distribution as dividends or
ploughing back into the business as retained earnings. The allocation will depend on the
conflicting aims of maintaining the level of dividends so that investor confidence in the
share price remains solid, and having access to the least expensive source of funds for
investment in further developing the business. The conflict corresponds to the
dichotomy an investor faces between income and capital gain. The two do not preclude
one another, but an appropriate balance needs to be struck.

The profit and loss account quantifies revenue and cost flows over a given period of
time. In a sense, it links two versions of the second key financial statement, the balance
sheet, one at the beginning of the year and the other at year end. The third document is
the cash flow statement, which depends on a combination of the two balance sheets and
the profit and loss account.
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The basic profit and loss account:

Sales or turnover or revenue

minus cost of sales (direct costs)

minus overheads

= operating/trading profit or earnings before interest and tax (EBIT)
minus net interest paid

= pre-tax profit

minus tax (corporation tax and advance corporation tax)

= after-tax profit, net profit or equity earnings

minus dividends

= retained earnings

Balance sheets and cash flows

The balance sheet is a snapshot of a company’s capital position at an instant in time. It
details everything it owns (its assets) and everything it owes (its liabilities) at year end.
The two sides of a balance sheet, by definition, balance. They are merely two different
aspects of the same sum of money: where it came from and where it went. Essentially, lia-
bilities are sources of funds while assets are the uses to which those funds are put.

A company’s assets are made up of two items: fixed or long-term assets, such as land,
buildings and equipment; and current or short-term assets, such as stocks of goods avail-
able for sale, debtors or accounts receivable, and cash in the bank. Its liabilities are made
up of three items, the first two being current or short-term liabilities, such as trade credit
or accounts payable, tax, dividends and overdrafts at the bank; and longer term debt,
such as term loans, mortgages and bonds.

The third form of liability is that of ordinary funds, and this in turn divides into three
forms: revenue reserves or retained earnings — the company’s trading profits that have
not been distributed as dividends; capital reserves — surpluses from sources other than
normal trading such as revaluation of fixed assets or gains due to advantageous currency
fluctuations; and issued ordinary shares.

Ordinary shares have three different values: their nominal value, the face or par value
at which they were issued and which may have no relation to the issue price or current
trading price; their book value, the total of ordinary funds divided by the number of
shares in issue; and their market value, the price quoted on a stock exchange. For the
purpose of reading the financial pages, the last value is the one of primary significance.
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The basic balance sheet:
Assets (fixed or long-term assets + current or short-term assets)
Liabilities (long-term debt + current or short-term liabilities + ordinary funds)

Ordinary funds or shareholders’ funds = retained earnings + capital reserves + issued
ordinary shares

The cash flow statement details the amount of money that flows in and out of a company
in a given period of time. Cash flows into a company when a cheque is received and out
when one is issued. This statement tracks the flow of the funds in those cheques: how
much has flowed through the accounts, where the funds have gone to and where they
have come from.

The balance sheet is a check of a company’s financial health, and the profit and loss
account an indicator of its current success or failure. Together they can be used to calcu-
late a number of valuable ratios, and the cash flow statement can be used to understand
what lies behind short-term movements in these ratios.

Financial ratios

Numerous ratios can be calculated from a company’s financial statements, many of which
are covered in detail in the Ciaran Walsh and Wendy McKenzie books, and in Chapter 18.
For the purposes of a reader of the financial pages, some of the most useful are pre-tax
profit margins, net asset values and the return on capital employed. Each of these allows
valuable insights into corporate value and performance from the point of view of both
investor and company manager.

The pre-tax profit margin is simply the pre-tax profit divided by the turnover for the
period. Profit margins vary considerably between industrial sectors but can certainly be
used to compare company performance within an industry. There are often rule-of-
thumb industry standards.

pre-tax profit x 100

Pre-tax profit margin (per cent) =
P gin (p ) turnover

Net asset value (NAV) is the total assets of a company minus its liabilities, debentures and
loan stocks. This is the amount that the ordinary shareholders will receive if the business
is wound up, the sum left for the last claimants on a defunct company’s assets. It is also
known as shareholders’ interests or shareholders’ funds, and is effectively the total par
value of the shares in issue plus all historic retained earnings.

Net asset value per share is calculated by dividing net assets by the number of shares
in issue. This has varying degrees of significance depending on the nature of the business.
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For example, the net asset value of a company whose performance depends primarily on
its employees will not be important since its tangible assets are few. In contrast, a busi-
ness heavily built on assets, such as investment trusts or property companies, will find its
share price considerably influenced by its net asset value per share. The share price
might be at a premium or a discount to the net asset value per share (see Chapter 10).

Return on capital employed (ROCE) is a ratio that indicates the efficiency of a business
by showing to what effect its assets are used. It is calculated as the pre-tax profit divided
by the shareholders’ funds and any long-term loans. The resulting figures enable compar-
ison between one company and another within the same sector; for the investor, they
can also be used to compare across different sectors.

Capital employed = ordinary funds + long-term debt

pre-tax profit x 100

Return on capital employed (per cent) =
. P! ployed p ) capital employed

Some other important ratios, including earnings per share, dividends per share and the
debt/equity ratio, are explained later in this chapter and in Chapter 18. First, though, it is
important to see how all these results and ratios feature in the pages of the Financial Times.

Company financial news

The Companies & Markets pages of the newspaper contain details of the financial results
of all quoted UK companies, and a handful of those without quotations. There may only
be space for a sentence or two on the results of the smaller companies, but larger ones
will be given a substantial news story as well as a separate comment in the Lex column on
the results. The comment, clearly separated from the news, gives the newspaper’s views
on why the results are as they are, what the company’s prospects might be, and whether
its shares are rated appropriately by the market. These pages also report fully on rights
and other share issues and large takeover bids. They include briefer items on many
smaller acquisitions.

A typical news report on a company’s results looks like this, with remarks on the
underlying determinants of a company’s performance and prospects, and the sometimes
unpredictable impact on the share price:

Ryanair, Europe’s leading low-cost carrier, increased its pre-tax profits by 32 per cent in
its first quarter from April to June, despite a doubling of its fuel costs. The Irish airline
said it remained “cautious” on the outlook for the remainder of the year, however,
because it was continuing to budget for higher oil prices . . . Net profits rose by 31 per
cent from €53.1m to €69.6m on a turnover that increased by 35 per cent from
€299.6m to €404.6m . . . Ryanair, the world’s most profitable large airline, achieved a
net profit margin of 17.2 per cent, down from 17.7 per cent a year ago under the impact
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of its much higher fuel bill. The Ryanair share price rose by 5 cents or 0.7 per cent to
close on Tuesday at €6.85, matching its recent 12-month high reached two weeks ago.
(Financial Times, 2 August 2005)

In addition to the day-to-day reporting, the Financial Times publishes an annual list of the
top 500 UK companies, a ranking of companies quoted on the Stock Exchange as measured
by market capitalisation (the number of a company’s shares in issue multiplied by their
market price). This analyses a range of key figures on the companies, including their
turnover, profits, return on capital employed and employee numbers. The newspaper also
ranks and analyses the top 500 European companies and the top 500 global companies.

Rewarding shareholders

Saturday’s newspaper contains a table of company results due in its FT Money section.
This includes all the companies expected to announce results in the following week,
their sectors and announcement dates, the interim and final dividends paid the previous
year and any interim dividend this year.

Results

Saturday’s newspaper also lists recently announced statements of interim results and pre-
liminary results (see Figure 2.1). The latter are actually the full year’s results made to the
Stock Exchange, to be fleshed out in the annual report a little later. The table shows:

B Company name and sector: basic company details. The full sector names are listed
in FTSE Actuaries share indices (see Figure 6.4).

B Pre-tax profits: these are figures both for this year and the same period of last year
(the figure in brackets) in millions of pounds. The letter L indicates a loss.

B Earnings per share (eps): this measures a company’s total net return earned on ordi-
nary share capital. It is calculated by first deducting tax, depreciation, interest and
payments to preference shareholders (leaving after tax profit), and then dividing by the
number of ordinary shares in issue. The figures can be compared with the previous year.

B Total dividends per share: the total dividend net of tax divided by the number of
shares in issue. Again, the figures allow a comparison with the previous year.

The value of earnings per share is one of the most widely quoted statistics of a company’s
performance and share value. The growth and stability of this ratio are a good indicator of
how much a company is increasing profits. But it is sometimes difficult to make compar-
isons across companies because of different methods of calculating earnings.

after-tax profit
Earnings per share = aNpol

number of shares

25



Part 1 B Identifying the players

Pre-tax profit
this year

Pre-tax loss
last year

Sector
classification,
for example,
Engineering
& Machinery

Dividends per
share this and
last year net
of tax

Earnings per
share this and
last year

Fig. 2.1 Last week’s preliminary results
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Dividends

Monday’s newspaper discusses company results to be announced that week, including
analysts’ forecasts for earnings and dividends. A daily chart lists all results announced on
the previous day, particularly focusing on dividends (see Figure 2.2), showing:

B Company name, turnover, pre-tax profits and earnings per share: details of
the companies that announced results and dividends the previous day, and three key
indicators of size and profitability (plus corresponding figures for these indicators for
the previous year).

B Dividends, pay day and total: the current payment (and corresponding dividend
the previous year); the date of the payment; and the totals for the current and previ-
ous year. Companies usually announce their dividends net of tax since they calculate
them on the figure for after-tax profit.

Fig. 2.2 Results

Dividends are paid only out of earnings, but in order for companies to maintain some
consistency in their payments, these need not necessarily fall into the same year as the
dividends. Where there has been a loss, a company might choose to make dividend pay-
ments out of retained earnings. Some companies, notably newer ones in the technology
sector, do not pay any dividends — in part because they may have, as yet, no earnings;
and in part because they want to plough earnings back into the business.
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Raising finance

Equity

From a company perspective, the financial markets exist to raise money through various
financial instruments. The sources of capital are basically three: the permanent capital of
shareholders (also known as equity capital, ordinary shares or, in the United States,
common stock); ploughed-back profits (equity funds or shareholders’ reserves); and vari-
ous forms of debt or loan capital.

Corporate finance, the subject of how companies arrange their capital structure, tends
to focus on the relative benefits of financing via debt or equity. The relationship between
the two elements in a company’s capital structure is known as its gearing, balance sheet
gearing or debt/equity ratio (or leverage in the United States), and is commonly calcu-
lated as total debt (current plus long-term debt liabilities) divided by ordinary funds
(shareholders’ equity plus retained earnings). The more highly geared or leveraged a
company is, the higher are its borrowings relative to its share capital or turnover.

Total debt liabilities = long-term debt + current or short-term liabilities

total debt liabilities x 100

Balance sheet gearing or =
debt equity ratio (per cent) ordinary funds

Gearing, in a general sense, is any situation where swings between profits and losses can
be caused by small changes in conditions. In the case of gearing with debt and equity, a
small change in interest rates can have a dramatic effect: with an increase in the rate of
interest, a highly geared company suffers much more from the increased payments nec-
essary to service its debt. The small change can have a big effect on profits.

Another prominent gearing ratio is income gearing, which indicates a company’s ability to
service its debt, that is, how much room there is between the interest payments it has to make
on its debt and the operating profit it is earning. The ratio is calculated as total interest
expense divided by operating profit. An alternative way to express this ratio is what is known
as interest cover, the number of times interest could be paid out of operating profit. In this
case, the calculation is the reciprocal, operating profit divided by interest expense.

interest expense x 100

Income gearing (per cent) =
operating profit

operating profit
Interest cover = —————
interest expense

Equity finance is the capital that allows companies to take the risks inherent in business,
embarking on risky new investment projects. It is limited in a private company, and this is
the main reason why such a company would want to “go public”. In “coming to the
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market”, getting quoted on the Stock Exchange or the Alternative Investment Market
(AIM), through a new issue, a company has access to significantly more money for invest-
ment in the business. The means by which this is done, and Financial Times reporting of
new issues, are discussed in Chapter 5.

There are two common classes of equity capital: ordinary shares, which have no guar-
anteed amount of dividend payments, but which carry voting rights; and preference
shares, which usually carry a fixed dividend and have preference over ordinary sharehold-
ers if the company is wound up, but which have no voting rights. There are also
variations, including cumulative preference shares and part-paid shares. These are also
discussed in more detail in Chapter 5.

Companies already listed on the exchange and wishing to raise new equity capital
would normally do so by a pre-emption rights issue. This means that existing sharehold-
ers have first option on the new shares or the right to sell that option. An increase in the
number of ordinary shares in a company without a corresponding increase in its assets or
profitability results in a fall in their value — what is known as a dilution of the equity.

To avoid immediate dilution of the shares in issue, a company might use an alternative
financial instrument to raise capital, a convertible (also known as a convertible loan stock
or a convertible bond). These are debt instruments that can be converted into ordinary
or preference shares at a fixed date in the future, and at a fixed price. Their value to a
company, besides avoiding dilution, is that, in exchange for their potential conversion
value, they will carry a lower rate of interest than standard debt.

Another form of financial instrument that companies use to raise capital is the equity
warrant. This is a security that gives the owner the right, though not the obligation, to
subscribe cash for new shares at a fixed price on a fixed date. Warrants are themselves
traded on stock markets and work in a way similar to options, which are discussed in
detail in Chapter 13. Since the subscription price on a new warrant will exceed the cur-
rent market price of the underlying stock, the warrant is a speculative asset, gambling on
a price rise. They are popular with companies since they can be issued without including
them in the balance sheet.

The alternative to share capital as a source of finance is loan capital. Debt finance is
attractive to companies since it allows the business to be developed without giving up a
stake in the ownership, and the consequent loss of a share of the profits and a degree of
control. It is also often more readily available than new equity capital other than that from
retained profits, and it can be built into a company’s capital structure as both short-term
and long-term debt.

Like equity capital, corporate debt takes a number of different forms. Long-term loans
are usually raised by issuing securities: the most common form in the United Kingdom is
the debenture. Most debentures offer a fixed rate of interest payable ahead of dividends
in the queue of claimants; and they are often secured on specific company assets. They
usually trade on the Stock Exchange, involve less risk than equities, but pay a lower rate
of interest than other kinds of debt.
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Other forms of industrial or corporate loans include fixed and floating rate notes, and
deep discount and zero coupon bonds. These differ in how the interest or coupon is
determined and paid. Fixed notes pay a specified amount whatever happens to interest
rates generally, and hence their price in the secondary market varies inversely with inter-
est rates in the same way as gilts. Bonds of this kind have been a central part of corporate
finance in the United States for many years, and are becoming more significant in the
United Kingdom and continental Europe as a consequence of shrinking government
bond markets and the positive impact of the euro on fund-raising across borders.

Floating rate notes are more prevalent in the Euromarkets, the markets in which players
lend and borrow Eurocurrencies (currencies deposited and available for use outside their
country of origin). These instruments pay a rate of interest determined by some standard
rate such as the LIBOR, an agreed rate for short-term loans between banks, discussed in
Chapter 12. Deep discount and zero coupon bonds, in contrast, pay little or no interest.
Instead, the issuer offers them at a significant discount to their redemption value so that
the investor makes most of the return from a capital gain rather than periodic interest pay-
ments. Each of these kinds of debt is discussed in more detail in Chapter 11.

The most common form of short-term loan is the overdraft at the bank, where compa-
nies can borrow up to an agreed limit and only pay interest on the amount actually
borrowed at any given point in time. Another form is the commercial bill, the short-term
counterpart of bonds, where the issuer promises to pay a fixed amount on a given date a
short time in the future, usually three months. The bills are generally accepted (guaran-
teed) by a financial institution, and sold at a discount (“discounted”) to their face value to
provide the buyer with an appropriate return and the issuer with immediate cash.

One of the most recent innovations in debt instruments is the junk bond, a form of
finance developed and used primarily in the United States. This is a bond that offers a
higher rate of interest in return for a higher than usual risk of default by the issuer. In the
1980s, junk bonds were used as a means of generating substantial amounts of finance for
the takeover of large companies by relatively small ones. They became a focal point of
controversies over leveraged buyouts and other supposedly unwelcome or undesirable
takeover bids.

Contesting corporate control

One of the aspects of corporate life that features prominently in reporting on companies
and the financial markets is the contest for corporate control. Mergers and acquisitions
(M&A), bidders and targets, corporate control and corporate governance are issues that
frequently make the headlines, and ones that often have an impact on the market far
beyond the individual companies or sectors they involve.

The primary argument in favour of acquisitions is that they are good for industrial effi-
ciency: without the threat of their company being taken over and, in all likelihood, the
loss of their jobs, managers would act more in their own interests than those of the
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owners. In particular, this might imply an inefficient use of company resources and a lack
of concern about the share price, the value of which is often a sign of a company’s vul-
nerability to takeover. Certainly, a bid is frequently beneficial to the shareholders of the
target company in terms of immediate rises in the share price. It can be argued, however,
that the threat of takeover means that management takes too short-term a view: bolster-
ing the share price where possible, investing inadequately for the future, and, where a
company has been taken over in a leveraged buyout, perhaps burdening it with too high
a debt/equity ratio. The demands of making enough profits to meet interest payments
might mean it is managed solely for the short term.

Bids and mergers

Saturday’s newspaper has a list of the takeover bids and mergers announced in the previ-
ous week and involving bidder and target companies primarily based in the United
Kingdom (see Figure 2.3). The table shows:

B Bids: details of current takeover bids for publicly quoted companies, naming the bidder
and target, the value of the bid per share, the current market price of the target’s shares,
the price before the bid, and the total value of the bid in millions of pounds.

Bids might be made in the form of a cash offer for all the shares in issue (the value of the
bid per share), a paper offer where shares in the bidder are offered in exchange for those

Fig. 2.3 Current bids and mergers
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of the target, or a combination of the two. The bids might be agreed to by the manage-
ment of the target, or they might be defended or contested. Hostile bids are normally
settled through what are known as proxy contests, where shareholders appoint proxies
to vote on their behalf, either for or against the bid. The battles over corporate control
have generated a new vocabulary of company life: white knights (alternative bidders who
are preferred by the existing management of the target) and poison pill defences (tactics
that mean a successful takeover triggers something deleterious to the target company’s
value) are just two of the most popular.

The total value of global mergers and acquisitions increased significantly through the
late 1990s and into the new millennium, driven by the opening up of national economies
and the booming stock markets of Europe and North America. One example was reported
in the newspaper as follows:

Adidas yesterday agreed to buy Reebok of the US for €3.1bn (£2bn) in a deal that will
transform the sporting goods industry by pitting the German company against Nike,
the market leader. Analysts said the acquisition, which is subject to approval from
antitrust authorities, would leave Nike and Adidas-Reebok with control of about 60
per cent of the global market. Investors welcomed the deal, sending Adidas shares up
7.4 per cent. Adidas is offering Reebok’s shareholders $59 a share, a 34 per cent pre-
mium over Tuesday’s closing price. Reebok’s share price surged 30 per cent to close
at $57.14 in New York (Financial Times, 4 August 2005)

Information on recent patterns of domestic and transnational “corporate restructuring”
like this can be enormously useful to investors thinking about exploring the relatively
short-term investment opportunities in “special situations”. What is more, these “recom-
binant techniques” of corporate finance often have an influence on the financial markets
far beyond the individual companies and sectors they involve, so it is important to be
sensitive to their likely impact.

The share prices of participating companies generally rise in response to announce-
ments of M&A activity. Indeed, the whole market typically goes up if a really big deal hits
the news. But do such events really benefit investors in either the buying or selling com-
panies in the long term? The evidence seems to be clear that mergers ultimately do not
pay off for either buyers or sellers. For acquirers, the effect can be very bad, reducing
their profitability by as much as 15 per cent a year, especially if they have to use external
funds to finance their takeovers. It seems to be better for investors to seek to buy poten-
tial targets rather than potential bidders — perhaps companies whose declining share
prices make them vulnerable to takeover or whose businesses might appeal to overseas
companies seeking to expand their global reach.

Throughout the 1980s and 1990s, the market for corporate control was the source of
considerable financial innovation as well as a significant degree of controversy, notably in
the United States. A new kind of arbitrage also became prevalent. Arbitrage is the tech-
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nique of buying an asset at one price in a market and, almost simultaneously, selling it in
another market for a profit.

Risk arbitrage dealt in the shares of companies targeted for takeover, buying before
the announcement of a bid and selling when the usual price rise after announcement fol-
lowed. At times it relied on inside information, and the practice of insider trading,
compounded with other financial scandals, undoubtedly earned financial institutions a
dubious reputation. The next chapter presents the much more positive side of these
institutions: first, their provision of a marketplace for lenders and borrowers of money,
and second, their advice and assistance to these two sides of the market.
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“Some collective nouns: a gleam of bulls; a gloom of bears;
a roller-coaster of stock markets; a commission of brokers.”

James Lipton

“The market is not an invention of capitalism. It has existed for centuries.
It is an invention of civilisation.”

Mikhail Gorbachev



Financial institutions

B Managing money — how assets are distributed into the portfolios of investors:
investing institutions and fund managers; clearing banks

B Financing industry — how new securities are created to provide funds for
borrowers: investment banks; securitisation

B Making markets — the provision of facilities for assets to be priced and
traded: marketmakers and broker-dealers; stock exchanges; money, currency,
and derivatives markets

B Moving prices — demand, supply and other key economic forces: short- and

long-term determinants of share price movements; overall market movements
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The most basic financial institution is a market — a place, not necessarily physical, where
buyers and sellers can come together to trade. There are essentially four kinds of market
in the financial system. The first type is the securities market where new capital is raised
(the primary market) and where trading in existing shares and bonds takes place (the
secondary market). Such markets include stock exchanges around the world, as well as
the international capital markets. The other three kinds of market are: the money mar-
kets where highly liquid financial instruments are traded; the foreign exchange markets
where currencies are bought and sold; and the futures and options markets where these
derivatives can be used to hedge or speculate in future interest rate, exchange rate, com-
modity price and security price movements.

All of these markets are organised in the sense that they operate on well-established
custom and practice, and direct access to them is limited to professional participants.
Investors and borrowers usually gain access to the markets through intermediaries.
Beyond the organised markets are the over-the-counter (OTC) markets — places or, more
often, computer screen-based or telephone networks where securities are traded outside
the recognised exchange. The biggest of them all is the foreign exchange market,
although the OTC derivatives market is also growing dramatically.

There are three basic functions that have to be performed in a financial market: distri-
bution of assets into the portfolios of investors who want to own them; creation of new
ones in order to provide funds for borrowers; and “making” the markets, providing the
means by which all of these assets can be easily traded. The first function relates more to
investors, the second to companies, and the third is the central facilitating role to which
all financial institutions contribute in one way or another.

A single institution might perform all three of these functions and do them across a
broad range of markets. For example, many investment banks are involved in managing
clients’ investments as well as corporate finance, arranging deals, helping companies raise
money through flotations “going public”, rights issues and bond issues, and advising them
on takeovers. Furthermore, they often act as marketmakers, trading on their own behalf,
especially in the foreign exchange, Eurobond and derivatives markets.

The performance of a range of different roles, and the contrast between acting as a
principal on one’s own behalf or as an agent on behalf of a client, throw up a number of
conflicts of interest. Such devices as Chinese walls, notional barriers intended to deter
valuable market information from being shared between parts of a company with con-
flicting interests, aim to prevent abuses. But this is still an area of considerable
controversy. Apart from the benefits of specialisation, it is one of the reasons companies
might focus on different sectors and functions of the market.

Managing money

Chapter 1 explained the principles of investment on the premise that an individual
investor is the dominant player on the saving/lending/investing side of the capital markets,
making and implementing his or her own investment decisions. In reality, individual
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investors acting alone form only a small part of the investment community. Nowadays the
bulk of investment is done by large investing institutions such as pension funds and insur-
ance companies, operating on behalf of the millions of people who put money into them.
Furthermore, many individual investors rely on the services of a range of market profes-
sionals, intermediaries who offer advice on, and management of, their asset portfolios.

Investing institutions and fund managers

Many people save in occupational pension schemes. These savings are administered by
pension funds, which have become the major players in equity and other markets, oper-
ating vast portfolios of assets on some of the basic principles outlined in Chapter 1. Each
Monday, the Financial Times publishes FTfm, a supplement on the fund management
industry. The newspaper also publishes an annual survey of pension fund management.
This lists leading pension fund managers, the value of the funds under their management
and the number of clients for whom they provide these services, with comparative fig-
ures for previous years. This is a valuable guide to the performance of these institutions
and their relative weight in the investment community.

Life assurance and general insurance companies are also important in securities mar-
kets. In common with pension funds, they manage their funds on the principle of
matching the nature of the assets they hold with that of their liabilities. Thus, pension
funds and life assurance companies often have liabilities that will only fall due in the long
term. Hence, they typically have a preference for long-term assets, such as ordinary
shares with good growth and capital gain potential. Insurance companies, whose liabili-
ties might fall due much sooner, tend to prefer a portfolio containing some more liquid
assets. In either case, the fund managers are bound to act prudently under their fiduciary
obligations to the people who placed money in their care.

Unit trusts (known in the United States as mutual funds) are another form of managed
investment. Investors buy units in a trust, and the trust manager invests the money in
shares or any other assets laid down by the trust’s investment objectives and its guide-
lines for decision-making. The advantage for investors is that relatively small amounts of
money can be spread between a range of assets, securing the benefits of portfolio diversi-
fication: if invested well, the trust’s capital grows and so does the price of its units. Unit
trusts generally specialise in particular types of asset, such as equities of a certain indus-
trial sector or a specific country or region.

Investment trusts are similar to unit trusts except that they have a limited size. Like
unit trusts, they invest in equities and other assets, but whereas unit trusts are open-
ended, with no limit on the amount of units that can be bought, investment trusts are
closed-ended. In a sense, they are more like a regular company with a set number of
shares in issue, and in fact their shares are usually listed on the stock market.
Shareholders receive their income on investment trusts from dividends as well as any
capital gains. Both unit and investment trusts are examined in more detail in Chapter 10.

Investing institutions will generally manage their asset portfolios themselves, but at
times they will use the services of companies specifically set up to manage the portfolios
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of large institutional investors or wealthy individuals with substantial holdings. These are
variously known as fund, asset, equity, capital or money management companies, and
they will distinguish themselves both by the kinds of markets in which they operate, and
by their investment philosophies. For example, certain companies may deal only in
equity markets, others on such diverse principles as passive indexation, a preference for
growth stocks, or the exploitation of market inefficiencies.

Pension funds and other investors, large and small, may also use the services of stock-
brokers and other investment advisers. These brokers provide research to institutional
and large individual investors for which they are paid by commission on business placed
through them. They also provide market access for smaller retail clients, supplying a
range of different services: relatively low-cost trading; and advice on portfolio allocation,
on particular transactions, and on tax issues. Stockbroking is often just one of the activi-
ties of a large diversified securities house or investment bank.

Clearing banks

The clearing banks’ role in the management of money is very varied. Their main activity is
as deposit-taking and loan-making institutions that make their money by borrowing (usu-
ally taking deposits, but also using wholesale funds from the money markets) at one rate
of interest and lending at a higher one. Building societies operate in a similar way except
that they specialise in lending for the purchase of property. But banks differ in that they
also provide a range of other financial services, dealing directly with the public over mat-
ters from investment advice (both financial and capital) to foreign exchange needs for
holidays or business trips abroad.

Banks also “create” money through what is known as the money multiplier. What hap-
pens is that a bank receives a deposit, some of which is kept in liquid form as a safeguard
in case the depositor needs it back, with the rest being lent on. The borrower will then
spend the money on an item, the seller of which will deposit it in a bank. Again, part of
the deposit will be kept liquid with the rest lent on, and so the cycle continues. If it were
not for the fact that the banks do not lend all that they receive in deposits, the process
would continue indefinitely with the amount of money in the economy, the money
supply, ballooning.

In fact, the proportion of their deposits not lent determines how much a given deposit
eventually becomes within the whole banking system. If, for example, all banks keep back
10 per cent of their deposits, an initial deposit can expand tenfold: of a £100 deposit, £90
is lent and deposited, of which £81 is lent and deposited, and so on. The eventual total of
bank deposits is £1,000.

As a result of the money multiplier, banks are highly geared companies, with a sub-
stantial proportion of their capital made up of borrowed funds. Since high gearing
implies that small changes can have major effects, it is critical that they lend soundly or a
large credit failure by one of their borrowers could have devastating consequences. This
is why the monetary authorities attempt to influence, at times by decree, the various
ratios (such as cash, liquidity and reserve assets ratios) banks employ to manage their
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finances. The other reason they do so is to control the expansion of the money supply,
one of the drivers of inflation and the overall level of economic activity. Other means by
which this may be done are discussed in the next chapter.

Financing industry

The provision of funds for industry is the role of the primary markets, where new securi-
ties are issued on behalf of clients. The aim of the financial institutions that perform this
service on behalf of client companies is to attract cash for new capital investment, in the
form of either equity or debt finance, from individual and institutional investors, banks
and, in some cases, the Euromarkets.

Investment banks

When a company wants to raise new equity or debt finance, it will usually approach an
investment bank for advice and assistance, and a broker to sponsor the issue. The bank is
responsible for advising on the terms of the issue and, in particular, designing its key fea-
tures. This is one of the most fertile areas for innovation as banks create the new and
more exotic financial instruments discussed in Chapters 2 and 11. The bank will also
arrange the mechanics of the issue, such as the various techniques for making new issues
and rights issues discussed in Chapter 5.

New issues of equity capital require the publication of a prospectus to satisfy the regu-
lations of the Stock Exchange, which is naturally concerned to protect its reputation and
the interests of its investors. The issues also require underwriting by the issuing house,
the investment bank. It must agree to subscribe for any shares not taken up by investors
once the offer period has expired. The role of the sponsoring broker, which will be a
member of the Stock Exchange, is to ensure that the Exchange’s legal requirements are
met, to pass on, if necessary, some of the risk of underwriting to sub-underwriters and to
distribute the shares into the portfolios of willing investors.

As well as raising new capital, investment banks will usually be involved on one side or
the other of the market for corporate control, advising on strategies. The Financial
Times publishes an annual survey of corporate finance. This ranks investment bank cor-
porate advisers by the value of their work in three areas: takeover bids; flotation of
companies; and issues of shares by companies already with quotations. It is a valuable
guide to how well the banks are performing against one another.

Securitisation

Of course, many companies might raise new capital through borrowing directly from a
bank in the form of a loan. Nowadays, this has become less common owing to a process
known as securitisation. This is the process that enables bank borrowing and lending to
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be replaced with the issue of some of the debt securities mentioned in Chapter 2: com-
mercial bills, bonds and floating rate notes. It creates attractive securities for investors
and it has significant benefits for the companies. In particular, bank charges are reduced,
and the cost of raising funds may be even less expensive if the markets turn out to be
more efficient judges of the creditworthiness of companies than banks. Of course, invest-
ment banks will normally arrange the issue of these debt securities.

Securitisation also refers to the conversion of previously untradeable assets into secu-
rities that can be bought and sold. For example, an innovation of the 1980s was the
mortgage-backed security. This is produced by converting the assets of a building society,
the stream of payments due on its mortgages, into a tradeable security. Closer to the
interests of the small investor is the certificate of deposit (CD), a very liquid, almost risk-
free asset, which pays a relatively low rate of return. It is analogous to an interest-bearing
bank account, but it has the advantage that it can be traded; it is effectively a bank
account that has been securitised.

Making markets

Marketmaking is the central function of financial institutions in the secondary markets
where existing securities are traded. The role of the marketmakers is to determine secu-
rity prices and to ensure that buyers and sellers can trade without having a significant
impact on prices. Efficient marketmaking avoids substantial price shifts or undue volatil-
ity in response to individual buy or sell orders, providing liquidity and allowing dealing to
take place on a large scale. It also ensures that the costs of trading are not too high.

Marketmakers and broker-dealers

The companies or branches of companies that are marketmakers buy and sell securities
on their own account, acting as a principal. With the right to trade in this way goes the
obligation to make the market. Hence, it is conceivable that at the end of a day’s trading,
marketmakers will be left with unwanted stocks or an undesirable shortage of stocks.
They will therefore always be seeking to find a price that “balances their books”. Their
activities are an important influence on stock price movements.

When quoting prices at which they will buy or sell securities, marketmakers list bid
(buying) prices and offer (selling) prices. The difference between the two figures is
known as the spread. Since marketmakers naturally aim to profit from their transactions,
the bid price is invariably lower than the offer price. This is comparable to a bank that
takes deposits (borrows or “buys” money) at one rate of interest, and loans (sells) it at a
higher price. Although the spread for the marketmaker or the rate differential for the
bank may seem small, totalled over the huge amount of transactions they make, they are
often able to make very considerable profits.
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Stockbrokers or, as they are more commonly known nowadays, broker-dealers, are
companies that act both as an agent for the investor, and as a principal, trading on their
own behalf. Such companies face especially difficult conflicts of interest. But for the exis-
tence of Chinese walls, their marketmaking arm might be inclined to encourage their
broking arm to advise client investors to take on securities the former is keen to unload.
Similarly, they may also be inclined to the practice of “front running”, buying promising
securities or selling dubious ones ahead of clients, and potentially affecting the price
adversely before their clients’ trades.

Marketmakers and broker-dealers both thrive on activity: the more transactions they
make or facilitate, the better their opportunities for profit or commission. Obviously, the
benefit of the marketmakers’ activity is to enhance market liquidity, but that of the bro-
kers might not be so valuable. Again, there is a conflict of interest: the investor is aiming
for return on assets; the broker is aiming partly for this (even if simply to ensure his or
her services are retained), but also for commission on trades. The process of making
trades frequently just to earn commission rather than for any long-term investment
objective is known as churning.

Stock exchanges

The London Stock Exchange is the main securities market in the United Kingdom. This is
the market for listed shares and gilts, plus debentures, convertibles and warrants. For all
of these securities, it is both a primary and secondary market. The second tier of the
Stock Exchange is known as the Alternative Investment Market (AIM). This market was
established in 1995 to trade in shares not suitable for the main market. It enables smaller
companies to “come to the market” to raise capital without having to satisfy the more
onerous listing and disclosure requirements of the Stock Exchange. The equities listed
on these markets and the indices that measure their overall performance are the focus of
Chapters 5 and 6.

The most significant stock exchanges elsewhere in the world are in New York, Tokyo,
Hong Kong, Frankfurt and Paris. These are explored further in Chapters 7, 8 and 9. In
terms of total market capitalisation, the sum of the “market cap” (the share price multi-
plied by the number of shares in issue) of all the securities listed on them, there are
three that outrank the London Stock Exchange. These are the New York Stock Exchange,
the Tokyo Stock Exchange and the US electronic exchange (the Nasdaq). The indices that
evaluate them (in the United States, the Dow Jones Industrial Average, the Nasdaq
Composite and the Standard & Poor’s 500, and in Japan, the Nikkei 225) are some of the
most important indicators of the state of the world’s financial markets.

Until quite recently, trading on world stock exchanges was conducted in a physical set-
ting, such as the City of London or Wall Street. The impact of technology has been that
there are now fewer actual marketplaces. Instead, much trading is conducted through
computer network systems, such as the National Association of Securities Dealers
Automated Quotation (Nasdaq) system in the United States. These electronic trading
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systems tend to be quote-driven, with marketmakers and dealers quoting bid and offer
prices on screen for other traders to select from. This contrasts with the older, order-
driven system of trading where dealers listed their orders to buy and sell shares with the
aim of finding a counterparty wanting to buy or sell that quantity at a price on which both
parties could agree.

On top of technological advances, stock markets have also seen considerable deregula-
tion in recent years — an easing of the restrictions on their operating methods. In the
United Kingdom, the most notable event of this kind was the Big Bang of 1986. Prior to this
deregulation, the two key institutions in the market were jobbers and brokers, each of
which operated in a single capacity. The jobbers were marketmakers who did not deal
directly with customers, but only with brokers; the brokers placed their orders only
through jobbers, and worked on behalf of customers but never dealt with them for their
own account. The system protected investors from abuses of some of the conflicts of inter-
est that arise from the principal/agent relationship, but it had a number of weaknesses.

The main problems of the pre-Big Bang Stock Exchange were that it operated as a
cartel with fixed commissions on trades, it limited access to capital and new technology,
and it constrained liquidity and the ability to make substantial trades without unduly
influencing prices. The radical changes of Big Bang led to far more competition between
financial institutions, a significant influx of outside capital as banks bought into the
market, and the adoption of a screen-based trading system. Between them, these devel-
opments created a much more fluid market with information flowing more freely,
liquidity was enhanced, more and larger transactions were made more feasible, and the
costs of doing business, at least for the major players, was notably reduced.

Money, currency and derivatives markets

The money markets are markets where money and any other liquid assets such as
Treasury bills and bills of exchange can be lent and borrowed for periods ranging from a
few hours to a few months. Their primary function is to enable banks, building societies
and companies to manage their cash and other short-term assets and liabilities, the short-
term counterparts of the long-term capital markets. The main participants in these
markets in the United Kingdom are: the banks; companies that issue short-term debt
instruments; money market brokers; and the discount houses, which act as the market-
makers for most of these assets. Discount houses are discussed in the next chapter.

The foreign exchange markets deal in currencies, for the most part the leading curren-
cies of the developed world: the dollar, the euro, the yen, the pound and the Swiss franc.
The main players are the marketmakers, primarily banks, who buy and sell currencies on
their own account and deal with customers and other banks, and brokers who try to find
trading counterparties for their clients. This is an over-the-counter market with business
transactions conducted almost exclusively through a computer and telephone network.
Both the money and currency markets are explored in more detail in Chapter 12, while
the euro forms part of the subject of Chapter 16.
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The derivatives markets deal in futures and options, and increasingly in more exotic
financial instruments such as interest rate and currency swaps. Futures and options origi-
nated in the commodities markets, the markets for raw materials and primary products,
as a means of protecting against very adverse price swings. They are still used today in
such markets as the London Metal Exchange, but contracts and markets have also now
evolved for a range of other securities, debt instruments and indices. In the United
Kingdom, the focal point for this activity is the London International Financial Futures
and Options Exchange, the LIFFE. There is also a growing market in over-the-counter
derivatives, custom-built contracts between very large investors and borrowers usually
created by the investment banks. The markets for futures and options other than those
traded over the counter are discussed in Chapter 13, while the commodities markets fea-
ture in Chapter 14.

Moving prices

Chapter 1 examined how changes in interest rates might affect the prices of equities,
bonds and currencies, but what other factors move the prices of individual assets and of
whole markets? Obviously, supply and demand are the basic influences for an individual
asset, but what are the underlying determinants of these economic forces, and what
causes substantial broad market moves? These are questions surrounded in controversy,
especially related to the stock market, and it is important to differentiate between various
kinds of price movement.

In the stock market, there are essentially three kinds of moves: the long-term trend of
the overall market as reflected in various indices; short-term moves around the trend;
and the movements of individual shares and sectors. For the most part, individual sectors
broadly follow overall market trends, though some may be growth industries, some may
be mature or declining industries, or some may simply be the beneficiary or victim of a
particular event with ramifications peculiar to that industry (for example, the oil industry
and the Gulf Wars, or the technology, media and telecommunications (TMT) industries
and the hype surrounding the potential impact of the internet). In those cases, sector
values can diverge from the market trend.

The price movements of individual stocks are influenced by a range of factors specific
to the business. Most of these are explored in Chapters 5, 6, 7, 8 and 9, but the more
common include company profits, the growth of those profits, dividends, and takeover
bids. These are the fundamentals of corporate life and fundamental analysis aims to
uncover the truths about a company behind the figures to determine whether its shares
are over- or underpriced. The way changes in company fundamentals actually cause price
movements is not always obvious because of the market’s capacity to discount future
events. These are news events, the core of the forces that move individual stock prices,
but expectations of future news events can be just as powerful.
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The fact that prices move on account of expectations of the future, as well as being
determined by historic and current knowledge of a company’s performance, suggests
that they incorporate all known information about the value of shares. This is the founda-
tion of one of the most powerful theories of asset valuation, the efficient market
hypothesis. The predictions of this theory are that no one can forecast future price
moves consistently and that, over the long term, without inside information, no one can
beat the market. The corollary is that stock prices follow what is called a random walk: at
any point in an equity’s price history, it is impossible to predict whether its next move
will be up or down. Hence, investment strategies based on chartism or technical analysis,
the study of past price trends, will not perform dependably.

Market movements

As well as causing individual equity price movements, news about particular companies
can also affect the whole market. This is especially the case with blue chip companies,
the most highly regarded companies in the market and usually ones with substantial
assets, a strong record of growth and a well-known name.

Short-term market moves driven by individual company news tend to be affected by
such intangibles as sentiment, investor psychology and how the market is “feeling”.
Medium-term moves seem to be influenced by supply and demand factors, such as the
weight of money moving into or out of stocks.

It is probable that long-term moves depend on fundamental economic and political
factors. The market often follows the broad patterns of economic activity, and certainly
news about inflation, productivity, growth and the government’s fiscal and monetary
stance can have major effects on the level of the market. Hence the importance of under-
standing what the economic indicators mean and how they relate to the markets. These
are the subjects of Chapters 4, 15, 16 and 17.

Major political events can also have an impact as with the July 2005 terrorist attacks in
London:

European and US markets were thrown into turmoil on Thursday by the terrorist
attacks in London, prompting a widespread sell-off in equities and a flight to safe
haven assets such as bonds, gold and the Swiss franc. The FTSE 100 index finished
the session down 71.3 points, or 1.4 per cent, at 5,158.3 having been down 207.5
points, or 4 per cent, at one point. Even with the recovery, the index had its worst
one-day performance since August 6 last year. The CAC index in France shed 59.3
points, or 1.4 per cent, to 4,220.6 and the Xetra Dax in Germany declined 85.3
points, or 1.8 per cent, to 4,530.2. Most European bourses were off more than 3 per
cent at their session lows, but recovered to close less than 2 per cent down.

(Financial Times, 8 July 2005)
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On occasion, stock prices can plummet in a way that appears to bear no relation to fun-
damentals, supply and demand or even, at least in its early stages, to market sentiment.
Such an occasion was Black Monday and the stock market crash of 1987, when prices fell
by record amounts in markets throughout the world. Much analysis of this event has
been conducted and there is still no agreement on its root causes. Certainly, fundamental
economic forces do not appear to have been critical, since most economies continued to
grow reasonably well in its aftermath, and the downturn did not come until the very end
of the decade. Part of this was due to the prudent economic policies of key governments,
which avoided some of the disastrous policy mistakes made after the last major market
meltdown, the crash of 1929. The central role of governments in financial markets and
economic policy more broadly is the subject of the next chapter.
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“The important thing for government is not to do things which individuals are doing
already, and do them a little better or a little worse, but to do those things which at
present are not done at all.”

John Maynard Keynes

“There have been three great inventions since the beginning of time:
fire, the wheel and central banking.”

Will Rogers
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B Balancing the budget — what the government gives and gets: fiscal policy;
taxation and the budget deficit

H Controlling the money supply — government intervention in the money mar-
kets: Treasury bills and open market operations; interest rates and monetary
control; central bank independence

B Forecasting the economy - the basis for government action: economic
policy; credibility and the political business cycle

B Regulating the markets — the government’s goals of preserving financial sta-

bility, promoting competition and protecting investors and depositors
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Lenders/investors and borrowers/companies are the two sides of the interactions that
meet in the financial markets, with financial institutions being a third party, facilitating
these transactions. The government is the fourth player in this picture. It typically acts as
both borrower and lender but, in addition, it will frequently intervene, directly, through
legislation or by persuasion, to regulate the markets.

Overarching all of these roles is the government’s position as primary economic agent,
attempting to monitor and influence the state of the economy. The principal means by
which it does this are: fiscal policy, the budgetary balance between public spending and
taxation; and monetary policy, essentially control of the money supply and manipulation
of interest rates. Forecasting the future direction of the economy plays an important role
in determining these policies. How they all impinge on the financial markets is the sub-
ject of this chapter. Further details on the economy feature in Part 3.

Balancing the budget

Governments spend money on a range of different goods, services, salaries, subsidies
and other payments. These include defence, education, health, public transport, public
infrastructure, public housing, the pay of public sector employees, social security and
interest on government borrowings. To help pay for the services this spending provides
and, to some extent, to redistribute incomes from the wealthier to the poorer, the gov-
ernment raises money, primarily through taxation. Some taxes are direct, levied on
personal and corporate income; some are indirect, levied on sales, value-added, imports,
and certain products such as petrol, cigarettes and alcohol.

The difference between public spending and taxation is known as the budget balance,
the budget being the collective term for the government’s annual decisions on how its
tax and spending plans will be designed and implemented. It might be a balanced budget
where revenues equal expenditure, a budget surplus where revenues exceed expendi-
ture, or, most typically for the UK government, a budget deficit, where expenditure
exceeds revenues — the public sector net cash requirement. Net income was the UK gov-
ernment’s position for a brief period in the late 1980s and again in the late 1990s. More
commonly, there is a net outflow. The cumulative total of all public sector net cash
requirements is known as the national debt.

Through the 1980s and 1990s, the UK government had one other source of revenue,
namely the receipts from the sale to the public of nationalised industries, the process of
privatisation. The influx of cash from “selling the family silver” had a very positive effect
on government finances, and, naturally enough, through the issue of a significant amount
of new equities, aroused considerable interest in the financial markets. Many new
investors were tempted to participate in the stock market, particularly with its “stag”
opportunities, buying the privatised stocks in the primary market and selling them
shortly afterwards at a premium in the secondary market. These matters are examined
further in the next chapter.
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Fiscal policy

Fiscal policy is used by the government in a variety of ways: to provide services, such as
education, health, defence and infrastructure, that might not be so well provided by the
free market; to meet social goals of alleviating poverty and assisting the disadvantaged; to
influence the behaviour of individuals and companies, encouraging desirable activities
like investment and discouraging undesirable ones like smoking; and to manage the
overall level of demand for goods and services in the economy, and hence the degree of
economic activity and the rate of inflation. The government goal that may affect financial
markets most significantly is that of influencing behaviour. For example, different tax
treatment of different categories of assets will influence investment decision-making.
Similarly, the tax treatment of corporate earnings will affect a company’s dividend policy
and its choice between raising capital through debt or equity. More broadly, government
spending policy, perhaps in public procurement, might mean increased turnover and
profitability for companies in the relevant industries. This might have a positive effect on
their share prices. By the same token, excessive borrowing might drive up the costs of
funds for all borrowers, perhaps resulting in a crowding out of private capital investment.

Achievement of the government ambition of demand management is generally
attempted through countercyclical policy: the government aims to smooth out the more
extreme patterns of the business cycle, discouraging demand in a boom and boosting it in
a recession. This can be done in a boom either through raising taxes or cutting spending;
in a recession, it may try lowering taxes or increasing spending. To some extent, there are
built-in stabilisers, and this is what is meant by the cyclical effects of the business cycle. For
example, in a recession people are earning and spending less, which means that the gov-
ernment’s tax revenues fall. Of course, if the budget is already in deficit at that point, the
deficit will expand even further. The government’s problem then is to decide between
raising taxes and cutting spending to ease the deficit, or the reverse to help pull the econ-
omy out of recession. At such a point, it may turn to monetary policy.

Taxation and the budget deficit

There is considerable controversy about the use of taxation and budget deficits to influ-
ence aggregate demand and incentives to work. The pursuit of higher output and lower
unemployment, without overheating the economy and causing inflation, is Keynesian
economic policy. Growth is pursued through increasing government spending or cutting
taxes, creating or raising the budget deficit. Tax cuts, for example, increase demand
through their beneficial effects on personal disposable income.

The question is, though, how far can the government manage demand in this way
before running into inflationary bottlenecks? Furthermore, it is not clear that governments
can make accurate enough assessments to judge exactly how much “pump-priming” or
“deficit financing” is needed to “fine-tune” the economy along a non-inflationary growth
path. Indeed, when demand should be restrained to avoid overheating, there are political
reasons why governments might avoid raising taxes.
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Increased spending or lower taxes as a means of demand management in times of
recession are typically a politically centre-left policy. But tax cuts may also be advocated
by centre-right politicians who view them as having a different economic effect. These
politicians, and the economists who advise them, focus on the incentive and disincentive
effects of taxation, arguing that lower taxes have a strong incentive effect, encouraging
people to work harder, and thereby raising national output.

Certainly, taxation does affect incentives to some extent, but extreme believers in this
position, who gained political power in the United States in the 1980s, took it a little too
far. These supply-side economists claimed that cutting the tax rate significantly would
have such powerful incentive effects that the level of tax revenues would actually rise. In
reality, the result was a series of massive budget deficits.

Debates about taxation also focus on the appropriate form it should take. For exam-
ple, progressive income tax is a way of redistributing income from richer to poorer
sections of the population, creating a more equitable society. Supply-siders prefer the use
of indirect taxes, such as value-added tax. These, they argue, are easier to enforce and
reduce the incentive to work by less than equivalent levels of income tax. The claim is
that taxpayers experience “money illusion”: if they pay taxes concealed in product prices,
they notice it less than taxes taken out of their pay, and are thus prepared to pay more tax
on goods than on income. This might have a number of political and economic benefits:
if people feel less heavily taxed, they will behave accordingly.

Controlling the money supply

In order to finance its frequent budget deficits, and in common with any other individual
or organisation that wants to live beyond its means, the government has to borrow in the
financial markets. It does this by issuing securities with a range of maturities, from the
short, medium, long and irredeemable gilt-edged stocks traded on the Stock Exchange to
three-month Treasury bills issued weekly in the money markets.

The government’s agent for the sale of its debt instruments is the Bank of England,
often known simply as the Bank. The stocks are first created by the Treasury’s Debt
Management Office and then the Bank arranges their sales, purchases and redemptions.
New issues replace the ones that have matured in order to meet the government’s con-
tinuing financing needs and the market’s demand for a balance of differently dated
stocks. Most are redeemable at some specified date, although a few, such as War Loan
and Consols, are irredeemable.

Longer-term government debt takes the form of gilts. These are examined in detail in
Chapter 11. For the present, it is merely important to distinguish gilts from fixed interest
stocks generally. Not all gilts are fixed-interest, nor are all fixed-interest stocks gilts.
For example, some of the corporate debt instruments discussed in Chapter 2 are fixed-
interest while some gilts are index-linked with their interest payments determined by the
prevailing rate of inflation.
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Treasury bills and open market operations

The means by which the Bank of England makes a public offering of stocks, where a min-
imum price is set and tenders invited, is most easily illustrated through the way the
government’s shortest-term debt securities, the Treasury bills, are issued.

Treasury bills are bills of exchange, short-term debt instruments issued by the Bank of
England on behalf of the UK government. They have a three-month maturity but carry no
interest, the total yield being the difference between the purchase and redemption
prices. The bills are issued by tender each week to the discount houses in units of
between £5,000 and £100,000, and on Saturday, the Financial Times contains a table with
details of the tender (see Figure 4.1):

Fig. 4.1 UK Treasury bill tender

H Bills on offer, total of applications and total allocated: the value of the bills on
offer on each occasion is £800 million and the value of the total applications to buy
those bills is a measure of market enthusiasm for them. In this example, the later
tender was much more oversubscribed than the earlier one. The factor by which an
issue is oversubscribed is known as the auction’s cover. Since there is almost invariably
oversubscription, naturally the total allocated is the same as that offered.

B Highest accepted yield and allotment at minimum level: the former is the high-
est discount from face value accepted, implying the lowest accepted bid. The bid is
lower than the redemption price so that the purchaser can make money on the differ-
ence. The allotment is simply the proportion of the bills sold at the highest yield; the
rest would have been sold for higher prices (lower discounts).

B Lowest accepted yield, average rates of discount and average yield: the lowest
accepted yield indicates the highest prices paid, with the average rate calculating in
the discount on the bills sold for lower prices. The discount rates do not correspond
exactly to the actual discount since they are presented as annual rates even though the
bills mature in three months. Loosely speaking, these are the rates a buyer would earn
for purchasing four consecutive bills. The discount rate is calculated as the difference
between the purchase and redemption prices as a percentage of the latter. In contrast,
the average yield is the difference as a percentage of the former. Thus, it corresponds
to any other current yield, that is, annual return divided by current market price.
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The discount houses have a special relationship with the Bank of England that is central
to the implementation of monetary policy. First of all, they act as marketmakers in the
money markets and, as such, they are obliged to cover the amount of bills on offer in a
Treasury bill tender as well as having a bid price for other bills of exchange and certifi-
cates of deposit. These then are their assets; their liabilities are deposits by banks of what
is known as call money. This is money borrowed at interest rates lower than the discount
houses earn on bills (again, as marketmakers, they are obliged to take the deposits), but
which can be withdrawn at very short notice.

Discount houses can take on these obligations because the Bank stands behind them
as the “lender of last resort”. If they run short of funds, either because banks have with-
drawn money or because they have been obliged to purchase other money market
instruments, perhaps the weekly Treasury bill tender, they can go to the Bank. The Bank
every day estimates the market’s fund shortage and usually meets it by buying bills from
the discount houses. In doing this it is injecting funds into the whole financial system; if
instead it sells bills, it is withdrawing funds, effectively mopping up surplus money. This is
known as open market operations and is one of the means by which it controls the
money supply.

Interest rates and monetary control

The extension of this control is how the Bank of England manipulates the level of interest
rates. Since it deals actively in the bill markets through open market operations, it is in a
position to create a shortage of cash when it wishes to. In that case, the discount houses
are obliged to borrow, and as the lender of last resort, the level at which the Bank pro-
vides funds is an indication of the level of short-term rates of which it approves. These
rates can then be used to influence rates across the whole economy.

As the previous three chapters made clear, the rate of interest, that is, the price of
money, is one of the most powerful forces in the financial markets. Under the relatively
free market approach of recent UK governments, interest rates have been allowed, for
the most part, to be determined by market forces with the Bank’s guidance. But with this
system the Bank has to be careful to give only very subtle indications of where it wants
rates to go: if it alerts the market to its intentions, the force of expectations will have
immediate ramifications throughout the economy as traders discount the future. More
recently, it has become quite directive in setting rates under the monetary arrangements
established in May 1997.

Another method of controlling the money supply is using direct controls on bank
lending, aiming to limit money multiplier effects. This might be achieved by changing
banks’ reserve asset ratios, that is, the proportions they keep liquid from any given
deposit, by imposing limits on total bank lending or consumer credit, or simply by per-
suading bankers to restrict their lending. A further technique, which was popular in the
United Kingdom from the late 1970s to the late 1980s, is setting targets for monetary
growth. One target was the monetary base, which consists of cash in circulation plus
banks’ deposits at the Bank of England.
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The last way in which the Bank of England acts in the financial markets is with foreign
exchange, where it may intervene to try to raise or lower the value of sterling. This again
can be done through short-term interest rates: usually raising them attracts investors into
buying sterling, while lowering encourages selling. The Bank might also work on the cur-
rency by using its official reserves of foreign currencies to buy pounds and, through the
weight of its intervention, push up its value or at least hold it steady. But nowadays, with
the vast speculative volume of transactions in the foreign exchange markets, a successful
intervention may need international cooperation. A government acting alone is no longer
able to manage the financial markets or its national economy.

bank independence

Management of the economy through monetary policy used to be the preserve of mone-
tarists, who focused on the importance of controlling the money supply as a way of
keeping inflation in check. But monetary policy also affects growth: it is said to be neutral
if the level of interest rates neither stimulates nor slows growth. If the interest rate rises,
monetary policy might restrain consumer spending and encourage savings, hence reining
in growth. Nowadays, the key roles of monetary policy in economic management of
demand and inflation are almost universally acknowledged: the question is more one of
who should control it, the government or independent monetary authorities.

The argument for central bank independence is that governments are poor at manag-
ing their economies, providing monetary accommodation not only for their own deficits,
but also for wage claims, oil shocks and so on. This has caused inflation: since govern-
ment control of the money supply is open to manipulation in response to political
expediency, there is a built-in inflationary bias. The bias can only be removed by handing
control over to the central bank, which will be free of political pressures. The central
bank can then pursue its twin goals of monetary and financial stability, a sound money
supply and a safe financial system.

The issue of central bank independence became particularly important in the United
Kingdom as a result of the failure of the Conservative government’s monetary policy in
1992. This policy, discredited by circumstances, was to control inflation and pursue eco-
nomic convergence with fellow members of the European Union, by keeping the pound
in the exchange rate mechanism (ERM) of the European Monetary System (see Chapter
16). After the collapse of this policy, the government aimed to restore its credibility in “the
fight against inflation” by greater openness and an enhanced role for the Bank of England.

Following the election of the Labour government in May 1997, this role was extended
with the Bank being given full operational independence to set short-term interest rates.
Under the new monetary arrangements, the Chancellor of the Exchequer gives an annual
remit to the Bank containing relatively precise objectives it is expected to pursue. That
remit is an inflation target for the Consumer Prices Index (CPI) of 2 per cent. Without
prejudice to this target, the Bank is expected to set interest rates so as to support the
general economic policies of the government.
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Interest rate decisions are taken monthly by a nine-member Monetary Policy
Committee (MPC), five of whom are Bank officials and four of whom are “outside mem-
bers”, typically leading academic economists from Oxford, Cambridge or the London
School of Economics (though since 2003 including former Financial Times editor
Richard Lambert). The MPC’s inflation target is “symmetric”, which means that inflation
should never be more than one percentage point outside the target on either side. But
reaction to MPC interest rate decisions tends to be anything but symmetric: plaudits flow
in when rates are cut, but when they rise, out come the knives.

This adverse sentiment has been particularly strong because of a growing sense that
the economy is returning to an era when low inflation is the norm rather than the excep-
tion. In recent decades, booms have always been followed by bust as the economy hits
physical and human capacity constraints and prices and wages are bid up. Now though, it
is widely argued, a combination of technology and global competition has increased
capacity by raising productivity and potential growth as well as making it far more difficult
for companies and workers to raise their charges.

Former MPC member DeAnne Julius is a leading “new economy” thinker and consis-
tently argued for lower rates than her colleagues. She explains the inflation benefits of
globalisation: “In a more integrated global economy; it is the world output gap that mat-
ters for many prices, not domestic supply capacity. If there is spare world capacity in
goods or services that can be transmitted actually or virtually across borders, then their
prices will remain low or even fall. And supply bottlenecks at the global level are much
less common.”

Many new paradigm enthusiasts, particularly in the United States, translate their rosy
view of global economic prospects into an equally positive prognosis for equity markets.
But even if the world is moving into a new era of low inflation driven by technology and
global competition, it is by no means clear that this is good news for market valuations. If
companies face an increasingly tough time raising their prices, then this is likely to be
bad for profit margins and ultimately for share prices. As former MPC member Professor
Willem Buiter argues, while there will continue to be firms such as Microsoft that domi-
nate their markets and justify high valuations, there will be many more dogs with poor
profitability prospects in both the short and long term.

Forecasting the economy

Forecasts play an important role in determining the policies of governments as well as
companies and investors. These may be based on models of overall developments in the
aggregate national or global economy: such models can be used to forecast shifts in
demand across different markets, growth in total world trade, or changes in inflation,
interest rates or unemployment. Or they may be models of parts of the economy: disag-
gregated forecasts may relate to developments in particular industrial sectors or regions
of the world; while even more specific forecasts may relate to a single product or asset.



Governments

Basic approaches to forecasting simply extrapolate the past; they are merely a way of
articulating present indications. More sophisticated models attempt to understand the
source of past changes and build it into their forecasts. This requires a detailed knowl-
edge of economic history and economic principles; even then, however, forecasting is by
no means an exact science. But, while the accuracy of economists’ predictions is fre-
quently a target of jokes about the profession, forecasting remains an essential pursuit. As
conducted at its most general level, by national governments and by global organisations
on behalf of groups of countries, it drives all aspects of their economic policy.

Government forecasts are primarily concerned with forecasting the movement over
time of macroeconomic variables: output, inflation, unemployment, interest rates and so
on. They derive from large-scale macroeconomic models of the economy, and are usually
produced every three to six months. In the United Kingdom, for example, the Treasury
produces a central forecast at the time of its annual budget in March, which is then pub-
lished again in revised form six months later.

Treasury forecasts include each component of the economy that contributes to overall
growth: retail sales, manufacturing output and so on. But even models as detailed as that
are more systems of managing information than accurate representations of real
economies. Thus, while they can be expected to describe the present reasonably accu-
rately, they cannot be relied on to forecast the future and get it right. Nevertheless,
government forecasts are very much tied to the levers of economic policy, as well as the
government’s underlying beliefs about the way the economy works, and there can often
be conflict between the ideas on which forecasts and policy are based.

A country’s monetary authorities also typically produce an economic forecast, though
it is not always published. The Bank of England, for example, is currently barred from
publishing its full forecast in case it clashes with that of the Treasury. However, its quar-
terly inflation report does contain prognostications on current and future inflationary
pressures. The more independent Federal Reserve (“the Fed”) in the United States pres-
ents a half-yearly report containing its economic projections to Congress.

Central bank forecasts may well derive from models of the economy that are a little
biased towards the levers of monetary policy, those over which the banks hold most sway.
Such forecasts are sometimes criticised for being based on a view of the economy that
focuses on a symptom (inflation) of poor economic performance, rather than deeper
structural weaknesses, and which relies on monetary policy alone as a cure.

Economic policy

Treasury and central bank forecasts represent governments’ views of the future. In con-
junction with their stated economic goals, these form the basis for the planning and
execution of economic policy. For example, the essence of the present UK government’s
ambitions can be encapsulated in the phrases “no return to boom and bust” and “raising
national productivity, competitiveness and growth”. The macroeconomic means by which
it pursues these goals (in conjunction with the Bank) are monetary, fiscal and exchange
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rate policy, while the actual levers used to intervene in the economy are interest rates
and decisions on taxation and public spending. These policies can have as important
implications for the private sector as the forecasts.

The budget and short-term economic forecasting are intimately related, forming a cen-
tral plank of overall economic policy. The macroeconomic task of the budget is to get the
level of the surplus or deficit right: first, in terms of its effects on demand (will reduced
taxes or increased spending boost demand and output?); and second, in terms of its
effects on real interest rates (will an excessive debt ratio lead to a rise in interest rates,
“crowding out” private investment?).

Monetary and exchange rate policy relate more to inflation and international competi-
tiveness. They, too, are intimately related in that interest rates, the primary tool of both, can
be used to target either the money supply or the exchange rate, but not both. From a man-
ager’s point of view, both goals are important, one in terms of the rate and predictability of
inflation, the other in terms of the level and predictability of the exchange rate.

On the supply side of the economy, government policy can have direct effects on corpo-
rate and investor behaviour. For example, in the product markets, competition and
regulatory policy, through government departments and such institutions of market regula-
tion as the Competition Commission and the Office of Fair Trading, can be important in the
provision of a stable business environment and the improvement of industrial perform-
ance. In the labour markets, tax incentives, education and training, and a host of other
policies might boost productivity and competitiveness. The present UK government is par-
ticularly focused on the degree of competition in different industry sectors; the barriers to
faster progress in electronic commerce and other aspects of the “new economy”; what can
be done to address skill deficiencies in both the new technologies and elsewhere; and how
to encourage greater levels of innovation, entrepreneurship and venture capital.

Credibility and the political business cycle

Economic policy is typically put together with a set of national objectives in mind: low
inflation, full employment, no new taxes and so on. Certainly, these goals are the slogans
by which governments get themselves elected, or otherwise. For example, from 1979 to
1992, the UK Conservatives found that they could win elections by focusing on tax and
inflation, and without a great deal of concern for unemployment. Elections have been
won and lost on the basis of actual or distorted economics, such as the “Labour’s tax
bombshell” claim of the 1992 campaign.

But elections are also won and lost over the government’s perceived management of
the economy and its actual delivery on election pledges. Bill Clinton’s 1992 campaign’s fre-
quent reminder, “it’s the economy, stupid”, for example, was a reflection of public
perceptions of the failure of the Bush administration to ameliorate the recession, and the
breaking of its promise not to raise taxes. Failure to deliver is often a result of politicians’
omitting to explain how difficult the fulfilment of economic ambitions might be when they
are campaigning for office. This is most conspicuously the case in the former communist
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states where the fruits of market economic success will not be shared immediately by a
large section of the population, as a result of which they often hanker for the old days.

Government economic credibility can also be strained when its policies are blown
apart by events, as happened to the UK government with sterling’s exit from the ERM. In
this case, the government’s primary objective was low inflation, and the means by which
it was pursued, exchange rate policy through the ERM. Although inflation targets became
a good alternative policy goal and relatively low inflation was maintained, Black
Wednesday saw a sharp collapse in public confidence in the government’s ability to
handle the economy, a loss of credibility that eventually resulted in its devastating defeat
at the 1997 election.

The importance of the economy to the electoral process has led to what is called the
political business cycle, as governments attempt to achieve favourable economic circum-
stances at election time. For example, by engineering a boom before an election they
might set the business cycle in motion, so that expansionary policies to boost incomes,
reduce unemployment and maintain power must be followed by contractionary policies to
limit inflation. For the present UK government, higher public spending on health and edu-
cation has been the chosen course, but this could cause longer-term problems for the
level of interest rates and inflation. Electoral success also requires the elusive “feelgood
factor”, and, most importantly, government credibility as an effective economic manager.

Credibility extends importantly to business and financial market confidence in the gov-
ernment’s ability to achieve its objectives. For example, UK Treasury forecasts are often
criticised for being as much an expression of what the government would like to see
happen, as what they expect to happen; they are sometimes seen to be more akin to
some companies’ annual budgets, incorporating desirable rather than necessarily achiev-
able targets. There is an element here of using forecasts as a means to the goal, perhaps
trying to talk inflation down or maybe even keep recession at bay.

Regulating the markets

The overall objective of government economic policy is to secure sustainable economic
growth and rising prosperity. This is primarily implemented through the macroeconomic
policies outlined earlier, but the government also uses microeconomic policies, aiming to
improve the efficiency of markets. In the context of the financial markets, this involves
regulation through various measures to promote competition, to protect investors and
depositors, and to preserve financial stability.

Financial services regulation plays a key role in securing market efficiency, but a com-
petitive and versatile investment industry must be underpinned by adequate protection
of investors and depositors. In setting the framework of regulatory rules, the government
must aim to leave firms free to innovate and compete in an increasingly international
market. At the same time, investor confidence requires open, free and fair markets in
which all participants adhere to best practice.
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The UK government, for example, encourages investors to follow five golden rules of
investment to avoid being vulnerable to pressure selling of inappropriate financial prod-
ucts. These are that the buyer should always beware (caveat emptor); that investors should
spread their investments; that they should seek good advice; read the small print; and
recognise that authorisation by a government agency is not a guarantee. For companies
and financial institutions, the government emphasises the need to provide full disclosure of
all relevant material and to follow the codes of business conduct directed by such regula-
tory bodies as the Financial Services Authority (FSA) and the Competition Commission.

There are essentially two approaches to regulation: statutory regulation via legislation,
and self-regulation where industry participants are encouraged to set their own rules and
enforcement procedures. In the United States, the system of financial regulation is more
orientated towards statutory regulation. It is primarily under the direction of the
Securities and Exchange Commission (SEC), a government agency that closely monitors
the activities of stockbrokers and traders in securities, and also monitors takeovers. If, for
example, an individual or company acquires 5 per cent or more of the equity of another
company, the SEC must be informed. There are also more specialised agencies such as
the Commodity Futures Trading Commission, which oversees derivatives trading.

In the United Kingdom, the bias is more towards self-regulation within the framework
of the 2000 Financial Services and Markets Act. Under its provisions, anyone involved in
investment business has to be authorised by the FSA — until October 1997 known as the
Securities and Investments Board (SIB) — an independent non-governmental body with
statutory powers. The FSA board is appointed by the Chancellor of the Exchequer and
consists of a chairman, a chief executive officer, three managing directors, and 10 non-
executive directors. The FSA has four main aims:

B to maintain confidence in the UK financial system;
B to promote public understanding of the financial system;
B to secure an appropriate degree of protection for consumers;

B to contribute to reducing financial crime.

In pursuing these objectives, the FSA bears in mind: the need to be efficient and eco-
nomic in its use of resources; the responsibilities of regulated firms’ own managements;
the need to balance the burdens and restrictions placed on firms with the benefits of reg-
ulation for consumers and the industry; the desirability of facilitating innovation in the
financial sector; the international character of financial services and markets and the
desirability of maintaining the competitive position of the UK; and the value of competi-
tion between financial firms.

The main purpose of the 2000 Financial Services and Markets Act was to provide a
single legal framework for the FSA in place of the different frameworks under which the
various regulators then operated. As a result, most of its provisions represent consolida-
tion of existing law or self-regulatory requirements. The main new provisions of the Act
were: powers to impose financial penalties on those who abuse investment markets, for
example by insider dealing or market manipulation; and the role of the UK listing author-
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ity, which is undertaken under substantially the same powers as previously exercised by
the London Stock Exchange.

The borrowing, asset-creating side of the market is also regulated by a combination of
legislation and monitoring. Company behaviour falls under various Companies Acts
enforced by the Department of Trade and Industry, while the provision of figures (and
the requirement that companies give a “true and fair view” of their status) comes under
the control of the Financial Reporting Council and the Accounting Standards Board. In
the market for corporate control, the key institutions are the City Panel on Takeovers and
Mergers, the Competition Commission and the Office of Fair Trading.

Banks are regulated under the 1987 Banking Act and supervised by the FSA. The Bank
of England has general responsibilities to protect the stability of the financial system and
to be the lender of last resort in the event of a liquidity crisis. But the FSA also has the
specific role of supervisor of the UK banking sector with the power to regulate banks and
protect depositors.

Beyond the United Kingdom, the single market in financial services requires common
access and minimum standards throughout the European Union. This is achieved by
vesting in member states responsibility for authorisation of investment business partici-
pants, and continuing prudential supervision. Providers of financial services are entitled
to do business across the Union solely on the basis of their home authorisation.

Recent international scandals such as the collapses of Barings Bank and of the Bank of
Credit and Commerce International (BCCI) have raised an important question about
financial regulation: whether the globalisation of money, markets and information has
put some companies and financial institutions beyond the reach of regulation. It seems
clear that financial innovation, technology and the globalisation of investment have cre-
ated a fragmented market for which the current rules may no longer protect investors. In
particular, regulators fear that there may be gaps between the national and sectoral areas
of supervision, and variations of standards that can give comparative advantage to one
country’s financial sector. Efforts to tackle the problem of “regulatory arbitrage”, where
companies can take advantage of different rules and governments are tempted to loosen
domestic rules to gain advantage, focus on refining the rules on capital requirements
(the ability of institutions to meet their creditors’ needs), on increasing disclosure and on
improving international cooperation.
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“Information is the key input to the market. In an efficient market, prices
immediately reflect all the available information.”

Peter Bernstein

“Work the other side of the street! The nonpredictability of future prices from past and
present prices is the sign, not of failure of economic law, but the triumph of economic
law after competition has done its best.”

Paul Samuelson



Stocks and shares

The UK equity markets

B The London share service — reading the figures for the London stock market
and using the information: evaluating weekly performance; other share dealings;
trading volume; rises and falls, highs and lows, main movers; winners and losers

M Issuing new securities — how new companies are launched (offers for sale,
placings, introductions, rights issues, popular privatisation issues); how extra
funds are raised for existing companies (rights offers)

B Directors’ dealings
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An equity is a stake in a company, a risk-sharing ownership of a part of a company’s capi-
tal. The buyer of a share receives the rights to a probable flow of income in the form of
dividends (which vary with the profitability of the company) and a potential capital gain.
The UK equity markets trade stocks across a wide spectrum of firms, ranging from estab-
lished blue chip companies to higher risk ventures. Financial Times coverage of UK
equities, the shares in UK companies that have a stock market quotation, consists of four
main interlocking components:

B A daily report of the most interesting trading features in the stock market.
B The share prices of individual companies and various financial ratios based on those prices.
B Detailed reports and comment in the news pages of the paper on events in company life.

B A number of stock market indices, which chart the overall progress of equity share prices.

UK company news was explored in Chapter 2, while indices are the subject of the next
chapter. This chapter focuses on Financial Times reporting on the market for UK equi-
ties, as reflected in its stock market reports and the London share service.

Coverage of the UK equities market begins with reports on the London Stock
Exchange on the back page of the Companies & Markets section. This is headed with an
overview of the movements in the stock market indices of the previous day and possible
reasons for them, as well as highlights of individual sectors that have moved significantly
or that have been particularly prominent in trading. It also examines the main share price
movements of the day in individual stocks, and suggests reasons for them. Particularly
important movements are explored in separate stories further down the page.

The London share service

This is the most complete record of UK stock market statistics readily available to the
public and covers around 3,000 shares. That is practically all of those actively traded in
the London stock market, together with gilt-edged stocks, already mentioned in Chapter
4 and discussed in more detail in Chapter 11.

The London share service is divided into various industrial classifications, derived from
the groupings used in the FTSE Actuaries All-Share index discussed in detail in the next
chapter (see Figure 6.4). Categorisation in this way allows easy comparison of companies
within the same industrial sector.

The share service covers not only companies that have a full stock market listing, but
also the 1,200 or so companies quoted on the Alternative Investment Market (AIM). The
AIM has less onerous listing requirements than the main market and is designed to
encourage smaller, fast-growing businesses to seek a quotation. Generally, there is less
trading in AIM stock and, hence, shares may be less easy to buy and sell.

The standard version of the share service is published on Tuesday to Saturday in the
Companies & Markets section of the newspaper. Figure 5.1 features four sample indus-
trial categories from the daily London share service, annotated with brief explanations of
price, price change and year high and low, volume, yield and price/earnings ratio.
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Volume of
shares traded

Dividend yield

Previous day’s
closing market
price in pence

Price to earnings

ratio
Price change
from the day
before
Share price high

and low in the
past 52 weeks

Fig. 5.1 London share service (daily)
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Reading the figures

B Name and notes: the first column lists the company name or its abbreviation, plus
various symbols representing particular features of its shares.

B Price: the second column shows the average (or mid-price) of the best buying and
selling prices (in pence) quoted by marketmakers at the 4.30pm close of the market
on the previous trading day. If trading in a share has been suspended, perhaps
because the company in question is involved in takeover negotiations, the figure
shown is the price at suspension and this is indicated by a symbol. The letters “xd” fol-
lowing a price mean ex-dividend, and indicate that a dividend has been announced
recently but that buyers of the shares will not be entitled to receive it.

B Price change (plus or minus): the third column gives the change in the closing
price compared with the end of the previous trading day.

B Previous price movements: the fourth and fifth columns show the highest and
lowest prices recorded for the stock during the past 12 months.

B Dividend yield: the sixth column shows the percentage return on the share. It is cal-
culated by dividing the dividend by the current share price.

B Price/earnings (p/e) ratio: the seventh column is the market price of the share
divided by the company’s earnings (profits) per share in its latest 12-month trading
period. Yields and p/e ratios move in opposite directions: if the share price rises, since
the dividend remains the same, the dividend yield falls; at the same time, since the
earnings per share are constant, the p/e ratio increases.

B Volume: the last column shows the number of shares traded the previous day
rounded to the nearest 1,000. Dashes indicate either that no trade has taken place or
that data are unavailable.

Using the information

The first indicator to look at in a share is its price. This is a reflection of the discounted
value of future dividend payments plus a premium for the risk that the company may not
pay dividends in the future and/or go under. On its own, though, it conveys minimal
information since it needs to be seen in the context of its history and possible future.

The figures for high and low provide some of the historical perspective on the share
price. If, for example, the present price is a long way below its high point for the past 12
months, and performing against the market trend, the indications are that the market is
expecting trouble. The reverse is true in the case of a share that is pushing up strongly to
new points when the market or its sector is not. The difference between the high and
low also gives an indication of the price volatility of the stock.

The prices quoted are mid-prices between the bid or buying price and the offer or sell-
ing price at which marketmakers will trade. The difference between bid and offer is
known as the spread, and it represents marketmakers’ profit on any given transaction, a
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reward for taking the risk of making the market. The implication of this spread is that
investors will only be able to buy at a higher price and sell at a lower price than that
printed in the newspaper. Of course, since the share service is, in effect, merely a histori-
cal record of prices the previous day, actual prices subsequently may be very different.

Volume is an indication of the liquidity of a stock — how easy it is to buy and sell. High
volume is preferable to low volume but note that large companies are traded much more
heavily than small ones. And it is normal for volumes to be high when a company makes
an announcement.

Dividends depend on profits, which in turn depend on the quality of a company’s
management and the state of the economy. The dividend yield, though, since it is partly
determined by the current share price, is a reflection of the way that the market values a
share. If the company is thought to have a high growth rate and a secure business, then
its current dividend yield will probably be relatively low, since the scope for increasing
dividends in the future ought to be above average. Sales will be expanding, earnings
growing, and often investment in new products and new capital goods will be substantial.

If, by contrast, the company is involved in a mature or dying industry or is exposed to
high levels of business or political risk, its dividend yield will normally be high. Thus, the
yield on a share can be a valuable indicator when an investor is deciding between income
and capital growth from an investment. For example, a growth stock, perhaps in high-
technology industries, suggests a preference for capital appreciation, while a share in a
company in a mature industry like textiles would indicate a desire for income.

dividend per share x 100

Dividend yield (per cent) =
share price

Of course, as we saw in Chapter 2, the dividend is, to some degree, an arbitrary figure,
decided at the whim of the company. Hence the figure for yield is not always a good indi-
cator of the value of a share. Price/earnings ratios are generally better since they are
independent of possibly arbitrary corporate decisions.

Price/earnings ratios are the most commonly used tool of stock market analysis.
Essentially, they compare a company’s share price with its annual earnings, indicating the
number of years it would take it, at its current earning power, to earn an amount equal to
its market value. Shares are often described as selling at a number times earnings or on a
multiple. In general, the higher a company’s ratio, the more highly rated it is by the
market: investors expect the relative expense of the company’s shares to be compen-
sated for by higher-than-average earnings over the next few years. But high ratios can also
mean that the market is expecting a poorly performing company to be on the receiving
end of a takeover bid, with the predator being prepared to pay a premium for control.

High price/earnings ratios are usually associated with low yields, and certainly they
move in opposite directions. Thus, a high ratio suggests a growth stock, and is, like a
low yield, an indicator of an investment where capital growth might be more important
than income.
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Investors can use price/earnings ratios to gauge whether one company’s share price is
too high or too low compared with competitors with similar products and earnings per-
formance, compared with the market as a whole, or compared with past ratios. If a p/e
ratio is above average, investors expect profits to rise and, hence, their prospective divi-
dends: the higher a p/e ratio, the greater the confidence in the company. But high ratios
are often viewed as overpriced, while low ones are viewed as bargains.

Since the methods of calculating the ratios can give significantly different results, the
investor’s prime concern should be to use ratios that are consistent (that is, from the
same source) when making comparisons. It is also important to be aware of the differ-
ence between the historic ratios in the newspaper and what the market’s expectations
are for the future, expressed more through forecasts of prospective price/earnings ratios.
Reports on companies might also distinguish historic and prospective yields. In addition,
there is a distinction between nil and net ratios: the former ignores the distribution of
dividends. Chapter 18 contains some examples of yield and p/e ratios.

; . . share price
Price/earnings ratio = —
earnings per share

Evaluating weekly performance

Monday’s edition of the Financial Times brings some important changes to the share
information service, concentrating on changes that do not take place daily. Figure 5.2
shows an example. The special weekly columns provide information on the following:

B Price change: the weekly percentage change in the price of the stock.

B Dividend: the dividends paid in the company’s last full financial year. A double
dagger sign shows that the interim dividend has been cut in the current financial year,
while a single dagger indicates an increased interim dividend.

B Dividend cover: the ratio of profits to dividends, calculated by dividing the earnings
per share by the dividend per share. This indicates how many times a company’s divi-
dend to ordinary shareholders could be paid out of its net profits. Another way of
looking at dividend cover is as a percentage of profits: this is the way it is done in the
United States where it is known as the payout ratio.

B Market capitalisation: an indication of the stock market valuation of the company in
millions of pounds sterling. It is calculated by multiplying the number of shares by
their market price. In order to calculate the number of shares in issue from the figures
listed here, the market capitalisation figure can be divided by the market price. If there
are other classes of share capital in issue, their value would need to be added in order
to calculate the company’s total market capitalisation.
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Dividend paid in the
last financial year

Ratio of profits
to dividends

Market capitalisation
in millions of pounds

Last date the share
went ex-dividend

Cityline code

Fig. 5.2 London share service (weekly)
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B Ex-dividend date: the last date on which a share went ex-dividend, expressed as a
day and month unless a dividend has not been paid for some time, in which case the
date might be a month and year. On and after this date, the rights to the last
announced dividend remain with the seller of the stock. What happens is that the
share register is frozen on the xd date and the dividend will be paid to the people on
the register at that time. Until it is paid, buyers of the share will not receive the next
payment. The price is adjusted down a little to account for this.

B Cityline: the FT Cityline code by which real-time share prices are available over the
telephone by calling 0906 003 or 0906 843 plus the four-digit code for any given share.
This telephone information service is designed primarily for investors wanting to keep
track of their own investments or the activity of the UK and world stock markets at any
point during the day or night.

The key information from this listing is the figure for dividend cover. This indicates how
safe the dividend is from future cuts. The higher the figure, the better able the company
will be to maintain its dividend if profits fall. Even at a time of losses, a company may decide
to pay dividends out of its reserves, though this clearly could not continue indefinitely.

A relatively high dividend cover may also reflect a commitment to investment and
growth, implying a substantial retention of earnings to be ploughed back into the business.
Contrariwise, if the dividend cover is too high, the shareholders may complain that the
company should increase its payout. Chapter 18 contains some examples of dividend cover.

earnings per share
Dividend cover = ——
dividend per share

Market capitalisation is a measure of the size of a company. Since the total value of a company’s
shares will rise and fall according to its financial results, it is a good guide to performance over
time. It also has advantages over other yardsticks of size: it gives a proper weighting to banks
and commodity groups, which get distorted in lists based on turnover; and it takes account of
loss-making companies, which disappear from lists based on profits.

Market capitalisation = number of ordinary shares x share price

Other share dealings

Financial Times share price coverage is expanded weekly on ft.com to cover dealings in
securities that are not included in the standard share information service (see Figure
5.3). This covers many fixed interest securities issued by companies, as well as dealings in
some smaller company shares and securities where the principal market is outside the
UK. The actual selection varies according to whether a stock has been traded during the
five trading days ending each Thursday. If it has not been traded, it will generally not be
included. Information is provided on:
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Fig. 5.3 London Stock Exchange: dealings
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B Name and stock type: Chapter 2 detailed some of the different forms of corporate
finance available, and these securities provide a number of examples. Reckitt
Benckiser plc’s 5 per cent cumulative preference shares with a par value of &1, for
example, are shares that pay a fixed dividend, 5 pence. The payment can be sus-
pended in the event of losses, but when the company returns to profit, all dividends in
arrears are guaranteed to be paid ahead of dividends on ordinary shares.

B Prices: these are reproduced from Thursday’s Stock Exchange official list. They show
the prices at which business was done in the 24 hours up to 5.15pm on Thursday. For
shares where no business was recorded during that period, the latest recorded busi-
ness in the previous four days is listed with the relevant date.

Trading volume

The back page of the newspaper’s Companies & Markets section includes a useful reference
table with the trading volume and basic price information for the constituents of the FTSE 100
index, the largest capitalised and typically most actively traded stocks, which are discussed in
detail in the next chapter and listed in Appendix 2 (see Figure 5.4). The information includes:

Fig. 5.4 Trading volume
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B Volume, price and change: the daily trading volume for these stocks plus the day’s
closing price and change on the previous trading day. Trading volume figures count
both the buying and the selling of a particular share, so that the number of shares
actually changing hands is really half of the total.

Trading volume is an indication of the liquidity of a stock. The higher the figure, the
easier it will be to buy or sell significant quantities of a stock without having a major
impact on its price.

Rises and falls, highs and lows, main movers

The newspaper also carries three other lists for quick reference on share price movements.
First, there is a list of rises and falls for broad share categories as in Figure 5.5, which shows:

H Rises and falls: the daily version of this table shows how many securities rose, fell
and stayed at the same price level during the previous trading session. It is broken
down into nine different categories of security and shows how movements in the main
share price indices were reflected in trading across various broad market subdivisions.
Saturday’s version also lists rises and falls on the week as a whole.

Fig. 5.5 UK rises and falls

The second list covers individual stocks that have recorded new highs and lows for the
past 12 months (see Figure 5.6):

B Highs and lows: this table shows which shares have on the previous trading day
reached new high or low points for the past 12 months. If space is limited, only the
number of shares in each sector is listed and not their names.

The highs and lows list helps to highlight companies that are moving against the trend of
their sector. Warning signs would start to flash if a company featured repeatedly in the
“new lows” section when the sector as a whole was not moving in this direction. The list
can be used in conjunction with the listing of rises and falls to compare individual share
price movements with overall market sector moves.
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Fig. 5.6 New UK 52 week highs and lows

Some technical analysts also use highs and lows as a means of checking the underlying
health of the market. They like an index to be “confirmed” by an increase in new highs
because that is an indication of a broad market rise. Similarly, if the number of new lows
starts to diminish, that may be a sign that the index is close to bottoming.

The third list covers the “main movers”: the stocks that had the biggest percentage
rises and falls the previous day (see Figure 5.7):

Fig. 5.7 Main movers
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Winners and losers

Saturday’s newspaper includes a table of the FTSE winners and losers (see Figure 5.8).
This lists the top and bottom six performing companies over the previous week in three
sectors (the FTSE 100, the FTSE 250 and the FTSE SmallCap sector), including their latest
price, percentage price change on the week and change on the start of the year. It also
lists the six top and bottom performing industry sectors.

Issuing new securities

The Financial Times provides detailed information on the secondary market for company
securities. But the exchanges also have a vital role as a primary market, providing long-term
capital for investment through the offering of new issues. These might be for companies
entering their shares on the market for the first time (flotations) or for companies already
listed but requiring further capital. In each case, the newspaper offers extensive coverage.

There are two daily published tables for new securities: equities (ordinary shares
issued by newly floated companies); and rights offers (trading in the rights to issues of
new shares in existing companies to which current shareholders are given the first right
of refusal).

Launching companies

Companies can raise money by selling some of their shares to investors before getting
them quoted on the stock market. Shares may be being sold by original owners/existing
shareholders or by the company to raise new capital: so sometimes the money goes into
the business, sometimes to the existing shareholders.

There are three ways of floating shares on the market:

B Offers for sale or initial public offerings (IPOs): these are shares offered to the
public through advertising and the issue of prospectuses and application forms. The
most notable form in the 1980s and 1990s were the privatisation issues, especially British
Gas and British Telecom. These are the kinds of new issue likely to be of most interest to
the small, private investor. Also popular in the late 1990s were the “dot-coms” coming
to market.

B Placings: these are private sales of shares to a range of investors through a broker.
The broker will typically go first to its clients, and subsequently shares may be available
to a wider public through the stock market. This is a popular way for smaller compa-
nies to come to market, often through the AIM, and companies may combine a
placing with an open offer for sale.
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Fig. 5.8 Winners and losers
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B Introductions: these take place when there is already a number of shareholders, and
the company is simply seeking permission for the shares to trade on the market. Such
issues do not raise new capital, but might allow a company to move up from the
AIM to the main market, or a foreign company to trade in London as well as in its
home market.

Offers for sale are the most prominent form of new issue. They can come in two forms.
In the first, the company offers the public a fixed number of shares at a fixed price. The
price is set by the sponsors of the issue, usually an investment bank, based on forecasts
of likely future profits. The sponsor will have two conflicting objectives in mind: a low
enough price to ensure that the shares trade well in the secondary or aftermarket; and a
high enough price for the client raising the money.

Since fixed price offers for sale often underprice the issue, they provide a good oppor-
tunity for stags. These are investors who buy in anticipation of an immediate price rise
and a quick profit right away. Prices often rise well above the sale price when dealings
start, and the potential premiums encourage speculators seeking to benefit from the mis-
takes made by the issuers.

The alternative, and the way to avoid excessive stagging, is the tender offer. In this case,
no price is set in advance but, instead, the price is determined by what investors are pre-
pared to pay. Investors are invited to bid for shares and, if the issue is fully subscribed, the
price will generally be set at a little below one at which all available shares can be sold.

With either the fixed price or tender offer, the shares might be oversubscribed, and a
decision needs to be made on the appropriate allocation of shares. This may be done by
ballot, by scaling down certain over-large applications, or by giving preferential treatment
to certain investors, usually small, private ones. Alternatively, an issue might be under-
subscribed, and this is why new issues are underwritten by big investors who guarantee
to buy any unwanted shares. If underwriting is needed, shares will overhang the market
as underwriters wait to sell when the price is rising. A result of this is that the share price
will tend to stay flat until the majority of the shares are in firm hands, the portfolios of
investors who want to hold them.

The timetable for a new issue is usually fairly standard: an early announcement is made
without information on the intended share price, prospective yield and price/earnings ratio.
This is followed by the publication of the full prospectus, incorporating price and yield details
and with a cut-off date for applications and a date on which decisions on the allotment will be
made. The Stock Exchange then decides on a date on which official dealings begin.

Because of the size of the issues and the desire to appeal to first-time investors in the
markets, the privatisation issues followed a rather longer schedule. In the case of BT3,
the third British Telecom offer in 1993, for example, the government and SG Warburg,
the global coordinator of the issue, were keen to ensure that such a significant launch
should not have a deleterious effect on the whole market, and that downward pressure
on the issue price should be resisted with “stabilising” buying by the underwriters.

The privatisation issues tended to be markedly underpriced, sometimes coming with
incentives for the private investor, and positively discriminating against the institutions in
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terms of allocation and even price. As a consequence, they have been among the most
successful new issues of the past 25 years.

Like privatisations, new issues or IPOs of private sector companies are often viewed as a
way to quick and easy profits, but for every ten or so successes, there is usually one that goes
wrong or fails to perform. As a result, private investors must always show great caution, being
careful to study the prospectus, balance sheet, and profit and loss account of any potential
investment. As with investing in any company share, it is critical to ask such questions as:
Where did the company’s profits and growth come from in previous years? What markets
does it operate in? Where is its customer base? What is the quality of the management?

Once possible purchases have been highlighted, it should then be asked whether the
price is fair. Does it reflect the assets? Is there too much emphasis on potential growth?
And are market expectations for this type of business unrealistically high? Paradoxically, a
company that has recently reported very good results, or is in fashionable industries such
as biotechnology or the internet with its best results at an indeterminate point in the
future, may be best avoided.

New issue launches can be very risky investments, as in the following example:

PartyGaming on Wednesday warned potential investors in its $8bn-$9.2bn
(£4.4bn-£5bn) IPO that they faced losing “all or a very substantial part of their invest-
ment” if authorities in the US moved to stop the group offering its services in that
market. The Gibraltar-based group operates the world's largest online poker room
and generates 87 per cent of its revenues from players based in the US. However, the
legality of online gaming in the US is unclear.

Although PartyGaming outlined the risks of US action against online gaming in its
prospectus, the group’s directors have expressed confidence that its services are not
in violation of existing laws. However, PartyGaming was forced to cut the price of its
IPO because of investor concerns that the price range was too high. Dresdner
Kleinwort Wasserstein, the group’s broker, has indicated that the offer price will be
between 111p and 127p. (Financial Times, 16 June 2005)

The Financial Times has a special table listing information on shares in newly floated
companies (see Figure 5.9):

B Issue date and price: the date and price at which the security was issued.

B Sector: section of the London Stock Exchange that the security is listed on.

B Stock code: the abbreviated name of the security.

B Stock: the name of the security.

B Price and change: the closing price the previous night, and the change on the day.

B High and low: figures representing the price highs and lows for the year.

B Volume: the number of shares traded the previous day rounded to the nearest 1,000.

B Market capitalisation: the total value of the new issue in millions of pounds.
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Fig. 5.9 UK recent equity issues

New equity issues remain in the table for around six weeks after the company comes to
market depending on the volume of new issues, and most then choose to be transferred
to the London share service.

Raising extra funds

Rights issues are the way in which companies raise additional equity finance for expan-
sion or refinance if they are overborrowed. They are issues of new shares in a company
already on the market to which existing shareholders are given the right of first refusal.
Shares are issued in proportion to existing holdings and at a discount to the current
share price to give shareholders an incentive to take them up. The discount has the effect
of depressing the price of existing shares and so shareholders will naturally want the
rights to them. If they do not actually want to buy the shares, they can sell their rights.

The Stock Exchange sets a cut-off date after which the shares go ex-rights (“xr” in the
share service tables). After this date the buyer does not get rights, and clearly, at this
point, the share price has to adjust. Shares with the rights are known as cum-rights.

Nil paid rights (that is, rights for which the subscription price has not yet been paid)
can be bought and sold. Their value is the ex-rights price less the subscription price for
the new shares. These too are highly geared investments. The newspaper lists them in a
table of rights offers, as in Figure 5.10:
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Fig. 5.10 UK rights offers

B Issue price and amount paid up: as for the new issues, these are the price at
which new shares are issued and the proportion of price already paid, if any.

H Latest renunciation date: the final date by which holders of rights can dispose of
their allotments to purchasers who will not have to pay stamp duty. Before this date,
all dealings are for cash rather than the account.

B Closing price (as a premium), change and high and low: the price quoted for
rights to buy new shares, plus the change on the previous day and the highest and
lowest points for the year. The price is actually a premium for the right to subscribe.
Percentage swings in price can be large because of gearing.

Rights offers normally remain in the table until they are fully paid. The price of rights
offers is pitched well below the market price to ensure maximum take-up of the issue
although, as with new issues, the shares will be underwritten, usually by an investment
bank. A standard issue might aim to raise up to 30 per cent more equity capital with
shares at about a 20 per cent discount to market price. Rarely, a company might do a
deep discount rights issue that does not need to be underwritten.

The price at which the shares are pitched does not matter since the company already
belongs to the shareholders. The only benefit they get is on the yield if the dividend per
share remains the same amount. Because the equity is diluted, the price drops: naturally,
if the dividend is static, the yield goes up.

The following story is an example of a rights offer following shortly after the company
has come to market:

Google followers quickly solved the maths clue hidden in its secondary offering of
shares on Thursday. Now they have to figure out the bigger mystery of what it will do
with the $4bn it plans to raise. The idiosyncratic internet company, which loves to set
challenging and quirky intelligence tests to job aspirants, announced almost a year to
the day after its initial public offering that it would be issuing an additional 14,159,265
shares. Add a leading 3 and the numbers are the same as 3.14159265, or Pi — the
ratio of the circumference to the diameter of a circle. (Financial Times, 19 August 2005)
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Other techniques by which new issues in existing companies can be arranged include
vendor placings, placings and bought deals and convertible loan stock sold through the
Euromarkets.

There is also the scrip issue or capitalisation issue where a company turns part of its
accumulated reserves into new shares. This is essentially an accounting transaction to
convert the part of shareholders’ funds that is not revealed by stock market capitalisation
into stock. It keeps the number of shares in issue in line with the growth of the business,
and keeps their prices down. It can also be a tax-efficient way of handing part of the com-
pany’s added worth back to shareholders.

The Stock Exchange sets a date when shares go “xc” (ex-capitalisation), after which
the price will go down. The only real effect is if the dividend remains the same, in which
case the yield has gone up. It also makes it difficult to compare share prices over time
unless calculations have made the appropriate adjustment. The term “xa” means a share
is ex-all, not entitled to scrip issues, rights issues or dividends.

Directors’ dealings

Saturday’s newspaper lists details of the previous week’s share transactions by directors
in their own companies (see Figure 5.11) showing:

B Directors’ dealings: sales or purchases listed by company, sector, number of shares
bought or sold, their value in thousands of pounds, and the number of directors
involved in the trading activity. The list contains all transactions with a value over
£10,000, including the exercise of options if 100 per cent of the stock on which the
options were granted is subsequently sold.

The information on directors’ share transactions might give an indication of how com-
pany “insiders” feel about the prospects for their company’s share price both in terms of
its relationship to the company’s prospective performance and relative to broader
market movements. For example, directors frequently buy against the trend of a market
fall, perhaps feeling secure in the longer-term prospects for their company’s share price.
By the same token, sales of stock on which directors have been granted an option as part
of their remuneration package might indicate a lack of confidence in market prospects
for the stock, at least for the immediate future; of course, it might also indicate that the
director simply needs to free up some cash.

The attraction to an investor of following directors’ transactions is obvious, but schol-
arly research in both the United Kingdom and the United States reveals mixed results. On
average, it appears that directors are good at deciding when to sell, but not significantly
above average at knowing when to buy. The latter result may be because they have too
insular a view about their companies’ prospects, believing their own propaganda and not
taking sufficient account of their competition or the overall economic situation.

81



Part 2 B Interpreting the markets

82

Fig. 5.11 Directors’ dealings






“We live in the Age of Performance. Performance means, quite simply,
that your portfolio does better than others.”
George J W Goodman

(“Adam Smith”)

“The past history of the series (of stock price changes) cannot be used to predict the future in
any meaningful way. The future path of the price level of a security is no more predictable than
the path of a series of cumulated random numbers.”

Eugene Fama



Indices and aggregates

Market indicators

W FT indices - the original investment statistics: the FT Ordinary Share index (FT
30); stock market trading data; the FTSE Gold Mines index
B FTSE Actuaries Share Indices - reading the figures and using the information

on the key market indicators: market at a glance; leaders and laggards; capped

indices; monthly averages of stock indices and private investors’ indices
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The fundamental data of the equities markets are the prices of shares and the various
ratios that can be calculated from them. But while this information is highly valuable for
understanding both the performance of individual companies and investors’ evaluation
of their prospects, it does not indicate the state of the market as a whole or a given com-
pany’s relative performance. This question of share price measurement for the stock
market as a whole led to the development of figures for baskets of shares, or indices. An
index is purely a number used to compare the value of companies now with their value at
a starting date.

All indices are an attempt to create order and direction out of diversity. Stock market
indices are designed to pull together the disparate movements of different share prices,
each responding to myriad individual pressures, to find out whether the market, or a sub-
section of it, is moving up or down, in a bullish or bearish direction. There are numerous
ways of composing equity indices, each with advantages and disadvantages, and the one
selected will depend on just what it is that is being tracked. Indices are important bench-
marks for measuring the performance of the fund managers who put money into the
stock market on behalf of investors. Most will try to outperform the various benchmarks,
though some will passively aim merely to “track” the rise and fall of the indices. In its sim-
plest form, this could be attempted by buying the stocks that constitute the index.

For managers too, such benchmark information is highly valuable for understanding
both the performance of their individual companies and investors’ evaluation of their
prospects. For example, it is important to ensure that the company’s share price is not
underperforming the overall market, perhaps making the management vulnerable to a
hostile bid. Indeed, increasing numbers of companies are making the share price a key
management target through programmes of corporate value creation and value-based
management.

FT indices

Perhaps the greatest Financial Times contribution to investment statistics has been its
pioneering of stock market indices. The oldest and most familiar of these is the FT
Ordinary Share index, also known as the FT 30 share index, or simply the FT index (pub-
lished in Monday’s newspaper). It is the longest-standing continuous index covering UK
equities: started in 1935 with a base of 100, it is compiled from the share prices of 30
leading UK companies, chosen to be representative of UK industry and is calculated as a
geometric mean. It is biased towards major industrial and retailing companies, the tradi-
tional blue chips, but now includes financial and telecoms stocks, which have become
more important (see Figure 6.1):

B FT 30: the movements of the FT index over the past five trading days, together with
its level a year ago, and the values and dates of its highs and lows for this year. The
basis of 100 dates from the index’s inception on 1 July 1935.
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Fig. 6.1 FT 30 index

B Ordinary dividend yield and price/earnings ratio: in the same way that the index
reflects prices of the component shares, so these reflect the dividends and earnings of
the relevant companies.

B FT 30 hourly changes: the hourly movements of the FT index through the previous
trading day plus the day’s high and low point of the index. Originally calculated daily, it
is now available as a real-time index like the Footsie (see below).

The FT 30 was for decades the standard barometer of investor sentiment in the City,
quoted in the press and on radio and television as regularly as the FTSE 100 index is
today. Although in terms of public attention the FT 30 has now been superseded by the
Footsie, it still has a role to play. As the oldest surviving stock market index, it represents
an important part of financial history and may be used by analysts to compare the impact
of great events, such as the outbreak of wars or surprise election results, on the market.
Its list of constituents is also used by followers of the O’Higgins method of share selec-
tion, which involves finding the ten stocks in the index with the highest dividend yield
and selecting the five of those with the lowest price.

The mathematical structure of the index and the fact that all shares count equally
regardless of their market capitalisation (the index is unweighted) make it a sensitive
short-term indicator of the mood of the market. But it has a downward bias over the long
term, and so is not suitable for measuring market levels or the performance of an invest-
ment portfolio over time.

In contrast to the Footsie where the components are selected purely on size, judge-
ment has always been important in choosing companies for the FT 30. The aim has been
to include a representative cross-section of UK industry. Companies have been removed
from the index because they have been taken over, their fortunes have declined, or to
make room for more dynamic or market-sensitive shares. For example, British Telecom
and British Gas were brought into the index immediately on privatisation. It is a measure
of the dynamics of the stock market that only four of the original components remain in
the index today (see Appendix 2).
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Stock market trading data

Another table provides information on trading volume across the stock market (see
Figure 6.2):

Fig. 6.2 UK stock market trading data

B SEAQ bargains: the number of transactions of equities and gilts on the Stock
Exchange’s SEAQ trading system by 4.30pm on the five most recent trading days, as well
as a year earlier. As with trading volume on individual shares, all volume figures should
be divided by two since each share is recorded twice as being both bought and sold.

B Equity turnover and equity bargains: the value of the volume of equities traded in
millions of pounds; and the number of transactions.

B Shares traded: the actual number of shares to have changed hands. This figure and
the equity turnover figure exclude intra-market and overseas turnover.

B Total market bargains, total turnover and total shares traded: figures for trans-
actions, value and number of shares traded that include intra-market turnover.

FTSE Gold Mines index

A subsidiary FT equity index tracks the performance of 18 international gold mining com-
panies in Asia Pacific, EMEA (Europe, Middle East and Africa) and the Americas (see
Figure 6.3). The base value for the Gold Mines index is 1,000 set on the last day of 1992,
and the currency basis for the value calculations is US dollars.

B Gold mines: the value of the index at the end of the last day’s trading in London as
well as at the end of the previous year and the high and low points of the previous 52
weeks. In addition, this index shows total market capitalisation, the current gross divi-
dend yield and the total return, reflecting both price and dividend performance.

B Regional indices: similar values and yields for the three regional components of the
overall Gold Mines index.
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Fig. 6.3 FTSE Gold Mines index

There are three categories of gold mining companies: the “majors” with production of
one million ounces of gold per year (around 18 companies); the “independents” with
production of over 100,000 ounces a year (around 50 companies); and the “juniors”,
companies with little or no production but determination to discover some. The two
dominant companies, representing more than 40 per cent of the index between them,
are Barrick Gold and Anglo Gold. But while the universe of mining stocks worldwide is
quite extensive, the total capitalisation of the FTSE Gold Mines index (which includes
only companies with production of over 300,000 ounces a year) is small relative to the
market capitalisation of leading FTSE 100 companies. Broad criteria for valuing mining
companies include the quality, quantity and overall status of a company’s production,
reserves, management and exploration programme, as well as the political risk of the
country in which it is based.

FTSE Actuaries Share Indices

More widely based indices have been developed by the Financial Times, the Stock
Exchange and the Institute and Faculty of Actuaries. As of November 1995, these have
been managed by a joint company, FTSE International. These indices are arithmetically
weighted by market capitalisation rather than being based on crude price movements. In
other words, the larger a company, the bigger the effect its price movements will have on
the index.

The FTSE Actuaries Share Indices (see Figure 6.4), and notably the All-Share index, are
the professional investor’s yardstick for the whole UK equity market, for use in analysing
investment strategies and as a measure of portfolio performance. There are 34 compo-
nent indices in the All-Share index relating to different industrial sectors of the market,
and nine component indices relating to different levels of capitalisation (including the
well-known Footsie). Beyond the All-Share are the fledgling indices, incorporating com-
panies with a market capitalisation below around &35 million.
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Reading the figures

FTSE 100: the Footsie index was started with a base of 1,000 in January 1984 to fill a
gap in the market. At that time, the FT 30 index was calculated only hourly, and there
was demand for a constantly updated — or real-time — index in view of both the com-
petition from overseas and the needs of the new traded options and financial futures
markets. For most purposes, the Footsie has replaced the FT 30. The index, amended
quarterly, includes the 100 largest UK companies in terms of market capitalisation —
the blue chips — and represents around 82 per cent of total UK market capitalisation.

FTSE 250: an index of the next 250 companies by market capitalisation, those directly
beneath the FTSE 100. These are companies capitalised at between £350 million and
&3 billion, in total around 14 per cent of overall market capitalisation. It is calculated
two ways, one that includes and one that excludes investment companies.

FTSE 350: the combination of the FTSE 100 and the FTSE 250, again calculated both
including and excluding investment companies.

FTSE 350 Higher and Lower Yield: these two indices, introduced at the beginning
of 1995, are calculated by a quarterly descending ranking of the 350 companies by the
size of their annual dividend yield, and then their division into two equal halves as
measured by total capitalisation of the 350 companies.

FTSE SmallCap: the 450-plus companies capitalised at up to £350 million, which
when added to the 350 make up the All-Share index. Like the 250 and 350, this index is
calculated two ways.

FTSE All-Share: 800-plus companies, representing 98-99 per cent of total UK market
capitalisation. Introduced on a daily basis in 1962, it is far more representative than the
FT index. Its mathematical structure makes it a reliable yardstick against which to
measure portfolio performance, and hence it represents an essential tool for profes-
sional investment managers.

FTSE Fledgling: another index launched at the beginning of 1995, this was intro-
duced to indicate the Stock Exchange’s concern for smaller companies. It includes the
over 700 companies that fail to qualify for the All-Share index (including shares quoted
on the AIM), representing 1-2 per cent of total market capitalisation. It is calculated
two ways, one that includes and one that excludes investment companies.

FTSE All-Small and FTSE AIM All-Share: the former combines the SmallCap and
Fledgling indices; the latter is an index of all AIM-listed companies.

Industry sectors: aggregate performance measures for key industrial sectors, provid-
ing investors with a valuable yardstick for assessing the performance of a stock relative
to its sector. The group comprises ten sectors, each of which is further broken down
into various sub-sectors. The sub-sectors are broken down into their constituent com-
panies in the London share service.

Non-financials: formerly known as the FT “500”, this includes all companies except
financial and property companies and investment companies.
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B Financials: financial and property companies broken down into six sub-sectors
including investment companies (see Chapter 10).

B All indices: the UK series lists yesterday’s closing value for each index as well as the
percentage change on the previous day, the index’s value in euros, the two previous
days’ closing values and the value of the index one year ago. The further performance
indicators of actual yield, cover and price/earnings ratio for each index are also pro-
vided. Sector values for these ratios can be used as benchmarks for the performance
of individual stocks within a sector. No p/e ratios greater than 80 are allowed, since
such ratios tend to result from the distortions of loss-making companies, notably in
the technology, media and telecommunications (TMT) sectors.

B Ex-dividend adjustment year to date: when a share goes ex-dividend, all else
being equal, its price will drop by the amount of the dividend per share. This is the ex-
dividend adjustment. The figure in the indices is the cumulative total of the aggregate
of the gross ex-dividend adjustments multiplied by the relevant number of shares in
issue. It allows the investor to assess the flow of income on a portfolio over the year.

B Total return: calculated at the close of each trading day, total return figures reflect
both the price and dividend performance of stocks. The index starts the year at 1,000
and incorporates share price appreciation for the year plus ex-dividend adjustment
year to date, assuming that dividends are reinvested.

B Hourly movements: the values of the indices at hourly intervals throughout the pre-
vious day’s trading, plus their highs and lows for the day. These are what are known as
intra-day values.

Using the information

The Footsie is calculated every 15 seconds from the price movements of the 100 largest
UK companies by market capitalisation. Since it incorporates fewer companies than the
All-Share index, it can be calculated more rapidly and frequently. The Footsie was the first
real-time index in the UK and was introduced mainly as a basis for dealing in equity index
options and futures (see Chapter 14). It rapidly became a key indicator of the stock
market’s mood, not least because it is quoted widely throughout the day. In many
respects, the market thinks in terms of the Footsie figures with particular points being
seen as psychological watersheds.

The blue chip FTSE 100 constituents (listed in Appendix 2) are mostly multinationals
and companies with strong overseas interests, while the FTSE 250 are mainly strongly
UK-orientated companies. As a result, the former are likely to be more influenced by
overseas factors such as exchange rate movements, while the latter may be influenced
more by domestic factors such as interest rate movements. Membership of both indices
is reviewed every quarter as market caps rise and fall. For the FTSE 100, any share that is
90th or higher automatically joins the index; 111th or lower means automatic relegation.
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The FTSE All-Share accurately reflects the whole market. With over 800 constituents, it
has a very broad coverage, encompassing 98-99 per cent of the market’s aggregate capi-
talisation, with each company weighted according to its market value so that a move in
the price of a large company has more effect than that of a small one. It can be used as a
measure of the market’s performance over long periods. It serves as a reliable yardstick
against which to assess portfolio performance. As a weighted arithmetic index it is
designed to behave as an actual portfolio would behave.

The breakdown into industry groups allows investors to track the performance of par-
ticular sectors. This is of great assistance to specialist sector analysts, as well as allowing
more general investors to improve their understanding of the structure of the market as
a whole. Industrial classification is highly important since it is normally accepted by the
stock market and institutional research departments as the basis for the analysis of com-
panies. Correctly classifying all companies traded on the London market is the
responsibility of the FTSE Actuaries Industry Classification Committee, made up of
market practitioners, investment managers and actuaries.

Over time, as the structure of UK industry has shifted, it has been necessary to amalga-
mate sectors and create new ones. For example, Radio and TV, Teas and Diamonds have
gone, while Health, Media and Entertainment, and Electricity have been formed. When a
group is created, its initial value is set at the level of its immediate predecessor. In 1999,
FTSE International introduced the Global Classification System, allowing comparison
across national boundaries as well as across sectors and sub-sectors. There are three
levels of classification: economic group, for example, resources; industry sector, for
example, oil and gas; and industry sub-sector, for example, oil services or oil integrated.

Institutional investors attempt to beat the index most relevant to their portfolio.
Increasingly, investors want a set of indices that covers the entire equity capital structure
of the UK market so that they can accurately assess the performance of large, medium
and small companies within the framework of the whole market. There has also been a
growing interest in the performance of medium-sized companies. The newer indices
increase the visibility of many medium and small companies.

The FTSE 350 provides a real-time measure covering around 95 per cent of the UK
equity market by value. The SmallCap and Fledgling indices are higher risk but likely to
boom in a recovery. They are good for the visibility and marketability of smaller compa-
nies. Beyond the markets covered by the All-Share and Fledgling indices is Ofex, an
unregulated off-exchange dealing facility for companies not eligible for the AIM or the
index. It is offered by the broker JP Jenkins Ltd, with daily share information published in
the Financial Times.

The differentiation between Higher Yield and Lower Yield companies in the FT 350 is
an interesting reflection of the decreasing importance of dividends as part of the rewards
to investors. Indeed, many of the market’s hottest stocks pay no dividends at all.
Companies normally have relatively high yields because investors expect their share
prices to perform relatively badly. There are three main types of high yielding stocks:
stodgy companies like utilities that chug along but are unlikely to produce fireworks;
companies in decline that are overdistributing their earnings; and recovery shares that

93



Part 2 B Interpreting the markets

may or may not make it back. The Low Yield index comprises the market’s darlings, com-
panies that are expected to streak ahead of the pack.

Market at a glance

A snapshot of recent price and trading activity in the equities market is provided by the
graphs and key indicators published daily on the back page of the newspaper’s
Companies & Markets section (see Figures 6.5 and 6.6):

Fig. 6.5 FTSE 100 index

Fig. 6.6 Indices, ratios and best/worst performing sectors

B FTSE 100 index: this provides investors with an instant overview of movements in
the UK equity market over recent weeks. The charts also show hourly movements for
the previous day. Graphs featuring the performances of individual share prices relative
to the All-Share index or the Footsie also appear frequently in the newspaper, usually
linked to a news item or comment in the Lex column. These “price relatives” are very
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valuable for comparing share performances and for assessing individual price patterns
independent of overall market movements.

B Indices, ratios and sectors: easy reference for a number of leading market indices
and ratios, plus the four best and worst performing sectors and their percentage rises
and falls. These include the yield ratio, which measures the relationship between the
returns on government bonds and equities (see Chapter 11).

Leaders and laggards

Saturday’s newspaper also includes leaders and laggards, a table of notable perform-
ances, either good or bad, listing percentage changes in value in the current year for
various indices and sectors (see Figure 6.7):

Fig. 6.7 FTSE leaders and laggards

B Index: the percentage changes in the year in various detailed markets and subsec-
tions of the FTSE Actuaries indices. Based on the preceding Friday’s closing prices, FT
and sector indices are ranked in order of percentage increase in value in the current
year to date.

Capped indices

Institutional investors use indices for two reasons: benchmarking and derivatives trading.
The benchmark index is used for performance measurement, analysing and structuring
asset allocation decisions, analysing and managing portfolio risks, as well as being used
for a range of stock, sector and market analyses. It often determines the universe within
which the fund manager may invest, and holdings in stocks comparative to their weight-
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ings within the index determines the level of risk being taken in order to outperform the
index. An indexed fund that holds all stock in the index at their index weightings offers
the least risk, while an active manager investing in stocks outside the index or concen-
trated in a small number of stocks heavily overweighted relative to the index offers a
much higher risk.

Indexing has become a popular investment strategy. But following Vodafone’s takeover of
Mannesmann in 2000, its weighting became more than 10 per cent of the FTSE 100 index.
And since UK and European Union legislation forbids managers of unit trusts from holding
more than 10 per cent in any one stock, it became clear that it was unfair to ask index track-
ers to measure up against an index that they were not actually allowed to replicate.

The Vodafone deal, combined with other recent and imminent cross-border “mega-
mergers”, has resulted in a declining number of large companies accounting for an
increasingly large proportion of the indices. Investors with funds focused on a single
market have become increasingly concerned about the higher levels of risk that such
market concentration causes and have been examining the options available to reduce
that risk. The long-term solution is to move away from highly concentrated domestic
indices to more diversified international indices, and this is beginning to happen (see
Chapter 9). In the meantime, the alternative is to cap the weighting of the largest compa-
nies in an index and that is what FTSE International has done by introducing capped
versions of the FTSE 100 and All-Share indices. These cap indices limit any single stock to
an index weighting of 5 per cent.

Monthly averages and private investors’ indices

A monthly Financial Times table shows monthly averages for a range of indices over the
past four months plus the highest and lowest closing values for the FTSE 100, FTSE 250,
FTSE 350, FTSE All-Share and FT 30 in the previous month (see Figure 6.8).

A further table, which appears in Saturday’s Financial Times, contains an alternative
series of indices intended for use by private investors (see Figure 6.9).

These indices, produced by FTSE International, in conjunction with the Association of
Private Client Investment Managers and Stockbrokers, are designed to give private
investors a benchmark against which to measure the performance of their own portfo-
lios. The indices show the investment performance in terms of capital (that is, excluding
income) of three model portfolios over four time periods, ranging from one month to
five years. The portfolios are: an income one, which contains many UK shares and bonds;
a growth one, which is more heavily weighted towards shares; and a balanced one, which
is a mix of UK and overseas shares, bonds and cash. These weightings are based on port-
folios run by 24 firms of stockbrokers:

B Growth: this portfolio contains 60 per cent UK equities, 25 per cent international
equities, 10 per cent bonds and 5 per cent cash.

B Balanced: this portfolio contains 55 per cent UK equities, 20 per cent international
equities, 20 per cent bonds and 5 per cent cash.
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Fig. 6.8 Monthly averages of stock indices

Fig. 6.9 Private investors’ indices

B Income: this portfolio contains 47.5 per cent UK equities, 7.5 per cent international
equities, 40 per cent bonds and 5 per cent cash.

B Other indices: the table also shows the performance of the three indices that are
used to calculate the performance of the portfolios themselves, plus a measure of
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inflation. The indices are the FTSE All-Share, which reflects the overall performance of
the UK stock market, the FTSE World Ex UK, which reflects the performance of world
stock markets other than the UK; and the FTSE UK Gilts index (see Chapter 11).

The private investors’ indices are meant to be indicative rather than precise. They are not
meant to be an absolute measure to which brokers aspire. For one thing, the indices take
no account of the effects of charges and tax. What is more, they will not reflect exactly
the asset mix of an investor’s individual portfolio, which can have a dramatic effect on
performance. Brokers are all too aware of the danger of private investors using the
benchmarks as a stick to beat them with for perceived poor performance. Some refuse to
use them, arguing that the whole point of getting a broker to manage a portfolio is that it
is a bespoke service. The investor can dictate the precise investment objectives and influ-
ence both the asset mix and the stock selection.

This last table includes indices on equity markets outside the UK, the subject of the
next three chapters.






“A random walk down Wall Street.”

Burton Malkiel

“Wall Street: A thoroughfare that begins in a graveyard and ends in a river.”

Anon
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US markets

The Financial Times provides extensive coverage of the US stock markets, particularly in
its international editions and on ft.com. These feature a complete listing of all shares (or
common stocks as they are known in the United States), including prices, price changes,
highs and lows, volumes traded, yields and price/earnings ratios quoted on the New York
Stock Exchange, together with extensive coverage of the American Stock Exchange
(Amex) and the market for over-the-counter stocks, the National Association of Securities
Dealers Automated Quotation service (Nasdaq). The UK edition also lists details on a sig-
nificant number of leading US stocks, and all editions carry the main composite indices
and trading activity on the main US markets.

With many major stocks traded in both London and New York, and increasing interac-
tion between the two markets, the performance of equity prices on Wall Street can have a
significant influence on prices in London, and vice versa. This internationalisation of
equity markets was graphically illustrated during the October 1987 crash, the effect of
which spread rapidly from Wall Street to the London Stock Exchange.

The New York Stock Exchange

The New York Stock Exchange (NYSE) is the main US exchange (see Figure 7.1). It lists
the largest US corporations and is known colloquially as the Big Board. As of 2005, the
NYSE listed 2,800 companies with a total market capitalisation of $20 trillion. It is the
world’s largest equities market, tracing its trading origins in lower Manhattan to 1792. An
auction-based marketplace with a central trading floor, the NYSE is a members-owned
non-profit organisation. Since 1953, the number of companies or “seats” on the exchange
has been constant at 1,366. The NYSE table shows:

B NYSE stocks: each stock listing begins with the abbreviated name by which the stock
is known.

B Prices: the closing price, the change on the previous day’s closing price and the price
high and low for the day.

B Dividend, yield, p/e and volume: the current dividend yield, a percentage calcu-
lated as the dividend divided by the current price multiplied by 100; the price/earnings
ratio, calculated as the current price divided by the current annual earnings per share;
and “Volume ‘000s”, the volume of round lots (100 shares each) of the stock traded on
the previous day.

The second stock exchange in New York, and the second largest traditional market is the
Amex (American Stock Exchange), now owned by the Nasdaq (see below). Elsewhere in
the country, there are five more of these traditional exchanges: the Pacific Stock Exchange
(with trading floors in both Los Angeles and San Francisco), the Midwest Stock Exchange
in Chicago, the Boston Stock Exchange, the Philadelphia Stock Exchange and the
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Fig. 7.1 New York Stock Exchange prices

Cincinnati Stock Exchange. Each of these smaller exchanges has some exclusive stocks,
usually small or locally owned companies, but they also trade stocks that are listed on the
NYSE or the Amex, “dual listed” stocks; no stocks trade on both the NYSE and the Amex.
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The smaller regional exchanges offer some distinct features. For example, as it is three
hours behind New York, the Pacific market offers continued trading in dual-listed NYSE
shares after the NYSE has closed. The Midwest market makes no extra charge for odd-lot
transactions, deals of less than a round lot of 100 shares, and odd-lot orders on the NYSE
for dual-listed stocks are often transferred there. The Philadelphia market carries a
number of options, including an option on the sterling/dollar exchange rate. Like the
London market, the Cincinnati has no trading floor, with all transactions conducted by
computer and telephone.

The Nasdaq

The NYSE has been around for over two centuries. But in recent years, the NYSE’s posi-
tion as the dominant US stock exchange has been challenged by the Nasdaq, which likes
to describe itself as “the stock market for the next century”. Run by the National
Association of Securities Dealers (NASD), this automated quotation (hence Nasdaq)
system was the first screen-based, non-centralised market and now ranks as the world’s
second largest marketplace by value of all companies listed.

The Nasdaq’s origins lie in the mid-1960s, when the Securities and Exchange
Commission (the US equivalent of the FSA) decided that the market for small stocks not
listed on the major exchanges was suffering because there was no reliable mechanism for
sharing prices. The NASD opened such a centralised market in 1971 to provide a high-
tech method of setting stock prices and trading securities “over the counter”. In contrast

Fig. 7.2 Nasdaq prices



NYSE and Nasdag: the US equity markets

with the physical trading floor of the NYSE, trading on the Nasdaq is dispersed among
more than half a million computer terminals on which “market traders” (independent
dealers) post prices at which they are prepared to buy and sell shares.

With less onerous listing requirements than the NYSE, the Nasdaq has always wel-
comed small, young companies with no earnings, few shares and low share prices, but
which are operating in fast-growing industries like information technology and biotech-
nology. Indeed, the exchange has become synonymous with the technology stocks that
are its highest fliers. Such major players as Microsoft, Apple, Intel and Cisco all started
here. And while computer companies constitute 15 per cent of the companies on the
Nasdaq, they represent 50 per cent of its market value. The Financial Times has a daily
listing of selected Nasdaq stocks (see Figure 7.2) with the same kind of trading informa-
tion as for NYSE listed stocks.

There is also daily information in the newspaper on the most active stocks and biggest
movers on the NYSE and Nasdaq (see Figure 7.3):

B Active stocks: figures on the previous day’s ten most actively traded stocks on both
the NYSE and the Nasdaq, including the number of shares traded and the stocks’ clos-
ing prices and changes on the previous day.

B Biggest movers: prices and price changes on the stocks with the biggest percentage
rises and falls on both the NYSE and the Nasdag.

Fig. 7.3 Active stocks and biggest movers
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US indices

The United States provides the largest range of stock price indices (see Figure 7.4). Daily
information on them is included in the table of “world equity markets at a glance™:

Fig. 7.4 US equity market indices

B Dow Jones Industrials: the Dow Jones Industrial Average (DJIA), the main US index,

takes the stock prices of 30 blue chip companies (see Appendix 2) and measures their
movements. It is calculated by adding the New York closing prices and adjusting them
by a “current average divisor”, an adjustable figure formulated to preserve the continu-
ity of the Dow over time amid changes in its component parts. Specialist indices are
also provided for three other groups of stocks: Composite, Transport (20 airlines, rail-
roads and trucking companies) and Utilities (15 gas and power companies). For all four
indices, the information provided comprises: the closing figures for the day alongside
the closing for the previous two trading days and the highest and lowest trading level
for the year with dates. The main index also has figures for the dividend yield and
price/earnings ratio: yield for the Dow is calculated on the basis of the last declared div-
idend for each constituent worked out at an annual rate.

Standard & Poor’s (S&P): this index consists of 500 companies listed on the New
York Stock Exchange. While neither as comprehensive as the NYSE Composite nor as
famous as the DJIA, the S&P 500 is generally regarded as the most representative
guide to the US market, accounting for nearly 80 per cent of the total NYSE capitalisa-
tion. Like the FTSE Actuaries series, individual companies are weighted according to
their market capitalisation, allowing for the fact that some stocks exhibit a greater
influence over the market than others.

Nasdaq Composite: an index of the electronic stock market. This index is often used
as an indicator of the market for stocks in technology and the industries of the future.

Nasdaq 100: the 100 largest — by market capitalisation — and most active stocks on
the Nasdaq. This index reflects companies across major industry groups, including
computer hardware and software, telecommunications, retail/wholesale trade and
biotechnology. It does not contain financial companies including investment compa-
nies. Eligibility criteria for the Nasdaq 100 include a minimum average daily trading
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volume of 100,000 shares. Generally, companies also must have “seasoned” on the
Nasdaq or another major exchange, which means they have been listed for a minimum
of two years. If a security would otherwise qualify to be in the top 25 per cent of the
companies included in the 100 by market capitalisation, then a one-year seasoning cri-
terion applies. If the security is a foreign security, the company must have a worldwide
market value of at least $10 billion, a US market value of at least $4 billion and average
trading volume of at least 200,000 shares per day.

B Russell 2000: this is one of a family of US equity indices produced by the Frank
Russell Company. The indices are weighted by market capitalisation and include only
common stocks domiciled in the United States and its territories. All are subsets of the
Russell 3000 Index, which represents approximately 98 per cent of the US equity
market. The Russell 1000 measures the performance of the largest 1,000 companies in
the Russell 3000, making up 92 per cent of that index. The Russell 2000 measures the
performance of the remaining 2,000 companies in the Russell 3000, and hence is an
indicator of how the stocks of smaller companies are doing. As of 2005, the average
market capitalisation of the stocks in this index was $1 billion, and the largest com-
pany in the Russell 2000 had a market capitalisation of $3.1 billion.

B NYSE Composite: the most broadly based of the US indices, covering all common
stocks on the exchange.

B Wilshire 5000: this measures the performance of all US headquartered equity securi-
ties with readily available price data.

The Dow is one of the oldest stock market indicators, and has been published daily in
The Wall Street Journal since 1896. Periodic additions and subtractions keep the index as
a reflection of the broader economy. Only one of its original 12 members still remains in
the current 30 — General Electric. The index often reaches new “highs” but since it is not
adjusted for inflation, it can only reliably indicate direction of movement. For example, at
the end of the 1890s, the Dow stood at 65.73. A century later, on the last trading day of
1999, it closed at 11,497.12, almost three times the closing price five years before. In
2005, it was some way off that high but still over 10,000.

The Dow — not strictly an index but rather an “average” — has traditionally been the
most widely followed indicator in the United States, providing a guide to the daily mood
of industrial stock markets in the same way as the FT 30 share index did for the United
Kingdom. But it is now challenged by myriad other market indicators such as the S&P
500 and the Nasdaq Composite. Most market operators agree the S&P is a far better
market gauge, not only because with 500 stocks it is more representative but also
because the S&P is weighted by capitalisation rather than price. It is preferred by profes-
sional money managers and widely used as a benchmark for tracking instruments.

With the rise to prominence of the Nasdagq, its primary indicator, the Nasdaq Composite
has increased in importance. Typically, nowadays, the Dow and the Nasdaq are quoted
alongside each other as guides to the market’s latest progress, with the former loosely
taken to represent “old economy” stocks and the latter the “new economy”.
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Typical Financial Times coverage of what is happening on Wall Street (the collective
name for American financial markets, analogous to “the City” for London’s markets)
looks like this:

Shares on Wall Street ended lower on Thursday after retail sales from many US com-
panies disappointed the market and investors took profits on gains earlier in the week.
Despite the blip over the past two days, many investors remain bullish about equities
in the near term as US economic fundamentals continue to come in strong. By the
close of trade, the Dow Jones Industrial Average was 0.8 per cent lower at 10,610.10.
The Nasdag Composite fell 1.2 per cent to 2,191.32 and the S&P 500 had slipped
0.7 per cent to 1,235.86. (Financial Times, 4 August 2005)
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“The best is good enough.”

German proverb

“The trouble with our times is that the future isn’t what it used to be.”

Paul Valery
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European equities

Since the launch of the single European currency in 1999 and as the eurozone becomes
more integrated, much of the currency risk associated with cross-border European
investing in equities and other assets has disappeared. As a result, investors are increas-
ingly taking a pan-European view: the industry sector in which companies operate, rather
than their nationality or the location of their headquarters, is becoming more important.

The Financial Times has responded to these developments by greatly expanding its
coverage of continental European markets both in the newspaper and on ft.com. The
Stock Markets pages carry share price information on a substantial number of companies
listed in eurozone and non-eurozone countries (see Figure 8.1) and more companies are
covered on ft.com. The Market Data page adds information on a range of indices for the
overall European equity markets, many recently developed by FTSE International, as well
as information on a variety of currencies, money, bonds and derivatives.

The information includes latest closing price, change on the previous trading day, 52-week
high and low, the share’s yield (its annual dividend payment expressed as a percentage of the
share price), the price/earnings ratio and the volume of trading in the shares on the latest
trading day. These figures are gathered from local stock exchange data and, currently, given
different statistical methods, are not necessarily comparable across national boundaries.

FTSEurofirst indices

The FTSE European Equities series covers in detail the daily movements of the
FTSEurofirst group of indices launched by FTSE International in collaboration with
Euronext in 2003 (see Figure 8.2). These have been created to give investors a wide-rang-
ing family of “real-time” equity indices covering the European market, against which to
measure performance and to encourage the development of derivatives for speculative
purposes and for investors to hedge exposures. The table shows the performance of the
regional and sectoral indices in euro terms. Investors can also see indices that exclude
those countries, such as the UK, which did not join the single currency in the first wave:

B Index information: the columns across indicate the name of the index; its closing
value in euros; the previous day’s percentage change in the index; the day’s change
expressed in points; the untaxed dividend yield produced by the constituent compa-
nies; ex-dividend adjustment year to date; and the total return delivered by the index
constituents — the combination of capital gains through changes in share prices and
income from dividends reinvested.

B FTSE Developed Europe indices: this series of indices encompasses companies in
both the eurozone and elsewhere in “developed Europe”, notably the UK. One is for
“large cap” companies, one for “mid caps” and one for “small caps” plus one that adds
together the large and medium cap companies just as the FTSE 350 is made up of the
FTSE 100 and the FTSE 250.
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Fig. 8.1 European stock markets
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B FTSEurofirst 100: this index consists of the 60 largest companies by market capitali-

sation in the FTSE Developed Europe index and 40 additional companies selected for
their size and sector representation. It has been designed specifically for the creation
of derivatives (stock index futures and options), which need to be based on baskets of
very liquid, easily tradeable stocks.

FTSEurofirst 300: this index measures the performance of the 300 largest compa-
nies in Europe in terms of market capitalisation, whether they are in the eurozone or
not. These are the companies likely to emerge as members of a new “super-league” of
leading European businesses as fund managers focus more on investing across the
continent. The index represents about 70 per cent of the region’s total market capitali-
sation and has become an accepted European benchmark. The second FTSEurofirst
300 index is made up of the 300 biggest companies in the eurozone.

FTSEurofirst 80: this index comprises the 60 largest companies by market capitalisation in
the eurozone, plus 20 companies selected for their size and sector representation.

FTSEurofirst 300 industry sectors: indices for economic groupings (broad areas of
industrial activity) and individual industrial sectors. The Eurofirst data carried on
ft.com also have information on indices of 18 “supersectors”, including numbers of
constituents (see Figure 8.3). Companies are increasingly grouped by sector rather
than by country in this way since investors are increasingly focusing on comparisons
between European companies in the same sector when making investment decisions.
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Fig. 8.3 FTSEurofirst supersectors
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Financial Times coverage of the share performance of the leading European companies as
reflected in the FTSEurofirst 300 and other leading indices is illustrated in the following
extract:

European equity markets fell sharply yesterday as profit taking was ignited by a
number of earnings misses and caution ahead of today’s US non-farm payrolls. The
FTSE Eurofirst 300 retreated 0.7 per cent, or 8.84 points, to close at 1,178.21.
Financials were prominent among those stocks losing ground yesterday after
investors holding shares in Société Générale were tempted to sell following its recent
strong run. The catalyst was the French bank’s announcement of a forecast-beating
18 per cent rise in second quarter net profits, driven by growth at its retail banking
and asset management divisions. (Financial Times, 5 August 2005)

The changing world of European stock exchanges

Driven in large part by the knowledge that investors want a single trading platform for
the largest blue chip European stocks but also by the impact of new technology and the
internet, the world of national stock exchanges is changing fast. The multitude of
national exchanges is being rationalised and it is not yet clear how it will play out. On the
one hand, trading might turn out to be most efficient if it is concentrated in several large
traditional exchanges (perhaps eventually only one) that can deliver economies of scale
and liquid markets. On the other hand, it might be better to have nimble competition
between exchanges with an emphasis on cost-cutting and improved trading technologies
— with perhaps a common settlement system.
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“In London and New York share prices get out of line in value, but in other places they
get even further out of line. You get better bargains in addition to more bargains
by looking worldwide.”

Sir John Templeton

“The time to buy is when blood is running in the streets.”

Baron Nathan Rothschild
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The abolition of exchange control restrictions and the widespread deregulation of finan-
cial markets have made possible the globalisation of trading in equities. This has led to an
upsurge in the buying and selling of shares across national boundaries. In the United
Kingdom, the removal of exchange controls in 1979 led to a massive upsurge in foreign
investment. During the 1980s, an increasing proportion of Japan’s enormous capital sur-
plus was for the first time being directed towards the world’s equity markets. In the
United States, fund managers had long taken an excessively parochial view but had made
cautious moves towards greater foreign equity investment. This pace has quickened in
recent years.

London remains a pivotal point in the global equity market, but it is just one market,
albeit in a favourable time zone. For many years, New York has been attracting more
equity business, and for a while Japan outstripped the United States in terms of market
capitalisation before Tokyo’s major shakeout in 1990.

World stock markets

120

The Companies International pages of the Financial Times contain the bulk of global
corporate news: financial results, whether quarterly, half-yearly or annual; essential devel-
opments in bids and deals; new or revised funding arrangements; changes to
shareholding structures; joint ventures; or new products or production processes. In fact
they contain anything that is valuable for an accurate and timely assessment of trends and
prospects for shareholders and potential investors alike.

The reports attempt to cover all markets in the FTSE world indices, plus many more
that are heavily traded and might have a historical relationship with the United Kingdom
or with UK companies, such as those in the old Commonwealth or the Americas.

World stock price listings in the newspaper cover nearly 3,000 shares, a quarter being
US shares from the two New York exchanges (the NYSE and the Amex) and the national
screen-based trading market (Nasdaq). The other world markets covered are the euro-
zone countries — Austria, Belgium and Luxembourg, Finland, France, Germany, Greece,
Ireland, Italy, the Netherlands, Portugal and Spain; the non-eurozone European countries
of the Czech Republic, Denmark, Norway, Poland, Russia, Sweden, Switzerland and
Turkey; and the rest of the world including Asia-Pacific — Australia, China, Hong Kong,
India, Indonesia, Japan, Malaysia, New Zealand, Singapore, South Korea, Taiwan and
Thailand — the rest of the Americas — Canada, Brazil and Mexico — and South Africa. The
prices for all national markets are as quoted on the individual exchanges and are mostly
last traded prices.

Nowadays it is much easier to deal in foreign shares, and, because of market interac-
tions, it is important to understand these markets. One problem for international
investors is the unreliability of indicators such as price/earnings ratios for the purposes of
international comparison. Different countries employ different accounting conventions,
and therefore often differ in their treatment of the earnings component of such ratios.
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The FT Global 500

Monday’s newspaper devotes half a page to data on the FT Global 500, a snapshot of the
world’s largest companies ranked by market capitalisation. A table listing the 500 stocks
provides price data in local currencies (except for Russian companies, which are quoted in
dollars) plus yields, p/e ratios and market capitalisations. There are also charts showing
the 20 highest risers and 20 biggest fallers among the 500 companies (see Figure 9.1) plus
indicators of best and worst country and sector performance over the previous week.

Fig. 9.1 Equity markets: winners and losers by company

International equity indices

The international equity indices are a useful tool in the world of international investment,
acting as valuable barometers of local market performance for investors faced with lim-
ited background knowledge of foreign stocks. In such circumstances, the active
management of an international portfolio may be too costly and risky an exercise, and
many fund managers may aim merely to match the performance of equity indices. The
more passive management of indexed funds relies largely on the computerised tracking
of price movements, and international equity indices have become the key benchmarks
for performance measurement.
Figure 9.2 shows indices for the main international markets:

B Indices: for most markets, a single national index is recorded daily with the base date
indicated. The base figure for almost all indices is 100. The table shows the last three
trading days’ values for each index, plus recent highs and lows, yield and p/e ratio.

121



Part 2 B Interpreting the markets

Fig. 9.2 World equity markets at a glance

122



Other international equities: emerging stock markets and world indices

123



Part 2 B Interpreting the markets

124

All these indices are benchmarks commonly used by local investors. They are designed to
provide an accurate reflection of the daily movement of individual markets. More than
one national index is published in the case where a single index does not give the full pic-
ture or where two or more are commonly used. For example, one national index may
comprise the market’s major companies while a second may reflect a wider market.

For France there are two indices: the broadly based SBF 120 and the CAC 40, a real-
time index of the largest stocks. In Germany, three indices are commonly used: the
M-DAX, TecDAX and the XETRA Dax real-time index introduced at the end of 1987.

The Nikkei 225 is the most widely quoted measure of stock price movements on the
Tokyo Stock Exchange, the world’s third biggest in terms of market capitalisation. Not
strictly an index but an average of 225 shares, it is not weighted according to market capi-
talisation, so smaller firms can move the index as much as bigger ones. The index is run
by the Nibon Keizai Shimbun, Japan’s main financial daily newspaper. Nikkei is an abbre-
viation of the newspaper’s name. The Nikkei is a benchmark similar to the Dow or the FT
30 but is more widely followed than the comprehensive Tokyo Stock Exchange index
(Topix). The latter provides a more accurate guide to the state of the overall market.

Local indices carry great credibility in their local markets, but do not provide the
whole picture for the global investor. For example, they may include equities not freely
available to international fund managers or some national issues may be illiquid from the
viewpoint of committing funds globally.

A table in Saturday’s Financial Times lists the main world market indices, their latest
values, and their percentage changes on a week previously and on the beginning of the
year (see Figure 9.3).

Fig. 9.3 Market week
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The FTSE Global Equity index series

The FTSE Global Equity index series covers global equity markets (see Figure 9.4).
Owned by FTSE International, it is an update and expansion of a series called the FTSE
All-World index series. The current series, launched in September 2003, is based on
nearly 8,000 equity securities from 48 countries, representing at least 98 per cent of the
total market capitalisation of the world’s main stock exchanges.

Reading the figures

B Regional indices: the complete global equity index series is divided into seven
“regional universes” — Developed Europe, Emerging Europe, North America, Japan, Asia
Pacific excluding Japan, Latin America and the Middle East and Africa. In each region,

Fig. 9.4 FTSE Global Equity index series
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companies are categorised by market capitalisation into large cap, mid cap and small
cap. The classifications allow the generation of an array of different indices, such as
North American small caps or Global large caps. Figures are shown for many of these
indices, including the value of each index in dollars, the change on the previous day and
month and since the start of the year, plus the total return and gross dividend yield.

B FTSE industry sectors: stocks are also allocated to sectors under the FTSE Global
Classification System, which in turn generates indices of sectoral or sub-sectoral per-
formance. The classification system features 10 economic groups, 36 industry sectors
and 102 industry subsectors. This system was introduced to reflect the changing eco-
nomic realities of the business world and to harmonise the sectoral breakdowns of the
whole family of FTSE indices — UK, European and world — to allow global comparisons
aCross sectors.

Using the information

The standard equity indices of Figure 9.2 act as barometers of local market performance
for investors faced with limited background knowledge of foreign stocks. Designed to
give an accurate reflection of the daily movement of individual markets, they carry great
credibility in their local markets. But they may not provide the whole picture for the
global investor, particularly if they include equities not freely available to overseas
investors or in closely held local companies. That is the advantage of the FTSE Global
Equity index series, a set of high-quality indices of the international equity market for use
as a benchmark by the global investment community.

Markets, companies and securities are only included under the following criteria: the
local exchange must permit direct equity investment by non-nationals; accurate and
timely data must be available; there should be no significant exchange controls that
would prevent the timely repatriation of capital or dividends; significant international
investor interest in the local equity market must have been demonstrated; and there
must be adequate liquidity. Also excluded are companies where 75 per cent or more of
the issued capital is controlled by dominant shareholders, or where less than 25 per cent
of the shares are available to investors through the local market. Each subset aims to cap-
ture at least 70 per cent of the total market value of all shares listed on the domestic
exchange or 85 per cent of the eligible universe of stocks. In some countries, this is not
possible because of restrictions on foreign shareholdings.

The indices aim to cover a significant proportion of the stocks listed in each market
rather than concentrating merely on the largest companies. Companies and markets are
only included where a timely and reliable source of daily price movements is available. To
ensure that they reflect a reasonable marketability of shares, companies with a market
capitalisation of less than $100 million are generally excluded.

The Global Equity index series is designed to represent global equity markets and to
reflect the increases in cross-border equity investment, particularly from the United
States and Japan. As the shift continues towards global and sector-based investment
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strategies, it responds to a growing need for global and cross-border sectoral bench-
marks. It also allows international investors to manage both their developed and
emerging market portfolios within a single structure and coordinate their exposures
across all types of risk. It is intended mainly for such end-users as pension fund man-
agers, consultants and money managers. Its primary function is global equity
performance measurement, hence it is essential that shares that make up the index can
be purchased and sold. But it is also being used for the creation of derivative products,
such as stock index funds (see Chapter 13). An increasing number of companies are run-
ning funds designed to track the world indices or one or more of their sub-series.

Data on the equity markets in the 48 individual countries that make up the global
equity index series are available on ft.com — see Figure 9.5.

Fig. 9.5 Country indices

International equity investing

Direct investing in international equities is an increasingly attractive proposition. The
widespread deregulation of financial markets has made dealing in shares across national
boundaries much easier. Nowadays, it is quite possible to get a stake in industries that do
not exist at home and in economies with more favourable growth prospects or at differ-
ent stages of the business cycle. International investments are also likely to afford
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superior returns to those available in a single market, especially if they encompass some
of the emerging markets of the newly industrialising world. There are greater risks associ-
ated with such returns, but the range of choice in the global equity market offers strong
potential for diversification.

At the level of the individual company, there are frequently problems in comparing the
relative merits of companies across markets. It is important to remember that financial
reporting and accounting standards vary, and that indicators such as price/earnings ratios
are often unreliable for international comparisons. Countries employ a variety of account-
ing conventions in their treatment of corporate profits. There are also differences in
dealing and settlement arrangements, in rules on the size of investments, and in provi-
sions for the custody and transfer of share certificates.

There is also the danger of adverse currency fluctuations: foreign exchange risk is
likely to be the biggest threat to overseas transactions. Linkages between world equity
markets can also affect the performance of an international portfolio. For example, with
many major stocks traded in both London and New York, the two markets have become
highly interdependent. Others might have a lower degree of correlation, if they respond
in different ways to prevailing global economic conditions.

Another attractive area for the international equity investor is that of new issues. Buying
shares the first time they are offered to the public, whether in privatisations of state-owned
corporations or previously private companies coming to market, can be very profitable,
perhaps especially for investors with relatively short investment horizons. In Europe, the
new issue boom has partly arisen from the UK government’s programme of privatisation,
encouraging investors and issuers to enter the market, and other countries to launch their
own selling agendas. Worldwide, it has been influenced by the weight of demand from
investing institutions and the stress they place on quality control in new issues.

Important considerations with global issues include international differences in
accounting practices and settlement arrangements; the identity and reputation of the
sponsor; the language in which the prospectus is written; whether some issues are not
available to non-residents; and the procedures for scaling down an application in the
event of oversubscription.

Emerging markets

Both for multinational businesses and for private and institutional investors, the markets
of the developing world are becoming more and more appealing. This is partly a
response to such political developments as the collapse of communism and the increas-
ingly global embrace of liberal democratic values, which may have reduced the sovereign
or country risk of overseas investments. But naturally enough, economic forces also play
a critical role: relatively lower labour costs are an attraction to multinationals to shift pro-
duction to the developing world, as are the vast markets those workers represent for
global brands such as Coca-Cola, Marlboro and McDonald’s.

Despite a series of spectacular financial crises, the 1990s were years of dramatic
growth for emerging markets. At the end of 1990, there were 8,920 companies listed



Other international equities: emerging stock markets and world indices

on emerging markets. At the end of 1999, that figure was 26,314, with combined
market capitalisation of $3.07 trillion, 8.5 per cent of total world stock market capitali-
sation. The value of trading in 1999 was $2.8 trillion (9 per cent of the world total)
compared with $31 trillion across all world markets.

In emerging markets, currency risks are likely to be compounded by political risks, the
greater sensitivity of investors to the signs of impending devaluation or depreciation, and
the impact of fundamental economic events elsewhere in the world. The “flight to qual-
ity” following the Mexican devaluation of early 1995 showed all of these in action: the
arrival of a new government with untested macroeconomic policies, the dangers of

current account deficits and limited reserves, and the increases in US interest rates
making dollars relatively more appealing than pesos. The Asian and Russian crises of
1997/8 followed similar patterns.
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“The management of stock exchange investments of any kind is a low pursuit from
which it is a good thing for most members of our society to be free.”

John Maynard Keynes

“Put not your trust in money, but put your money in trust.”

Oliver Wendell Holmes
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Managed funds are collective investment vehicles that are run by investment companies
to provide professional management of investors’ money. These funds in turn may be
linked to other financial products. Managed funds are an easy way for small, private
investors to get into share buying.

The managed funds service

The Financial Times managed funds service provides investors with information relating
to a substantial number of managed funds. The information is provided by the individual
management groups to a specific formula laid down for UK authorised bodies by the reg-
ulator. The address and telephone number of the group are normally given under its
name, except in the case of those offshore funds that have not been authorised by the
Financial Services Authority (FSA) to be promoted for general sale in the United
Kingdom. This does not mean that they are in some way suspect; it merely signifies that
the country in which they are based has not applied for designated territory status. This
status is only given if the country’s regulatory system is deemed to be at least equal to
that ruling in the United Kingdom.

Monday’s newspaper includes a supplement called FTfm with additional data and
reports on the fund management industry, including fund ratings.

Authorised investment funds

Unit trusts and OEICs (open-ended investment companies) offer professional manage-
ment of funds pooled together and divided into units whose value is based on the
market valuation of the securities acquired by the fund. Hence the value of the units
varies in accordance with the movement of the market prices of the securities owned by
the fund. Authorised unit trusts are unit trusts that have been approved as being suitable
for general promotion and sale in the United Kingdom.

The attraction of unit trusts is that they enable small investors to achieve the advan-
tages available to large investors of cheaper dealing costs and a spread of investments to
reduce risk. They can also be tailored to meet the particular needs of investors looking
for capital growth or income, or to go into specific sectors and overseas markets. They
are therefore also widely used by stockbrokers and fund management groups. Since capi-
tal gains tax on sales and purchases made within the fund does not have to be paid, unit
trusts have the additional advantage of favourable tax treatment.

A unit trust is divided into equal portions called units. Their prices are calculated daily
to reflect the actual market value of the assets of the trust. Under the deed creating the
trust, unit trust management groups have an obligation to keep investors properly
informed about movements in the value of these units. Instead of having to circulate
information to each unit holder individually, it is accepted by the authorities that this
obligation can be discharged by regular publication of the unit prices in certain national
newspapers, in particular the Financial Times (see Figure 10.1):
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Fig. 10.1 Managed funds service
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Reading the figures

H Name of the investment group, its pricing system and trust name: each invest-
ment group is listed together with its component trusts, and the basis of its pricing
system. The price regime for each group is measured at a certain cut-off point, the
figure in brackets representing a time, and calculated on a forward (F) or historical (H)
basis. The trust name will indicate what kind of assets the trust invests in.

B Initial charge: the second column indicates the percentage charge imposed on
buyers of the fund by the manager to cover the “front load” costs of administration
and marketing plus commission paid to intermediaries. The initial charge is included
in the buying price of units. If the initial charge is 5 per cent, out of every £100
invested, &5 is retained by the management group to cover its costs, leaving the
remaining £95 to be actually invested in the fund.

B Notes: the third column notes any special features of the trust. For example, the letter
E denotes that there may be exit charges when units are sold, and the letter C indi-
cates that there will be a periodic management charge, typically 1-1.5 per cent
annually.

B Selling price/buying price: the fourth and fifth columns show the gap between the
selling or bid price, at which units can be sold, and the buying or offer price, at which
they can be bought. These are calculated by the group assessing the value of the
underlying securities held at the most recent lowest market dealing price (plus other
assets like uninvested income and undistributed income), adding the various costs
involved such as dealing charges, and dividing the total by the number of units issued.
The selling and buying prices for shares of an OEIC and units of a single-price unit
trust are the same.

B Price change: the sixth column compares the mid-point between the selling and
buying prices with the previous quotation. It may be unchanged, or show an upward
or downward trend, according to changes in the value of the underlying securities or
an alteration in the bid/offer spread.

B Yield: the last column indicates income paid by the unit trust as a percentage of the
offer price. The quoted yield reflects income earned by the fund during the previous
12 months, and therefore only relates to past performance.

B Risk, charges and performance rating: Monday’s newspaper has a different
last column in the managed funds service. Instead of yield, it has data on RCP: risk,
charges and performance. These are assessments made by FT Fund Ratings, more
detail on which is available on ft.com and in FTfm. The risk rating is on a scale of
1, very low, to 5, very high, based on the volatility of the price of the fund. Ratings
for charges and past performance are on a similar scale: 1 is very low charges and
5 very high charges; and 1 is very low past performance and 5 very high past
performance.
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Using the information

The information provided means that investors can calculate how much their unit trust
holdings are worth, and how they are performing each day. Details of charges made by
individual fund groups are also provided.

The spread is used by unit trust groups to collect the initial charge imposed to cover
the expense of setting up and promoting the fund as well as recouping other costs.
Under the formula laid down by the FSA, the spread for unit trusts can only be moved up
and down within a limited scale. If there is a surplus of sellers, the spread tends to be
based at the bottom end of the scale. Conversely, if there is an excess of buyers, the
spread is raised to the upper end of the scale, enhancing the value of the fund. The
spread also reflects the fact that there are spreads in the prices of the shares in which
trusts invest: like all investors, they buy at offer prices and sell at bid prices.

It is important to be aware of a unit trust’s pricing policy, whether “historic”, based on
the price set at the most recent valuation of its portfolio of assets, or “forward”, based on
the price to be set at the next valuation. In the latter case, investors can never be sure of
the price of a purchase or sale in advance of its being carried out.

Unit trusts are open-ended in that within reason there is no limit to the number of
units a given trust can issue. An investor who wants to sell his or her units back to the
trust will cause the trust either to find other willing owners or to sell some of its assets to
pay for the buyback.

The income received by unit trusts on their investments must be paid out to unit
holders, but there is often a distinction between income and accumulation units. With
the former, the investor receives the appropriate share of dividends earned by the trust
as cash; with the latter, income is added to the value of each unit, that is, the income is
reinvested. There are often separate listings for the prices of income and accumulation
units, the latter being higher because of the reinvested income. Unit trusts with low or
even nil yields are those concentrating on capital growth rather than providing income.

Unit trusts were originally conceived to offer a spread of investments across the
market, but they are now often much more focused, specialising by asset type (mainly
equities but also bonds and currencies) and by the countries and regions in which they
are invested, by the size of companies and the kind of industries, and by whether they
are primarily pursuing income, capital appreciation or a combination of the two. The
relationship between risk and return in the chosen market is important to selection, as
are the investor’s own investment goals: income, capital growth or total return. Unit
trusts should generally be seen as a long-term investment: they need time to recoup the
dealing charges.

Ratings are only shown for funds that satisfy specified criteria. For example, they need
to provide sufficient data and not be too young to have a significant performance record.
Of course, it is important to recognise that the ratings are not recommendations to buy.
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Investment companies

Investment companies or investment trusts exist to invest in the equity of other compa-
nies, and their business consists entirely of buying, selling and holding shares. Like unit
trusts, they provide an accessible vehicle for small investors to achieve a wide spread of
investments. Investment trusts differ from unit trusts, however, in the sense that they
issue equity themselves, and hence their shareholders hold a direct stake in the profits of
the trust rather than merely the profits of a unit of shareholdings. They are also closed-
ended; there is a finite number of shares in issue. Their performance is listed in the
Financial Times London share service (see Figure 10.2), which shows:

B Prices and yields: latest prices, price changes, highs and lows for the year and yield
as in the standard share coverage.

H Net asset value (NAV), discount or premium: the NAV figure is the market value
per share of the various securities in which the trust has invested, and therefore what,
in theory, the trust might be worth if it were liquidated immediately. The discount
(rarely is it a premium) is where the share price typically stands in relation to the NAV
per share. The amount of the discount is calculated as a percentage of the NAV per
share. These figures are of great importance to investors in making their buying and
selling decisions.

The figures are supplied by a leading broker, BT Alex Brown, and are the result of a daily
simulation of changes in portfolio values. Calculations of the discount are generally reli-
able but, in some cases, such as recent new issues with substantial uninvested cash or
funds that have radically restructured their portfolios, the estimates may need to be
treated with caution.

Investment trust shares traditionally sell at a discount to their underlying asset value.
In the 1974 bear market, discounts were as wide as 45 per cent and although they have
mainly narrowed, they add an additional uncertainty to investment trust share price
prospects. In general, the more significant the discount from net asset values per share to
share prices, the more tempting an investment trust will be as a takeover target.

Discounts are important but need to be interpreted with a fair degree of caution. For
one thing, the basis on which NAVs are calculated is as “fully diluted”. This means that
they assume that if the company has warrants in issue with an exercise price that is lower
than the NAV, those warrants will be exercised rather than expire worthless. This would
dilute the assets available for the ordinary shares. Where an investment company has
warrants in issue, the share price information gives details immediately following the
information on the ordinary shares.

Investors should resist the temptation to assume that the discount represents the
amount of value that would be released if the company were wound up. In practice,
investors tend to get back less than this for two main reasons. First, the NAV quoted
assumes any debt issued by the company that ranks ahead of the shares would be
deducted at its par (nominal) value. In practice, the debt would have to be repaid at its
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Fig. 10.2 London share service: investment companies
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market value, which for many companies represents a significantly higher cost. Second,
any winding up involves added charges, such as fees to advisers, the costs of cancelling
the management contract and the costs of liquidating the portfolio. These are not
reflected in the discount.

These two factors can have a substantial effect on the quoted discount. For the sector
as a whole, it is estimated that debt accounts for 3 per cent of the assets while the wind-
ing-up costs could amount to another 3 per cent.

Compared with unit trusts, the commission charged on investment trusts is usually
cheaper and the bid/offer spread narrower. But it is not possible to make minute compar-
isons of unit and investment trusts: the unit trust figures take account of the spread
between buying and selling prices, while the investment trust figures take mid-prices in
both cases. Comparisons thus flatter investment trusts. In addition, the narrowing of invest-
ment trust discounts makes them look better than unit trusts on longer-term comparisons.

Ten per cent of funds under investment trust management are in split capital trusts.
These are companies with more than one class of share capital. The traditional variety
is relatively simple: income shares get all the income, and capital shares get any capital
growth over the life of the trust. Nowadays splits are highly complex, with several dif-
ferent types of security with differing rights and risks, and aiming to satisfy different
investment needs. For example, at one extreme, zero dividend preference shares offer
a low risk investment with a predetermined return; at the other, capital shares offer
the potential for a high capital return at winding up but also the possibility that the
shares will be valueless at the end of the trust’s life. For zero dividend preference
shares, discounts are meaningless because the shares have a predetermined return.
The prices of “zeros” are primarily influenced by interest rates, which dictate how
attractive that return is to capital-seeking investors, rather than the change in the com-
pany’s net assets.

A daily table in the Financial Times provides data on split capital investment compa-
nies — see Figure 10.3.

Some but not all unit and investment trusts can be put into an individual savings
account (ISA), which shields investors against both income and capital gains tax. ISAs are
personal investment vehicles launched in the United Kingdom in 1999.

Fig. 10.3 Investment companies: split capital indices
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Offshore and overseas

Some funds operate like unit trusts or investment companies but are based in small, inde-
pendent jurisdictions, often with a more liberal tax regime and lighter supervision than in
the United Kingdom. Nevertheless, the funds are still effectively operating under the advice
or management of groups offering authorised unit trusts in the United Kingdom. They are
often located in the Channel Islands, the Isle of Man, Bermuda and the Cayman Islands,
which offer low rates of tax and a high degree of privacy to companies and wealthy individ-
uals. For the UK-based investor, there is virtually no tax advantage in investing in these
funds, but there may well be for the expatriate or other overseas investor.

Offshore funds have various potential drawbacks. The charges are generally higher
than their unit trust or investment company equivalents, but are often not clearly dis-
closed. The total annual cost of investing in an offshore fund can be up to four times
higher than the quoted management fee. On average, the total cost of an offshore equi-
ties fund is almost one percentage point higher than the quoted fee. Investors also need
to keep a careful eye on the safety of their assets when buying offshore. The level of
investor protection may not match that of the United Kingdom. Investors should check
whether the manager and the custodian firm (which has responsibility for looking after
the assets) are regulated and whether they are covered by any compensation scheme.

US mutual funds

The US equivalent of the UK managed money market is the mutual fund industry. As with
unit trusts and investment trusts, the money invested in a mutual fund is pooled to buy a
range of stocks, bonds and/or other assets.

The Financial Times does not carry information on US mutual funds but they are well
covered in The Wall Street Journal. The US newspaper covers both open-end funds for
which the fund will sell as many shares as investors want (the equivalent of unit trusts)
and closed-end funds for which there is only a limited number of shares (the equivalent
of investment trusts). There is also a distinction between load funds, which charge a
commission when bought and sold, and no-load funds, which only charge a management
fee. The typical fund charges 0.75 per cent of an investor’s assets.

The US mutual fund market has grown dramatically in the last 25 years. Some funds are
simply cash substitutes known as money market funds (the UK equivalents are discussed in
Chapter 1), which invest in very short-term interest-bearing securities. Next are bond funds,
which own securities with average maturities exceeding 90 days. Lastly, there are equity
funds, which invest across a range of different US and international stocks and shares.

Equity mutual funds have been one of the great success stories of the bull market that
started in the early 1980s. Their professional management of large pools of capital
appears to offer small individual investors some of the key advantages enjoyed by large
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institutional investors: a spread of investments to reduce risk, and reduced dealing costs.
Certainly, small investors who buy stocks directly have historically faced much higher
trading costs because they could not match pooled funds’ ability to negotiate lower com-
missions from brokers. Nor do such investors typically have the size of assets to achieve
effective diversification.

The wide selection of mutual funds now available allows individual investors to get
exposure to many more asset classes, geographical markets and investment styles than
was possible in the past. But at the same time, because there are so many funds, it has
become very difficult to choose between them. An entire industry has grown up to sup-
port the mutual fund business, providing information and apparently helping investors
evaluate funds. Fund consumers in the United States — and increasingly elsewhere — now
have access to enormous amounts of data about their investments.

Fund rating is usually done on the basis of past performance, past volatility and
expenses (though some rating agencies try to be more forward-looking and offer explicit
recommendations). Morningstar, for example, which rates all mutual funds, awards
between one and five stars based on a mechanical formula. These stars are not recom-
mendations, but they are naturally used as marketing tools, and floods of money go into
funds that have five stars on the assumption that those that have done well in the past
will continue to do so in the future.

Exchange-traded funds

April 2000 saw the first UK appearance of an investment product that bears many similari-
ties to index-tracking investment funds: the exchange-traded fund or ETF. The first ETF
product to be listed and traded on the London Stock Exchange was from Barclays Global
Investors, the world’s biggest index fund manager: the iFTSE 100 tracks the FTSE 100.
ETFs are now covered in the London share service (see Figure 10.4) and as with regular
shares, the daily table gives details of a fund’s price, price change, 12-month high and

Fig. 10.4 Exchange-traded funds
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low, volume, yield and p/e ratio, plus on Mondays, weekly price change, dividend, cover,
market capitalisation, last ex-dividend date and Cityline code.

ETFs were introduced in 1993 in the United States, where there is now over $250 bil-
lion invested in them and where they seem to be very attractive to private investors.
While tracking an index clearly helps investors of all kinds to spread risk and gain expo-
sure to a wide variety of companies, it can be both difficult and expensive for private
investors to do on their own. ETFs make the whole process simpler and cheaper. Well-
known US ETFs include “spiders” (Standard & Poor’s Depositary Receipts), which
represent the S&P 500 index, “diamonds”, which represent the Dow Jones Industrial
Average (ticker symbol “DIA”) and “qubes”, which represent the Nasdaq 100 (“QQQ").

What makes ETFs appealing is that they are neither unit trusts (mutual funds) nor
investment trusts and they eliminate the main drawbacks of the two most common vehi-
cles for passive index investing. Open-ended funds have two drawbacks: a fund’s net
asset value is quoted and so investors can buy or sell only once a day; and investors who
do not sell may incur capital gains tax if redemptions force the fund manager to sell some
shares. Closed-end funds are priced continuously but temporary mismatches of demand
and supply can lead to hefty discounts to the trust’s net asset value.

Shares in each ETF can be bought and sold via a broker like any other equity. Once
issued, the price moves up and down in line with the target index. The key benefits are
that they offer diversification by allowing an investor to get exposure to a basket of secu-
rities in a single trade; ease of access; and efficiency of pricing because they are
open-ended.

ETFs are traded continuously. They can be bought on margin or sold short, which
allows more sophisticated trading strategies. Trades can also be settled using the underly-
ing shares rather than cash, which should prevent discounts to the fund’s net asset value
and cuts down on taxable capital gains.

Hedge funds

The Financial Times managed funds service also includes a table of new indices of the
performance of hedge funds (see Figure 10.5).

Hedge funds are a diverse grouping of asset managers pursuing a variety of investment
strategies. Their name originally comes from the fact that, unlike most institutional
investors, they were able to deal in derivatives and short-selling — in theory, to protect or
“hedge” their positions. But having begun as a way of minimising risk, the conservative
activity of hedging has become the least important of their pursuits.

The FTSE International index of hedge funds breaks out into three main types of
hedge fund:

B Directional: these “macro” funds indulge in “tactical trading”, one-way speculation
on the future direction of currencies, commodities, equities, bonds, derivatives or
other assets.
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Fig. 10.5 Hedge fund indices

B Non-directional: these “market-neutral” or “relative-value” funds are supposedly
lower-risk than directional funds because they do not depend on the direction of
market movements. Instead, they try to exploit transitory pricing anomalies, regardless
of whether markets rise or fall, for example, through an arbitrage technique called
“convergence trading”: spotting apparently unjustified differences in prices of assets
with similar risks and betting that the prices will revert to their normal relationship.
They might also use “long—short” strategies, which combine equities and/or bonds in
long and short positions to reduce market exposure and isolate the performance of
the fund from the asset class as a whole.

B Event-driven: these funds invest in the arbitrage opportunities created by actual or
anticipated corporate events, such as mergers, reorganisations, share buybacks and bank-
ruptcies. Merger arbitrage, for example, involves trading in the shares of both bidder and
target on the assumption that their prices will converge if the deal goes ahead.
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“|'used to think that if there was reincarnation, | wanted to come back as the president
or the pope. But now | want to be the bond market: you can intimidate everybody.”

James Carville, adviser to Bill Clinton

“Driving a car involves a foot on the gas, hands on the wheel, and eyes on the road.
Navigating on the bond market requires a foot on interest rates, a handle on the
prospects of being repaid, and an eye on inflation.”

Steven Mintz
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Bonds are debt instruments, securities sold by governments, companies and banks in
order to raise capital. They normally carry a fixed rate of interest, known as the coupon,
have a fixed redemption value, the par value, and are repaid after a fixed period, the
maturity. Some carry little or no interest (deep discount and zero coupon bonds),
rewarding the buyer instead with a substantial discount from their redemption value and,
hence, the prospect of a capital gain.

As seen in Chapter 1, the prices of bonds fluctuate in relation to the interest rate. The
secondary market for bonds provides the liquidity necessary for a thriving primary
market. This now exists not only for government bonds, but also on an international
scale for all kinds of debt instruments.

National boundaries are no longer an obstruction to lenders and borrowers meeting in
a market to buy and sell securities. It is possible for borrowers in one country to issue
securities denominated in the currency of another, and for these to be sold to investors
in a third country. Often, such transactions will be organised by financial institutions
located in yet another country, usually one of the three primary centres of these interna-
tional capital markets — London, New York and Tokyo.

The Capital Markets & Commodities page of the Financial Times keeps track of devel-
opments in these markets and other areas that involve the raising of capital across
borders. These include the growing markets in derivative products (such as futures,
options, and interest rate and currency swaps) and in cross-border new equity issues.
The newspaper also tracks developments in important government bond markets such
as the US Treasury bond market and, of course, the market in UK government bonds,
known as gilt-edged stock or gilts.

From Tuesday to Saturday, daily reports cover the international bond markets, includ-
ing government and corporate bonds. Like the international equity markets, these
markets are not compartmentalised. In the interdependent world of international
finance, developments in one market will often influence many others. For example, a
sharp rally in gilts is likely to prompt a similar rally in corporate bonds denominated in
sterling, which may in turn encourage borrowers to launch new issues.

Government bonds

As discussed in Chapter 4, the government of a country finances many of its activities
through borrowing from lenders by issuing bonds. In the United Kingdom, government
bonds are known as gilt-edged securities and they trade in a secondary market run by
leading marketmakers.

UK gilts prices

Price information on the UK government bond market is published daily in the Financial
Times under the heading UK gilts — cash market. More detailed information is available
on ft.com and in Saturday’s newspaper, where gilts are classified under four headings
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based on their time to redemption: “shorts” with lives up to five years, “medium-dated”
with lives from five to 15 years, “longs” with lives of over 15 years, and undated, irre-
deemable stocks like Consols and War Loan. The classifications reflect the current life of
the stock rather than the life when it was issued, and so stocks get reclassified as their
date of maturity draws closer. There is also a fifth category, index-linked gilts, the yields of
which are tied to the rate of inflation.

The gilt market is moved by economic and financial news, notably the movements of
interest rates and inflation. The key to understanding it is that as interest rates go up,
bond prices go down, making the coupon an effective rate of interest. Since high rates
may be used to support a weak currency, a weakness in the currency may signal future
increases in the interest rate, and a damaging effect on gilt prices. Similarly, prospects of
inflation may lead to rate increases and bond price falls. Inflation also erodes the value of
bonds since their prices and yields, unless index-linked, do not keep pace with rising
prices generally. Hence, it is important for investors in bonds to look for changes in
expectations about the future rates of interest and inflation. Other price determinants
include the degree of risk (credit risk in the case of companies), the opportunity cost of
other potential investments, the exchange rate and the time value of the bonds.

The market for gilts is run by primary dealers, the gilt-edged marketmakers (GEMMs)
who have an obligation to maintain a market and a right to deal directly with the Bank of
England. Transactions are for immediate or cash settlement, hence cash market as
opposed to futures market. Institutional investors generally deal directly with the primary
dealers. Figure 11.1 shows the most detailed Financial Times table of UK gilts prices,
which appears on Saturdays:

B Stock name and coupon: the name given to a gilt is not important except as a
means of differentiating it from others. The coupon, however, indicates how much
nominal yield the owner is entitled to receive annually. Most gilts are issued in units of
£100 (their par value), and so the percentage is equivalent to the number of pounds
the owner receives. The coupon is a good indication of the interest rates the govern-
ment was obliged to pay at the time of issue, and of the broad movements in the rate
over the years.

B Redemption date: the year of redemption by the government, the specific date on
which repayment of the loan will take place. If there are two dates, there is no specific
date for repayment, but the stock will not be redeemed before the first one, and must
be by the second one.

B Price, price change, weekly percentage price change and 52 week high and
low points: the price is the middle price between the buying and selling price quoted
by marketmakers for a nominal £100 of stock. Each gilt has this par value, and moves
of a point mean that it has risen or fallen by &1 in price. Like a share, gilts can be “ex-
dividend” (xd), which means a buyer is not entitled to receive the latest coupon.

B Redemption yield: this figure indicates the total return to be secured by holding on
to a stock until it is finally redeemed by the government. It thus includes the capital
gains or losses made at redemption as well as the income from the coupon. If the
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current price is below £100, the redemption yield will be bigger than the interest yield
since, assuming the bond is held to redemption, there will also be a capital gain. More
usually, gilts trade at a price greater than their repayment value and thus the redemp-
tion yield is lower than the interest yield. A new investor who intends to hang on to
the bond until redemption would thus be locking in a capital loss.

B Index-linked gilts: with these bonds, the interest and redemption value are adjusted
to account for movement in the retail prices index with a time lag of eight months. In
this way, they maintain their real value, and hedge their owners against inflation. The
price of the hedge is the lower nominal coupon rate compared to that earned by non-
index-linked gilts. The yield columns of the table give two possible redemption yields,
one based on the assumption of 5 per cent inflation, the other on the assumption of 3
per cent inflation. The table also indicates the base date for the indexation calculation.

On Tuesday to Friday, the newspaper has a variation on the listing for UK gilts, indicating
the changes in yield on the previous day, week, month and year plus the total amount of
the stock in issue in millions of pounds (a fixed sum since the stock is guaranteed by the
government to be redeemed at that amount, the bond equivalent of market capitalisa-
tion). Monday’s newspaper lists the dates on which the interest is paid (twice yearly) and
the last ex-dividend payment of interest. The amount in issue is a good indication of the
liquidity of the market: the bigger the amount, the easier the gilt will be to buy and sell.

The market price of a gilt reflects its redemption value, coupon and other rates. It is
not directly determined by its redemption value until the redemption date gets closer. As
a gilt approaches redemption, its price will get closer and closer to £100, the amount for
which it will be redeemed.

Long-dated gilt prices move most in response to expectations of interest rate changes.
Since their maturity value is fixed, they are a good indicator of expected trends in the rate
of interest and the rate of inflation. As explained in Chapter 1, investors expect higher
rates of return for longer-term investments. If short-term rates become higher than long-
term rates, investors will move out of long-term assets. Thus, short- and long-term rates
tend to move together. The yield curve is a means of comparing rates on bonds of differ-
ent maturities, as well as giving an indication of the tightness of monetary conditions.
Longer-term yields are usually higher because of the greater degree of risk (time and
inflation risk). When short-term rates are higher, there is a negative or inverted yield
curve, conventionally a sign of impending recession.

Redemption yields only apply to a new buyer. The yields for investors already in posses-
sion will depend on the price they paid. But, in both cases, the yields can be calculated
exactly, in contrast with equities where both the dividend and capital gain or loss are uncer-
tain. This reflects the greater degree of risk associated with investment in equities.

The investor will want to compare bond and equity yields. The yield gap (long-term
bond yields minus the dividend yield on shares) is a good indicator of the relative rates,
although at times, due to fears of inflation and the opportunities for capital gains on
shares, there is a reverse yield gap. Another indicator (carried in Saturday’s Money watch
table, Figure 1.3 in Chapter 1) is the yield ratio, the long gilt yield divided by the equity
dividend yield.

149



Part 2 B Interpreting the markets

150

Index-linked bonds pay investors a known rate of interest independent of the inflation
rate: both the coupon and the redemption payment are revalued in line with inflation.
Index-linked bonds are valuable when inflation is feared; they are not so good when the
real rates of return on gilts are high, that is, when nominal yields are above the rate of
inflation. The difference between the long bond yield and the real yield on index-linked
bonds is an indicator of expected inflation.

Private investors are becoming increasingly interested in bonds and gilts as invest-
ments. Banks recognise this and are actively promoting this group; Saturday’s newspaper
now regularly features advertisements and brochures for bond issues clearly directed at
the private investor. It also includes a table examining gilt issues in terms of the best
value for investors in different tax brackets (see Figure 11.2). The table takes four differ-
ent levels of tax status and lists the best yielding gilts in each of five categories, providing
the stock names and their current prices, yields and volatility. The basic principle behind
the table is that since interest on gilts is taxed but capital gains are not, the higher the
proportion of total return that is capital gains, the better for higher-rate taxpayers.

In 1997, the UK government began issuing a new type of gilt-edged security called a
strip. These are created when a conventional bond is broken down into its constituent
parts, which can then be held or traded separately. A normal 10-year bond, for example,
pays a coupon twice a year for 10 years and a final large principal repayment at the end of
the 10 years. Under the new arrangements, a bond can be stripped to make 21 separate
instruments: 20 strips based on the coupons, which mature after six months, a year, 18

Fig. 11.2 Gilt issues: best value versus tax status
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Fig. 11.3 Gilt strips

months, two years and so on; and one strip based on the principal, which matures after
10 years.

The strips pay no interest but since they are zero coupon instruments, they are sold at
a discount, offering the investor a capital gain when they mature at their face value. The
idea is that because these offer investing institutions exactly the kind of maturity profile
that they want, they might be willing to pay more for them. Other countries’ experience
is that strips tend to trade at a small premium compared with conventional bonds.

Price and yield data for three benchmark gilt strips are recorded daily on ft.com (see
Figure 11.3).

A typical report on the market for gilts looks like this (basis points or bp are one hun-
dredths of a percentage point — so 25 basis points equals 0.25 percentage points):

UK gilt yields dipped after the Bank of England cut interest rates for the first time in
two years. The yield on the two-year gilt fell 4bp to 4.18 per cent shortly after the
Bank announced at lunchtime that it was reducing its base rate by 25 basis points to
4.5 per cent. The yield on the 10-year bond fell 1bp to 4.37 per cent. Reaction was
muted because the decision was largely priced in. But the market could experience
more volatility since opinions vary sharply about whether this cut was the start of a
new cycle or simply a one-off move. (Financial Times, 5 August 2005)

This demonstrates some of the major influences on the gilt market: expectations of future
movements of interest rates, which in turn are driven by Bank of England decisions based
on its expectations of future inflation and economic growth. The possibility of slower
growth (and probably weaker inflationary pressures) suggests the possibility of lower inter-
est rates, which implies the prospect of falling bond yields and rising bond prices.
Exchange rates also play an important role in the bond market. What is more, given
the extensive interconnections of global bond markets, the movements of interest rates
and bond prices in the United States are likely to affect UK rates and prices in the same
direction. For example, lower bond prices and higher yields in the United States than in
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the United Kingdom might tempt international bond investors to move out of UK gilts
and into US bonds, pushing down the prices of the former.

In fact, the two economies (and indeed the rest of the world) are linked even more
fundamentally in the patterns of their economic growth and business cycles. For exam-
ple, indications of resurgent economic growth suggest that there will be the future threat
of inflationary pressures from a boom. Furthermore, since the rate of interest typically
goes up in a time of economic buoyancy, bond prices tend to fall on the upswing of the
business cycle.

Fixed-interest indices

As well as individual bond prices, the Financial Times provides indices for a broad range of
UK fixed-interest instruments. The FTSE UK Gilts indices (see Figure 11.4) are designed to
perform roughly the same service for professional investors in gilt-edged stocks as the cor-
responding FTSE equity indices have provided for investors in ordinary shares. They are

Fig. 11.4 FTSE UK gilts indices
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produced at the close of business each day that the Stock Exchange is open and published
in the following day’s newspaper, normally Tuesday to Saturday (plus further detail on
ft.com). The indices cover UK gilts and index-linked government securities, with the
number of stocks in each sector on each day shown after the name of that sector. The
information displayed falls into two sections: price indices and yield indices.

The table in the newspaper provides the following information.

B Price indices: there are 12 indices, seven covering the market for all conventional UK
government stocks (shorts, three categories of medium-dated, longs, irredeemable,
and all stocks) and five for index-linked securities (one each for under and over 5
years, five to 15 years, and over 15 years to redemption, plus all stocks).

B Yield indices: there are 15 indices of yields, five based on maturity for regular gilts
(including irredeemables) and 10 for index-linked securities, based on different matu-
rities and inflation assumptions. The number of yield indices is a compromise between
the need for an easily comprehensible snapshot of the market and the need to repre-
sent some of its complexities.

B Value: the first four columns of the price indices list current value and the percentage
changes on the values of the previous day, month and year.

B Returns: the total return figure indicates the returns on the index, including both
interest payments and the capital gain (or loss). The other return figures indicate
changes in total returns, up or down, over the past month and year.

B Government securities (UK): the movements of a representative cross-section of
gilt-edged stocks, the Government Securities index, over the past two trading days and
the value of the index a year ago. This index began from a base of 100 in 1926.

The ft.com table provides the following additional information:

B Accrued interest: interest on gilt-edged stocks is paid in twice-yearly instalments.
Accrued interest simply records the amount of interest included in each day’s price
index that has accumulated on the stock since the last dividend payment.

B Ex-dividend adjustment to date: the amount of income that a holder of a portfolio
of stocks proportionate to the index would have received in the year to date, credited
on the ex-dividend date for each stock.

B Yield and duration years: the yield figures indicate the average yield on stocks
included in each index. The duration years measure is a weighted average time to
maturity of the components of the index. Both indicators can be used by investors to
compare the returns and price volatility of different maturity stocks.

B Percentage weighting: this indicates the proportion of the total index taken up by a

specific category of stocks.

The price indices and the ex-dividend adjustment can be used to work out an appropri-
ate market rate of return, using whatever tax rate is appropriate on income. The indices
can provide a basis for performance measurement.
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Fig. 11.5 Benchmark government bonds
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The yield indices can be used to monitor the difference in yield between gilt-edged
stocks and equities (the yield gap), as a guide to market rates in making valuations and in
setting the terms for new issues.

Benchmark government bonds

Coverage of government bond markets outside the United Kingdom picks out items of
importance or interest from internationally tradeable government bond markets through-
out the world and, where relevant, related futures and options activity. Figure 11.5 shows
the daily Financial Times table of benchmark bonds in key markets, which includes:

B National markets: a summary of daily movements in important benchmark bonds in
a number of markets.

B Benchmarks: bonds are described by redemption date and coupon, the bid price,
the yield according to the local market standard (as standards vary, yields are not nec-
essarily comparable) and the change in the yield from the previous day, week, month
and year.

A related table shows the spreads on 10-year benchmark government bonds (see Figure
11.6). For each country, there is a figure for bid yield on a 10-year bond (the yield an
investor would receive for buying a 10-year bond) and figures for spreads against 10-year
bunds (German government bonds) and US Treasury bonds. The spread indicates the
additional yield an investor would receive for buying, say Australian debt as opposed to
comparable US debt. It is the premium for yield compared with the benchmark, a reward
for the additional risk. If the figure is negative, it indicates that the bond in question is
viewed as less risky than a bund or Treasury bond.

The Financial Times also carries a table of prices, yields and spreads for a variety of
government bonds in emerging markets (see Figure 11.7). As these bonds are typically
thought to be more risky than the ones in developed countries (that is, there is a
stronger possibility that the governments will default on the debt), the spreads over

Fig. 11.6 Ten-year government bond spreads
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Fig. 11.7 High yield and emerging market bonds

Treasuries are correspondingly higher. In other words, to compensate for the additional
risk, additional returns are on offer.

In addition to the standard price, yield and spread information, this table provides
measures of the riskiness of the different securities. Standard & Poor’s, Moody’s and
Fitch are credit-rating agencies, which evaluate the risk of default on both government
and corporate bonds. The rating system used by Standard & Poor’s, for example, varies
from AAA (triple-A) for a bond with minimal default risk through AAS A, BBB, BB, B, CCC,
CC, C and D in increasing order of riskiness. A plus or minus sign indicates whether a
bond has been recently up- or downgraded. An upgrade means it has been rated as being
at less risk of default.

Corporate bonds

Bonds issued by institutions other than governments make up a substantial part of the
world’s largest bond markets. Because the bulk of bonds issued by non-sovereign
debtors are issued by corporations, these fixed-income securities are called corporate
bonds. This is a market that has grown enormously. In the mid-1990s, the outstanding
non-government, non-eurobond debt issued in sterling was less than 10 per cent of the
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amount issued by the UK government in the form of gilts. Ten years later, corporate debt
outstanding was nearly £150bn compared with less than £10bn in 1995.

The yields on corporate bonds are generally higher and the prices lower, reflecting the
more variable creditworthiness of their issuers and a greater risk of default. These bonds too
are classified by rating agencies such as Standard & Poor’s, Moody’s and Fitch, which rate
bonds according to the risk they carry (ranging from high-quality AAA to below grade D).

Low-grade corporate bonds rated as being below investment quality may be issued
offering very high yields. Known colloquially as junk bonds, these essentially unsecured,
high-yield debt securities peaked in popularity in the late 1980s, and financed a signifi-
cant portion of the merger and acquisition boom in the United States.

When new corporate bonds are issued, their yields are generally set with reference to
benchmark government bonds, offering a spread over the gilt yield in order to make up
for the greater risk of default that they bear. Companies, unlike governments, can always
go under, they have a finite lifespan and the market for their bonds is less liquid than the
gilt market.

The Capital Markets & Commodities page in Tuesday to Friday’s newspaper carries
reports on new international bond issues, together with tables of the previous day’s
prices and issues. These markets have emerged with the growth of what have come to be
known as Eurocurrencies. A Eurocurrency is a currency deposited outside its country of
origin. For example, a UK exporter might receive dollars but not convert them into
pounds. Since the United States, in running persistent trade deficits, exports dollars,
banks accumulate these deposits, which are then put to work. This stateless money is
free of local regulations and London is its centre. Eurocurrencies are borrowed by loans
or the issue of various kinds of debt instrument that “securitise” the money: Euronotes,
Eurocommercial paper and Eurobonds.

Eurobonds are the most common. They tap the large stateless pool of cash and are
traded in a secondary market of screens and telephones. These are volatile and unregulated
markets and they can become illiquid since there is no obligation for anyone to take part.

In many aspects trading activity in these markets is similar to trading in domestic stock
markets, particularly in the case of sterling bond issues, industrial debentures and corpo-
rate bonds.

New international bond issues

On Tuesday to Friday, the Financial Times has a table of the previous day’s new interna-
tional bond issues, broken down according to the issuing currency (see Figure 11.8):

B All new issues launched the previous day: the table gives details of the borrower,
currency, amount, coupon, price, maturity, the fees payable to the underwriters, the
yield spread over a comparable government bond, and the issue’s arranger. The table
also carries details of bonds on which terms have been altered or finalised subsequent
to launch.
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Total amount to be Price of an Yield spread
raised in millions of individual bond compared with a
units of the relevant government bond
currency

Coupon or Redemption date Lead manager of the
interest rate issue and their fee

Fig. 11.8 New international bond issues

B Book-runner: the issuer gives a mandate to one or more lead banks to manage the
issue. The fee is paid in the form of a discount on the issue price.

Global investment-grade bonds and bond indices

From Tuesday to Friday, the newspaper carries information on the secondary market
prices for a range of actively traded corporate bonds, those classed as being “global
investment grade” (see Figure 11.9). Any of the bonds shown may be used as bench-
marks by investors evaluating potential fixed-income investments or by companies or
governments planning new issues.

The price, yield, spread (against a comparable government bond) and rating informa-
tion provided in this table are intended to give a representation of current market
conditions in various countries, currencies, sectors, and bond riskiness and time to matu-
rity. For example, the US dollar-denominated corporate bonds section includes utilities
such as Deutsche Telecom, financial corporations such as JP Morgan, industrial compa-
nies such as General Motors and government agencies such as Fannie Mae.

This market for corporate bonds offers another method of raising money for compa-
nies that do not want to issue stock or accept the conditions of a bank loan. It originally
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Fig. 11.9 Global investment grade

grew up because of the restraints of government regulations in traditional equity and
money markets.

This market also offers opportunities for interest rate and currency swaps. For exam-
ple, when a company that can easily raise money in sterling because of local reputation
needs dollars to fund an acquisition or expansion, it may find an American company in
the opposite position and swap debt.
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For investors, the markets are international and anonymous — there is no register of
creditors — and tax-efficient. They offer the chance to play the markets for currencies,
debt, equity and interest rates simultaneously, but because of their complexity they are
generally restricted to large investment banks.

The list of industrial, financial and utility bonds denominated in euros is an indicator
of the growing eurozone bond market. The replacement of 10 currencies by a single cur-
rency has automatically removed currency risk for a large and liquid pool of funds
currently restricted to domestic markets.

The effects are manifold. First, and most importantly, the removal of currency risk for
cross-border investments within the eurozone creates a market to rival the size of the US
bond market. German pension fund managers and French insurance companies are no

Fig. 11.10 Bond indices
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longer restricted to a diet of mostly domestic government bonds and related securities.
They can now buy Italian or Finnish government bonds without worrying about currency
volatility. As a result, governments are forced to be much more investor friendly than in
the past. This includes the introduction of much more transparent auction programmes,
the advent of fully fledged strip trading on government paper and a further opening of
the auction process to foreign participation.

This will also push investors into non-government bonds. Tight fiscal policy and the
convergence of eurozone government bond yields around those of German government
bonds have meant a collapse of yields in Italy and Spain and declining yields across conti-
nental Europe, driving a switch from government bonds to equities and corporate bonds.
Since good returns in the past came from favourable currency fluctuations, investors are
increasingly forced to look at paper with lower credit rating if they want to outperform
the bond indices (a range of which are published in the newspaper — see Figure 11.10).
So the second effect of the single currency is the creation of a fully fledged corporate
bond market, including high-yield bonds, as investors move down the credit curve in
search of higher returns.

Since there is now no possibility of currency depreciation with eurozone government
bonds, prices no longer reflect that risk. Instead, they have adjusted to price the risk of
default, something that was an impossibility as long as governments could always print
enough of their own currency to meet their obligations as they fell due.

The bond indices table shows some of the key indices from major providers, including
the number of bonds in each index and its recent values. For example, a row in the iBoxx
section shows an index for UK corporate bonds, and one of the Merrill Lynch rows shows
the same figures for a sterling high-yield index. The return figures for recent periods indi-
cate how these markets have performed against, say, European government and
corporate bonds.

Market volatility

A pair of tables on ft.com gives an indication of the volatility or riskiness of global bond
and equity markets (see Figure 11.11). The first column provides the latest reading for
the volatility index, followed by the change on the previous reading, the reading for a
month ago and the 52-week high and low. A “RiskGrade” of 100 corresponds to the aver-
age volatility of the international equity markets during “normal market conditions”. So
anything less than 100 is less volatile than global stock markets in normal times. In this
example, the bond markets are clearly less volatile than the equity markets, and the
European bond markets are currently less volatile than the American bond markets and
more volatile than they were a month ago.
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Fig. 11.11 RiskGrade volatility
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“The prevailing wisdom is that markets are always right. | take the opposite position.
| assume that markets are always wrong. Even if my assumption is occasionally wrong,
| use it as a working hypothesis.”

George Soros

“Money is a good servant, but a bad master. Money made it easier for earlier societies to
escape from slavery or serfdom. But money, though essential, is only a means, not an
end. You cannot eat it, drink it, wear it, or live in it.”

Douglas Jay



Cash and currency

The foreign exchange and money markets

B The currency markets — determining the rates of exchange for sterling, the
dollar, the euro and other leading currencies: reading the figures and using the
information on exchange rates for the pound spot and forward; the dollar spot
and forward; the euro spot and forward; other currencies of the world

B The money markets — determining the price of money and short-term

financial instruments: UK interest rates; world interest rates; official rates
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The currency markets are global markets for foreign exchange (forex). Their primary pur-
poses are to allow companies and other organisations to purchase goods from abroad,
and for foreign investment or speculation. Hence they are markets largely of concern to
companies and financial institutions or investors in stocks that are particularly sensitive
to currency or interest rate movements.

The money markets include the foreign exchange markets but also cover the domestic
UK market for short-term loans essentially between the major institutions of the City:
banks, accepting houses, discount houses and the Bank of England.

The daily Stock Markets & Currencies page in the Companies & Markets section of the
Financial Times includes a brief report describing the major events in the foreign
exchange markets during the previous day’s trading and discussing the main factors
affecting exchange rates. The daily Market Data page has more information on currencies
and interest rates, while far greater detail is available on ft.com.

With the exception of the domestic money market in its various forms, these are inter-
national markets in which business is conducted 24 hours a day by telephone and
computer screen. As the London markets close in the evening, business is handed over
to New York, which overlaps with Tokyo for a couple of hours each afternoon. Thus,
there are no official closing rates in these international markets. The newspaper takes a
representative sample of rates from major participants in the London markets at around
Spm local time each trading day.

The currency markets

Foreign exchange markets exist to facilitate international trade, and allow companies
involved in international trade to hedge transactions through the forward purchase or
sale of relevant currencies at a fixed rate, designed to counteract any potential losses
through future rises or falls in their values. In practice, however, the bulk of turnover in
these markets is attributable to speculation, and while speculation provides the markets
with necessary liquidity, it can also destabilise those markets, hence creating a further
need for hedging.

As in all markets, the value of currencies in the international market is determined by
supply and demand. The main players are the foreign exchange dealers of commercial banks,
hedge funds and foreign exchange brokers. However, the market is often significantly
affected by the intervention of central banks on behalf of governments. So, in this market-
place there is considerable interaction between the authorities and market professionals.

According to the Bank for International Settlements, the central bank for central
banks, average daily turnover on the world’s foreign exchange markets reached almost
$1,900 billion in April 2004, 57 per cent higher than when it last measured forex flows in
52 different countries three years earlier. Transactions involving dollars on one side of the
trade accounted for 89 per cent of that forex business, followed by the euro (37%), the
yen (20%) and sterling (17%). Almost a third of all forex trading takes place in London, by
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far the world’s largest centre, with New York and Tokyo second and third. Although
London forex trading grew more slowly than New York over the three years to 2004, its
average daily turnover remains greater than those of New York and Tokyo combined,
having risen from $504 billion to $753 billion.

To put these figures into perspective, daily trading volume on the New York Stock
Exchange (NYSE) is only about $55 billion, and so at $1,900 billion, foreign exchange
trading is 35 times NYSE trading. This volume is far greater than the size of foreign cur-
rency reserves held by any single country. The forex markets cannot be ignored: for their
size and forecasting ability; and for the potential that developments in these markets
have for the future of the dollar as the world’s dominant currency.

In the past, trading in the real economy controlled relative currency relationships.
Since most currency flows were to settle trading patterns, there was a balance as goods
and capital moved at about the same speed. But now the leads and lags are the other way
around. Because financial flows are many times the size of trade flows and because finan-
cial flows are nearly instantaneous, currency market levels now tend to set trade: if a
country’s currency becomes low relative to others, domestic producers find it easier to
export. The market sets the economy.

Speculation provides liquidity but makes the markets volatile and prediction difficult.
Currency swings can be vast and often not very attached to fundamentals. They are par-
ticularly damaging for companies that rely heavily on exports or imported raw materials.

The core determining factor of a currency’s value is the health of the real national
economy, especially the balance of payments current account. If there is a surplus on the
current account, that is, a country sells more goods than it buys, then buyers have to
acquire that currency to purchase goods. This adds to foreign reserves and bids up the
price of that currency. As it rises, exports rise in price, fall in quantity and the currency
falls again. Conversely, a current account deficit implies the need to sell the local cur-
rency in order to acquire foreign goods. Persistent current account deficits, particularly if
allied with relatively low foreign reserves, indicate a problem.

A currency’s value is also affected by the level of inflation and the domestic rate of
interest. High rates of interest and low inflation make a currency attractive for those hold-
ing assets denominated in it or lending it to borrowers. So typically one country raising
interest rates while others remain the same will raise the value of that currency as money
flows into the country. This will have a limited effect if the fundamentals are wrong, that
is, if there is a persistent deficit on the current account.

A significant factor determining short-term currency values is market sentiment. There
can be a self-fuelling process in which enthusiasm for a currency, or the lack of it, drives
the rate. Speculators might decide, as they did with the pound sterling on Black
Wednesday in September 1992 and during the Asian and Russian crises of 1997/8, that a
currency is overvalued or simply that there are speculative gains to be made. Short sell-
ing will then cause it to fall, often in spite of government intervention.

Currency attacks are triggered when a small shock to the fundamentals of the economy
is combined with systemic weaknesses in the corporate and banking sectors. One facet of
such systemic weaknesses is the effect of belated hedging activity by some economic
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actors in the economy whose currency is under attack. The more these actors try to
hedge, the greater is the incentive for others to follow suit. This unleashes a whiplash
effect, which turns a potentially orderly depreciation into a collapse of the currency. In
other words, if speculators believe a currency will come under attack, their actions will
precipitate the crisis, while if they believe the currency is not in danger, their inaction will
spare it from attack — attacks are self-fulfilling.

The magnitude of the shock necessary to trigger an attack need not be large, which
makes predictions very difficult. Nevertheless, it is possible to draw some broad conclu-
sions on the vulnerability of currencies to attack. In particular, there must be a
pre-existing weakness, which will prevent the authorities from conducting a fully fledged
defence of the currency by raising interest rates. The weakness may not be lethal in itself
(though it can become lethal once the situation deteriorates) so it is a necessary condi-
tion but not a sufficient condition for a speculative attack.

Self-fulfilling attacks may affect any country — with a fixed exchange rate and high capi-
tal mobility — that is in the grey area between “fully safe” and “sure to be attacked”.
Recent research suggests that a country with strong trade links to a country that has
recently experienced a currency crisis is highly likely to face an attack itself — the growing
phenomenon of contagion in foreign exchange markets.

The pound spot and forward

Currencies are measured in terms of one another or a trade-weighted index, a basket of
currencies. The value of a currency in a trade-weighted index is assessed on a basis that
gives a value appropriate to the volume of trade conducted in that currency. The ft.com
website provides detailed information on three currencies in the world: the pound, the
dollar and the euro. Many international contracts are struck in these currencies and the
dollar particularly is used globally as a reserve currency.

Figure 12.1 lists spot and forward prices for the pound against the currencies of the
other major industrialised countries.

Reading the figures

B Closing mid-point, change on day and day’s mid-point high and low: yester-
day’s closing price for immediate delivery of pounds, the mid-point between the
prices at which they can be bought and sold; the change on the previous day’s price;
and the day’s high and low for mid-point prices, the highest and lowest prices at
which dealings have taken place during the European trading day. Since sterling is the
largest currency unit, all prices are given in so many euros, dollars, etc. to the pound.

B Bid/offer spread: a representative spread on the price at the close. Different banks
may quote slightly different rates at the same time, particularly if the market is moving
in a very volatile fashion. As with shares, marketmakers buy currencies at a lower price
than they sell them in order to make a profit. The spreads are shown only to the last
three decimal places.
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Fig. 12.1 Pound spot and forward against the pound

B Forward rates: prices on contracts struck for settlement one month, three months
or one year ahead, or prices implied by current interest rates; and the annualised
interest rate differential between the two countries that implies. Forward currency
rates and interest rates are intimately connected. A bank given an order to supply dol-
lars against pounds in three months’ time will in theory (out of simple prudence)
purchase the dollars at once and leave them on deposit for three months. If dollars are
yielding less than pounds, it will lose interest by switching from pounds to dollars. It
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naturally passes this cost on to the customer by charging more for three months dol-
lars than it would for spot dollars. The forward dollars are sold at a premium: the
buyer receives fewer dollars per pound. The curve of forward rates, at a premium (the
currency units cost more forward, that is, the buyer receives fewer per pound the
longer forward they are purchased) or a discount, is essentially determined by the
interest rates available for deposit of these currencies relative to sterling. The lower
the interest rate available, the higher the effective cost of buying that currency in
advance, and this is reflected in the forward rates.

B Bank of England index: the relative trade-weighted position of currencies against
the pound compared with a base value of January 2005 = 100. Calculated by the Bank
of England, the index is not a monetary value, but a measure of the strength or weak-
ness of the pound against other currencies. Similar indices for other big countries are
carried in a table in the newspaper and are called effective index rates.

B SDRs: the Special Drawing Rights (SDR) of the International Monetary Fund (IMF),
the units in which the IMF accounts are dominated. This is a currency basket made up
of a predetermined amount of different currencies. Its composite character means
that this currency substitute is less volatile than the individual units, and it is being
used to an increasing extent for commercial purposes.

Using the information

The global foreign exchange market, the huge size of which dwarfs every other interna-
tional financial market, has always presented technical difficulties for institutions seeking
end-of-day rates that are authoritative and consistent. The market functions around the
clock in virtually every country and knows no limitations such as fixed trading hours or
any obligation to report “closing” rates. Until 1992, no single, consistent, set of forex rates
had gained universal acceptance, with the result that the various reference sources used
by the investment industry and the wider business community sometimes varied substan-
tially. This problem was compounded when market conditions were volatile.

The rates shown in this and other Financial Times currency tables use data drawn
from the WM/Reuters Closing Spot Rates. Developed by the two companies in consulta-
tion with leading London financial market practitioners, these now set a daily global
standard for the rates required for index calculation, investment management and portfo-
lio valuation. A single suite of rates allows accurate comparisons between competing
indices and competing funds. Users of rates for commercial contracts and transactions
also benefit from access to a consistent set of data, drawn from the market at a precisely
fixed time and rigorously screened to exclude anomalous quotes.

The WM Company calculates and publishes a daily fixing based on market rates
derived from Reuters’ forex reporting system, and covering around 70 currencies. At
short intervals before and after 4pm London time, representative bid, offer and mid-rates
against the US dollar are selected from a wide range of contributing banks and forex deal-
ers. Spot rates for all currencies against sterling are then calculated as cross-rates from
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the dollar parities, reflecting forex market practice. The choice of 4pm as the reference
point results from research that suggests that this time not only captures a far larger
selection of timely quotes from continental European contributors, but also reflects more
accurately the peak trading period for the London and New York markets.

It is possible that by the time the rates are consulted, the markets may have moved
quite sharply. The rates in the newspaper cannot guarantee to be up to the minute; what
they do provide is a daily record of the market’s activities for reference purposes. The
rates are frequently used by exporters and importers striking contracts in more than one
currency at an agreed published rate.

Businesses frequently need to hedge against currency risk. Typically, a UK business
with significant dollar income might sell dollars forward at a particular rate. This protects
it against the dollar’s weakening (though it also means gains from its strengthening
would be missed), but more importantly makes the exchange rate predictable for that
company to aid planning.

International investors too are exposed to currency risk. While investing in foreign
equities naturally exposes an investor to the currencies in which they are denominated,
exposure can also be achieved by investing in those currencies as assets in their own right.
The markets for exchanging sterling, dollars, euros and yen need not only be a means of
switching between different national equity markets. They can also be a way to enhance
total portfolio returns, to speculate on future shifts in exchange rates or, for the more risk-
averse investor, to hedge bets through interest rate and currency diversification.

For the global investor balancing an overall portfolio of equities, bonds and cash, it
may be wise to explore the opportunities for holding the cash portion in savings
accounts or money market funds that are not denominated in the base currency. Interest
rate differentials between countries mean that banks and fund managers elsewhere might
be offering better returns. And if differentials get wider, there may be currency apprecia-
tion benefits as well: on the whole, higher rates in one place will attract more buyers of
the currency driving up its value.

Another way to get currency exposure is through managed currency funds. These are
generally run by international fund management companies, are often located in the
Channel Islands for obvious tax advantages, and operate in a similar way to unit and
investment trusts: investors buy units in the fund and its managers pursue the best returns
they can by investing in the appropriate cash and currency markets. Currency fund data
are on the Financial Times managed funds service pages discussed in Chapter 10.

Just like trusts, the precise markets in which the funds invest vary considerably and
most companies have a good selection from which to choose. Some might be focused on
a single currency, investing in short-term money market deposits in its country of origin.
Others are multi-currency accounts, perhaps using sterling or the dollar as the point of
reference, and moving in and out of other currencies in anticipation of advantageous
exchange rate movements. Typically, decisions will be made on the basis of assessing the
relevant fundamental economic data; sometimes, they might be based on technical analy-
sis of the past patterns of currency fluctuations.
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The dollar spot and forward

The dollar has long been the dominant currency in world trade and the United States has
often been able to pay for its imports with dollars. Given that fact and the persistent US
current account deficit, the country is consistently exporting dollars, which then move
around world markets and economies. Hence the importance of the dollar spot and for-
ward rates published on ft.com (see Figure 12.2). The table shows:

Fig. 12.2 Dollar spot and forward against the dollar
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B Prices for the dollar spot and forward: the equivalent range of information as the
pound spot and forward.

B Pounds and euros: all prices, except for sterling and the euro, are quoted in terms of
2 lotys, roubles, swiss francs, etc. to the dollar. Sterling and the euro are quoted in dollars
rather than in so many units to the dollar. It is important to bear this in mind when com-
paring forward rates and the direction of movement of the dollar against these currencies.

B JP Morgan index: like the Bank of England index, these figures show the relative trade-
weighted position of currencies, in this case against the dollar. The base is 2000 = 100.

The euro spot and forward

Since the launch of the single European currency in January 1999, the ft.com website has
carried a similar table to those for the pound and the dollar for the euro (see Figure
12.3). In addition to providing comparable information on the euro spot and forward,
the table gives the “locking rates” at which the 12 members of the eurozone set their cur-
rencies. There is further discussion of the single currency and the European economy
more generally in Chapter 16.

Other currencies of the world

Monday’s Financial Times carries a table of virtually every currency of the world, show-
ing its value in terms of four key currencies: sterling, the dollar, the euro and the yen (see
Figure 12.4). The rates given are usually the average of the latest buying and selling rates.
Many of these currencies are pretty obscure in terms of their role outside their countries
of origin; many of them are fixed against the dollar or tied to important international or
regional currencies; and many of them are very strictly controlled by the local monetary
authorities, and are not openly dealt on world foreign exchange markets.

The daily newspaper carries a table with more detailed quotes for the more important
currencies of the world (see Figure 12.5); while the ft.com website has a daily table show-
ing exchange cross rates (see Figure 12.6). The latter provides the reciprocal values for
nine of the world’s principal trading currencies, quoted in a grid displaying each cur-
rency’s value in terms of the others. Half-yearly, the newspaper shows current and
six-months-earlier values for nine currencies in terms of dollars, euros and yen, as well as
charts tracking the past six months’ movements of the dollar against the yen and the
euro and trade-weighted indices for the dollar, the yen and sterling.

A further ft.com table on the foreign exchange markets gives an indication of the
volatility or riskiness of three leading currencies — sterling, the euro and the yen — against
the dollar (see Figure 12.7). The first column provides the latest reading for the volatility
index, followed by the change on the previous reading, the reading for a month ago and
the 52-week high and low. A “RiskGrade” of 100 corresponds to the average volatility of
the international equity markets during “normal market conditions”. So anything less
than 100 is less volatile than global stock markets. In this example, the pound has clearly
been less volatile against the dollar than the euro but more volatile than the yen. And all
are less volatile than standard stock market volatility.
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Fig. 12.3 Euro spot and forward against the euro
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Fig. 12.4 FT guide to world currencies
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Fig. 12.5 Currencies
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Fig. 12.6 Exchange cross-rates

Fig. 12.7 RiskGrade volatility: FX markets

The money markets

The money markets are the markets in deposits and short-term financial instruments,
places for money that is available for short periods and where money can be con-
verted into longer period loans. It is a wholesale market for professionals only, though
its operations have an impact on the price of money and liquidity generally. Its main
functions are:

B Banks that are temporarily short of funds can borrow while those with a surplus can
put it to work.
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W It provides a source of liquidity.
B Banks can borrow wholesale funds as can companies and governments.

B It makes it possible to correct imbalances between the banking system as a whole and
the government.

Financial Times reports describe monetary conditions and central bank money market
intervention in a number of countries. The choice of market centres will depend on the
amount of activity in each on the preceding day.

UK interest rates

The UK interest rates table (see Figure 12.8) provides details of interest rates for
overnight deposits and other short-term instruments. These are representative interest
rates taken by the newspaper from major market participants near the end of the London
trading day, showing:

Fig. 12.8 UKiinterest rates

B Loan period: rates are given for a number of maturities, varying from overnight to
one year, for a number of different instruments.

B Interbank sterling: this is a measure of short-term swings in rates, a constantly
changing indicator of the cost of money in large amounts for banks themselves. For
each maturity date, the first figure is the offer or lending rate, and the second figure
the bid or borrowing rate. The interbank market exists to allow banks to lend and
borrow surplus liquidity in substantial amounts; in practice, very large company
depositors should be able to deal at or near interbank rates when they are placing
money in the market. Rates for different maturities produce the yield curve; when
interest rates might drop, the yield curve will be negative.
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B Sterling CDs: certificates of deposit issued in sterling by UK banks and in which a
secondary market exists. These carry a slightly lower rate than interbank loans.

B Treasury and bank bills: the rates at which various bills of exchange are discounted.
Bills of exchange are securities issued by companies, banks or governments (in this
case, the Treasury and banks) with a fixed maturity value. Discounting them means
buying them at a discount from face value, with the discount rate being the difference
between purchase price and face value as a percentage of the face value.

B Deposits: money lent to local authorities (offered rate for deposits), as well as the
rates at which discount houses (the institutions with which the Bank of England car-
ries out the bulk of its operations in the money market) accept the secured money
from banks. Banks are required to maintain a certain amount of cash with the discount
market, and these rates are generally below interbank levels.

World interest rates

The market rates table in Figure 12.9 lists representative interest rates from major money
markets outside London, showing:

Fig. 12.9 Market rates
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B Loan period: current overnight, day, weekly and one-, three-, six- and 12-month rates
in the eurozone, Switzerland, Japan and the United States.

B LIBOR: LIBOR stands for the London Interbank Offered Rate and is the rate of interest at
which banks could borrow funds (in different currencies) from other banks, in marketable
size, in the London interbank market. These BBA (British Bankers’ Association) quotes are
the most widely used benchmark or reference rate for short-term interest rates.

B CDs: rates are also quoted for US-dollar and euro-linked certificates of deposit. These
are, in essence, marketable bank deposits: a depositor who buys a three-month CD
from a bank may sell it to a third party if liquidity is needed before the maturity date.
Because CDs can be sold on, unlike ordinary deposits, they carry slightly lower inter-
est rates.

B US rates: two overnight rates paid on funds lent between the member banks of the
US Federal Reserve System, indicators of the day-to-day cost of money in the United
States; an indicator of the yield on US government securities, three-month Treasury
bills; and a rate on Special Drawing Rights.

B EONIA: this benchmark (the Euro Overnight Index Average) indicates rates for
overnight unsecured lending in the eurozone interbank market. It is computed with
the help of the European Central Bank.

B EURONIA: this is the London equivalent of EONIA, the average interest rate,
weighted by volume, of all unsecured overnight euro deposit trades arranged by eight
money brokers in London.

H International money rates: interest rates on deposits in various currencies in mar-
kets outside their countries of origin, the so-called Euromarket rates. Outside the
United States, for example, banks are not bound by any considerations of reserve
requirements on their holding of dollars. These then are free market rates at which
banks lend and borrow money to and from each other. Interest rates are quoted for
eight currencies.

The international money rates follow but do not necessarily match domestic rates. The
key rate is the LIBOR, the heart of the interbank market, which is in turn the core of the
money markets.

Official rates

Another table relevant to both the money markets and the bond markets and listed on the
Market Data page, covers US, eurozone, UK, Japanese and Swiss official interest rates (see
Figure 12.10). These are the indicative rates set by central bank monetary policy-makers like
the Bank of England’s Monetary Policy Committee, the Federal Open Market Committee of
the US Federal Reserve Board and the Governing Council of the European Central Bank.
Interest rates obviously play a critical role binding together the world’s many financial
markets, and strongly influencing companies’ costs of borrowing and investors’ likely
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Fig. 12.10 Official rates

returns. For the investor, the direction and relative importance of their effects on a given
equity portfolio vary considerably. The immediate effect of a rise in interest rates in one
country is that the dividend yield of a share will be relatively less attractive than the inter-
est rate on a local deposit account. The yield will also be less appealing than that of a
government bond in the same country, the price of which will have fallen so that its fixed
coupon’s yield corresponds to the interest rate. Investors with a portion of their assets in
cash or other options to equity should note these relative return movements.

A share’s dividend yield may become even less desirable since the rate rise will proba-
bly increase the company’s interest costs, reducing its profitability and perhaps leading it
to cut dividends. The extent of the increased costs will hinge on the company’s level of
borrowing and its skills at locking into fixed-rate funding prior to the rate rise. Higher
leverage and larger floating rate loans suggest greater potential damage to dividend yields
from rising interest rates.

By the same token, much of the return sought on shares is from their potential for
capital growth, and rate movements need not affect that. Interest rates tend to rise and
fall in line with the level of economic activity. In a recession and the early stages of a
recovery, they will generally be low and falling to encourage borrowing, while in the sub-
sequent expansion and boom, they will rise as the demand for money exceeds the
supply. As countries emerge from recession and move into boom, interest rates tend to
rise, increasing capital costs. But, at the same time, growing economies should offer
numerous opportunities for enhanced profitability. Over the longer term, the prospects
for corporate profitability tend to have far more of an influence on share prices than
interest rates. And those prospects are in turn powerfully affected by the growth poten-
tial and stability of the local economy.

Of course, rising interest rates may not necessarily signal the expansive phase of the
business cycle. They could, for example, indicate excessive government budget deficits,
which drive up the cost of borrowing. In that case, rate increases are unlikely to be prom-
ising for share values. Rate rises may also be a reflection of the need to restrain high or
impending inflation. In a national context, this need not be disastrous since low inflation
will benefit long-term corporate profitability, while high inflation at least implies low real
interest rates. Within a global portfolio, however, company shares in relatively high infla-
tion countries are eventually going to diminish in value when the currency in which they
are priced devalues.
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Equity returns are particularly affected by interest rates in firms and sectors where
business revenues and costs are especially sensitive to rate changes, such as banks and
life assurance companies. Even firms in industries dependent on household expenditure,
such as the retail sector and breweries, may experience important changes in profits, as
consumers shift their spending in response to the cost of credit. In addition, it is, as
always, essential to note that as a result of investor expectations, the effects of changed
interest rates could conceivably come before the change actually occurs. Financial mar-
kets often discount the future in this way, building into the prices of the assets traded on
them all past, present and prospective information on their future values.

Interest rates also interact closely with currency rates: they are two of the most volatile
features of world financial markets. To protect against their fluctuations and other price
movements, many investors and companies employ a variety of risk management tech-
niques, which in turn offer speculative opportunities. This leads to the subject of the next
chapter, the market for futures, options and other derivative assets.






“A derivative is like a razor. You can use it to shave yourself and make yourself attractive
for your girlfriend. You can slit her throat with it. Or you can use it to commit suicide.”

James Morgan

“Read Ben Graham and Phil Fisher, read annual reports, but don’t do equations
with Greek letters in them.”

Warren Buffett



Futures and options

The derivatives markets

B The international markets for derivatives — futures and options become an
integral part of the international capital markets

B Options — the right to buy or sell an underlying asset: reading the figures and
using the information on equity options

B Financial futures — agreements to buy or sell a standard quantity of an

underlying asset at a future date: bond derivatives; interest rate derivatives;

interest rate swaps; currency derivatives; stock index futures and options
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The complexity of our modern lives and the numerous decisions we are able to take are
only made possible by our ability to manage risks — the risk of house fire; the risk of
losing a job; the risk to the entrepreneur who invests in a business; the risk to the farmer
who plants a crop that will have an uncertain yield and be sold at an uncertain price in
several months’ time; the risk to the investor in the stock market; and so on.

For each of these problems, society has found solutions. For example, most people agree
that house insurance and unemployment insurance increase social well-being. The role of
futures markets in insuring farmers against commodity price uncertainty is also understood
to increase welfare. Equally, the role of the stock market in enabling the risks of businesses
to be shared is now well understood — as indeed is the role of diversification in enabling
investors to achieve the minimum risk for the returns generated on their portfolios.

But such widespread public acceptance is almost certainly not true of derivatives, and
their role as a means for managing risk through the financial markets is frequently misun-
derstood. This may, in part, be due to the idiosyncratic nature of the instruments
themselves, as illustrated by a number of controversial episodes: the failure of portfolio
insurance in the 1987 stock market crash; their misuse in the cases of Barings, Gibson
Greetings Cards, Metallgesellschaft, Orange County, California, and Procter & Gamble;
and the near failure in 1998 of the hedge fund Long Term Capital Management, whose
board included the pioneers of option pricing, 1997 Nobel Laureates for economics,
Robert Merton and Myron Scholes.

Yet these instruments — futures, options and a multitude of variations on these themes
—are packages of the basic components of risk: they more than anything else traded come
close to the theoretically ideal instruments for the trading of risk. On the one hand, insur-
ance can be a cost borne to eliminate a negative occurrence, accidental or structural, an
outcome you cannot tolerate. On the other hand, it becomes a tool to shape a risk-return
relationship, unique to each investor, from quite common investment alternatives.
Derivatives can turn stocks into bonds and vice versa. And derivatives can pinpoint very
precisely specific risks and returns that are packaged within a complex structure.

The standard definition of a derivative is an asset the performance of which is based
on (derived from) the behaviour of the price of an underlying asset (often simply known
as the “underlying”). Underlying assets (traded in what is known as the cash market) may
be shares, bonds, currencies, interest rates or commodities, but in each case the assets
themselves do not need to be bought or sold.

A derivative product can be either “exchange traded” where a contract is bought or
sold on a recognised exchange, or it can be “over the counter” (OTC). An OTC instru-
ment is “written” (sold) by a financial institution and tailored to suit the requirements of
the client. Swaps where borrowers exchange the type of funds most easily raised for the
type of funds that are required (based either on currency or interest rate considerations),
usually through the medium of a bank intermediary, are a key OTC instrument.
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The international markets for derivatives

Over the past 30 years or so, financial futures and options have established themselves as
an integral part of the international capital markets. While futures and options originated
in the commodities business, the concept was applied to financial securities in the United
States in the early 1970s. Currency futures grew out of the collapse of the Bretton Woods
fixed exchange rate system, and heralded the growth of a wide variety of financial instru-
ments designed to capture the advantages or minimise the risks of an increasingly
volatile financial environment. Now these products are traded around the world by a
wide variety of institutions.

Financial Times coverage of the derivatives markets focuses primarily on those prod-
ucts traded on exchanges such as the London International Financial Futures Exchange
(LIFFE, pronounced “life”) and the two oldest and biggest exchanges, the Chicago
Mercantile Exchange (CME) and the Chicago Board of Trade (CBT). There are more than
40 recognised, regulated exchanges worldwide.

The underlying cash instruments, be they bonds, equities, indices, interest rates or for-
eign exchange, are becoming ever more closely linked in price and trading patterns to
the derivative instruments. In some markets, the turnover in derivatives is many times
greater than turnover in the underlying products.

Essentially, futures and options provide vehicles both for trading and for the manage-
ment of a diverse set of financial risks. They are thus of benefit to financial market
participants ranging from securities houses that are trading shares and government
bonds for their own accounts, to multinational companies that wish to manage their for-
eign exchange or interest rate exposure.

Investment managers, for example, tend to use derivatives in two ways. One is in
deciding on the appropriate allocation of assets within their portfolios. In this case, expo-
sure to a particular market can be changed for a time at perhaps 5 or 10 per cent of the
cost of dealing in the underlying cash market, making it economically viable to change
exposure for short periods. The second role is in fund management where futures and
options can be used to modify risk/return profiles, a form of insurance against a down-
turn in the market.

Other financial institutions tend to use derivatives as sources of income. In the Barings
incident in February 1995, for example, it was, apparently, Nick Leeson’s job to exploit
small differences in prices by buying financial instruments on one Far East exchange and
selling those same instruments on another exchange, the process of arbitrage. In fact, it
appears he became involved in one-way speculation. In January and February 1995, he
effectively took a one-way bet on Japanese equities through increasingly heavy purchases
of Nikkei 225 futures contracts on both the Osaka and Tokyo exchanges. The bet came
horribly unstuck due to a sustained period of weakness in the Japanese equity market.
And it was this incident that brought derivatives to the attention of a wider public than
narrow professional finance circles, leading them to be labelled “the wild card of interna-
tional finance”.
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The rest of this chapter examines the various futures and options contracts on which
data and analysis are published in the Financial Times and on ft.com. Readers seeking
greater detail on the full range of derivative instruments, as well as examples of how they
work in practice, are referred to Francesca Taylor’s Mastering Derivatives Markets
(Financial Times/ Prentice Hall) and to Lawrence Galitz’s Financial Engineering: Tools
and Techniques to Manage Financial Risk (Financial Times/Prentice Hall).

Options

Options are derivative securities: they derive their value from the value of underlying
assets. In the case of financial options, these underlying assets may be bonds, interest
rates, currencies, individual stocks or stock groupings, or indices such as the FTSE 100.
An option on an asset represents the right to buy or sell that asset at a predetermined
price (the striking, strike or exercise price) at a predetermined future date (in the case of
a European-style option) or by a predetermined future date (in the case of a US-style
option). It is important to note that an option conveys the right, but not the require-
ment, to buy or sell.

The seller (generally known as the writer) of a put (an option to sell) or a call (an
option to buy) receives a premium upfront from the option buyer. Other than this pre-
mium, there is no further exchange of money until and unless the option is exercised,
either at or before expiration. If, say, over the life of a European-style call option, the
price of the underlying asset rises above the striking price of the option, the option is
said to be “in the money”: the buyer can exercise the option at expiration and receive a
profit equal to the difference between the option striking price and the actual price of
the underlying assets, less the premium paid to the option writer. An in-the-money
option is said to have intrinsic value.

If the call is “out of the money” or “at the money”, that is, the underlying asset price is
below or at the striking price, the option buyer will generally choose not to exercise the
option. Nothing will be earned from the option position, and a loss will be incurred equal to
the premium paid to the option writer. Before expiry, any option still has time value, the
possibility that it will be worth exercising; at expiry, it only has intrinsic value left and if it is
out of the money (or, as some analysts say, “under water”), then it has no intrinsic value.

On the other side of the transaction, the option writer receives the premium paid by
the buyer. This represents clear profit if the option remains unexercised. However, the
option writer also assumes the risk of having to sell the underlying asset at a striking
price significantly below actual market price or to buy the underlying asset at a striking
price significantly above the actual market price. In either of these cases, the loss suffered
by the option writer at the exercise of the option can overwhelm any premium received
for writing the option. It is potentially limitless.
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Equity options

The LIFFE is the primary market for options and futures in the United Kingdom. It provides
facilities for trading in derivatives contracts on stocks, stock indices, bonds, currencies and
interest rates. For equity option contracts, the Financial Times lists price and trading data
underneath the London share service Tuesday to Saturday, as in Figure 13.1:

Closing price Striking price Premiums for Premiums for

of the share in for this line call options with put options with

the stock market of options a December a December
exercise date exercise date

Fig. 13.1 Equity options
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Reading the figures

B Option: the first column lists the security from which the options are derived and its
closing price in the cash market on the previous day. For example, in this table, shares
in Vodafone closed at 134.25 pence.

B Striking price: the second column gives the option series quoted. For Vodafone, there
are two series, one with a striking price of 130 pence, the other with a striking price of
140 pence. Thus, one is lower than the current cash market price, the other higher.

B Calls: the third, fourth and fifth columns give the price or premiums payable for call
options that can be exercised on three different dates. For Vodafone, the price of a 130
pence call option that expires in August is 6.25 pence, while a 140 option that expires
in the same month costs 1 pence.

B Puts: the last three columns give the premiums payable for put options that can again
be exercised on three dates in the future.

Using the information

The buyer of an option is willing to risk a limited amount (the premium) in exchange for
an uncertain reward (the possibility of buying at some level below or selling at some level
above the market price), whereas the option writer is willing to accept an offsetting,
uncertain risk (having to sell at some level below or buy at some level above the market
price) in return for a certain reward (the option premium).

Option contracts, like insurance policies, are used to protect the investor, whether
writer or buyer, from unacceptable risk. The option buyer is in a position analogous to
that of the owner of an insurance policy; the uncovered option writer is like the insur-
ance underwriter who accepts risk in return for premium income.

For most investors and companies, options are protection against wide price fluctua-
tions. For dealers and speculators, they are an opportunity for big profits.

As an investment, call options are highly geared so that a small change in the underly-
ing asset value has a significant effect on the option value. Put options on the other hand
are more of a hedging strategy protecting against the fall of stock or portfolio value by
establishing a floor price below which they cannot fall.

As in the currency markets, it is important in the options markets to have liquidity, and
so Financial Times reports often focus on the turnover in the option markets.

Financial futures

A financial futures contract is an agreement to buy or sell a standard quantity of a certain
financial instrument or foreign currency at a future date and at a price agreed between
two parties. Trades are usually executed on an exchange floor with buyers and sellers
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grouped together in a pit shouting at each other in what is termed “open outcry”.
Increasingly, exchanges are developing automated systems that allow trading to take
place on computer screens. The financial guarantee is generally provided by a central
clearing house, which stands between buyer and seller and guarantees the trade.

Futures and options are leveraged instruments. This means that for a relatively small
down payment (margin for futures, premium for options), participants gain a dispropor-
tionately large exposure to price movements in the underlying cash market, hence their
appeal as a trading vehicle. They are also used to a large extent as a hedging mechanism.
For example, if a US multinational company incurs a significant exposure to the euro
through the nature of its export markets, but also believes that the dollar will appreciate
against the euro over coming months, the treasurer might wish to sell euro futures to
cover the company’s risk. Losses incurred by lower revenues should then be at least par-
tially offset by gains from selling the future.

An investor might also use futures to hedge a portfolio, most commonly using index
futures, which are futures on major market indices. For example, if the market is
expected to fall; selling stock index futures can protect portfolio value: if the market does
fall, the loss on the actual stocks is compensated by the profits of buying back the futures
at a reduced price.

The relationship between the futures and cash markets is kept stable by the arbi-
trageurs who seek out discrepancies between the prices. Generally, futures trade a little
above the cash price, reflecting the time and risk premiums. If, for example, there are
expectations of a market rise and the future and cash prices are equivalent, money goes
into the futures, driving up its price relative to the cash price.

Bond derivatives

The ft.com website features details of a wide range of commonly traded financial deriva-
tives. For example, there is a daily list of prices for futures on UK, US, Japanese and
euro-denominated bonds (see Figure 13.2). For the most part, these are traded on the
LIFFE, the Chicago Board of Trade and the Eurex, the German-Swiss electronic
exchange, which has overtaken LIFFE as the world’s largest derivatives market.

B Bond and date: the name of the future indicates the underlying bond on which it is
based, in the case of the Long gilt-LIFFE a notional UK gilt worth £100,000; the date in
the next column is when the contract will be finally settled.

B Face value and calibration: for most bond futures, there is a nominal face value, in
the case of the US Treasury bond future, $100,000. That price is a notional one, the
owner paying (or receiving if the future price is below 100 per cent) only the differ-
ence between that and the futures contract price. The price on this future (and other
US futures) is calibrated in 32nds, that is, the price can move by a minimum of one
32nd of 100 per cent.
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Fig. 13.2 Bond futures

B Opening, latest, change, high and low: information on the price at which con-
tracts began trading in the morning (not necessarily the same as the previous day’s
closing price); the current settlement price (yesterday’s closing price, the price at
which the contract would currently be settled); the change on the previous day’s clos-
ing price; and highs and lows reached during the day’s trading.

B Estimated volume and open interest: the estimated number of contracts actually
exchanged during the day, and the number in which traders have expressed interest in
buying or selling on the previous day. Not all contracts in which there is open interest
are actually traded: they do not become part of estimated volume.

The ft.com website also has data on a handful of bond options, including US Treasury 10
year options, 10 year Japanese government bond options and euro bund options. As with
equity options, these list premiums for call and put options with a range of different strik-
ing prices and maturities.

Interest rate derivatives

The paper’s Market Data page carries a similar table for interest rate futures (see Figure
13.3), including futures on three-month Euribor, Euro-Swiss francs, sterling, Eurodollars

192



Futures and options: the derivatives markets

and Euroyen plus US Treasury bills. On ft.com, there are daily data on various interest
rate options, including three-month Eurodollar options, Euribor options and short ster-
ling options. Such interest rate derivatives can be used to cover any interest rate risk,
from an overnight exposure to one lasting 25 years. Interest rate risk is either of
increased funding costs for borrowers or of reduced yields for investors.

The information provided in the table for interest rate futures contracts includes the
month in which the contract will finally be settled; the opening price of the contract on
the latest day of trading; the settlement price, which is the closing price used for deter-
mining profits and losses for marking accounts to market; the change on the previous
day’s price; the day’s high and low prices; the trading volume; and the open interest, the
sum of outstanding long and short positions, which gives an indication of market depth.

Fig. 13.3 Interest rate futures

An example of how these contracts work, and one of particular interest to companies and
financial institutions in the United Kingdom, is the short sterling futures market. The
short sterling futures contract is based on a notional three-month deposit transaction. Its
price is equal to 100 minus whatever interest rate is expected by the market when the
three-month contract expires. Hence the price of the contract rises when interest rates
fall. The market also gives an indication of interest rate expectations, which is valuable for
policy-makers and other forecasters.
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Short sterling traders can use the market to protect themselves against possible interest
rate movements, effectively fixing the interest rate at which they borrow or lend. For exam-
ple, a lender who fears rate falls can buy short sterling contracts expiring in three months:
if by then rates have not fallen the lender has lost nothing; if they have fallen, the lower
return on the investment is offset by a rise in the price of the futures contract. Similarly, a
borrower fearing a rate rise could hedge the risk by selling short sterling futures: if rates do
rise, the contracts can be bought back at a lower price, offsetting the higher interest costs.
Speculators can use the markets for gambles on future rate movements.

The ft.com tables for options show the premiums for put and call options with a range
of different striking prices and maturities.

Interest rate swaps

Interest rate and currency swaps are a relatively recent innovation but they have grown
rapidly and now dwarf other financial instruments. At the end of 2004, there was $184
trillion worth of swaps outstanding compared with $58 trillion five years earlier.

An interest rate swap is an agreement in which two parties (known as counterparties)
agree to exchange periodic interest rate payments. The actual amount of the interest pay-
ments exchanged is based on a predetermined principal, called the notional principal
amount. But the only money that is exchanged is the interest payments on this amount.
In the most common type of swap, one party agrees to pay the other party fixed interest
payments at designated dates for the life of the contract. The other party agrees to make
interest payments that float according to an agreed index such as LIBOR.

Swaps are a useful tool. Banks, for example, can use them to match their assets and lia-
bilities more closely. If they have lots of short-term floating rate liabilities such as savings
accounts but long-term fixed rate assets such as loans, they can swap long-term assets into
short-term ones. Similarly, companies can use swaps to convert fixed-rate debt (which
investors might prefer and which is therefore easier to raise) into floating-rate debt.

A daily table published in the Financial Times shows benchmark interest rates for
swaps in five different currencies and for a range of different durations (see Figure 13.4).
Below it is a table of recent trading data for interest rate swap futures.

Currency derivatives

The Market Data page also contains a table of currency futures (see Figure 13.5). These
can be used for managing currency risk, the danger of receiving a smaller amount of the
base currency than expected, or paying out more of the base currency to purchase a
required amount of foreign currency. Also, they may be used by speculators aiming to
buy and sell currencies for profit.
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Fig. 13.4 Interest rate swaps and swap futures

Fig. 13.5 Currency futures
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Stock index futures and options

Stock index futures and options began to be traded on the LIFFE in 1984. A stock index
future is an agreement between two parties to compensate each other for movements in
the value of a stock index over the contract period. The value of the stock index is
defined as being the value of the index multiplied by a specific monetary amount, the
index multiplier or amount per full index point.

A stock index option gives the holder the right but not the obligation to buy or sell an
agreed amount of an equity index at a specified price on or before a specified date. A pre-
mium is paid for this right. One of the principles behind stock index futures and options
is cash settlement. This is the process used at expiry (or exercise) whereby a cash differ-
ence reflecting a price change is transferred, rather than a physical delivery of the
underlying basket of shares.

As with all derivatives, both index options and futures can be used for either hedging
or speculation. For example, a fund manager wishing to hedge the value of a portfolio
when the stock market may fall will sell index futures. Being long in the cash market and
short in the futures market will mean that if the market does fall, a nominal loss on the
portfolio is compensated by a gain on the futures, which can be bought back at a lower
price. A speculator expecting a market fall may sell futures without any underlying expo-
sure, or sell call options on the index, profiting from the premium if the market does fall
and the options expire out of the money.

The ft.com website lists daily data on various equity options, including one based on
the FTSE 100 index (see Figure 13.6) and options on the DAX, the Nikkei 225 and the
S&P 500 indices. As with equity options, the tables include the premiums for put and call
options with a range of different striking prices (values of the index) and maturities.

Fig. 13.6 FTSE 100 index options

B Index futures: as with bond futures, the table includes opening prices, settlement
prices, price changes, daily highs and lows, estimated volume and open interest.
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B Index points: pounds per full index point are a measure of the trading unit, for
example, the FTSE 100 index future unit is £10 per index point. This means that when
the index is at 4,925, a futures buyer is covering the equivalent of £49,250 of equities.
If the index rises 200 points, the buyer can sell a matching contract and make a profit
of £2,000.

The UK market for index futures and options can be used in its own right for speculation,
or as an overlay on a portfolio of UK securities in order to hedge its value or to expose it
to greater risk and the potential for greater gain. Similarly, derivatives based on foreign
market indices can be used to hedge an international portfolio or to gain exposure to
those markets. There is a daily table of prices for futures contracts on a number of market
indices on ft.com (see Figure 13.7):

Fig. 13.7 Equity index futures

Stock index futures of this kind offer a number of advantages to investors and fund man-
agers. First, they permit investment in these markets without the trouble and expense
involved in buying the shares themselves. Second, operating under a margin system, like
all futures, they allow full participation in market moves without significant commitment
of capital. Third, transactions costs are typically many times lower than those for share
transactions. Fourth, it is much easier to take a short position. Lastly, fund managers
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responsible for large share portfolios can hedge their value against bear moves without
having to sell the shares themselves.

Economic news and other financial markets are crucial in determining futures market
behaviour. Similarly, their ability to spread risk and deliver exceptional profits makes the
derivatives markets increasingly central to financial activity and a major influence on the

world economy.






“Gold, the barbarous relic.”

John F Kennedy

“Gold, part of the apparatus of conservatism.”

John Maynard Keynes



Primary products

The commodities markets

B London spot markets — commodities available for immediate delivery

B Commodity futures markets — opportunities for hedging and speculation in the
markets for “softs”: cocoa, coffee and sugar; other commaodities, including oil

B Metals — precious and base metals: the London Metal Exchange; reading the
figures and using the information on gold and the London bullion market

B Other key commodity markets — the markets in New York and Chicago;

commodity price indices
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Commodities are basic raw materials, primary products and foodstuffs that are homoge-
neous and generally traded on a free market. Commodity contracts may represent cash
transactions for immediate delivery, or, more commonly, forward contracts for delivery at
a specified time in the future. The bulk of such contracts are bought and sold on a com-
modities exchange by dealers and commodity brokers or traders. Their homogeneity,
coupled with fast communications and an efficient system of quality grading and control,
means that they can be traded without an actual transfer of the goods. This allows enor-
mous scope for hedging and speculative activity as traders buy and sell rights of
ownership in spot and futures markets. Commodities were in fact the origin of the deriv-
atives markets discussed in the previous chapter.

As in all free markets, the prices of commodities are determined by the forces of
demand and supply. And because of the nature of the conditions of demand and supply
for commodities, their prices tend to swing more violently than prices of manufactured
goods. A small but persistent surplus of the supply of, say, tin, over demand can cause a
dramatic slump in prices; similarly, disastrous weather conditions and a poor harvest can
drive up a crop price.

Commodities are primarily of interest to industrial users. Oil is the one with the most
widespread potential impact because almost all businesses have some energy needs, but
there are plenty of other examples. Prospective cocoa prices, for instance, are critical to
chocolate makers, while certain metal prices will affect such companies as producers of
cars, ships and manufactured goods, as well as the construction industry.

Companies whose profitability is partly dependent on the cost of their raw materials
will naturally seek protection from potential surges in primary commodity prices. It is this
need to hedge that gives rise to the futures markets.

For investors, commodities offer the potential for exceptionally high returns but a very
high degree of risk. In addition, investing in physical commodities is rarely possible given
the problem and costs of storage. Indeed, few private investors play even the commodi-
ties futures markets except through various managed funds, which diversify their risks
across a variety of commodities, or by investing in companies in oil, gold mining and
other extractive and exploratory industries. The majority of the players in the primary
commodity markets are professional speculators who take the opposite side of hedgers’
positions. For this small group, the commodity sector is ultimately high risk for high
reward.

Financial Times coverage of commodities markets appears on the daily Capital
Markets & Commodities page, typically with a report on the markets and a table of the
previous day’s price data from markets in London, New York and Chicago (see Figure
14.1). Saturday’s and Monday’s newspapers add figures on prices at the close of trading
for the week, the change on the previous week, prices one year ago and the highs and
lows for the year to date (see Figure 14.2). More detailed commodities data are available
on ft.com.

The commodities markets are dominated by a limited range of players but are impor-
tant to all markets and the wider economy particularly as a leading indicator of trends in
and expectations of inflation and equity and bond prices.
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Fig. 14.1 Commodity prices (daily) Fig. 14.2 Commaodities (weekly)

London spot markets

Commodities price coverage on ft.com includes the spot markets — commodities avail-
able for delivery within two days. Generally, these figures represent the cost of actual
physical material, exceptions being the London daily sugar prices and the cotton index,
which are guide prices based on a selection of physical price indications. An example of
spot markets is shown in Figure 14.3:

B Prices and changes in price from the previous trading day: figures are given for
the principal crude oils, oil products, natural gas, electricity and coal, metals, sugar,
grains, rubber, vegetable oils and oilseeds, cotton and wool.
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Fig. 14.3 Spot markets

Commodity futures markets

As indicated, futures markets are chiefly used by consumers of physical commodities to
avoid the risks of adverse price movements during the periods between contracting pur-
chases and receiving deliveries. This hedging involves the opening of parallel but
opposite futures contracts when physical orders are made, so that physical “profits” or
“losses” made by the time the commodity is delivered will be cancelled out by losses or
profits on the futures markets.

The futures markets are basically paper markets, not to be confused with forward
physical prices, which are simply quotations for physical material for delivery some time
in the future. Speculators take on the risk consumers wish to avoid in the hope of accru-
ing the potential profits that the consumer has relinquished.
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Coffee, cocoa and sugar

The main UK futures market for “soft” commodities (foodstuffs) is the London
International Financial Futures and Options Exchange (LIFFE). Its core commodity con-
tracts are in coffee, cocoa and sugar, prices for which are shown in Figure 14.4, plus
prices for softs quoted elsewhere. The table has information on:

B Contract size and pricing: after the name of the commodity and the exchange on
which it is traded is the size of the contract (how many tonnes, pounds, gallons or
bushels of the commodity in a single contract) and the manner of pricing (for exam-
ple, dollars or pounds per tonne).

B Date: the first column lists the expiry dates for the futures contracts currently in issue.

B Settlement price: the second column indicates the closing offer prices in the bro-
kers’ bid/offer spreads, the price at which they are prepared to sell a specific futures
contract in these commodities. As usual with a spread, the bid prices will have been
somewhat lower.

H Day’s change: the third column indicates the change over closing offer prices on the
preceding trading day.

B High and low: the fourth and fifth columns show the highest and lowest levels at
which trades were executed during the day. It is possible for prices to close outside
these ranges because they may move further near the end of the day without any busi-
ness actually being done.

B Volume: the sixth column shows the actual number of lots or trading units that
changed hands during the day.

B Open interest: the last column shows the number of lots of trading units up for sale
or purchase during the day, not all of which will have actually been bought or sold.

B ICCO and ICO: indicator prices calculated by the International Cocoa Organization
and the International Coffee Organization. These are related to price support systems,
affecting changes in export quotas and buffer stock sales or purchases. Cocoa indica-
tor prices are denominated in Special Drawing Rights (see Chapter 12) to prevent
them from being too susceptible to currency movements.

B Sugar futures: the market for white (refined) sugar operates on an automated trad-
ing system, in which dealers operate from their offices via screens linked to a central
computer. This contrasts with the open outcry “ring dealing” system of most other
commodity markets.

A typical report on these soft commodity markets looks like this:
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Fig. 14.4 Softs
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Robusta coffee futures dropped 8 per cent to $1,076 a tonne yesterday, extending
the 3.5 per cent drop from the previous session. Robusta prices struck $1,306 last
month, their highest level since January 2005, on fears of a rare supply deficit. The
peak marked an increase of 1.5 times from October’s low of around $500.

(Financial Times, 20 July 2005)

In this case, the futures price for coffee seems to have risen from fears of a future short-
age of this commodity but has then fallen as those fears were allayed. The prices are
following the simple laws of supply and demand: as supply (or anticipated supply) falls,
the price rises; and vice versa.

Other commodities

The ft.com website also carries information on the International Petroleum Exchange
(IPE) and its futures contracts in crude oil, gas oil and natural gas. Indeed, the North Sea
oil price features daily on the front page of the newspaper in its world markets summary.
This is because of the critical importance of oil prices to the world economy. High and
rising prices are typically an indicator of bad times ahead. At the “macro” level, there is
the threat to inflation and economic growth. The OECD rule of thumb warns that a $10
increase sustained for a year adds half a percentage point to inflation and knocks a quar-
ter of a percentage point off growth. This in turn demands higher interest rates, with
their typically negative effects on corporate profitability and share values.

High-priced oil also has a direct “micro” effect on profits since it is a significant input
in many industries and eventually discourages firms from investing for the future. Airlines
are the most obvious victims of the cost of jet fuel increases, but chemical producers that
rely on oil as a raw material also suffer. And even service sector companies make some
use of energy, whether for travel or simply running their offices. Understandably, the big
increases in the price of oil in 2005 were a major news story:

Warnings of a possible terror attack in Saudi Arabia and worries over Iran's resump-
tion of its nuclear programme on Monday helped push crude prices to nominal
records, with analysts warning that the market could soon breach the $65 a barrel
level. Crude oil futures in New York soared close to $64 a barrel and US gasoline
futures also reached new highs as an already tight oil market reacted to warnings from
the US, Britain and Australia of possible terror attacks in Saudi Arabia, the world's
biggest oil producer. Oil prices were further stoked as Iran resumed nuclear activities
at a uranium conversion plant in Isfahan, a move which brings Tehran closer to the
threat of United Nations sanctions. Qil traders are concerned that Iran’s resumption of
its nuclear programme could prompt the EU to back US calls for sanctions against the
second largest oil producer in the Organisation of the Petroleum Exporting Countries.

(Financial Times, 8 August 2005)
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Metals

Of course, there are some beneficiaries from higher oil prices: companies in the oil
sector itself, plus some of the electricity and gas firms that have both reduced their
dependence on oil-powered plant and diversified into oil exploration and production. If
other energy sources once again become important, companies developing solar, wind
and hydro power may also benefit.

The London Metal Exchange

The main non-ferrous metals (aluminium, copper, lead, nickel, tin and zinc) are traded
on the London Metal Exchange (LME). Although it has always operated as a futures
market, the LME has traditionally had a closer relationship with the physical trade than
other London markets. The LME is claimed to account for 70 to 80 per cent of the
turnover of the physical trade in metals. Only in 1987 did new investor protection legisla-
tion force the LME to abandon its cherished principal trading system in favour of the
central clearing system used by the other commodity futures markets. Figure 14.5 shows
the LME listing from the daily commodity prices listing on ft.com:

B Cash official and three-month official: these are price indicators as on the LIFFE,
showing both bid and offer prices. The prices are for immediate delivery and for deliv-
ery in three months. The futures price is for a standard contract of metal of a defined
grade. It is generally higher than the spot price, a phenomenon known as “contango”
or “forwardation”. The reverse, where the spot price stands at a premium over the
futures price, is called “backwardation”.

Price at
the end of
afternoon
kerb trading
Closing prices
for I|mmedl|ate Trading lots
delivery, bid remaining
and offer
Prices for
delivery in

three months

Closing sterling/
dollar rate

Fig. 14.5 London Metal Exchange on ft.com
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B Kerb PM three-month close: afternoon trading on the exchange officially ends at
4.30pm and prices at the close are widely used for industrial supply contract pricing.
But this is followed by 30 minutes of after-hours dealing, known as the kerb session
because it used to be conducted on the street outside the exchange. Kerb trading con-
tinues until 5pm with each metal phasing out from 4.45pm. This column carries the
final prices from this session.

B Day’s high/low: the highest and lowest futures price for the day’s trading.

B Open interest: the number of trading lots that remain to be covered by opposite transac-
tions or physical delivery. Lot sizes are 25 tonnes, except for nickel where it is 6 tonnes.

B Turnover: the number of trading lots traded that day.

B LME closing: this gives the sterling/dollar rates published by the exchange at the
unofficial close. This can be used to translate LME prices for contract purposes.

B LME warehouse stocks: the stock and day’s change in the warehouse.

Twice a day, at 10.30am and 3pm, representatives of the major bullion dealers meet at the
offices of NM Rothschild to set the fixing price of a troy ounce of gold, and a substantial
number of transactions tend to take place at the fixing sessions. Figure 14.6 (which can
be found on ft.com) shows the London bullion market listing.

Fig. 14.6 London bullion market on ft.com

Reading the figures

B Gold: morning and afternoon fixing prices in dollars per troy ounce (with sterling and
euro conversions), as well as early and late prices for the London market. As with currency
markets, there is no official close although the word is used to describe the late price.
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H Loco London mean gold lending rates: familiarly known as “Gold Libor”, these
are the interest rates at which large gold holders, principally central banks, will lend
gold held in their reserves to approved borrowers, principally miners, who repay the
loans from future production. The low rates on offer reflect the highly secure nature
of the loans and the extra cost to the borrower of the spread between the bid and
offer price on the gold market, usually about $2.50 an ounce.

B Silver fix and silver lending rates: prices at the morning silver fix in pence per troy
ounce, with US cents equivalents; and interest rates at which silver holders will lend silver.

Using the information

The gold market can be attractive for some investors and speculators. The price of gold is
affected by a wide range of factors, moving up and down with bond yields, interest rates
and exchange rates. Gold does not pay interest, and so its price is likely to be higher with
lower interest rates. Gold is often a safer asset when there is upward pressure on infla-
tion. But it is also a currency risk for non-US investors because its price is always
denominated in dollars. Given the relatively small number of players in the gold markets,
the price can be significantly influenced by individuals.

Enthusiasts for gold are known as “goldbugs”. They see the yellow metal as nature’s
own store of value, which is far superior to the corrupt paper money churned out on
high-speed printing presses controlled by politicians.

A typical report on the precious metals markets looks like this, an indication of what
kind of economic and political factors affect the markets for gold, platinum, etc.:

Precious metals prices gained on Tuesday on threats of gold supply disruption in
South Africa, while Japanese speculative investor activity in platinum sent the metal to
a 15-month high. Gold prices hit a four-week high of $433 a troy ounce after South
Africa’s National Union of Mineworkers said a national strike at the country’s gold
mines would be launched on Sunday after a breakdown over wage talks with
employer groups.

Platinum prices hit a high of $909 a troy ounce following increased speculative
activity on the Tokyo Commodity Exchange, the world’s largest platinum futures
exchange. Potential supply disruption is also a factor behind the rise in platinum
prices. Wage talks between Anglo Platinum, the world’s largest platinum producer,
and mine unions reached a deadlock last week. (Financial Times, 2 August 2005)
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Other key commodity markets

The markets in New York and Chicago

The Financial Times also covers commodities futures markets in the United States.

These are of interest to many readers, including traders in the commodities and outside

speculators following the markets on both sides of the Atlantic. These markets are also,

of course, the original futures markets and are still very influential because of that.

Extracts from the New York and Chicago exchanges on ft.com are shown in Figure 14.7.
In New York, the exchanges covered are:

B The Commodity Exchange (Comex): for copper, silver and gold. The price of gold on the
Comex is a widespread reference, and is noted daily on the front page of the newspaper.

H The New York Mercantile Exchange (Nymex): for platinum, palladium, crude oil,
natural gas, unleaded gasoline and heating oil.

H The Cocoa, Sugar and Coffee Exchange (CSCE).

H The Cotton Exchange (NYCE): this also trades frozen concentrated orange juice.
In Chicago, prices are quoted from:

B The Chicago Mercantile Exchange (CME or Merc): for live cattle, lean hogs and
pork bellies.
H The Chicago Board of Trade (CBT): for maize, wheat, soyabeans, soyabean meal

and soyabean oil.

The many other US markets are not covered because they are too small or primarily of
interest to domestic US consumers.

Commodity indices

The commodity price data published daily in the newspaper include four indices (see

Figure 14.8):

B Reuters: this index is calculated from sterling prices for 17 primary commodities,
weighted by their relative importance in international trade. For this and the other
three indices, values are given for the last two days, a month ago and a year ago.

H DBLCI-MR Total Return: the Deutsche Bank Liquid Commodity Index-Mean
Reversion index, which tracks the performance of investments in a small set of liquid
commodities: sweet light crude oil, heating oil, aluminium, gold, wheat and corn.

B CRB Futures: an index of 21 commodity futures prices compiled by the New York-
based Commodities Research Bureau. Each commodity gets equal weight; and the

index is dominated by food prices with a weight of 57 per cent.

B GSCI Total Return: a commodity spot price index produced by Goldman Sachs.
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PART 3

Understanding
the economies



“Economists don’t know very much. And other people know even less.”

Herbert Stein

“An economist is an expert who will know tomorrow why the things he predicted
yesterday didn’t happen today.”

Laurence J Peter



UK economic indicators

B Gross domestic product - the country’s national accounts: consumption and
investment; government policy and the business cycle; output by market
sector

B Production and employment — key indicators of real economic performance:
industrial production and manufacturing output; retail sales and consumer
confidence; the labour market

H Inflation — rates of price changes: the retail prices index; inflation versus
unemployment; competitiveness

B External trade - the balance of payments

B The economy and the markets - the impact of interest rates
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In addition to the regular coverage of the financial markets, the Financial Times also
reports on the progress of other key markets. These include the product and labour mar-
kets, as well as the overall economies of the United Kingdom, Europe and the world.
Almost every day sees publication of new facts and figures for one economic indicator or
another: consumer credit, industrial production, retail sales, unemployment, inflation,
the balance of payments, and so on. These indicators all interact with, and have effects
on, the financial markets and, as a result, it is vital to understand their implications when
making business and investment decisions.

For the UK economy, Financial Times coverage is particularly intense. Each month, a
wealth of figures is produced by the Office for National Statistics (ONS), the government
department responsible for compiling economic statistics. These official figures, many
with track records that go back decades, together throw light on the state of the econ-
omy, indicating to businesses, consumers and the government whether the economy is
in recession, growing or at a turning point. The Financial Times tracks most of these
monthly and quarterly data, together with unofficial but longstanding and widely
regarded economic surveys produced by bodies such as the Confederation of British
Industry (CBI).

The data compiled by the ONS usually refer to the previous month’s economic activity.
They are collected through nationwide surveys with the results analysed by teams of stat-
isticians. By the time the figures are announced to the public, they have generally been
“smoothed” to take account of seasonal patterns and to give a clearer picture of the
underlying trend. For example, average earnings figures are “seasonally adjusted” for the
extra hours worked in retailing and postal services in the period before Christmas.

Many of the figures are presented as indices, assuming constant prices from a given
date. The reference date is arbitrary and merely provides a convenient landmark for com-
parison. What matters is not the index numbers themselves but the change from one
period to the next. Figures for such key economic indicators as unemployment, inflation,
output and gross domestic product (GDP) are especially likely to make the headlines,
particularly when the monthly or quarterly changes are sharp.

Economic news reports appear in the first section of the Financial Times the day after
they are released by the ONS. The following are the indicators that are most likely to be
reported in the press as well as to provoke public interest.

Gross domestic product

Gross domestic product measures overall economic activity in a country and is calculated
by adding together the total value of annual output of goods and services. GDP can also
be measured by income to the factors producing the output (essentially capital and
labour) or expenditure by individuals, businesses and the government on that output.
Real GDP means that the figures are adjusted for the effects of inflation from what is
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known as nominal GDP. The growth rate is the percentage change over the correspon-
ding point in the previous year.
GDP can be broken down into four components:

B Private consumption: the percentage of GDP made up of consumer spending on
goods and services. These figures typically include imputed rents on owner-occupied
housing, but not interest payments, purchases of buildings or land, transfers abroad,
business expenditure, buying of second-hand goods or government consumption.

B Total investment: the percentage of GDP made up of capital investment (as opposed
to financial investment) by both the private and public sectors. This is spending on
new factories, machinery, equipment, buildings, roads, accommodation, raw materials,
etc. “Gross domestic fixed capital formation”, as investment is sometimes termed, is a
key component of current growth of GDP as well as a critical foundation for future
expansion. Obviously, investment in machines has greater potential for future output
than that of houses, though the contribution of infrastructure such as roads may be
harder to assess.

B Government consumption: the percentage of GDP made up of consumer spending
by the public sector. Government spending on such items as infrastructure is
accounted in these figures under total investment, though in some presentations of
GDE, government spending encompasses both consumption and investment.

B Net exports: the percentage of GDP made up of the difference between the value of
national exports of goods and services and that of imports. In current prices, this bal-
ance of trade in goods and services (the current account of the balance of payments)
in the United Kingdom is typically negative, with the value of imports exceeding that
of exports.

A month after the end of each quarter, the ONS produces a provisional estimate of GDP
based on output data, such as industrial production and retail sales (see below). A month
later the ONS provides a further estimate taking account of income and expenditure
data. Finally, one month after that, the full national accounts are produced based on com-
plete information. As well as revisions to the provisional GDP figures, the national
accounts show a full breakdown of economic activity during the previous quarter by
sector, and identify trends in such GDP components as personal disposable income, per-
sonal consumption and savings, and fixed investment and stock building. The ONS
publication that contains the annual UK national accounts is known as the Blue Book.

When the level of GDP falls compared with the previous quarter, the economy is said
to be contracting. Two consecutive quarterly falls, and it is said to be in recession. When
GDP rises quarter to quarter, the economy is expanding. The movement of GDP from
slump to recovery to boom to recession to slump again is known as the business cycle.
Government macroeconomic policy is often aimed at smoothing this cycle, easing the
pain of recession and applying restraint when the economy is in danger of overheating.
This would typically be done through fiscal policy (boosting public expenditure and cut-
ting taxes, or the reverse) or monetary policy (loosening or tightening the money supply,
perhaps through lowering or raising interest rates).
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Private consumption is a function of personal disposable income, the amount of
income available to households after payment of income taxes and national insurance
contributions. The other side of this coin is personal savings, the difference between con-
sumer income and consumer spending. This can be either actual savings held in a
deposit account or repayments of debt. The savings ratio is the proportion of income
that is saved expressed as a percentage of personal disposable income.

Investment is also the twin of savings. By definition, investment equals savings: leaving
exports and imports out of the picture, if consumption plus savings equals total income,
income equals expenditure, and consumption (household and government) plus invest-
ment (private and public) equals expenditure, then investment and savings are
equivalent. What happens is that income saved rather than consumed is available for
investment: savings and investment are both about deferring current consumption for
future prospects of consumption.

The fourth element of total GDP arises from the fact that the economy is open to
international trade and financial flows. Exports contribute to growth; in contrast, imports
can stifle it, reducing increases in national output relative to growth in demand. For
example, increasing imports might suggest that demand is outstripping what can be pro-
vided by domestic output. Longer-term increases in imports might imply declining
competitiveness on the part of national industries. If the level of imports is consistently
and substantially higher than that of exports, and the deficit is not balanced by net
inflows of interest, profits, dividends, rents and transfer payments, the current account
balance stays in deficit. This can be financed in the capital account temporarily, but
longer-term a deficit leads to exchange rate problems, as discussed in Chapter 12.

In terms of the state of the economy, growth in personal consumption often leads a
general recovery from recession, encouraging manufacturers to invest. Accounting for
around 60 per cent of total GDP in most industrialised countries, it is clearly a critical
target of government macroeconomic policy. But if consumption grows faster than pro-
ductive capacity, imports are sucked into the national economy. This can have adverse
implications both for the balance of payments and for domestic inflation, where prices of
imported goods drive up the general price level.

Government policy and the business cycle

Clearly a vital component of GDP is government spending on both consumption and
investment. As shown in Chapter 4, this is financed by taxation of individuals and corpo-
rations. The difference between government revenues and income is known as the
public sector net cash requirement. Forecasts for this and other elements of the econ-
omy are published by the Treasury at the time of the annual government budget in March
in what is known as the Red Book.

Monthly figures for the public sector net cash requirement show how much the gov-
ernment has borrowed or paid back in one month. When tax revenues are weak and
government spending high, for example in a recession, the deficit is likely to grow. It will
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narrow once the economy picks up and tax revenues rise again as more people find jobs.
Thus, the state of public sector finances is, in part, dependent on the state of economic
activity: this part of the deficit is referred to as the “cyclical” deficit. However, govern-
ments also incur persistent debts by systematically spending more than they collect in tax
revenues: this part of the deficit, which exists regardless of economic activity, is referred
to as the “structural” deficit.

Government policy on the public sector net cash requirement has two basic effects on
the economy. The first is through fiscal policy: if the deficit is increased in times of stag-
nant or falling output and high unemployment, the directly higher spending of the
government and/or the indirectly higher spending of consumers resulting from their
lower taxes and greater disposable incomes stimulate demand. Through various multi-
plier effects, this can lead to recovery, increased output, reduced unemployment and
growth. However, the second effect may temper this: high, persistent and/or growing
annual deficits may drive up the cost of borrowing, discouraging both consumption and
investment. Governments are frequently torn between the conflicting effects of the
macroeconomic policies at their disposal.

The pattern of the business cycle, whether influenced by government policy or not, is
shown by cyclical indicators, produced once a month by the ONS. These monitor and
predict changes in the UK economy; based on series that are good leading indicators of
turning points in GDBP, such as business and consumer confidence surveys, they provide
early indications of cyclical turning points in economic activity. In addition to these and
the Treasury’s predictions for the UK economy, hundreds of other private and public
bodies produce their own forecasts, ranging from City analysts to independent think-
tanks. The OECD also produces a forecast for the UK economy.

Output by market sector

In addition to the breakdown of GDP by consumption, investment, government activity
and international trade, the ONS produces a breakdown by output of various market sec-
tors. The main sectors can be analysed by comparing their percentage change over a
period with the percentage change in overall GDP: relatively faster growing sectors, for
example, are making a more substantial contribution to overall growth. A given percent-
age change in a dominant sector naturally has a larger effect on total activity than that of a
less important sector. This point is particularly important to bear in mind when compar-
ing the relative importance of certain sectors in different countries, and the changes of
those sectors’ importance. For example, a shifting balance from the manufacturing sector
to the services sector is often noted in mature economies. Developing countries in con-
trast are more likely to be starting with agriculture and shifting to manufacturing.
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Production and employment

The overall national accounts figures give a broad historic picture of the state of the
economy while the output figures break it down by market sector. Figures for production
and employment focus on key indicators of national economic performance that gener-
ally appear in advance of detailed GDP figures. These too are often leading indicators of
the prospects for the economy.

Each month, the ONS estimates the output of UK manufacturing industry and the
level of energy production in the previous month. These come together as the index of
output of the production industries. The two components are usually quoted separately
because oil and gas output are often erratic and can easily distort the underlying per-
formance of manufacturing industry. Repairs to oil installations in the North Sea, for
example, can bring energy production sharply down in one month.

As well as monthly rises in output, the ONS compares output with the levels of a year
ago and output in the latest three months (compared with the previous three months) to
give a better idea of underlying trends. Industrial production is strongly indicative of the
state of the economic cycle, since the output of industries producing capital goods and
consumer durables is most reduced during a recession. While the monthly net output of
physical goods in the United Kingdom represents only a quarter of total output, indus-
trial production remains an important monthly indicator of the overall level of activity in
the economy. Retail sales also act as a leading indicator, functioning as a proxy for con-
sumer spending in the eventual GDP figures.

Of all the monthly economic indicators the ONS pumps out, the statistics for industrial
output are probably the most useful for evaluating particular equity investments. They
offer precise data on the performance of the various sectors that constitute the produc-
tion industries: the four categories that make up manufacturing — durable goods such as
cars; non-durables like clothing and footwear, and food, drink and tobacco; investment
goods such as electrical equipment; and intermediate goods like fuels and materials — plus
mining and quarrying, which includes oil and gas extraction; and electricity, gas and water.

A number of surveys, produced by bodies such as the CBI, supplement the regular
Financial Times reporting of UK economic statistics. One of the most important is the CBI's
quarterly industrial trends survey of manufacturers. This gives a strong indication of future
trends in manufacturing output. By questioning up to 1,300 manufacturing companies about
their recent and anticipated output, orders, employment, investment, exports, prices and
costs, the survey provides a comprehensive “bottom-up” view of changing business expecta-
tions. With each variable, firms are asked whether they expect the direction of change to be
up, down or the same over the coming four months. The results are summarised as a “bal-
ance” — the percentage of firms reporting up, less the percentage reporting down.

The British Chamber of Commerce also carries out a quarterly economic survey of its
members: unlike the CBI industrial trends survey, this includes the service sector. The
CBI also does a monthly inquiry into the state of the distributive trades sector (mainly
wholesalers and retailers) that supplements official information on retail sales.
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Retail sales and consumer confidence

The level of retail sales is another important leading indicator, and one that receives con-
siderable media attention. Encompassing up to a half of all consumer spending in the
eventual figures for GDP (most of the rest is spent in the service sector and on accommo-
dation), the volume and value of retail sales are indicators of consumer confidence and
demand. For example, a significant upturn in retail sales will typically lead to higher
wholesale sales, to more factory orders and eventually to increased production. Figures
for retail stocks and retail orders will also give some indication of the pace of demand.

The pattern of retail sales is influenced by a wide range of factors, many of which affect
different sectors in different ways, according to the characteristics of the products. For
example, seasonality is very important with some goods: off-licences will expect to see
sales volume jump at Christmas or during a long hot summer; grocers, however, can
expect fairly consistent demand throughout the year.

Figures on retail sales should be examined very carefully by the companies that sup-
port and supply retailers. For example, the results of the CBI’s distributive trades survey
of over 500 retailers, wholesalers and motor traders will indicate whether consumer
demand for their products is growing or declining. Since the data are available relatively
quickly, supplying companies are able to adjust their output quite flexibly.

A related indicator is the UK “consumer confidence barometer”, published monthly
for the European Commission by market researchers GfK, who survey a representative
sample of over 2,000 consumers. These people are asked about the economy and their
own financial situations, both looking back over the last 12 months and forward to the
next 12, and including their expectations for employment and inflation and whether they
intend to make any major purchases. The responses generate an overall indicator of con-
sumer sentiment, which subtracts those feeling pessimistic about the future from those
feeling optimistic.

The labour market

The production and employment data also include two important indicators of the state
of the labour market: the unemployment rate and the vacancy rate. Variants of these
measures also appear regularly:

B Registered unemployment: the total number of people (in thousands, and excluding
school leavers) who were out of work and claiming unemployment benefit in the previ-
ous period. The figure is seasonally adjusted to take account of annual fluctuations, such
as at the end of the academic year when school leavers flood the jobs market.

B Unfilled vacancies: vacancies (in thousands) notified to Department for Work and
Pensions job centres, about one-third of the total vacancies in the economy. The
change in the number of vacancies is seen as an important indicator of future employ-
ment trends.
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Figures for unemployment and vacancies, as well as average earnings and unit wage
costs, are provided by the Department for Work and Pensions. The measure of unem-
ployment, known as the claimant count, is often criticised for excluding large numbers of
people who cannot find jobs but who are not eligible for unemployment benefit. Thus
women seeking to return to work, the self-employed and 16- and 17-year-old school
leavers do not show up in the official count.

There are clearly more people unemployed than the official figures suggest. Every
quarter, the ONS carries out a survey of the labour force, designed to capture those
unemployed people who are left out of the claimant count. The Labour Force Survey
(LES) uses the International Labour Office measure of unemployment, an internationally
recognised definition. It refers to people who were available to start work in the two
weeks following their LFS interview and had either looked for work in the four weeks
prior to interview or were waiting to start a job they had already obtained.

There is often a difference between the unemployment total revealed by the claimant
count measure and the total arrived at by the LFS. The discrepancy between the two
measures is usually greatest at a time of economic expansion when people feel encour-
aged to go out and look for work.

ONS statistics cover very detailed aspects of the labour market, including breakdowns
of unemployment by age, sex and region of the country. One example of the implications
of such breakdowns is that a drop in the number of young unemployed men is usually
regarded as a sign of economic recovery.

Inflation

A number of measures of inflation — rates of change of prices — in the UK are published
by the ONS:

H Consumer prices index (CPI): this is the measure adopted by the government for
its inflation target, an internationally comparable measure of inflation. The Bank of
England’s Monetary Policy Committee is required to achieve a target of 2 per cent,
subject to a margin of one percentage point on either side. Prior to 10 December
2003, the CPI was published in the UK as the harmonised index of consumer prices
(HICP).

B Retail prices index (RPI): an index of the average change in the prices of millions of
consumer purchases represented by a “basket” of goods. Until the introduction of the
CPI, this was the most widely quoted index of inflation, sometimes referred to as the
headline rate of inflation.

B RPIX change: the essential element to note is the change in the RPI year to year: if
inflation is 4 per cent, this means that the RPI has risen by 4 per cent since the same
month of the previous year; the average basket of goods is 4 per cent more expensive.
RPIX excludes mortgage interest payments.
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B Earnings growth: the monthly labour market statistics for growth in average earn-
ings cover the whole economy, including both the service and manufacturing sectors.
In addition to basic wages, earnings include overtime payments, grading increments,
bonuses and other incentive payments. For this reason, earnings increases usually
exceed settlement increases and wage claims.

The retail prices index

The ONS used to get more queries from the public about the RPI than any other statistic,
a reflection of the influence inflation has on everyone’s life. For example, inflation deter-
mines the real value of savings, affects increases in pensions and other state benefits and
plays an important part in wage bargaining.

The index is compiled by tracking the prices of a “basket” of goods, which represents
spending by the typical UK family. All types of household spending are represented by
the basket apart from a handful of exceptions, including savings and investments, charges
for credit, betting and cash gifts. Indirect taxes such as value-added tax (VAT) are
included, but income tax and national insurance payments are not: direct taxes are some-
times accounted for in a separate index, the tax and price index.

The average change in the price of the RPI basket is calculated from the findings of
government price collectors. Each month, they visit or telephone a variety of shops, gath-
ering about 130,000 prices for different goods and services. They go to the same places
and note the prices of the same things each month so that over time they compare like
with like. Information on charges for gas, water, newspapers, council rents and rail fares
are obtained from central sources. Some big chain stores, which charge the same prices
at their various branches, help by sending information direct from their headquarters to
the ONS.

The components of the RPI are weighted to ensure that the index reflects average
household spending. Thus housing expenditure has a much greater weighting than
cinema tickets; the biggest weightings currently go to housing, food and motoring. The
weights are obtained from a number of sources but mainly from the Family Expenditure
Survey. For this, a sample of 7,000 households across the country keep records of what
they spend over a fortnight plus details of big purchases over a longer period. The spend-
ing of two groups of people is excluded on the grounds that their pattern of spending is
significantly different from most people’s: families with the top 4 per cent of incomes and
low income pensioners who depend mainly on state benefits.

Every year the components and the weightings of the RPI are reviewed to take
account of changing spending habits. Over the past few years, microwave ovens, video
recorders and compact discs have been introduced, while black and white televisions
were dropped when sales declined.

In addition to the “all-items” index, the ONS publishes the RPI excluding mortgage inter-
est payments (RPIX), an underlying measure of inflation. It does this because a cut or rise
in interest rates automatically influences mortgage interest payments. These have a higher
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weighting than any other component of the RPI and, as a result, have a strong bearing on
the direction of the index. Excluding mortgage interest payments from the standard index
prevents interest rate changes obscuring the underlying pattern of price changes.

Inflation versus unemployment

A key economic debate is over the causes of, and relationship between, inflation and
unemployment; in particular, whether there is a trade-off between them. This trade-off
begins with the questions of which is worse, economically, socially and politically, and
which therefore should be the primary goal of economic policy. Over the past decade,
western governments have tended to argue that it is the control of inflation that should
come first, traditionally the viewpoint of the political centre-right. Inflation makes it hard
to distinguish between changes in relative price rises and general price rises, distorting
the behaviour of individuals and firms and reducing efficiency; since it is unpredictable, it
causes uncertainty and discourages investment; and it redistributes wealth unjustly, from
creditors to borrowers, from those on fixed incomes to those on wages, and from every-
one to the government.

Certainly inflation is damaging to the performance of the real economy, but so is high
unemployment. It is an incredible waste of productive resources, it is expensive in terms
of government benefits, and it is miserable for all the individuals who experience it.
Along with substantial earnings differentials, and tax policies that favour the better off, it
can cause drastic disparities in the distribution of income and potentially disastrous social
disruption. Concerns about the consequences of high global unemployment in the 1990s
saw a resurgence of interest in the pursuit of full employment, traditionally a key policy
goal of the centre-left. This raises the central issue of how unemployment and inflation
are connected, and what full employment might mean.

It used to be believed that there was a simple trade-off between the two variables:
what is called the Phillips curve, after its progenitor, suggested that in order to reduce
inflation, society had to tolerate higher unemployment, and vice versa. This inverse rela-
tionship did in fact exist in the US economy among others through the 1960s; it
subsequently broke down irretrievably as later years witnessed both high inflation and
high unemployment, what became known as stagflation. Such times led to the coining of
a new economic indicator, the misery index, the combination of the rates of consumer
price inflation and unemployment (an alternative misery index adds together inflation
and interest rates).

Nowadays, the consensus of economic opinion seems to be that there is some level of
output and employment beyond which inflation rises. For example, there is always a gap
between the actual level of output and the potential level, a measure of the amount of
slack in the economy called the output gap. If this gap is closed too far, supply cannot
rise to meet any increased demand, thus forcing up prices; there exist what economic
reports often call bottlenecks or supply constraints. This might be called a situation
of excess demand: spending power, perhaps arising from tax cuts, increased consumer
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borrowing or a bigger money supply, exceeds the availability of goods and services, bid-
ding up their prices.

Similarly, it is argued that beyond a certain unemployment rate, what has been called
the natural or non-accelerating inflation rate of unemployment, higher demand becomes
inflationary. At such a point, the supply and demand for labour are in balance; beyond it,
higher demand for labour supposedly drives up wage costs, which feed through to retail
price inflation, which in turn encourages demands for higher wages, and so on in an
inflationary spiral.

Estimates vary of what that rate of unemployment really is and arguments continue
about whether it should be regarded as the “full employment” unemployment rate. It is
assumed to depend on such factors as the level of minimum wages, benefits, employ-
ment taxes, unionisation, the age structure of the labour force and other demographic
factors.

Financial markets’ perception of the natural rate is reflected when news of an increase
in the jobless figures is greeted enthusiastically by the markets, with stock and bond
prices surging in response to lengthening dole queues. Contrariwise, the impact of falling
unemployment can be bad for share prices, especially if the economy is “overheating”.
Falling unemployment is, after all, characteristically a lagging indicator of the business
cycle. But longer-term, depending on the sectors and regions in which a portfolio is
invested, more jobs and lower unemployment should mean better returns.

Competitiveness

National competitiveness is a difficult and controversial concept to define. One attempt is
that it is the degree to which a country can produce goods and services that meet the
tests of international markets while simultaneously maintaining and expanding the real
incomes of its people over the long term. This depends on changes in costs and prices
relative to comparable changes in countries with which trade is conducted, adjusting for
movements of the exchange rate. It is generally accepted that greater competitiveness of
a country’s output can be achieved through some combination of reasonable productiv-
ity growth and an appropriately valued exchange rate.

Indicators of prices, earnings, unit labour costs and real exchange rates all give some
guide to national competitiveness. Consumer and producer prices, for example, are
measures of domestic rates of inflation: for each country, they can be used to assess
changes in the general price level and inflationary prospects. But when they are com-
pared internationally, they become indicative of countries’ ability to sell their exports
abroad; they show relative consumer and producer prices. For example, if UK consumer
prices are rising faster than French ones, without compensating movements in the
euro/sterling exchange rate, UK exports to France are more expensive than they were,
and hence less competitive.

Earnings and unit labour costs focus on the relative costs side of comparisons of inter-
national competitiveness. Earnings measure total labour costs; unit labour costs measure
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labour costs divided by output, and are therefore a function of productivity. Earnings and
unit labour costs are an important indicator of inflationary pressures in an economy: if
labour costs increase faster than productivity, then unit labour costs rise. Used to com-
pare countries, they reveal cost competitiveness: higher unit labour costs, without
compensating movements in the exchange rate, make it harder for companies to price
their goods competitively on the international market and maintain their profit margins.

Real exchange rates are effective exchange rates between countries’ currencies that
have been adjusted to take account of differential rates of inflation. The inflation indica-
tor might be wholesale prices or unit labour costs. Either way, the real exchange rate is an
excellent indicator of national competitiveness, incorporating changes in the exchange
rate, the relative rates of inflation and the relative growth of productivity. Its importance
was illustrated by the particularly decisive shift in the value of this indicator for the
United Kingdom in the last quarter of 1992 when the pound left the EMS.

The combination of devaluation and productivity growth gave the United Kingdom a
strong low-cost advantage over other EU countries, though not against North America or
Japan. For companies exporting to the EU, competing with EU imports, or considering
either of these options, this was good news. They were able to price their goods very
competitively, and still earn quite attractive profits. Thus competitiveness on a national
scale and as a corporate concern become intertwined.

External trade

Each month, the ONS publishes figures showing how much the United Kingdom
imported and exported in the previous month and consequently how much the country
is in deficit or surplus with the rest of the world. These figures are mainly concerned with
trade in visible items or merchandise goods. Trade in visible items is measured both in
current values and in volume terms with adjustments made for erratic components, such
as aircraft and precious stones, which are likely to distort the underlying trend. Visible
trade is simpler to measure than invisible trade in services, and financial transactions
such as transfer payments, interest payments, profits and dividends.

The volume of exports is determined by the demand from overseas, which in turn
depends on the state of the importing economies, the price of the exports (a function of
relative inflation levels and the exchange rate) and, of course, the quality of the products.
Like export volume, import volume depends on relative prices arising from relative infla-
tion and exchange rates, as well as the state of the UK economy. When the economy is
growing, imports generally increase.

The balance of trade is the net balance in the value of exports and imports of goods in
billions of pounds. When the United Kingdom imports more visible items than it exports,
a perennial national problem, it is said to have a “trade gap”. This may be of no particular
concern provided it is offset by surpluses elsewhere on the balance of payments, such as
in invisible items.
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The current balance is the balance of trade in both goods and services plus net inter-
est, profits, dividends, rents and transfer payments flowing into the United Kingdom from
countries overseas in billions of pounds. A deficit on the current account balance must be
made up in the capital account of the overall balance of payments through net investment
into the country, loans from abroad or depletion of the official reserves. A persistent
deficit puts pressure on the currency (as discussed in Chapter 12), encouraging devalua-
tion to increase the price competitiveness of exports and decrease that of imports.

By bringing together the balances in visible and invisible trade, the ONS provides the
current account. Adding in the capital account provides a complete statement of the
United Kingdom’s trade and financial transactions with the rest of the world. This full pic-
ture is known as the balance of payments and is published every quarter. A publication
known as the Pink Book gives detailed balance of payments data, including the City of
London’s contributions to the United Kingdom’s overseas earnings, total transactions
with the rest of the European Union and details of the UK’s overseas assets and liabilities.

The economy and the markets

The economy is one of the most important drivers of the stock market. The central eco-
nomic force of interest rates, plus the assorted effects of exchange rates, inflation, public
spending and taxation, will eventually have a say in overall valuations, whatever the tem-
porary investment craze. At the same time, the stock market has a big influence on the
economy, both as a forward indicator and determinant of consumer sentiment, and as a
vital mechanism in the management of risk, encouraging the innovation and entrepre-
neurship that drive economic growth.

Shares and bonds provide the essential capital that enables companies to take the
risks inherent in business. From their origins in mediaeval Italy, through increasing size
and sophistication in 17th- and 18th-century Amsterdam, 19th-century London and 20th-
century New York, the stock markets in which these assets traded have meant that the
business risks of new projects can be shared — from building the rail, road and aviation
infrastructure of the 19th- and 20th-century economies to building the electronic infra-
structure of the 21st-century economy. Such risk-sharing has transformed the potential
for economic growth and, in the latter part of the last century, as more and more people
have got involved in the investment process, changed fundamentally our understanding
of the relationship between risk and return.

For most of financial market history, debt finance was dominant. Until as late as the
1950s, shares were largely in the hands of wealthy individuals. Buying and owning shares
was considered far too risky by the less well off and even by the institutions that now
dominate the investment scene; instead, they held portfolios of high-grade, long-term bonds.
But this arrangement has been swept aside in the past few decades, as investors of all kinds
have sought better returns, companies have seen the hugely increased financing opportuni-
ties of the equity markets, and economic growth has made enormous improvements in
living standards in the developed world.
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Of course, there have been bad times in the past half-century and the stock market
has been a good leading indicator of future economic gloom. For example, the closing of
the period 1950-73 — often described as the “golden age” of economic growth in western
Europe and the United States — was clearly foretold in the disastrous crash of 1973-74,
when markets fell by more than half. The bear market of the early 1970s clearly reflected
the ominous economic events of that unfortunate decade: sky-rocketing oil prices, the
breakdown of the Bretton Woods agreements for managing international monetary
affairs, and the emergence of persistent inflationary forces.

Many feared that these collapsing share valuations would lead to economic disaster,
just as the Great Crash of 1929 was thought to have led to the Great Depression of the
1930s. Certainly, speculative manias or “bubbles” that culminate in self-feeding panics and
eventual crashes can have widespread and undesirable consequences in the real econ-
omy. Clearly, too, a booming market boosts consumer sentiment, encouraging spending,
reducing saving and increasing debt, and adding further fuel to a raging economy.

But economic policy itself alters the interaction between share values and the econ-
omy. In the 1990s, for example, cheap and easily available money sustained the market’s
upward trend. And in both the United States and the United Kingdom, the crashes of
1987 had marginal effects on economic performance since the monetary policy authori-
ties in both countries were quick to cut interest rates to increase liquidity. Similarly, the
US Federal Reserve’s rate-cutting response to the global crisis of 1997-98 seemed to be
successful in restoring the good times.

The effect of interest rates

But what about the influence of the economy on the stock market? In the short term, it
can be hard to discern a clear relationship as markets often rise in a recession and fall or
go sideways in a boom. Share valuations clearly react to economic news but the market’s
moves can often seem perverse, appearing to be happening more in response to how the
figures compare with forecasts and expectations than with their actual values.

Over the longer term, the relationship becomes clearer. At base, investors are looking
for the likely impact of any economic indicator on the future course of interest rates. If
inflation is rising, it might mean the Bank of England will raise rates; if output is falling, it
might mean a recession in which case rates will be cut; and so on.

And what makes interest rates so important? Interest rates are one of the two key vari-
ables — along with corporate profitability — that affect investment results. They act on
share valuations like gravity: the higher the rate, the greater the downward pull. In
simple terms, this is because the returns investors need from their assets are directly
linked to the risk-free return they can earn on government bonds. So, other things being
equal, if the government rate rises, the prices of all other investments must adjust down-
wards to bring their expected returns into line.

The great influence of interest rates on the market has been starkly demonstrated by
the celebrated US investor Warren Buffett, best known for his incredible stockpicking
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success and consistent outperformance of US market indices over at least three decades.
Buffett notes that, in the 17-year period 1964-81, the US economy grew by a massive 370
per cent, yet the Dow Jones Industrial Average moved hardly a jot. In contrast, in the fol-
lowing 17-year period, 1982-99, the economy grew far less strongly — under 200 per cent
— yet the Dow went up to over 10 times its starting value, an annual return on shares of
19 per cent.

Of course, all sorts of factors influence these contrasting market performances, but
Buffett ascribes to interest rates the leading role. In the 1964-81 period, US interest rates
went from 4 per cent to over 15 per cent, while in the 1982-99 period, they went from 15
per cent to 5 per cent. At the turning point of 1981, corporate profits were below par and
interest rates were sky high, and so investors placed a low value on the market. In 2000,
profits were above par and interest rates low, and so shares were highly valued.

What does this all mean going forward? Some investors still seem to be expecting a
return to double-digit average annual real returns on their shares. But according to
Buffett’s history lesson, this requires profits to take an even larger slice of national
income, which seems unlikely; and/or interest rates to fall even further, which is possible
but improbable on current trends. Buffett’s conclusion is that returns for the next 17
years are more likely to go back to their average level over the eight decades since the
1920s: 4 per cent a year.

Might the investment opportunities of the information economy save the day for the
skilful technology stockpicker? Buffett is sceptical, making the comparison between the
effect of the internet and that of cars and planes: all three industries have had a transfor-
mational effect on the economy, but in the end very few of the companies that were in
there at the start made money. With the stock market playing an invaluable role, innova-
tors and entrepreneurs have driven economic growth; but the forces of competition
mean that over the long term, there are no great gains for investors. The economy ulti-
mately makes itself felt.
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Napoleon Bonaparte

“The path to European monetary union will not be a stroll; it will be hard and thorny.”
Karl Blessing,

Bundesbank President, 1963
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National economies such as that of the United Kingdom can no longer be examined in
isolation. Increasingly, international flows of goods, services and capital are making
economies more and more interdependent and, with an almost global consensus on the
positive effects of free trade, this movement can only go further. Countries’ economies
interact in a number of ways, generally facilitating each other’s progress, and certainly
having important effects on and being in turn affected by the national and international
financial markets. Nowhere is this more evident than in the European Union (EU). This
chapter explores the basics of the European economy.

The European economy

The European Union is on its way to representing one-third of world output, compared
with one-quarter for the United States and one-sixth for Japan. As a market comprising 25
countries, the Union accommodates over a quarter of all world commerce within its fron-
tiers. Furthermore, it is the world’s most substantial source of foreign direct investment, its
most important provider and consumer of services and the largest global supplier of aid.

The European Union has been through a number of transformations in its history. One
of the most economically significant was the “1992” project, the creation of a single
market. On 1 January 1993 that single market came into effect: in principle and to a large
extent in practice, the remaining obstacles to the free flow of goods, services, capital and
labour between the then 12 member states of the EU were removed, and the Union
moved significantly closer to its goal of becoming a genuine “common market”.

In the face of serious upheavals in European currency markets, notably in the latter
halves of 1992 and 1993, the EU’s long-term goal became the establishment of a full eco-
nomic union, involving a close harmonisation of member countries’ general economic
policies, the centralisation of fiscal and monetary control procedures and a single cur-
rency. The single market had already produced a number of benefits for European
consumers and businesses, and it was anticipated that there were many more to be
reaped from the process of “ever closer union”.

One of the most important steps towards that full economic and monetary union
(EMU) was taken in 1979, when the then European Community set about creating a
“zone of currency stability” known as the European Monetary System (EMS). The Treaty
on European Union, agreed at Maastricht in 1991 and signed the following year, estab-
lished a timetable for further advancement of the EMU goal, which was ultimately
achieved on 1 January 1999 when 11 EU members launched the single currency.

Exchange rates and the European Monetary System

The idea behind the European Monetary System was to achieve currency stability
through coordinated exchange rate management. This would facilitate intra-Union trade
and set the stage for a single currency. The exchange rate mechanism (ERM), a system of
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fixed but flexible exchange rates, was the central plank of the EMS. Countries participat-
ing in the ERM would keep the value of their currencies within margins of 2.25 per cent
either side of agreed central rates against the other currencies in the mechanism.
Sterling, the Spanish peseta and the Portuguese escudo, all of which joined the ERM sev-
eral years after its inception, were allowed to move within margins of 6 per cent.

The ERM worked by requiring members to intervene in the foreign exchange markets
in unlimited amounts to prevent currencies breaching their ceilings or floors against the
other currencies. For example, if the peseta fell to its floor against the D-Mark, the Bank
of Spain was required to buy pesetas and sell D-Marks. Other members could help by
intervening on behalf of the weak currency. This, in theory, would prop up the peseta
before it fell through its floor.

Second, the country whose currency was under fire could raise its short-term interest
rates to make its currency more attractive to investors. If intervention on the foreign
exchanges and adjustment of short-term rates failed to stop a currency from sliding too
low or rising too high, an absolute last resort was a realignment of the central rates to
relieve the tensions in the system.

In the early years of the ERM, there were several realignments but from 1987 until
1993, when the ERM was effectively suspended, there was none. Many economists argue
that it was the failure of the mechanism to realign in response to the strength of the
D-Mark that led to the tensions of the autumn of 1992 and the summer of 1993.

Currency market volatility in 1992 and 1993

After five years of relative calm, the currency markets of Europe erupted in a sequence of
dramatic market events. The explanation for these events lay in German reunification at
the end of the 1980s. To pay for unification, the German government had to borrow sub-
stantial amounts of money, which forced up the cost of borrowing in Germany. High
German interest rates coincided with low US interest rates and the result was strong
international demand for D-Marks, forcing German rates even higher.

This happened just as the rest of Europe, heading into recession, needed lower inter-
est rates to stimulate economic activity. However, since all the other currencies were
committed to maintaining their central rates against the D-Mark, they were forced to
keep their interest rates at levels that were damaging their economies. So long as
Germany’s rates were high, countries like the United Kingdom and France were unable
to lower their lending rates without causing a run on the pound and the franc.

In the case of the United Kingdom, the tensions became too much for the system in
September 1992. The country was suffering its longest recession since the 1950s yet had
interest rates of 10 per cent. With inflation low, the real cost of borrowing was exception-
ally high. The markets took the view that such high lending rates at a time of recession
were unsustainable. Pressure on the pound mounted over August, but the UK govern-
ment, mindful of the hardship being caused by the high cost of borrowing, was unwilling
to raise rates further in order to protect the pound. Its only weapons were intervention
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on the foreign exchanges and repeated assurances by ministers that there would be no
devaluation.

Events came to a head on 16 September 1992, Black Wednesday (or White Wednesday
to “Eurosceptics”, delighting at its negative implications for future UK participation in
Europe), when sterling and the Italian lira were forced out of the mechanism. Speculative
investors, losing confidence in the currencies and seeing the opportunity for significant
profits, shifted vast funds out of sterling and the lira into the D-Mark. Many, for example,
sold the pound short, expecting to be able to buy it back at a much reduced rate.

The effect of all this selling was to drive the pound down. On the day, the UK govern-
ment tried to save it by buying large quantities of pounds, and by announcing an increase
in interest rates to 15 per cent. But this was not enough to stem the flow against sterling:
effectively, the Bank was transferring its reserves to the short-selling speculators. After a
steady drain on reserves, the government pulled out. Both sterling and the lira sank well
below their ERM floors as soon as the authorities gave up the struggle to keep them
within their old bands.

For the next 11 months, relative calm returned to what was left of the mechanism.
However, in August 1993, tensions arose once more, this time centred on the French
franc. The problems were familiar: France was in a recession with high unemployment
yet was unable to cut its very high interest rates. One solution would have been for
Germany to ease its lending rates, but the Bundesbank, the German central bank, would
not contemplate such a move for fear of encouraging inflation at home. According to the
German constitution, the prime duty of the Bundesbank is to monitor domestic mone-
tary policy. Thus it was required by law to put the need for low German inflation before
the travails of the ERM.

As pressure mounted, EU finance ministers met to find a solution. The answer was to
widen the currency bands for all except the D-Mark and the Dutch guilder to 15 per cent.
The bands were so wide that although the ERM survived in name, the currencies were
effectively floating. With the new bands a currency could theoretically devalue by 30 per
cent (from its ceiling to its floor) against another member, without falling out of the
system. That was the system of the ERM until the launch of the euro.

Launching the euro

On 1 January 1999, the currencies of 11 members of the EU (all bar Denmark, Greece,
Sweden and the United Kingdom) were irrevocably locked together and the euro was
launched. Prices in eurozone countries were still quoted in the national currency as well
as euros for a short time but the exchange rate was fixed. Eventually, the national curren-
cies disappeared as euro notes and coins were introduced on 1 January 2002.

Monetary policy in the eurozone is managed by the European Central Bank (ECB) in
Frankfurt, which operates with a high degree of independence from political interfer-
ence. The ECB has been given the responsibility for maintaining price stability through
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setting short-term interest rates in the eurozone. It is not required to consider employ-
ment when setting policy.

Fiscal policy remains the preserve of national governments since there is no necessary
connection between a single currency and a unified fiscal policy. Nevertheless, there is
considerable policy coordination between finance ministries through a regular meeting
of eurozone finance ministers.

The early weakness and later strength of the single currency

The Financial Times gives prominent coverage to the progress of the euro. The big story
soon after the euro’s launch was its weakness against other leading currencies. Its more
than 20 per cent fall against the dollar from the beginning of 1999 was a setback for advo-
cates of the benefits of a single currency, particularly those in Germany, a country that
always took pride in the strength of the D-Mark. But such declines are not irreversible
and in 2002, the euro came bouncing back strongly.

International financial markets have a number of signs that the euro will soon stand
alongside the dollar as a dominant world currency. For example, equity and corporate
bond issuance denominated in euros is growing exponentially; there is a progressive shift
of central banks’ reserves from dollars into euros; and the euro is increasingly important
as a peg for other currencies. So why did it start out so poorly?

The main reason for the euro’s weakness was the relative strength of the US economy
compared with the eurozone, notably the former’s continuing combination of dynamic
growth with low inflation. This was compounded by substantial net capital outflows from
the euro countries, partly due to low inward investment and partly to foreign investors
unwinding excessively bullish early positions in eurozone assets. But these things
changed as the US economy slowed.

Part of the problem may have lain in the ECB’s oft-criticised communication strategy.
The monetary framework as presently configured is poorly equipped to deal with con-
flicting signals. For example, the widely advertised, self-imposed ceiling of 2 per cent for
inflation makes the ECB more vulnerable to temporary overshooting than the more prag-
matic Federal Reserve, which manages US monetary policy.

Europe’s monetary architecture is unfinished, and this may further raise uncertainty.
The Maastricht Treaty is unclear on who is in charge of the exchange rate: the ECB or
national governments. Foreign exchange market intervention is controversial, which
encourages prudence but only up to a point. With unclear attribution of responsibilities,
neither party may be willing to take a risk. What is more, governments are likely to take
different views among themselves as they face diverging economic conditions.

In the end, however, the euro’s early weakness may simply have been yet another
instance of vagaries in the foreign exchange markets. Freely floating exchange rates are
known to fluctuate wildly with little link to the fundamentals. In the face of such fluctua-
tions, a policy of “benign neglect” may be the best option.
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EMU and European capital markets

One of the hopes for the single currency is that it will eventually lead to pan-European
capital markets. EMU offers the possibility of creating a domestic financial market to rival
that of the United States. The question is to what extent this is likely to translate into eco-
nomic reality. While a single currency is a necessary condition for the emergence of
pan-European capital markets, it is by no means a sufficient one.

The assessment of many economists is that the impact of the euro on European capi-
tal markets is very favourable. On almost all counts, EMU has either drastically changed
the financial landscape of Europe or has the potential to do so in the future. This success
is all the more surprising given the euro’s early weakness against the dollar.

Europe’s capital markets have undergone a remarkable transformation since the euro
was launched. A euro-denominated corporate bond market has emerged with issuing
activity in excess of that in the dollar market. Primary issues in European equity have
reached record highs. Europe-wide indices have been established and portfolios have
begun to be allocated along pan-European sectoral lines rather than by country. Eurex,
the German—Swiss exchange founded in 1998, has overtaken the Chicago Board of Trade
to become the world’s largest derivatives exchange. Banks all over Europe have merged
or formed alliances on an unprecedented scale, dramatically changing national banking
environments and beginning to create international firms and networks. And cross-
border mergers in all industries have increased strongly, giving rise to record volumes in
Europe’s M&A industry.

Some of these developments could have been expected as consequences of the
“direct effects” of the euro. These effects comprise standardisation and transparency in
pricing; shrinking of the foreign exchange market; elimination of currency risk; elimina-
tion of currency-related investment regulations; and homogenisation of the public bond
market and bank refinancing procedures. But the euro also has indirect effects on the
cost of cross-country transactions within the eurozone; the liquidity of European financial
markets; and the diversification opportunities available to European investors.

In the first instance, EMU had little direct effect on transaction costs, but it clearly
made the existing obstacles and inefficiencies more visible. Within Europe, cross-border
payments and securities settlements are more expensive, lengthier, riskier and less stan-
dardised than equivalent domestic transactions. What is more, the eurozone has 18
large-value systems (compared with two in the United States), 23 securities settlement
systems (compared with three in the United States) and 13 retail payments systems
(again, compared with three in the United States). Differences in taxation, legislation and
standards create further obstacles.

EMU has prompted a renewed urgency among policy makers to addressing these
problems. The establishment of TARGET and EURO1 - the settlement systems for
large transactions for the European System of Central Banks and the European
Banking Association, respectively — and the implementation of the European
Commission’s directive on cross-border credit transfers are the most visible steps
taken in this direction.
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Despite the problem of transaction costs, by eliminating currency risk, EMU has put
traders in foreign euro-denominated assets on an equal risk base with domestic traders.
Together with the increase in transparency resulting from the single currency, this has
greatly reduced the barriers to trading such assets. In this sense, EMU has increased the
demand side of the market for every asset traded in the eurozone. And to the extent that
expanded markets give rise to increased trading, this should reduce liquidity risk.

A second potential benefit of increased market size is the opportunity for greater
diversification. EMU fosters market integration not just by eliminating foreign exchange
risk, but by improving information flows and by reorientating traditional international
asset allocation methods from a country basis to a pan-European industry basis.

Enlargement

The issue of the single currency has dominated the European Union in recent years. But
an equally important issue is that of expanding EU membership. Can this possibly be
good news for the European economy?

Many people are understandably dubious about the economic benefits of an EU
enlargement involving Turkey, although the political benefits are probably substantial. But
the 2004 “eastern enlargement” to encompass several of the formerly communist coun-
tries now undergoing “economic transition” offers extraordinary growth opportunities
for western European companies and investors.

Economic integration almost invariably improves growth: by opening the west’s mar-
kets to eastern agricultural and lower-tech manufacturing goods, incomes will be
substantially raised in the east, increasing demand for the higher-tech products and serv-
ices of western companies. At the same time, the latter can invest more easily in the east,
often making more productive use of their capital.

Here lies one of the key benefits of enlargement, not only for these companies but also
for investors: EU membership locks countries into well-defined property rights, sound
policies and open capital markets. These mean investors can transfer money in and out
easily, making investment substantially less risky but still with very promising returns.

MEMBERS AND POTENTIAL MEMBERS OF THE EUROPEAN UNION
Original members
Belgium
France
Germany
[taly
Luxembourg

Netherlands
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First enlargement (1973)
Denmark
Ireland

United Kingdom

Third enlargement (1986)
Portugal

Spain

Fifth enlargement (2004)
Cyprus

Czech Republic

Estonia

Hungary

Latvia

Hoping to join in 2007 or 2008

Bulgaria

Hoping to start accession talks soon

Croatia

May join some day
Albania

Belarus

Bosnia

Georgia

Macedonia

Second enlargement (1981)

Greece

Fourth enlargement (1995)
Austria
Finland

Sweden

Lithuania
Malta
Poland
Slovakia

Slovenia

Romania

Turkey

Moldova
Montenegro
Serbia

Ukraine






“No nation was ever ruined by trade.”

Benjamin Franklin

“When your neighbour loses his job, it’s a slowdown; when you lose your job, it's a recession;
when an economist loses his job, it’s a depression.”

Anon
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Business and investment decisions are increasingly made in an international context.
Global flows of goods, services and capital are making national economies more and
more interdependent, and this trend appears unlikely to be reversed. First, there seems
to be a consensus on the positive effects of liberal trade policies whereby barriers to
trade between nations are reduced and removed. Second, national product markets are
increasingly dominated by powerful multinational corporations, companies that cut
across national boundaries and are eager to produce and sell their output wherever they
can do so profitably. And third, as the second part of this book discussed, there are the
international financial markets (for debt and equity capital, for cash and currencies, and
for commodities and derivative products), in which borrowers seek the cheapest funds
available, and investors and speculators chase the highest possible returns.

Economic globalisation is having increasingly important effects on national economies,
on local financial markets and on individual companies. In making business and investment
decisions, it is no longer advisable simply to take account of the domestic economy, either
with regard to particular markets or at the aggregate level. Even if a business tends to rely
on domestic suppliers or sell primarily to the home market, or if investors restrict their
portfolios to the local exchanges, it is still useful to consider international trade and finan-
cial flows, and economic developments elsewhere in the world. These can affect any
business, adding an international dimension to economic considerations.

Alongside the process of globalisation are the processes of market integration and
regionalisation pursued by national governments. The countries of western Europe are
well advanced on the path to integrating their economies, as well as coordinating their
economic policies, and many other regions of the world are following their example.
These processes, too, interact with the business of exporting and importing, with run-
ning a business more generally, and with national and international asset markets. It is
valuable to understand them and their coverage in the Financial Times in order to make
more informed business and investment decisions.

The world economy

The world economy breaks down into a number of regional or other economic group-
ings based on standards of living, levels of output and trade, and historical or
geographical connection. The three most powerful blocs are North America (the United
States and its partners in the North American Free Trade Agreement or NAFTA, Canada
and Mexico), the 25 member states of the European Union (EU) and east Asia centred on
Japan. While the United States remains the world’s dominant economy, representing over
a fifth of global output and a third of the industrialised countries’ output, the other two
blocs are certainly threatening its position. This post-communist balance is sometimes
described as the tripolar world.

The 30 leading industrialised countries — in Europe, the Americas, Asia and Australasia
— form the Organisation for Economic Co-operation and Development (OECD), the “rich
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countries’ club”. The leading countries of the OECD (the United States, Japan, Germany,
France, Italy, the United Kingdom and Canada) make up the Group of Seven (G7), which
as a whole accounts for two-thirds of world output. Then there are the “newly industri-
alised countries” (NICs) of south-east Asia, the mainly Middle Eastern nations of the
Organization of Petroleum Exporting Countries (OPEC), the ex-communist countries of
eastern Europe and the former Soviet Union (although four are now in the OECD), and
the developing countries of Latin America, Africa and the rest of the world.

1973 is often seen as the turning point of the post-war period, marking the end of the
high-growth, low-inflation, full-employment and fixed-exchange-rate years, and the begin-
ning of the more uncertain times since. The problems of the latter period were launched
by the floating of the dollar and the consequent chaos in the international financial mar-
kets; and by the oil crises, when the price of oil quadrupled within the space of three
months.

The collapse of communism at the end of the 1980s was expected to usher in a new era
of prosperity. But the countries of eastern Europe found that the struggle to make the tran-
sition from a command economy to a market economy was far more difficult than
expected. The position of the former Soviet Union was worse: before its recent recovery,
Russia’s economic reform efforts ran into severe problems, while the disintegration of the
Comecon trading bloc greatly increased the adjustment problems of all the former commu-
nist states. Africa continues to lag economically behind the rest of the globe.

Although economic statistics from outside the United Kingdom are reported by the
Financial Times in a less systematic way than the UK figures, a broad range of figures is
published throughout the year. For the world, the most regular and reliable statistics are
collated by the IMF in its monthly publication International Financial Statistics and its
annual World Economic Outlook. Another useful source of statistical information is the
OECD, in particular its annual country reports and the twice-yearly Economic Outlook.

Global economic institutions

A number of international fora exist to discuss global economic issues, and the newspa-
per reports on most of their activities. The main ones are:

H The International Monetary Fund: set up by the Bretton Woods agreement of
1944 and coming into operation in March 1947, this institution was established to
encourage international cooperation on monetary issues. The aim of the fund is to
tide members over temporary balance of payments difficulties. It does this by making
hard-currency loans to members while trying to enforce structural adjustment of
their economies. The fund has more than 180 members who pay subscriptions
according to the size of their economies. They pay 75 per cent of the quota in their
own currency and 25 per cent in international reserve assets. Members are then given
borrowing rights with the fund, which they can use to help finance a balance of
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payments deficit. Countries in difficulty can also negotiate standby credit on which
they can draw as necessary. Members are required to repay their drawings over a
three- to five-year period.

The World Bank: established at the same time as the IMF, and originally intended to
finance Europe’s post-war reconstruction, this institution has subsequently concen-
trated on loans to poor countries to become one of the largest single sources of
development aid. The bank has traditionally supported a wide range of long-term
investments, including infrastructure projects such as roads, telecommunications and
electricity supply. Its funds come mainly from the industrialised nations, but it also
raises money on international capital markets. The bank operates according to busi-
ness principles, lending at commercial rates of interest only to those governments it
feels are capable of servicing and repaying their debts.

Group of Seven/Eight (G7/8): a grouping that dates back to 1975 when the French
president, Valéry Giscard d’Estaing, invited the leaders of the United States, West
Germany, Japan and the United Kingdom to discuss economic problems following the
first oil price shock. Since then, the summits have grown to include political and for-
eign issues, which form the subject of a political declaration issued on the penultimate
day of talks. The sixth and seventh members are Italy and Canada. Since the disintegra-
tion of the Soviet Union, Russia has also participated in many of the discussions to
make it the G8.

Organisation for Economic Co-operation and Development: sometimes
referred to as the rich countries’ club, this organisation’s membership consists of the
30 industrialised nations of the world (Slovakia being the most recent new member,
joining in 2000) with a secretariat based in Paris. It too goes back to the end of the war
when it was set up to organise Europe’s recovery. It is now more of a thinktank to dis-
cuss economic issues of mutual interest, but it is a particularly valuable source of
publications. Its annual surveys of the member countries and twice-yearly Economic
Outlook provide a useful overview of prospects for the industrialised world.

European Bank for Reconstruction and Development (EBRD): a development
bank set up in 1990 to help the countries of eastern Europe develop market
economies. An EU initiative, it resembles existing multinational regional development
banks, such as the African Development Bank and the Inter-American Development
Bank, and was the first institution specifically designed to coordinate western eco-
nomic help for eastern Europe in the wake of the collapse of their communist
regimes. EU states and institutions have a 53.7 per cent stake; most other European
countries are also shareholders and the United States has the biggest single stake of 10
per cent. Japan’s 8.5 per cent shareholding matches those of the United Kingdom,
Germany, France and Italy.
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Economic growth and development

All countries pursue economic growth, an increase in their output of goods and services,
and an increase in their incomes to purchase those goods and services as well as those
produced abroad. For countries outside the industrialised world, this is generally termed
development. Numerous policies have been tried since the war to achieve this goal, but
nowadays it is typically pursued through a combination of encouraging production of
goods for export, attracting foreign direct investment, borrowing from banks and interna-
tional institutions, aid from overseas, macroeconomic stabilisation policy and market
liberalisation. Much debate centres on the appropriate “sequencing” of economic policies
for development, meaning which ones should come first.

The economies of south-east Asia have been the most successful at development,
becoming the “newly industrialised countries” or NICs. Much of that success may have
resulted from high export orientation as measured by exports as a proportion of GDP,
what is known as export-led growth. Many of the countries of eastern Europe, Latin
America, Africa, and elsewhere in Asia (notably India and China), are eager to follow the
progress of the NICs, and, as a consequence, it is important for the markets of the devel-
oped world to be open to their products.

Part of such development can be funded by foreign aid. Some is in the form of bilat-
eral grants and loans, as opposed to contributions to multilateral institutions. The
remainder is tied to the purchase of goods and services from donor countries. This kind
of aid is less beneficial to poor countries since it forces recipients to pay higher prices for
imports, encourages them to invest in vast capital projects, and does little for the relief of
poverty, one of the most pressing problems of the developing world.

Another notable problem for developing countries has been the debt crisis, when
numerous governments defaulted on their loans from western banks. Until early 1995, this
had eased considerably since the late 1980s when Latin American countries particularly
had very high debt service ratios, the proportion of export revenues taken up by debt
repayment. It was re-ignited at that point when Mexico was plunged into a deep financial
crisis with implications for the rest of Latin America and other emerging markets.

The World Bank discerns five major development challenges for the future. These are
the promotion of economic reforms likely to help the poor, perhaps in contrast to the
inequitable “structural adjustment” (somewhat extreme free market) programmes of the
past; increased investment in people, particularly through education, health care and
family planning; protection of the environment; stimulation of private sector develop-
ment; and public sector reform that provides the conditions in which private enterprise
might flourish.

Migration, the environment and economic transition

Alongside the longstanding issues of economic development in the “third world” are the
more recent development problems of the formerly planned economies of eastern
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Europe and the ex-Soviet Union. The transition of these countries to democratic market
economies has thrown up many new questions about the appropriate sequencing of eco-
nomic policies and the extent to which market reforms (including price liberalisation,
trade liberalisation, privatisation, establishment of capital markets and the institution of a
legal and regulatory framework) should be implemented suddenly as “shock therapy”.
There is also concern in the traditional developing world about the diversion of industri-
alised nations’ attention, aid, trade preferences and capital.

A major issue in both developing and ex-communist countries is the environment, and
whether the goals of expanded trade and development, and protection and preservation
of the environment, are compatible. For example, should developing countries adopt less
strict regulations on pollution by “dirty” industries than the developed world in order to
attract investment in those industries? At the heart of this debate is the concept of “sus-
tainable development”, whether there are policies that promote both economic growth
and an improved environment. This is a highly contentious issue: many developing coun-
tries ask why environmental concerns should hinder their progress when the
industrialised countries had ignored such concerns in their own development.

Another issue high on the international agenda is also very contentious, that of migra-
tion. Flows of goods, services and capital are well covered by the institutions of global
capitalism, but there is little policy on the treatment of international flows of people.
Indeed, there is much hypocrisy among believers in the free market system, demanding
“free markets, free trade and free enterprise”, but at the same time, strict immigration
controls. If trade and finance can flow freely, why not labour, some ask. Such considera-
tions have stressed the importance of free trade and foreign investment to discourage
mass migration: by investing directly in the poorer parts of the world and providing open
markets to their products, the industrialised countries will not experience so much
migratory pressure from those places.

International trade

International trade is a central driving force of global economic growth and development,
and the general trend since the war has been for it to increase. The interaction of
national economies through international trade increases world output by allowing coun-
tries to specialise in the production of those goods and services that they can produce
most efficiently. Countries could cut themselves off from the rest of the world, and seek
to provide for all their needs domestically. However, if, for example, their industries are
particularly good at making high-quality, low-cost computers, and not so efficient at grow-
ing rice, it makes sense to focus their energies on the manufacture of computers, and, in
effect, trade them for rice with other countries. Even if those other countries are not
more efficient at rice-growing, but agriculture is still their most effective industry, speciali-
sation in production followed by free trade should still be beneficial to all parties.
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It is generally accepted that specialisation (to some degree) and free trade allow all
countries to develop more rapidly, and expand global output and incomes. However,
there are many obstacles to their working out in practice. These arise from the interests
of particular groups within countries (including managers, investors and employees), and
play out in governments’ trade and commercial policies, in recurrent trade disputes
between countries and trading blocs, and in the great debate between free trade and
protectionism.

A number of arguments for protection are advanced. For example, companies in
declining or internationally uncompetitive industries sometimes demand protection in
order to avoid going out of business. Their managers might argue for the “national inter-
est”, the importance of producing their goods domestically, the unemployment their
failure would cause (here they would be backed by their workforce) and the “cheating”
strategies their foreign competitors adopt.

Similarly, firms in “infant industries” (often new, high-technology, sectors) might claim
they need protection because they are as yet too young, small and weak to compete
effectively at the international level. Governments themselves might pursue strategic pro-
tection of industries they believe it might be dangerous for foreigners to control.

The trade policies of the EU, for example, are the outcome of three conflicting com-
pulsions: the liberal commitment to the idea of free trade, as reflected in multiple global
trading initiatives; the protectionist desire to shield some domestic producers from for-
eign suppliers; and what is known as a “pyramid of preferences”, which ranks various
trading partners, often on the basis of historical connection. The protectionist element of
these policies has predominantly been directed at manufactured imports from other
industrialised countries, but, increasingly, they also affect goods produced by competitive
suppliers in less developed countries.

Trade liberalisation

The growth of international trade is frequently hampered by barriers erected to keep out
imports and protect domestic industries. These might take the form of tariffs, quotas,
duties, limits, “voluntary export restraints” and a host of other schemes. Since the end of
the war, big advances have been made in reducing these barriers to the free flow of
goods and services, but there is still a long way to go. The world recession of the early
1990s threatened a renewed bout of protectionism as countries looked inwards to deal
with their own problems.

The main forum for addressing trade issues was the General Agreement on Tariffs and
Trade (GATT), a multinational institution set up in 1947 to promote the expansion of
international trade through a coordinated programme of trade liberalisation. The GATT’s
primary two-pronged approach was to eliminate quotas and reduce tariffs. It supervised
several conferences (or “rounds”) on tariff reductions and the removal of other barriers to
trade, and, in late 1993, brought to completion the Uruguay Round of trade discussions.
Part of the final agreement was that it should become the World Trade Organization.
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The Uruguay Round (1986-93) was an attempt by the international community to
renegotiate the world trading system. With the participation of over 100 countries, it
aimed both to repair the old GATT and to extend it to many new areas: it was the first
negotiating round in which developing countries pledged themselves to substantive obli-
gations; it was the first application of liberal trading principles to the services sector,
foreign direct investment and intellectual property rights; and it re-integrated into the
GATT system two important sectors, textiles and agriculture.

The success of the Uruguay Round centres on, among other things, an enormous cut
in tariffs. This, coupled with more transparent and orderly trading rules, gave a powerful
boost to the world economy, stimulating competition and offering developing countries
new opportunities for integration into international markets. The accords of the Final
Act, agreed on 15 December 1993, came into force in 1995 following ratification by all
member countries.

The Uruguay Round introduced a series of institutional innovations to back up the
new rules: a semi-judicial dispute settlement system, a trade policy review mechanism
and the new World Trade Organization. The principal change is that the old GATT has
lapsed: the new system as it results from the Final Act of the Uruguay Round is a very dif-
ferent and legally distinct institution.

At ministerial meetings in Seattle in late 1999, the WTO tried to launch a round of talks
on trade liberalisation — the so-called “Millennium Round”. But there was strong opposi-
tion to these latest globalisation efforts from an alliance of environmentalists, trade
unionists and assorted human and consumer rights activists. The eventual failure of the
meeting reflected several negative forces: the parties’ widely disparate positions; the
lukewarm attitude of many governments towards further trade liberalisation; and the dif-
ficulties experienced by the WTO as an institution.

It was generally felt that if the WTO was to recover from Seattle, it would need to bring
the developing countries much more securely into the trading system. After all, develop-
ing countries comprise a large majority of WTO membership and account for an
increasing share of world trade and the bulk of its growth. It was in this spirit, soon after
9/11 in late 2001, that the WTO adopted the Doha Development Agenda, which puts
development at the heart of multilateral trade negotiations for the first time. But restor-
ing the system’s legitimacy in the eyes of a majority of its members is not mere charity:
rather, it is a matter of self-interest for the developed countries. They still have much to
gain from both the further liberalisation of world trade and the disciplines that an effec-
tive WTO imposes on domestic policy discretion.

Alongside the process of trade liberalisation across the globe is that of market integra-
tion. This process typically begins with a free trade agreement, an arrangement between
countries (usually in the same geographical region of the world) to eliminate all trade
barriers between themselves on goods and services, but in which each continues to oper-
ate its own particular barriers against trade with the rest of the world. It may develop into
a customs union or common market where arrangements for trade with the rest of the
world are harmonised, subsequently into a single market like the EU, and perhaps on to
full economic and monetary union.



The world economy: trade, growth and international institutions

A number of regional free trade agreements exist, most notably the NAFTA and the
Association of South East Asian Nations (ASEAN), which includes Brunei, Indonesia,
Malaysia, the Philippines, Singapore, Thailand and Vietnam. Such initial efforts at market
integration are spreading rapidly, including, for example, the Mercosur in Latin America,
incorporating Brazil, Argentina, Uruguay and Paraguay.

Exchange rates and international finance

The cross-border exchange of goods and services is made possible by the fact that it is possi-
ble to convert one national currency into another. Thus, a UK company wishing to buy a US
product (priced naturally in the local currency, dollars) can make the transaction by buying
dollars with its pounds. The price it pays for those dollars in sterling is the exchange rate,
and the markets on which it buys them are the international currency markets.

When these markets are allowed to work freely, with the price of currencies in terms
of other currencies fluctuating according to demand and supply, it is known as a floating
exchange rate system. That, for example, is the kind of system currently in place between
the dollar and the yen. The opposite is to have rates set by governments with occasional
devaluations and revaluations: a fixed rate system, such as the one that operated in the
post-war world up to 1973. In practice, systems are typically somewhere in between, with
rates allowed to fluctuate to some extent, but managed by national monetary authorities.

As well as providing the means for companies and countries to conduct trade across
borders, exchange rates also allow various forms of international investment and specula-
tion. Broadly characterised, there are three types: first, there is speculation by owners of
large quantities of “hot money”, constantly moving their funds around the world in pur-
suit of the best return, and going in and out of money market accounts in response to
minuscule shifts in relative interest rates. “Hot money” flows in and out of countries in
response to the pursuit of short-term gain and without any considerations of longer-term
issues of economic development of product markets or national economies. It moves
simply on the basis of movements or expected movements of exchange rates and relative
interest rates.

Second, there is portfolio investment in international asset markets by investors. This
flow of cross-border financial investment is growing substantially as investors place larger
portions of their portfolios in international equities and bonds. As with all portfolio
investment, this might be short- or long-term investment, depending on the goals of the
investors, immediate profit or longer-term financial goals. It is reflected particularly in the
increasing enthusiasm for the emerging markets (see Chapter 9).

Third, there is international capital investment by companies, seeking low-cost pro-
duction facilities and/or access to new markets, and by governments and financial
institutions. In the case of the private sector, this is called foreign direct investment
(FDI); from governments, it might be in the form of loans, or conditional or uncondi-
tional aid. Such investment might also come from global organisations such as the World
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Bank. Given the difficulties of planning such investments, they typically have long-term
ambitions in mind.

The role of central banks

The forces of globalisation and liberalisation have led to significant changes in the way
central banks go about their principal tasks. Markets have become much more powerful:
they discipline unsustainable policies; and they give participants ways to get round
administrative restrictions on their freedom of action. This means that central banks have
to work with rather than against market forces. Maintaining low inflation requires the
credibility to harness market expectations in its support. And effective prudential supervi-
sion involves “incentive-compatible” regulation.

In monetary policy, attempts to exploit a supposed trade-off between inflation and
unemployment have given way to a focus on achieving price stability as the best environ-
ment in which to pursue sustainable growth. The intermediate goals of monetary policy
have also changed. Monetary targets and exchange rate pegs have proved difficult to use in
practice, and increasingly countries have adopted inflation targets, backed by transparency
in the policy-making process and independence of action for central banks.

The objective of financial stability has acquired much more prominence in recent
years, following various high-profile mishaps at individual institutions and severe prob-
lems in some financial systems. It has become harder to segment different types of
financial activity or to apply restrictions to the activities of individual institutions.
Systemic stability requires ensuring that financial institutions properly understand and
manage the risks they acquire, and hold an appropriate level of capital against them.

The international monetary system has been through a transformation in the past 30
years. The Bretton Woods system developed at the end of the Second World War was
“government-led”: official bodies decided on exchange rates and the provision of liquid-
ity, and oversaw the international adjustment process. Now, the system is “market-led”:
major exchange rates are floating; liquidity is determined by the market; and the adjust-
ment mechanism operates through market forces. The job of central banks is to see that
market forces work efficiently and that any instability is counteracted. This seems to
mean stable and sustainable macroeconomic policies, and, where possible, action to
ensure that inevitable changes in the direction and intensity of capital flows do not desta-
bilise financial systems.
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Any person in business has two, three or at most four financial ratios by which he or she
measures performance. These ratios are very specific to each individual. The head of a
consultancy will be concerned with the ratio of days billed to days available. A sales man-
ager will be worried about orders taken to date as a proportion of the budget or target
for that period of time. And a self-employed one-man company in the building trade will
probably focus simply on what money is owed to him, what money he owes to his suppli-
ers, what his bank balance is, and the amount and timing of his next tax bill. These
financial ratios are by no means the only indicators of the health of a business, but they
are chosen by their owners because of their crucial importance to achieving success.

Investors are never in the position of a manager in a business of knowing intimately
how it is doing, but there are some ratios that allow them to make well-informed assess-
ments. Two of the most crucial ratios are reported daily in the Financial Times
(dividend yield and the price/earnings ratio), and a third each week: dividend
cover, which is published in the London Share Service pages on Monday.

The next source of information available to investors is the company’s annual report.
This offers some consistency of key indicators, since they are regulated by law and
accountancy standards. Using these, investors can make relevant comparisons of one
company with another, particularly if the companies are in the same industry sector.
Company reports are notorious for what they hide as well as what they reveal. It is possi-
ble, at least in the short term, for creative accountants and their boardroom employers to
produce figures that more accurately reflect their aspirations for the company rather than
its actual performance. However, this does tend to disappear with time: as the business
continues to perform in a certain way, so the accountants will eventually force the board
to be more frank with the shareholders.

Despite this caveat, the annual report does give some very useful information. For the
small private investor, generally the most usable of these ratios are return on capital
employed, gearing, income gearing (or interest cover) and pre-tax profit margin.
Armed with these four ratios, and the three above, investors are in a better position to
make decisions. The problem is that for many private investors, this is too time-consum-
ing and they either take decisions based on less information than this, or trust their
money to the professionals who charge royally for the privilege.

This chapter endeavours to describe a quick method of getting to these figures, and
then, by the example of a company going through a 30-year life cycle, to show how the mix
of investor or shareholder ratios and the company’s key financial or management ratios
paint a picture of the health and prospects of potential investments. If investors add a judi-
cious reading of the chairman’s statement to discover the board’s intentions for the future,
they are as well prepared as is possible without becoming a full-time company watcher.

Key financial ratios

The four company ratios provide an effective check on progress and are reasonably easy
to calculate. They should always be done for the two years in the report so that changes
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over time are reflected. The chairman’s statements can then be checked to see if they
comment on changes that an investor may regard as significant. Frequently, the report
will include “facts for shareholders” or “five-year record”, which include some calculated
ratios. The advantage of these is that they remove the need to do any extrapolation or
calculation. Unfortunately, there are two disadvantages that make them much less useful.
The first is that the published ratios are calculated in a way that suits each company: they
will tend to use figures that are not misleading or inaccurate, but which give a gloss on
performance that the truly objective investor wishes to avoid.

The second problem is connected: since companies use ratios that suit themselves,
they do not use the same ones. So, for the sake of consistency, it is better for an investor
to become very familiar with four ratios and to work them out for him- or herself. An
investor can also build a personal database of examples, offering various benchmarks for
examining and comparing any company. This is particularly true if studying only one or a
limited number of business sectors.

The rules of thumb quoted in the next few sections are useful to an investor as he or
she learns to appreciate the significance of the ratios. They are only guides, however, and
as the following company history suggests, their significance varies depending on the
business the company is in and the stage of its lifecycle it has reached.

Gearing

Gearing (or balance sheet gearing, as it is often called to distinguish it from other forms
of gearing) compares the amount of money in shareholders’ funds with the amount of
external liabilities that the company has. High gearing is more risky than low gearing, but
could mean that the company is pushing hard for expansion and needs high levels of
debt to finance that growth. It is possible to calculate gearing in a number of ways, but
one of the easiest is also one of the harshest measures of a company’s exposure to the
perils of high levels of debt and creditor dependence.

The ratio is a comparison between the total debt liabilities of a company with its share-
holders’ funds. The higher the ratio, the more likely it is that debt will become a burden.
The more debt, the more interest, the lower the profits and therefore the worse the
potential for paying dividends.

The calculation is as follows: find the current liabilities in the annual report, often
called “liabilities: amounts falling due within one year”. Add “creditors: amounts falling
due after more than one year”, ensuring that everything is included, to find total debt lia-
bilities. Find the figure for total shareholders’ funds, but do not include minority
interests. Divide total debt liabilities by total shareholders’ funds and multiply by 100 to
arrive at a percentage figure.

Gearing ratio rule of thumb
Low gearing —— below 100 per cent
Medium gearing —— 100-200 per cent

High gearing ——— above 200 per cent
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Income gearing

The ratio of total debt liabilities to shareholders’ funds has the limitation that it includes
all current liabilities as well as all debt. It is often valuable therefore to have another ratio
that indicates the company’s ability to service its debt. Income gearing (and its recipro-
cal, interest cover — see Chapter 2) provides this information. It is the ratio of interest
payable to the profits out of which interest is paid. It takes a little more calculation than
the other ratios, but has the merit of being impossible to fudge. Many investors regard it
as the most important gearing ratio.

To calculate income gearing: find the interest payable for the year, often a detail in the
notes. The figure on the balance sheet is “net interest”, which is interest payable minus
interest receivable, not the figure needed here. Find the earnings, or profit, before inter-
est and tax. Often this must be calculated by adding interest payable to the pre-tax profit
shown on the profit and loss account. Divide interest payable by profit before interest
and tax and multiply by 100 to express it as a percentage.

Income gearing ratio rule of thumb
Low income gearing ——  below 25 per cent

Medium income gearing ————  26-75 per cent

High income gearing —— above 75 per cent

Return on capital employed (ROCE)

This measure is a good indicator of managerial performance, relating pre-tax profit to the
long-term capital invested in the business. It is a good guide as to whether sufficient
return is being generated to maintain and grow dividends and avoid problems of liquid-
ity. Unfortunately, it is prone to being misrepresented: there are several areas where
boards can make this simple measure lead an investor away from the company’s prob-
lems rather than towards them. Nevertheless, over time it does reveal what is necessary
to know about the health of a company measured by profits. Many investors regard it as
the key profitability ratio.

To calculate ROCE: capital employed is equivalent to total assets minus current liabili-
ties and this figure is often given on the balance sheet. If not, calculate it as long-term
debt, plus provisions for liabilities and charges, plus any other long-term liabilities, plus
shareholders’ funds, plus minority interests. Divide pre-tax profit by capital employed
and multiply by 100 to express it as a percentage.

Return on capital employed rule of thumb
Low profitability — Dbelow 10 per cent
Medium profitability ———— 10-20 per cent

High profitability ——— above 20 per cent
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Pre-tax profit margin

This indicator reveals the profits earned per pound of sales and therefore measures the
efficiency of the operation. This ratio is an indicator of the company’s ability to withstand
adverse conditions such as falling prices, rising costs or declining sales.

To calculate pre-tax profit margin: take the pre-tax profit figure on the profit and loss
account. Divide it by the total sales revenues, often known in UK reports as “sales
turnover”, and multiply by 100 for a percentage.

Pre-tax profit margin rule of thumb
Low margin ——  below 2 per cent
Medium margin —  2-8 per cent

High margin ———  above 8 per cent

Key shareholder ratios

Yield

Chapter 5 explains the following indicators of company and share performance and
where they can be found in the Financial Times listings of share price information. The
following is a brief refresher before examining how these ratios, along with the financial
ratios explored earlier, may change over the life of a company.

This is the percentage return on investment that a shareholder receives in dividend com-
pared with the current share price. It is listed daily in the newspaper, along with the
average for all the industry sectors. Generally, investors looking for income will pick
shares with an above-average yield. However, long-term investors will also look for yield,
particularly when they are investing in a tax-efficient way, as for example with an ISA.
Here the tax advantage magnifies the growth available in a high-yielding share.

Price/earnings ratio

Also known as the multiple, the p/e ratio reflects the market’s valuation of a company
expressed as a multiple of past earnings (profits). It is listed daily in the newspaper, along
with the average for all the industry sectors. Investors looking for capital growth will look
for shares that have a high p/e. If the market has made a correct prediction, an investor in
such a share should expect to see growth of sales and profits in the company.
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Dividend cover

This ratio of the profits to gross dividends is another useful indicator for investors. Many
private investors recognise the long-term benefits of a growing income stream from divi-
dends. If they are investing for the long term, therefore, they may very well look for
shares that are out of favour with the market and which, as a result, have a high yield. It is
quite likely that the capital growth of such a share may be very limited in the short or
even medium term. But this slow growth at the early stage is less important if the divi-
dend payments are worth having.

The problem arises where a high-yielding share has insufficient profits to continue to
increase or even maintain its dividend. The chances of its being able to keep the pay-
ments up are indicated by the number of times the dividend is covered by the profits.

The life of a growth stock

There is no such thing as a typical company. Their different products, markets and man-
agement styles make each enterprise unique. It is possible, however, to use the following
example as a benchmark of the characteristics and ratios of a company over a long period
of time. For each of the four stages, there is an indication of the kind of information the
annual report may provide, and the likely financial and shareholder ratios.

Stage 1: inception to 10 years old

Turn back the clock to the time when telecommunications was in its first meteoric
growth phase. The imaginary sample company, Phoneco, was created by a flotation from
its parent where it had been a non-core business. The newly floated company in the early
stages has the ability to generate very rapid growth of sales. The market is eager for the
new service and sales are there for the taking for any company that can lay down a
telecommunications network.

Phoneco is very aggressive at this stage. It needs volume to cover its voracious
appetite for cash as it invests millions of pounds in infrastructure. This makes its competi-
tiveness very sharp. To a considerable extent, it will sacrifice profit for market share. It
hires a sales force of “hunters”, salespeople who enjoy the challenge of getting new busi-
ness quickly. These salespeople are good at closing business and handling objections. If
they do not close business fast, they go elsewhere. It is to be expected that there is high
morale in the company as the business and consumer markets flock to the upstart.

The annual report

The chairman’s statement will reflect this growth. Extracts may include such comments as
the following: “May saw another milestone when the new connections rate for residential
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customers signing up with Phoneco reached 30,000 per month”; “Our sales growth last
year exceeded 50 per cent, and although this is likely to prove exceptional, Phoneco is
confident of its ability to take further advantage of the expanding market over the next
few years.” The report’s tone will reflect the excitement and enthusiasm of the fledgling,
which is discovering success for the first time.

The financial ratios

The board is running Phoneco by its cash flows rather than by its profit and loss account.
It needs huge amounts of cash for capital investment and will probably have very high
levels of borrowing. This high gearing will show itself in both of the gearing ratios, with a
high percentage of debt and very little profit left over once interest is deducted.
Profitability will be relatively low measured by both return on capital employed and the
profit margin.

Phoneco’s financial ratios at Stage 1

Gearing — 500 per cent
Income gearing ——— 95 percent
ROCE — 1 percent

Pre-tax profit margin  ——— 1 per cent

The shareholder ratios

Investors will find that the market only sees Phoneco as long-term potential, resting in
the high-risk part of their portfolios. It is undesirable for the company to pay large
amounts in dividend, since it needs all its cash to fund its expansion. Hence, the yield will
be low. The p/e will be very high as the market calculates future profit streams for the
company as it gets into a position to exploit its assets. The dividend cover may very well
be high, not because the profits are huge but because the dividend is low.

Phoneco’s shareholder ratios at Stage 1
Yield — 03
Price/earnings — 35

Dividend cover ——— 13

Stage 2: 10 to 20 years old

Phoneco has come of age. It has survived the heady days of 30 per cent year-on-year
growth and shown itself to be competitive. The company is now well into the FTSE 250
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list of companies. It has a viable market share in the areas where it already operates and
is looking for new opportunities to make further investment either in new markets, such
as overseas, or in new product areas, such as telephone equipment.

This diversified growth will still cost a great deal of money, but the business now gen-
erates a healthy cash flow and is profitable. There is still a fair amount of risk in the
company. It is vulnerable to making mistakes as it moves into new activities. No matter
how good the prospects, it is always more risky to take old products into new markets or
new products into old markets than to keep doing more of the same.

The annual report

The chairman’s statement may now see more talk of consolidation of the company’s cur-
rent affairs, although the emphasis of the report will still be on growth, and possibly on
new initiatives. Extracts from the statement for a Stage 2 company may include such
remarks as: “Our earnings per share before exceptional items grew by 22 per cent”; “Our
strengthening financial position allows us to explore new areas seeking basic telephone
services, while at the same time consolidating our strategy to focus on those parts of the
world where we are already strong and where our returns will be the greatest.”

The financial ratios

The debt ratios are still high. Almost certainly by this time, Phoneco will have been back
to its investors for more cash through a rights issue. This, of course, radically reduces the
debt to equity ratio, but it will rise again to reflect continued investment. Profitability has
improved to what could be described as fairly safe levels. This means that the current
business will produce reliable profits, and it is only in the new areas of activity that there
is still high risk.

Phoneco’s financial ratios at Stage 2

Gearing —— 200 per cent
Income gearing — 75 percent
ROCE — 10 per cent

Pre-tax profit margin  ——— 4 per cent

The shareholder ratios

Phoneco wants to pay out some dividend of real worth. It probably had to make promises
in this area when it made its cash call and it sees dividend as a sign of impending
“respectability”. Nevertheless, the yield is still well below the sector average, as the price
of the share is buoyed by the market’s expectation of further growth. The p/e is also still
very high. It is probably less than other new entrants in Stage 1 of their lifecycles, but it
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will be well above the industry average. The dividend is stretching cover much more than
in the first phase. Investors are starting to ask when the return on their money will start to
come through, and there is no room for the very high dividend cover of the earlier stage.

Phoneco’s shareholder ratios at Stage 2
Yield — 16
Price/earnings — 25

Dividend cover ——— 815

Stage 3: 20 to 30 years old

The company has achieved respectability. It is now at the bottom end of the FTSE 100
companies. It is a complex company and the analysts are looking for good statements of
strategy, which prove that the current management can run a cruiser, having been very
successful in managing fast patrol boats and destroyers. The company’s share price will
vary with the changes in the industry. A bad regulatory change, for example, could endan-
ger profit growth significantly. Long-term planning is no longer a luxury, but a vital
responsibility of the board and its advisers.

The company will have some “big names” on its board with the possibility of an ex-
cabinet minister among its numbers. Risk has changed in its nature. The company
could now afford to make some mistakes without threatening its actual life. The market
sees the risk as comparable with other stocks in the sector. Investors will see reports
recommending sell-offs of one share in the sector and swaps into other companies in
the same sector.

The annual report

It is unlikely that the annual report will claim that everything is rosy. Shareholders expect
more circumspect statements with admissions of error and promises of remedy. A careful
look at the ratios on which the chairman reports can be revealing. For example, if he pro-
duces a graph showing that the past 25 years of share price appreciation has consistently
outperformed the market index, he is probably trying to reassure the market that there is
still plenty of growth potential there. He does not want the growth in share price to stall,
although it will certainly have slowed.

Like the professionals, the private investor should look for a confident statement of
comprehensive and long-term goals and strategies. Extracts from the chairman’s state-
ment for a Stage 3 company may say: “We see alliances with other companies as an
important contributor to our vision to be the supplier of choice for people seeking high
levels of features combined with international coverage”; “New technologies offer enor-
mous opportunities to broaden the services available to our current customers. The
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convergence of voice, music, graphics, video and data will radically alter the way we con-
duct our lives”; “The reorganisation, which we completed during the year, has ensured
that we can carry through our promises of presenting a global image and relationship
with our key accounts worldwide.”

The financial ratios

The ratios have now reached the mature end of industry averages. Gearing is at the low-
risk end and less than a third of profits are required to pay the interest bill. The measure
of return on capital employed is as meaningful and reliable as any other large company’s,
and reflects the kind of return expected from the whole sector as opposed to the rapid
growth part of the sector. The relatively high pre-tax profit margin shows the built-in
profitability of the telecommunications sector, which can exploit its expensive invest-
ments in infrastructure for many, many years.

Phoneco’s financial ratios at Stage 3

Gearing — 100 per cent
Income gearing — 30 per cent
ROCE — 20 per cent

Pre-tax profit margin  —— 8 per cent

The shareholder ratios

The dividend is an important part of large investors’ portfolio plans. The yield will there-
fore tend to be around the average for the sector and even for the whole market. The p/e
is similarly near the average for the sector. The dividend cover has gone sharply down as
investors start to make the returns they were expecting at this stage in Phoneco’s lifecycle.

Phoneco’s shareholder ratios at Stage 3
Yield — 40
Price/earnings — 18

Dividend cover ——— 1.9

Stage 4: More than 30 years old

The board is now commanding a battleship or a stately galleon. Shareholders have
stopped looking for excitement in the share and want long-term promises on dividends
and the delivery of these promises. The company is in the top 20 of the FTSE 100 and has
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a high-profile chairman and non-executive directors. The chairman will be frequently
heard on the television and radio talking about the company’s performance, the eco-
nomic situation, the regulatory environment and other current affairs.

Representatives of the company now have a lot of power over standards bodies and
supplier policies. Someone from Phoneco will be one of the panel in any debate with
a telecommunications context, from virtual reality shopping to home working. The
salesforce now comprises more “farmers” than “hunters”. The company has well-founded
key account management techniques in place to develop and protect market share.

The chairman will probably be found complaining about the view that the stock
market takes of Phoneco’s shares. The company likes to think it is a growth and innova-
tion enterprise, while the market sees it as primarily a utility, with limited opportunities
for the sort of growth that will make a significant difference to its profit stream.

The annual report

The chairman’s statement will include an emphasis on benefits to customers. The com-
pany takes very seriously its dominant place in a number of markets, and is anxious to
show that it is not exploiting this. Phoneco will boast of new offerings to its customers,
lower prices and generally better service. Extracts from the chairman’s statement for a
Stage 4 company may include: “Steady growth of sales at 4 per cent and earnings at 5.5
per cent demonstrate our progress towards meeting the expectations of both our share-
holders and our customers”; “Against this economic and competitive background,
Phoneco’s strategy remains clear. We will develop vigorously in our traditional markets
and at the same time establish ourselves in new markets for advanced services both in
our traditional and new parts of the world.”

The financial ratios

The ratios are all safer than the industry average and are at the top end of the bench-
mark. There is no question in the short term that the company can maintain its market
and profit growth, limited though that is. Investors will be wary for any signs of decline.
Regulations and new competitors represent the biggest risk. Phoneco has already shown
good control of costs, but this needs to be a continuing phenomenon and reflected in
the profit margin.

Phoneco’s financial ratios at Stage 4

Gearing — 60 per cent
Income gearing — 20 per cent
ROCE —— 25 percent

Pre-tax profit margin - ——— 10 per cent
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The shareholder ratios

The share is now in almost all pension and private portfolios. The expectation is for divi-
dend progress rather than capital growth, and the yield and dividend cover show it. The
yield is well above the average and cover is at a low level. Dividend cover probably wants
to stay around here except if there is an exceptional item affecting profits. The p/e is the
sign of the stately galleon.

Phoneco’s shareholder ratios at Stage 4
Yield —_— 5.9
Price/earnings — 13.8

Dividend cover ——— 1.5
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web does so at extreme peril.”

Bill Gates

“Cyberspace is where your money is.”

John Perry Barlow,
co-founder of the Electronic Frontier Foundation



19

Finance on the internet

Using the electronic financial pages

B Reading the electronic pages — Reuters, Bloomberg and Bridge; ft.com



Part 4 B Beyond the financial pages

272

The Financial Times provides a globally used reference point for financial data, but the
newspaper medium obviously has the limitation of being published only once a day. For
readers needing to supplement the newspaper’s overview of the news and markets with
more sophisticated real-time data, there are other media, notably the internet and private
online services. The growing versatility of computers, their increasing power, larger
memories, faster modems and interconnectedness all mean that the options for access-
ing information on financial markets (as well as trading online) have never been greater
than they are today. A very brief introduction to a variety of electronic information
sources is the subject of this chapter. Much more advice can be found in the newspaper,
particularly the Saturday edition, as well as in a wide variety of investment publications
and books like Alpesh Patel’s Net-Trading: Get Online with the New Trading Strategies
(Financial Times/Prentice Hall).

Reading the electronic pages

For the professional investment community, the global information product suppliers —
Reuters, Bloomberg and Bridge — remain essential tools. These companies deliver news
services, markets reports and price quotations to customer screens in most financial insti-
tutions. They provide constant real-time datafeeds on currencies, stocks, bonds, futures,
options and other instruments across a range of countries and markets. The services also
provide software to analyse the data, graphical displays and asset price analysis, allowing
the user to retrieve historic news and price quotations.

These companies also offer transaction products that enable traders to deal from their key-
boards. Reuters, for example, has an equity trading mechanism called Instinet, which allows
traders to negotiate deals directly but anonymously via a computerised “bulletin board”,
where traders place their bids and offers of shares, and deals are matched automatically.

Electronic sources of financial information like these have been around for some time,
but never has the market been so competitive, the quality of what is provided so high or
the range of products so varied. For market participants, the difficult decision is over how
to make the trade-off between data quality and cost. Most of the databases are essential
tools of investing for professionals dealing in equities and other instruments. The needs
of the individual investor, unless a very active trader with an extremely large personal
portfolio, probably run to something less complete and less expensive.

What is more, computers are now bridging the divide between the large investing
institutions, traditionally close to the markets, and individual investors, previously far
from the action and at a considerable disadvantage. The primary force behind this devel-
opment is, of course, the internet. Numerous websites now offer relatively easy access to
real-time prices and the ability to chart them with historical prices. They also provide the
opportunity to research background information on companies, market and economies;
to give trading orders directly, with the advantages of speed and savings on telephone
charges; and to integrate all of these into a personal finance and/or portfolio management
software package.
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Reading the online Financial Times

The Financial Times was one of the first newspapers to launch an online edition, starting
in May 1995. More than 10 years on, ft.com continues to draw on the newspaper’s estab-
lished strengths, in reporting, analysis and access to data. The website is primarily aimed
at a wide range of business and professional users, but it also provides financial planning
tools for the general public. Active individual investors can access up-to-the-minute
market news and comment with a speed and immediacy that allows them to be inti-
mately connected with the ebb and flow of prices and sentiment. The site also offers a set
of powerful tools for understanding market trends. For example, users can construct
their own charts, plotting an individual company’s share price against an index and
choosing whatever time period they wish. This sort of tool was previously only available
at a high monthly fee.

As an example of how to make sense of the electronic pages, a couple of screens for
equities from ft.com provide a good introduction. The best place to start is to call up a par-
ticular company by typing its name or symbol into the search and quotes box on the top
right-hand side of the website’s home page. This then brings up a list of markets where the
stock (or derivatives based on it) is quoted, from which it is generally best to pick LSE
(London Stock Exchange). This then leads to a host of market information (see Figure
19.1) plus links to detailed background information on the company’s financial position
and recent company news as well as access to annual reports and analysts’ estimates:

B Quotes: the first box on the left-hand side provides a latest quote on the share price,
the change and percentage change in price on the previous day’s closing price, the
price high and low for the day, the price at which the share opened that day and the
net volume of shares traded. Prices are usually updated every 15 minutes so they do
not necessarily reflect prices at which it is possible to trade.

B Fundamentals: the second box down provides price highs and lows over the past 12
months (including the date they were reached), and the latest dividend payment and
when it was paid. It also shows the company’s market capitalisation, price/earnings
ratio and earnings per share.

B Closing prices: the chart shows the ups and downs of the share price over recent
weeks. An “interactive charting” tool allows the viewer to alter the period shown and
compare the movements against an index or other shares.

B Share prices for the last five days: the final box carries the closing price for the
last five trading days and the changes on the previous days, in terms of both cash and
as a percentage.
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Fig. 19.1 Electronic share price information
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Broader equity market data can be obtained, for example, the latest movements of the
FTSE 100 index and other London market indices (see Figure 19.2).

This is only a tiny flavour of the range of financial information available to investors on
the internet. Much more is available via company websites and online financial publica-
tions, as well as a growing number of ways for investors to trade shares online.

Fig. 19.2 Electronic index information
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“You may not get rich by using all the available information,
but you surely will get poor if you don’t.”

Jack Treynor

“I know you believe you understand what you think | said,
but | am not sure you realise that what you heard is not what | meant.”

Alan Greenspan
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The Financial Times is essential reading for anyone involved or interested in money and
the financial markets. But there are plenty of other sources of information: not just the
electronic datafeeds and internet services discussed in the previous chapter, but a variety
of newspapers, magazines, newsletters and other publications as well as broadcast media.
An information consumer requires three skills to avoid being overwhelmed by the deluge
of information available: an ability to select the best sources; a filter to focus only on rele-
vant information; and an understanding of how to read between the lines of financial
reporting and comment, and carefully to distinguish it from sales promotion by interested
parties. This chapter aims to be a rough guide to what is available and how to go about
reading it. It closes by returning to the Financial Times itself with a brief reiteration of
how to find your way through the newspaper and get to the information you need.

Information sources

The US equivalent of the Financial Times is The Wall Street Journal, which is available in
European and Asian editions, though their international coverage is to some degree at
the expense of the extremely detailed coverage of the US markets carried by its regular
edition. Other good newspaper sources of business and financial information for the
United States include 7he New York Times and Investor’s Business Daily. In the United
Kingdom, there is good coverage of the local, European and international markets in all
the quality daily and Sunday newspapers, but nowhere near the depth of financial market
data or company news carried by the Financial Times.

The key magazines for the investor are, in the United Kingdom, lnvestors Chronicle,
and in the United States, Barron’s. The Economist also provides excellent broad cover-
age of international business and finance. Other magazines that cover financial issues
include Shares; the UK personal finance publications, such as Moneywise, Inside Money
and Money Observer; US business magazines, such as Forbes, Fortune and Business
Week; magazines for financial intermediaries, such as Money Management; the interna-
tional banking magazine, The Banker; International Financing Review for corporate
financiers; and Euromoney for those involved in the Euromarkets.

There are numerous reference publications on the markets that can supplement the
real-time information available electronically and the news coverage and data of papers
and magazines. Good UK examples include the Stock Exchange Yearbook, which pro-
vides detailed history and financial information on all securities listed on the London
exchange; the Hambro Company Guide, which also provides data on all fully listed com-
panies; the Estimate Directory, which contains individual UK brokers’ forecasts and
composite forecasts for hundreds of companies; and the Handbook of Market Leaders,
which includes data on contract details, share prices, up to five years of financial informa-
tion, activity analysis and graphic share-price analysis.

In the United Kingdom, radio and television offer a limited number of programmes
covering financial and business issues apart from the daily news. The notable ones are
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the weekly Radio 4 programme Money Box with its wide-ranging discussions of personal
finance, and BBC2’s business forum, The Money Programme. However, both television
data services, CEEFAX and Teletext, provide share and option prices updated four times
daily plus financial market headlines; and FT Cityline and Teleshare offer telephone serv-
ices with real-time share prices, updated constantly. The United States is far better served
by its broadcast media; indeed, at least one mainstream channel, CNBC, is devoted to
business and finance.

For further details on the UK market for financial information, Proshare, an organisa-
tion committed to encouraging wider share ownership, publishes a useful guide to
information sources for the private investor.

Institutional advice

On top of the generally objective information and analysis provided by the press, there is a
host of rather less disinterested material from the major players in the markets. Company
reports are of course the single most important source of information on individual compa-
nies, containing all financial information and official statements from the company for the
last financial year. All shareholders receive a copy of the annual report as of right and non-
shareholders can apply to the company secretary for a free copy. The Financial Times also
offers a free company report service for a wide selection of companies: the relevant compa-
nies are indicated in the London share service. How to start analysing the information
provided by annual reports is discussed in Chapter 18 of this book.

A secondary source of information for investors comes from newsletters or, as they are
sometimes more disparagingly known, tip sheets. There are newsletters for every occa-
sion and every investment style, particularly in the United States where estimates of the
number published range from 800 to several thousand. In the United Kingdom, there are
significantly fewer, perhaps only 20 of any substance, which is partly a result of the exten-
sive coverage of the markets in the national press. It is also perhaps partly due to fear of
their writers using the format to push stocks for their own advantage, and certainly
investors should be aware of possible lack of objectivity. They should also examine a
newsletter’s track record before following its advice automatically.

The attraction of newsletters is that they offer ideas, data, analysis and a point of view
that are not going to duplicate regular sources. Most are small operations centred on one
individual, their editor-adviser, and their whole purpose is for investors to find informa-
tion that others may not have, and to learn about opportunities both to sell and buy
stocks before the mainstream investment community. Essentially, there are three main
types of newsletter: company-specific tip sheets, providing recommendations on specific
stocks; market-related newsletters, which cover the markets themselves and often
involve sophisticated technical analysis; and political and/or socio-economic newsletters,
which, rather than focusing on specific investment advice, offer different views and analy-
sis of what is happening in the world and how events may shape markets. The Hulbert
Financial Digest, published in the United States, offers an objective source for the per-
formance analysis of investment advisory newsletters.
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Other subjective sources of information are the publications of large brokers and
investment houses. Many financial institutions offer information sheets and/or newslet-
ters of some kind to their clients, and these are frequently driven by the need for sales.
The UK regulatory bodies, for example, demand that when brokers and tip sheet writers
publish investment recommendations, they must be researched and able to be substanti-
ated, but it is best to be sceptical.

With brokers’ advice, it is vital to remember that their primary interest is in transac-
tions rather than their clients’ portfolio performance. This creates a bias towards activity
or “churning” of the account. There is an additional bias towards encouraging purchases
rather than sales. One reason for this is that the former have more commission-generat-
ing power since everyone is a potential buyer. The dominance of buy over sell
recommendations may also be more likely because analysts can be reluctant to express
pessimistic opinions: for effective research on their chosen industry sector, they need
open lines of communication with companies’ management. The outcome of this bias to
the positive is that they frequently overestimate stocks’ potential success.

Lastly, it is worth remembering that there is an awkward paradox at the heart of any
published investment advice. If the advice is obvious, the markets will have already taken
it into account. If it is not obvious, but still correct, the markets will react to it instanta-
neously so that most advisers will have already acted. The best kind of investment advice,
therefore, is often general, not specific, and it is about spotting trends rather than dis-
crete events.

Using the information

Newspapers like the Financial Times pride themselves on dealing in fact rather than specu-
lation, and on the accuracy, authority and objectivity of their information and analysis. But
even their reporting and comment must be interpreted: while the highly regarded Lex
column, for example, does not make investment recommendations as such, it is still neces-
sary to try to understand the underlying view and its implications. The following examples
from the column, coverage of the low-cost airline Ryanair and the Standard Chartered bank
published in 2005, may provide some indication of how to “read between the lines” of any
writing about companies and markets. They also show the kind of performance ratios that
are seen as important by leading commentators on the market. The reader may still want to
look at other hard facts of company and share price performance.

Ryanair

Ryanair is the Tesco of the skies. Like the Teflon-plated UK retailer, the Irish low-cost
carrier keeps on growing both top and bottom lines while most competitors buckle
under the strain. This is reflected in the shares’ 17 per cent outperformance against
the European airline sector this year.
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Second quarter figures were no exception; pre-tax profits were up a third despite
a doubling of fuel costs. Managing high fuel prices is now the biggest challenge for
Ryanair and the rest of the airline industry, en route for its fifth successive year of
losses. British Airways and other flag carriers have reacted by upping fuel surcharges,
widening the gap between their fares and the low-cost carriers' driving more passengers
into the arms of Ryanair and its closest rival, EasyJet.

But EasyJet has already said the higher oil price will more than offset gains from
higher revenues. Ryanair's earnings are less sensitive than EasyJet's to oil price move-
ments and are hedged again from this autumn. Ryanair's costs are in euros, not sterling,
and an increasing proportion of revenues comes from high-margin ancillary services like
travel insurance.

In this kind of environment, however, even Ryanair's fabled cost control will strug-
gle to deliver any margin improvement. Unit costs, up 6 per cent over the quarter,
would have fallen 9 per cent but for fuel. Last June, Ryanair warned of a winter
“bloodbath” for the airline sector. Its prediction may just have been a year early.

(Financial Times, 3 August 2005)

Standard chartered

Standard Chartered is in the right places at the right time. Whether it is in Asian
economies pulled along by China or in Middle Eastern nations enjoying an oil price
windfall, the group is prospering along with its customers.

Pre-tax profits from south-east Asia, now the second largest profit centre after
Hong Kong, jumped 88 per cent in the first half. The group as a whole managed a
very healthy one third increase in earnings per share.

Not everything is running smoothly. There is margin pressure in Singapore and
India and hyper-inflation in Zimbabwe. But Standard Chartered is too solid these days
for a few little local difficulties to unbalance it. Bad debts, while up a fifth, rose pretty
much in line with assets. Cost control remains tight. The decision to axe staff in Hong
Kong, for which the bank was pilloried locally, is paying off: pre-tax profits in the
territory rose 27 per cent, while HSBC saw a 7 per cent decline.

It would be wrong to extrapolate these strong results for the second half. New
acquisition Korea First Bank, in particular, got off to a good start but still requires
investment. Business momentum remains considerable, however. And Standard
Chartered is spending so heavily on new products and marketing across its franchise
that it could easily tweak costs were revenue growth to slow. With another year of
double digit growth in prospect, the shares deserve their 35 per cent premium on 2006
earnings to the European banking sector.

(Financial Times, 9 August 2005)
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Reading between the lines

A significant proportion of press coverage is about the profits companies earn and their
prospective future profits. In these cases, the companies have just published results and both
have increased pre-tax profits — despite very rapidly rising fuel costs in the case of Ryanair.

The comments on the share prices of the two companies refer to their performance rel-
ative to the relevant industrial sector, the European banking sector for Standard Chartered
and the European airline sector for Ryanair. Making comparisons of share valuations in this
way rather than with the more traditional benchmark of a national market index is a reflec-
tion of the growing European interest in making comparisons of companies within
pan-European industry sectors rather than relatively narrow national stock markets.

Each story focuses on the markets in which the companies operate, and on the indus-
try-specific indicators that should be added to the all-purpose financial ratios (of
profitability, yield, etc.) when assessing their performances. For Standard Chartered, rev-
enues generated in Asia and the Middle East and from new products are driving growth;
Ryanair’s top-line growth seems to be benefiting from higher passenger numbers
because of price advantages over most of its competitors.

The current and future prospects for the two markets and the degree of competition
these companies face are also very important considerations. Ryanair faces a market that
is severely affected by high fuel prices, but by controlling costs and undercutting all bar
one of its rivals, it is taking a substantial share of that market. Standard Chartered, in con-
trast, is operating in at least one market — the Middle East — that is enjoying rising oil
prices and has been particularly successful in developing overseas markets. Meanwhile,
its main competitor in Hong Kong saw pre-tax profits decline.

Each piece looks at relative share valuations and the essential question of whether the
prices are too high or too low. Standard Chartered’s price/earnings ratio is compared
with the sector’s and although it is at a premium, the suggestion is that the company’s
rapid growth rate implies that it deserves that premium. The implication is that the
shares are priced about right.

For Ryanair, in contrast, the implication seems to be that despite the share’s outperfor-
mance of the sector, it could potentially be a victim of a future “bloodbath” for airlines
given the uncertainty around oil prices. Certainly, the comment could be taken by
investors as indicating that they should get out of the sector or at least not get into it.

Comments in widely read publications, like these two examples, can easily have an
impact on the markets as investors follow their implicit advice to buy or sell. They can
also be seen as forecasting future price movements. There is no doubt that good financial
reporting has a reasonable track record of predicting price movements of individual
stocks, though they certainly are unable to forecast turning points for the market as a
whole. Similarly, economic forecasters can often be read for their thoughts on the speed
with which a given indicator will continue to move in one direction, though they rarely
spot the key turning points of the business cycle when slump turns into recovery or
boom into recession. But with all of these commentators, it is vital to cut through the
jargon, the kind of terminology spoofed below:



Sources of information: a brief guide

TODAY’S STOCK MARKET REPORT

Helium was up. Feathers were down. Paper was stationery.
Fluorescent tubing was dimmed in light trading. Knives were up sharply.
Cows steered into a bull market. Pencils lost a few points.

Hiking equipment was trailing.

Elevators rose, while escalators continued their slow decline.
Weights were up in heavy trading.

Light switches were off.

Mining equipment hit rock bottom. Diapers remained unchanged.
Shipping lines stayed at an even keel.

The market for raisins dried up.

Coca-Cola fizzled.

Caterpillar stock inched up a bit.

Sun peaked at midday.

Balloon prices were inflated.

And, Scott Tissue touched a new bottom.

Reading the Financial Times

The Lex column, carried on the back page of the first section of the Financial Times
(with additional Lex comments sometimes to be found close to the relevant news in dif-
ferent editions) is often the first item readers turn to. Where else in the newspaper can a
reader find the information he or she needs? The following is a brief overview of how the
UK edition of the newspaper is arranged. The newspaper’s other editions — for Asia, con-
tinental Europe and the United States — are arranged somewhat differently to reflect local
interests and local constraints. For example, none of them carries the London Share
Service pages; there is no managed funds service in the US edition (since the funds are
not available to US citizens); and because of time differences, the Asian edition never has
closing prices for the US markets.

In the UK edition, the main news and equity price information on companies and mar-
kets is to be found in the Companies & Markets. The first few pages focus on UK
company news (results, key personnel, financing arrangements, takeovers, etc.) followed
by similar news for overseas companies, notably in the Americas, Europe and Asia Pacific.
The back page reports on the London Stock Exchange (with comments on individual
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stock movements, a report on small caps and basic data on the FTSE 100) and on world
equity markets.

Moving back through the newspaper, there is a collection of commentaries on leading
international stock markets and on bond, currency and commodity markets; the London
Share Service, with its price and key ratio details for all stocks for which there is a reason-
ably liquid market; and two pages of data for individual shares and indices from a range
of world stock markets plus data on bonds, currencies and interest rates. This is pre-
ceded by seven pages of the Financial Times managed funds service, details on a variety
of unit trusts and other pooled investments.

Since the Companies & Markets section of Monday’s newspaper has rather less finan-
cial market news from the previous couple of days, it provides more of a survey of what
has happened the previous week and what to look forward to. The London Share
Service, for example, includes some longer-term data on the listed shares, as well as
dialling instructions for real-time share prices from FT Cityline. Monday’s Financial
Times also carries information on the world’s largest companies — the FT Global 500.

On Saturday, the format is also a little different. In addition to the company news,
equity market data and the managed fund service, the FT Money section carries a wealth
of articles, tables and charts relating to investment.

Markets other than the equity markets receive daily coverage in the newspaper’s
Companies & Markets section. The Capital Markets & Commodities page covers fixed-
income securities, including government and corporate bonds plus commodities; and
the Stock Markets & Currencies page covers the foreign exchange markets.

For data on the economy, there are regular reports in the first section of the newspaper
and on the back page of Monday’s Companies & Markets section is a diary of international
economic statistics due to be released in the coming week.

All of these reports and data — plus a great deal more detailed information — are avail-
able on ft.com.
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Appendix 1

Key financial ratios

PROFITABILITY

GEARING

288

Pre-tax profit margin (per cent) =

Return on capital employed (per cent) =

Earnings per share =

pre-tax profit x 100
turnover

pre-tax profit x 100
capital employed

after-tax profit
number of shares

Total liabilities = long-term debt
+ current or short-term liabilities

) total liabilities x 100
Balance sheet gearingor= —

debt/equity ratio (per cent)  ordinary funds

) interest expense x 100
Income gearing (per cent) =

operating profit

operating profit
Interest cover = ——————
interest expense



Appendix 1

Key shareholder ratios

YIELD
o i gross dividend per share x 100
Dividend yield (per cent) = -
share price
PRICE/EARNINGS
share price

Price/earnings ratio = —
earnings per share

DIVIDEND COVER

o earnings per share
Dividend cover =

gross dividend per share
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The key indices guide
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The original constituents in 1935

Associated Portland Cement
Austin Motor

Bass

Bolsover Colliery
Callenders Cables & Const.
Coats (J&P)

Courtaulds

Distillers

Dorman Long

Dunlop Rubber

Electrical & Musical Industries
Fine Spinners and Doublers
General Electric

Guest Keen & Nettlefolds
Harrods

The current constituents

BG

BOC

Boots

BPLloyds

BAE Systems

British Airways
British American Tobacco
BT

Cadbury Schweppes
Compass

Diageo

EMI

GKN
GlaxoSmithKline
Hilton Group

The FT Ordinary Share index (FT 30)

Hawker Siddeley

Imperial Chemical Industries
Imperial Tobacco
International Tea Co.’s Stores
London Brick

Murex

Patons & Baldwins

Pinchin Johnson & Associates
Rolls-Royce

Tate & Lyle

Turner & Newall

United Steel

Vickers

Watney Combe & Reid
Woolworth (FW)

ICI

Invensys

ITV

TSB

LogicaCMG

Marks & Spencer

P&O Steam Navigation
Prudential

Reuters

Royal & Sun Alliance
Royal Bank of Scotland
Scottish Power

Tate & Lyle

Tesco

Vodafone



The FTSE ‘Footsie’ 100

The original constituents in 1984

Allied-Lyons

ASDA Group

Associated British Foods
Barclays Bank

Barratt Developments
Bass

BAT Industries

Beecham Group
Berisford

BICC

Blue Circle Industries
BOC

Boots

Bowater

BPB Industries

British & Commonwealth
British Aerospace

British Elect. Traction
British Home Stores
British Petroleum

Britoil

BTR

Burton Group

Cable & Wireless
Cadbury Schweppes
Commercial Union Assurance
Consolidated Gold Fields
Courtaulds

Dalgety

Distillers

Eagle Star

Edinburgh Investment Trust
English China Clays

Exco International
Ferranti

Fisons

General Accident
General Electric

Appendix 2

GKN

Glaxo Holdings

Globe Investment Trust
Grand Metropolitan

Great Universal Stores
Guardian Royal Exchange
Hambro Life Assurance
Hammerson Prop. Inv. & Dev.
Hanson Trust

Harrisons & Crossfield
Hawker Siddeley

House of Fraser

Imperial Chemical Industries
Imperial Cont. Gas Association
Imperial Group

Johnson Matthey
Ladbroke

Land Securities

Legal & General

Lloyds Bank

Magnet & Southerns
MEPC

MFI Furniture Group
Marks & Spencer

Midland Bank

National Westminster Bank
Northern Foods

P&O Steam Navigation
Pearson

Pilkington

Plessey

Prudential

Racal Electronics

Rank Organisation

Reckitt & Colman

Redland

Reed International

RMC
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Rowntree Mackintosh
Royal Bank of Scotland
Royal Insurance

RTZ Corporation
Sainsbury

Scottish & Newcastle
Sears Holdings
Sedgwick Group

Shell

Smith & Nephew
Standard Chartered
Standard Telephone & Cables

3i Group
WWw.3i.com

Alliance & Leicester
www.alliance-leicester.co.uk

Allied UniChem
www.alliance-unichem.com

AMVESCAP
www.amvescap.com

Anglo American
www.angloamerican.co.uk

Antofagasta
www.antofagasta.co.uk

Associated British Foods
www.abf.co.uk

AstraZeneca
www.astrazeneca.com

Aviva

WWW.aviva.com

Sun Alliance

Sun Life Assurance Society
Thorn EMI
Tarmac

Tesco

Trafalgar House
Trusthouse Forte
Ultramar
Unilever

United Biscuits
Whitbread
Wimpey



BAA
www.baa.co.uk

BAE Systems
www.baesystems.com

Barclays
www.barclays.co.uk

BP
www.bp.com

BPB
www.bpb.com

BG Group
www.bg-group.com

BHP Billiton
www.bhpbilliton.com

BOC
www.boc.com

Boots
www.boots-plc.com

British Airways
www.bashares.com

British American Tobacco
www.bat.co.uk

British Land
www.britishland.co.uk

BSkyB
www.sky.com

BT Group
www.bt.com

Appendix 2
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Cable & Wireless
WWW.CW.COm

Cadbury Schweppes
www.cadburyschweppes.com

Carnival
www.carnivalcorp.com

Capita Group
www.capita.co.uk

Centrica
www.centrica.co.uk

Compass Group
WWW.COMpass-group.com

Daily Mail & Gen Trust
www.dmgt.co.uk

Diageo
www.diageo.com

Dixons
www.dixons.com

EMAP
WWW.emap.com

Enterprise Inns
www.enterpriseinns.com

Exel
www.exel.com

Friends Provident
www.friendsprovident.co.uk

Gallaher Group
www.gallaher-group.com
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GlaxoSmithKline
www.gsk.com

GUS
www.gusplc.co.uk

Hammerson
www.hammerson.co.uk

Hanson
www.hansonplc.com

Hays
www.hays.co.uk

HBOS
www.hbosplc.com

Hilton Group
www.hiltongroup.com

HSBC
www.banking.hsbc.co.uk

ICI
wWww.ici.com

Imperial Tobacco
www.imperialtobacco.com

Intercontinental Hotels
www.ihgplc.com

International Power
www.internationalpowerplc.com

ITV
www.itvplc.com

Johnson Matthey
www.matthey.com
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Kelda
www.keldagroup.com

Kingfisher
www.kingfisher.co.uk

Land Securities
www.landsec.co.uk

Legal & General
www.legal-and-general.co.uk

Liberty International
www.liberty-international.co.uk

Lloyds TSB
www.lloydstsb.com

Man Group
www.mangroupplc.com

Marks & Spencer
www.marksandspencer.com

Morrisons
www.morrisons.plc.uk

National Grid
www.nationalgrid.com

Next
www.next.co.uk

Northern Rock
www.nrock.co.uk

02
WWW.02.com

Old Mutual
www.oldmutual.com



Pearson
WWW.pearson.com

Prudential
www.prudential.co.uk

Reckitt Benckiser
www.reckitt.com

Reed Elsevier
www.reed-elsevier.com

Rentokil Initial
www.rentokil-initial.com

Reuters
www.reuters.com

REXAM
WWW.rexam.com

Rio Tinto
WWW.riotinto.com

Rolls Royce
www.rolls-royce.com

Royal & Sun Alliance
www.royalsun.com

Royal Bank of Scotland
www.rbs.co.uk

Royal Dutch Shell
www.shell.com

SABMiller
www.sabmiller.com

Sage Group
WWW.sage.com

Appendix 2
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Sainsbury
www.sainsbury.co.uk

Schroders
www.schroders.com

Scottish & Newcastle
www.scottish-newcastle.com

Scottish & Southern Energy
www.scottish-southern.co.uk

Scottish Power
www.scottishpower.plc.uk

Severn Trent
WWW.severn-trent.com

Shire Pharmaceuticals Group
www.shiregroup.com

Smith & Nephew
www.smith-nephew.com

Smiths Group
www.smiths-group.com

Standard Chartered
www.standard-chartered.com

Tate & Lyle
www.tateandlyle.com

Tesco
WWW.tesco.com

Unilever
www.unilever.com

United Utilities
www.unitedutilities.com
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Vodafone
www.vodafone.co.uk

Whitbread
www.whitbread.co.uk

William Hill
www.williamhillplc.co.uk

Wolseley
www.wolseley.com

WPP
WWW.Wpp.com

Xstrata
www.xstrata.com

Yell Group
www.yellgroup.com

The Dow Jones Industrial Average

The 12 original constituents in 1897

American Cotton Oil Laclede Gas

American Spirit National Lead
American Sugar Pacific Mail

American Tobacco Standard Rope & Twine
Chicago Gas Tennessee Coal & Iron
General Electric US Leather
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The 30 constituents in 2005

3M

Alcoa

Altria

American Express
American International Group
Boeing

Caterpillar

Citigroup

Coca-Cola

DuPont

Exxon Mobil

General Electric

General Motors
Hewlett—Packard

Home Depot

Honeywell International
Intel

International Business Machines
Johnson & Johnson
JPMorgan Chase
McDonald's

Merck

Microsoft

Pfizer

Procter & Gamble

SBC Communications
United Technologies
Verizon Communications
Wal-Mart Stores

Walt Disney
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Accounting Standards Board 59
accounts, profit and loss 21-2
acquisitions see mergers and acquisitions
Adidas 32
advice see information sources
after-tax profits 21, 22
AIM (Alternative Investment Market) 29, 41, 64
American Stock Exchange (Amex) 102, 7103, 120
amount paid up 80
Anglo Gold 89
annual reports 20-5, 258, 262-3, 264, 265-6, 267
Apple Computers 105
arbitrage 33, 187

regulatory 59
ASEAN see Association of South East Asian Nations
Asia 244

1997/8 crisis 167
assets 37-8

buying 4-9

characteristics of 4-5

company 22, 23

hedging 8-9

liquidity 6-7

markets 10-11

portfolio diversification 7-8

prices and interest rates 10-13

rate of return 4-6

risk/return relationship 5-6, 7

speculation 8-9

time value 7

valuation 44

Association of Private Client Investment Managers and

Stockbrokers 96

Association of South East Asian Nations (ASEAN) 251

authorised investment funds 132
average, definition xv

backwardation 208

balance of payments 167, 229

balance sheet gearing 28, 288

balance sheets 21, 22-3

balance of trade 228

bank accounts 14, 75

Bank for International Settlements 166

Bank of Credit and Commerce International 59
Bank of England 50

Index

currency index 170
forecasts 55
and foreign exchange 53
independence of 53—4
inflation target 224
and interest rates 52-3, 54
as lender of last resort 52
and money market 779
role of 52-4
Banking Act (1987) 59
banks
central banks 55-6, 252
clearing banks 38-9
effect of euro 238
investment banks 36, 39
overdrafts 30
regulation 59
returns on deposits 5
Barclays Global Investors 140
Barings Bank 59, 186, 187
Barlow, John Perry 270
Barrick Gold 89
Barrons 278
BBA see British Bankers’ Association
bear markets 9
benchmark government bonds 754-6
benchmarks 13, 95
Bernstein, Peter 62
bids and mergers 371-3
Big Bang (1986) 42
Big Board 102
bills of exchange 42, 179
Black, Fischer 256
Black Monday 45
Black Wednesday 57, 167, 236
Blessing, Karl 232
Bloomberg 271, 272
Blue Book 219
blue chip companies 44
Bonaparte, Napoleon 232
bond funds (US) 139
bond markets
eurozone 160-1
international 146
RiskGrade volatility 161-2
see also corporate bonds
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Index

bonds 40, 146

corporate 1567

deep discount 30

derivatives 191-2

indices 160-1

and interest rate 146

international 157-8

junk 30

zero coupon 30
book runner 158
Boston Stock Exchange 102
bottlenecks 226
Bretton Woods agreement 245, 251
Bridge 271, 272
British Bankers’ Association 180
British Chamber of Commerce 222
British Telecom 77, 87
broker-dealers 40-1, 280
BT Alex Brown 136
budget 56

balance 48-50

deficit and taxation 49-50
Buffett, Warren 184, 2301, 256
building societies 38
Buiter, Willem 54
bull market 9

Us 139
bullion see gold
Bundesbank 236
Bush, George/administration 56
business cycle 49, 219, 221

and government policy 220-1
Business Week 278

CAC 40 index 124
call option 188, 7189, 190, 192
capital account 220
capital appreciation 5
capital gains tax 132, 138
capital investment 10
capital markets

European 238-9

international 146-62
Capital Markets & Commodities FT section 146, 157, 202,

284

capital shares 138
capitalisation issue 81
capped indices 967
Carville, James 144
cash flow statement 21, 23
CBI 218, 222, 223
CEEFAX 279
central banks

forecasting 55-6

role of 252

304

see also Bank of England
certificates of deposit 40, 179, 180
charges
investment trusts 138
mutual funds 139
offshore funds 139
unit trusts 134
Chicago Board of Trade (CBT) 187, 191, 212
Chicago Mercantile Exchange (CME/Merc) 187, 212
Chinese walls 36, 41
Churchill, Winston 18
churning 41
Cincinnati Stock Exchange 103, 104
Cisco Systems 105
City Panel on Takeovers and Mergers 59
Cityline code 69, 70
clearing banks 38-9
Clinton, Bill 56
cocoa futures markets 205-7
Cocoa, Sugar and Coffee Exchange (CSCE) 212
coffee futures markets 205-7
Comecon trading bloc 245
Comex 212
commercial bills 30, 40
commodities 17
defined 202
futures markets 204-8
gold 209-11
indices 212-13
London spot markets 203—4
markets 43, 202-13
metal 208-11
oil 207-8
soft 205-7
US markets 212
Commodity Exchange (Comex) 212
Commodity Futures Trading Commission 58
communism, collapse of 245
companies xiii, 19-33
annual reports and accounts 20-5, 258
assets 22,23
balance sheet 21, 22-3
blue chip 44
cash flow statement 21, 23
classification for FTSE indices 93, 174, 126
dividends 27-8
earnings per share (eps) 25, 26,27
financial ratios 23-4
Hambro Company Guide 278
interim results 25
launching 75, 77-8
liabilities 22, 23
life of growth stock 262-8
mergers and acquisitions 30-3, 96
net asset values 23—4



pre-tax profits 23, 24, 25,26
preliminary results 25, 26
profit and loss accounts 21-2, 23
profits 21-2
raising finance 28-30
results 24-7
return on capital employed 23, 24
turnover 21, 22
Companies & Markets FT section 24, 64, 72, 94, 166, 283,
284
Companies Acts 59
Competition Commission 56, 58, 59
competitiveness 227-8
Confederation of British Industry (CBI) 218, 222
distributive survey 223
Consumer Prices Index (CPI) 53, 224
consumption
government 219
private 219, 220, 223
contango 208
convergence trading 142
convertibles 29
corporate bonds 1567
and currency volatility 161
eurozone 160-1
global investment grade 158-9
new issues 157
corporate finance 28-30
equity 29
loan capital 29-30
recombinant techniques 32
sources of 28
corporation tax 21, 22
Cotton Exchange (NYCE) 212
coupon 146
CRB Futures 212
credit-rating agencies 156
cross-border mergers and acquisitions 96
cum-rights 79
currencies 12, 17
dollar spot and forward prices 172-3
euro spot and forward 173, 174
exchange cross rates 173, 177
and interest rates 182
managed funds 171
risk 171, 173,177
RiskGrade volatility 173, 177
sterling spot and forward prices 168-71
swaps 43, 194
and trade 167
trade-weighted index 168, 170
values 167-74
world currencies 173-4, 175,176
currency derivatives 194-5
currency markets 166-74

EU volatility 235-6

volume of trade 167
current account balance 167, 229
cyclical deficit 221

DBLCI-MR Total Return 212
debentures 30
debt
corporate 29-30
developing countries 247
national 48
debt/equity ratio 28
deep discount bonds 30
deep discount rights issues 80
deposits 179
derivatives 36, 95
bond 191-2
currency 194-5
definition 186
exchange traded 186
hedging 8,9
interest rate 192—4
international markets 187-8
markets 43, 186-98
over-the-counter 43, 186
swaps 186
underlying 186
use of 187
Deutsche Bank: DBLCI-MR Total Return 212
developing countries 245, 246, 247-8, 250
debt crisis 247
emerging markets 128-9, 156
foreign aid 247
‘diamonds’ 141
directional hedge fund 141-2
directors’ dealings 81-2
discount houses 51, 52, 179
discounts 136, 137, 138, 179
dividends 27-8, 68, 69, 102
dividend cover 68, 70, 258, 261, 289
dividend yield 4, 5, 6, 65, 66, 67, 258, 289
Doha Development Agenda 250
dollar 170, 171, 251
spot and forward prices 172-3
Dow Jones Industrial Average 41, 106, 107, 141
1897 constituents 301
2005 constituents 302

earnings per share (eps) 25, 20,27, 288
EBRD 246
ECB 180, 236-7
economic indicators 218-31
competitiveness 227-8
external trade 228-9
inflation 224-8

Index
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Index

economic indicators (continued) Eurobonds 157
labour market 223—4 Eurocommercial paper 157
production 222 Eurocurrencies 157
retail sales and consumer confidence 223 Eurodollar 192, 7193

economic policy 55-6 Euromarkets 30, 180
objective 57 Euromoney 278
and political credibility 56-7 EURONIA 180

Economist 278 Euronotes 157

economy European Bank for Reconstruction and Development 246
and currency value 167 European Banking Association 238
forecasting 48, 54-7 European Central Bank 180, 236-7
government credibility 56-7 European Monetary System (EMS) 234-5
output gap 243 European Monetary Union (EMU) 238-9
overheating 227 European shares
and stock markets 229-31 FTSE Developed Europe indices 112
world 244-52 FTSEurofirst 80 index 714

FTSEurofirst 100 index 114
FTSEurofirst 300 index 114
FTSEurofirst 300 industry sectors 174
FTSEurofirst indices 112-16

efficient market hypothesis 44
electronic financial pages 272-5
electronic trading 41-2
emerging markets 128-9

bonds 756 European System of Central Banks 238
employment 2224 European Union 23440, 244
EMS 234-5 cross-border credit transfers 238
EMU 238-9 currency market volatility 235-6

economy of 234
EMU and capital markets 238-9
enlargement 239-40

energy prices 211
environment 248

E((q)ul\i]tliéslgo equities 112-16
defined 64 euro launch 236-7
European 112-16 European Monetary System 234-5
indi member countries 239-40
indices 86

trade policies 249

new issues 75 and UK monetary policy 53

see also shares Euroyen 193
equity capital 28, 39 eurozone \
equity earnings 21 bond market 760-1
equity finance 28, 29 interest rates 180-1
equity markets 63-82 event-driven hedge fund 142
daily activity 94-5 ex-all shares 81

global 125-7 ex-capitalisation shares 81

international 146 ex-dividend shares 66, 69, 70

equity mutual funds (US) 139-40 gilts 147

equity options 189-90, 196, 197 ex-rights shares 79

equity turnover 88 exchange rate mechanism (ERM) 53, 234-5

equity warrant 29 exit of sterling from 57

ERM see exchange rate mechanism exchange rate policy 56

Estimate Directory 278 exchange rates 12, 173, 177

ETFs 140-1 and EMS 234-5

Eurex 191, 238 fixed rate system 251

Euribor 792,193 floating rate system 251, 252

EURO1 238 and gilt-edged bonds 157

euro 173, 238-9 and international finance 251-2
launch of 236-7 and national competitiveness 228
spot and forward 173, 174 exchange traded funds (ETF) 740-1

Euro Overnight Index Average 180 exports 228

Euro-Swiss francs 192 net 219, 220
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Fama, Eugene 84
Family Expenditure Survey 225
FDI 251
Federal Reserve (US) 55, 180, 230
finance see corporate finance
financial futures 190-1
financial institutions xiii, 35-45
FTSE Financials index 92
and globalisation 59
investment 37-8
marketmaking 40-1
financial investment 9
financial markets xiii
functions 36
movements 44-5
regulation 57-9
types of 36

financial ratios, key 23—4, 258-61, 263, 264, 266, 267, 288

Financial Reporting Council 59
financial results 24-5
financial services
in European Union 59
regulation 57-8

Financial Services Authority (FSA) 58, 132
Financial Services and Markets Act (2000) 58-9

Financial Times 280-1
arrangement 283—4

commodities information 202, 203, 212

corporate finance survey 39

derivatives coverage 187, 188, 190

economic indicators 218

on equity markets 64

on euro 237

gilts information 146, 147
global corporate news 120
government bonds 155
indices 86-9

investment information 13
London share service 136, 140

London Stock Exchange dealings 70, 77
managed funds service 132-5, 284

Money Watch 77

Nasdaq information 705

reading 283—4

recent equity issues 78-9

US coverage 108

weekly share reports 68-70

world market indices 124
financing industry 39-40
fiscal policy 48, 49, 219, 221
Fitch rating agency 156, 157
fixed notes 30
floating rate notes 30, 40
flotations, share 75-9
Footsie see FTSE 100

forecasting
economic 48, 54-7
models 54-5

foreign direct investment 251

foreign exchange markets 36, 42, 166-82
and Bank of England 53
currency markets 166-74
money markets 177-82
RiskGrade volatility 173, 7177

forwardation 208

France: equity indices 122, 124

Frank Russell Company 107

Franklin, Benjamin 2

free trade 249

front running 41

FSA 58,132

FT 30 share index 86-7, 292

FT Cityline 284

FT Fund Ratings 133

FT Global 500 121

FT UK gilts indices 152

ft.com 271
equity options information 796, 197
share reports 70
using 273-5

FTfm 37, 132, 134

Index

FTSE 100 (Footsie) index xiv, 72, 87, 91, 92, 94-5, 96, 273

1984 constituents 293—4
July 2005 constituents 294-301
options 196

FTSE 250 index 91

FTSE 350 Higher and Lower Yield indices 91, 93—4

FTSE 350 index 91, 93

FTSE Actuaries All-Share 64

FTSE Actuaries Industry Classification
Committee 93

FTSE Actuaries Share Indices 89-90

FTSE AIM All-Share index 91

FTSE All-Share index 89, 91, 92, 93, 96, 98

FTSE All-Small index 91

FTSE Developed Europe indices 112
FTSE Financials index 92

FTSE Fledgling index 91, 93

FTSE Global Equity index series 125-7

FTSE Global Industry Classification System 126

FTSE Gold Mines index 88-9
FTSE industry sectors indices 91
FTSE International 89

FTSE Non-financials index 91
FTSE SmallCap index 91, 93
FTSE UK Gilts index 98

FTSE World Ex UK index 98
FTSEurofirst 80 index 114
FTSEurofirst 100 index 114
FTSEurofirst 300 index 7714
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Index

FTSEurofirst 300 industry sectors 114
FTSEurofirst indices 112-16
fund management 37-8
futures 43, 187
bond 792
and cash markets 191
currency 194-5
financial 190-1
index 796
interest rate swaps 194
short sterling 193
see also derivatives
futures markets 36, 186
coffee, cocoa and sugar 205-7
commodities 204-8
petroleum 207-8

G7 245
G7/8 246
Galitz, Lawrence 188
Gates, Bill 270
GATT see General Agreement on Tariffs and Trade
GDP see gross domestic product
gearing 28, 258, 259, 288
income 28
GEM see global equity markets
General Agreement on Tariffs and Trade (GATT) 249-50
Uruguay Round 249-50
Germany
equity indices 722, 124
and ERM 235, 236
reunification 235
GfK report 223
gilt-edged bonds 146-56
best value versus tax status 750
emerging markets 756
and exchange rates 157
fixed interest indices 752-5
high yield 756
prices 146-52
redemption date 147
returns 5-6
strips 151-2
yield curve 149
yields 149, 153
gilt-edged marketmakers (GEMM) 147
Giscard d’Estaing, Valery 246
global brands 128
global equity markets 120, 725-7
country indices 127
regional indices 725-7
Global Industry Classification Scheme 93
global investment grade bonds 758-9
globalisation 244
and financial institutions 59
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and inflation 54
see also world economy
gold 209-11
FTSE Gold Mines index 88-9
goldbugs 210
Gold Libor 210
Goldman Sachs 212
Goodman, George J.W. 84
Google shares offer 80
Gorbachev, Mikhail 34
government xiii, 47-59
budgetary balance 48-50
consumption 219
countercyclical policy 49
demand management 49-50
economic credibility 56-7
fiscal policy 48, 49, 219, 221
forecasts 55, 57
monetary policy 48, 56, 219
role of 57-8
government bonds 146-56
benchmark 754-6
ten-year spread 755
see also gilt-edged bonds
grains & oil seeds 217
Greenspan, Alan 276
gross annual equivalent rate 14, 75
gross domestic product 218-21
components of 219
output by market sector 221
real GDP 218-19
gross interest rates 14, 15
Group of Seven (G7) 245
Group of Seven/Eight (G7/8) 246
growth stocks 67, 262-8
GSCI Total Return 212

Hambro Company Guide 278
Handbook of Market Leaders 278
hedging 8-9

hedge funds 141-2
Holmes, Oliver Wendell 130
Hulbert Financial Digest 279

iBoxx section 161

ICCO 215

ICO 205

iFTSE 100 140

IMF 245-6

imports 219, 220, 228

income gearing 28, 258, 260, 288
income tax 21, 50

index see indices

index-linked gilts 147, 149, 150
indices 13



benchmark 95-6

capped 95-7

electronic information 275

futures 196

index defined xv

international equities 7271-3

monthly 96, 97

private investors 96-8

us 106-7
individual savings account (ISA) 738
inflation 5, 53, 224-8

and globalisation 54

target 54

vs unemployment 226-7
information sources 278-84

institutional advice 279-80

interpreting 282-3

newsletters 279

television and radio sources 279
initial public offerings (IPO) 75, 78
insider dealing 58
Instinet 272
Institute and Faculty of Actuaries 89
insurance companies 37
Intel 105
interbank market 178, 180
interest cover 28, 288
interest rate derivatives 192—4
interest rate swaps 43, 159, 194, 195
interest rates 10-13, 17

and bonds 12-13, 146

effect on economy 230-1

gross 14

and monetary control 52-3, 54

net 14, 15

official 180-2

and shares 181

UK 178-9, 180, 181

US rates 180

world 180
international bond markets 146

new issues 157-8
international capital markets 146-62
International Cocoa Organization 205
International Coffee Organization 205
international equities 120-8

foreign exchange risk 128

indices 721-3

investing in 127-9

markets 146

problems 128-9

see also world economy
International Monetary Fund 245-6

SDRs 170

International Petroleum Exchange (IPE) 207

Index

internet, financial information 272-5
inverse relationship defined xv
investing institutions 37-8
investment 220
advisers 38
authorised funds 132
capital 10
comparing investments 9-13
cross-border 126
defined 10
and exchange rates 251-2
five golden rules 58
index trackers 96
international 127-9
ISAs 138
total 219
investment banks 36, 39
investment trusts 37, 136-8
commission 138
investors xiii, 3—17, 36-7
indices for private 96-8
ratios for 259
Investor’s Business Daily 278
Investors Chronicle 278
IPOs 75,78
issue price 79, 80

Japan 120, 246
place in world economy 244, 246
Tokyo Stock Exchange 41, 123, 167

Jay, Douglas 164

jobbers 42

JP Jenkins Ltd 93

JP Morgan index 173

Julius, DeAnne 54

junk bonds 30, 157

Kennedy, John F. 200
Keynes, John Maynard 46, 130, 200
Keynesian economic policy 49

Labour Force Survey 224
labour market 223—4
Lambert, Richard 54
Langdon, Ken 257
leaders and laggards table 95
Leeson, Nick 187
leverage (US) 28
see also gearing
Lex column 94, 280, 283
LIBOR 30, 180
LIFFE (London International Financial Futures and
Options Exchange) 43, 187, 191
Lipton, James 34
liquidity of assets 67
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load funds 139 monetary base 52
loan capital 29-30 monetary policy 48, 56, 219
London forex trading 1667 Monetary Policy Committee (MPC) 54, 180, 224
London Interbank Offered Rate see LIBOR Money & Business section 17, 25, 75, 283
London Metal Exchange 43, 208, 209 money markets 14-16, 36, 42
London share service 64-75, 136, 137, 140 funds (US) 139
daily report 65-6 money multiplier 38
weekly reports 68-70 limiting 52
see also shares money supply 39
London spot markets 203—4 controlling 50—4
London Stock Exchange 41 and interest rates 52-3
dealings 70, 71 Money Watch 17, 149
FT information 64, 284 Moody’s rating agency 156, 157
online information 273 Morgan, James 184
Long Term Capital Management Fund 186 Morningstar 140
mortgage-backed security 40
M-DAX 124 mortgages and RPI 225-6
Maastrich Treaty 234, 237 multiple 261
McKenzie, Wendy 20, 23 mutual funds (US) 37, 139-40
magazines, financial 278 fund rating 740
Malkiel, Burton 100
managed funds 132-42 NAFTA (North American Free Trade Agreement) 244, 251
RCP data 133 Nasdaq 41, 104-5, 107, 120
service 14, 15,284 Nasdaq 100 index 706-7, 141
Mannesmann 96 Nasdaq Composite index 706, 107
manufacturing sector 221, 222 National Association of Securities Dealers 104
market capitalisation 25, 41, 68, 69, 70 national debt 48
Market Data page 166, 180, 192 net asset values 23—4, 136, 137
market liberalisation 250-1 net interest rates 14, 75
Market Week section 124 new issues 29, 39, 75, 77-8
company results 27 corporate bonds 157
marketmaking 36, 40-3 international 128, 157-8
markets 36 New York Mercantile Exchange (Nymex) 212
assets 10-11 New York Stock Exchange 41, 102-4, 107, 120
commodities 202-13 forex trading 167
emerging 128-9 New York Times 278
movements 44-5 newly industrialised countries 245, 247
regulation 57-9 newsletters 279, 280
secondary 40 Nihon Keizai Shimbun 124
world 16 Nikkei index 41, 124
meat & livestock 217 nil paid rights shares 79, 80
Mercosur 251 NM Rothschild 208
merger arbitrage 742 no-load funds 139
mergers and acquisitions 30-3 non-directional hedge fund 742
cross-border 96 North American Free Trade Agreement 244, 251
Merton, Robert 186 Nymex 212
metals: futures markets 208-9 NYSE see New York Stock Exchange
see also gold NYSE Composite index 107
Mexico 129, 247
Microsoft 54, 105 odd-lot transactions 104
Midwest Stock Exchange 102, 104 OECD 244-5, 246
migration 248 OEICs (open-ended investment companies 132
Miller, Merton 18 Ofex 93
Mintz, Steven 144 offers for sale 75, 77
misery index 226 Office for National Statistics (ONS) 218, 219, 222
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economic information 221
labour force surveys 224
Office of Fair Trading 56, 59
offshore funds 139
O’Higgins method 87
oil futures 207-8
OPEC 245
open market operations 52
open outcry 10, 205
operating profit 21
options 43, 188-90, 191
equity options 189-90
markets 36
see also derivatives
ordinary shares 5,22, 23, 28, 29
FT index 86-7
see also shares
Organization for Economic Co-operation and
Development see OECD
Organization of Petroleum Exporting Countries see OPEC
‘out of the money’ call 188
output gap 243
over-the-counter (OTC) markets 36
derivatives 43
foreign exchange 42
overdraft 30
overseas funds 139

p/e ratio see price/earnings
Pacific Stock Exchange 102, 104
par value 146
PartyGaming 78
Patel, Alpesh 272
Pearson 274
pension funds 37, 38
percentages defined xv
Peter, Laurence J. 216
Philadelphia Stock Exchange 102, 104
Pink Book 229
placings 75
poison pill defences 32
political business cycle 56-7
political events, impact of 44
portfolio diversification 37
assets 7-8
portfolio management 13, 36, 37-8
portfolio theory and risk assessment 6
positive relationships defined xv
pound see sterling
pre-emption rights issue 29
pre-tax profits 21, 23, 24, 25,26
margin 258, 261, 288
precious metals see gold; metals
preference shares 29, 138
price/earnings ratio 65, 66, 102, 258, 289

Index

problems of 120

using 67-8, 261
prices

assets 10-13

issue price 79, 80

movements 434

random walk 44

shares 66-7, 68, 94-5

unit trusts 135
Private Client Investment Managers and Stockbrokers,

Association of 96

private investors 150

indices 96-8

information sources 278-9
privatisation issues 48, 77-8
production industries 222
profit and loss accounts 21-2, 23
profits 21-2

after-tax 21, 22

ploughed back 28
Proshare 279
protectionism and trade 249
public sector net cash requirement 48, 220-1
put options 8, 9, 188, 189, 190, 192

qubes 141

radio programmes, financial 278-9
ratios
key financial 258-61, 263, 264, 266, 267, 288
key shareholder 261-2, 263, 264-5, 266, 268, 289
recession 219
Red Book 220
Reebok 32
regulation
financial services 57-8
market 56, 57-9
regulatory arbitrage 59
results, company 27
retail prices index (RPI) 224, 225-6
retail sales 222,223
return on capital employed (ROCE) 23, 24, 258, 260, 288
Reuters 170, 212, 271, 272
rights offers 75, 79-80
ring dealing system 205
risk arbitrage 33
risk/return relationship 5-6, 7
RiskGrade volatility 161-2
FX markets 173,177
Rogers, Will 46
Rothschild, Baron Nathan 118
RPI 224, 225-6
RPIX 224, 225
Russell 2000 index 107
Russia 245, 246
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Russia (continued)
1997/8 crisis 129, 167
companies 121

Ryanair 24-5, 2801, 282

S&P see Standard & Poor’s
Samuelson, Paul 62
savings ratio 220
SBF 120 index 124
Scholes, Myron 186
scrip issue 81
SDR see Special Drawing Rights
SEAQ bargains 88
Seattle meeting (WTO) 250
SEC 58
secondary markets 40
Securities and Exchange Commission (SEC) 58
Securities and Investments Board (SIB) 58
securities market 36, 40
securitisation 39-40
services sector 221
SG Warburg 77
shareholder ratios, key 261-2, 263, 264-5, 266, 268, 289
shareholders’ reserves 28
shares 64-82
book value 22
capitalisation issue 81
capped indices 95-6
Cityline code 69, 70
cum-rights 79
daily report 64-6
directors’ dealings 81-2
discounts 136, 137, 138
dividend 68, 69
dividend cover 68, 70
dividend yield 4, 5, 6, 65, 66, 67
earnings per share 25,26, 27, 288
and economic policy 230
effect of merger activity 32
electronic information 273
ex-all (xa) shares 81
ex-capitalisation (xc) 81
ex-dividend (xd) 66, 69, 70
ex-rights (xr) shares 79
highs and lows 73—4
indices 89-98
initial public offerings 75, 78
and interest rates 181
leaders and laggards table 95
main movers 74
market capitalisation 68, 69, 70
market value 22
new issues 75, 77-8
new securities 75
nil paid rights 79, 80
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nominal value 22
offers for sale 75, 77
fixed price 77
ordinary shares 22, 23, 29
placings 75
preference 29
price 66-7
price change 68
price indices 94-5
price/earnings ratio 65, 66, 67-8
privatisation issues 77-8
recent equity issues 78-9
rights offers 79-80
rises and falls 73
scrip issue 81
spread 66-7
tender offer 77
total dividends per share 25,26
trading volume 72-3
underwriting 77
and unemployment 227
volume 65, 66, 67
weekly reports 68-70
winners and losers table 75, 76
zero dividend 138
see also ordinary shares
short sterling futures market 793
SIB 58
soft commodities 205-7
Soros, George 164
sources of information 278-84
Special Drawing Rights (SDR) 170, 205
speculation 196
assets 8-9
commodities futures markets 204
forex trading 167, 168, 251
spiders 141
split capital trusts 7138
spot markets 203—4
spread 40, 66-7, 138
currency 168
stagflation 226
stags 77
Standard & Poor’s 156, 157
index 41, 106, 141
Standard Chartered Bank 280, 281, 282
Stein, Herbert 216
sterling 173, 192
certificates of deposit 179
and ERM 235-6
interbank sterling 178-9
options 193
spot and forward prices 168-71
Stock Exchange Yearbook 278
stock exchanges 36, 41-2
deregulation 42



stock index options 796-8
stock markets 76

1929 crash 230

1987 crash 45, 186, 230

bubbles 230

and economy 229-31

European 113,116

impact of interest rates 230-1

indices 86

moves 43

trading data 88

world 120-1

see also equities; shares
stockbrokers 38, 40-1

see also broker-dealers
striking price 8,9, 188, 7189, 190, 192
strips 150-1
structural deficit 221
sugar futures markets 205-7
supply constraints 226
sustainable development 248
swaps 159

currency 194

derivatives 186

interest rate 194, 195

tactical trading 141
takeover bids 31-2
TARGET 238
taxation 48, 220
and budget deficit 49-50
corporation tax 21, 22
incentive effects 50
income tax 21, 50
indirect 50
Taylor, Francesca 188
TecDAX 124
technology
companies 105, 106
impact of 41-2
Teletext 279
television data services 279
Templeton, Sir John 2, 118
tender offer 77
terrorist attacks, effect of 44, 207
tip sheets 279, 280
Tokyo
forex trading 167
Stock Exchange 41, 124
Topix 124
tracker funds 86, 96
trade
barriers 249
and currency markets 167
external 228-9

Index

and GDP 220
international 248-51
invisible 228
liberalisation 249-51
and protectionism 249
visible 228
trade gap 228
trading volume 65, 66, 67, 72-3, 88
Treasury bills 42, 50, 57-2, 179
Treasury forecasts 55, 57
Treynor, Jack 276
Turkey and EU 239
turnover 21, 22

UK gilts — cash market 146, 7148
UK interest rates 178-9, 180, 181
UK shares see FTSE; shares
‘under water’ option 188
underwriting 39, 77
unemployment 223-4
and inflation 226-7
and share prices 227
unit trusts 37, 132-5
legislation 96
pricing policy 135
United States see dollar; US; US stocks
Uruguay Round (GATT) 249-50
UsS 157
bonds 7571-2
budget deficits 50
commodity markets 212
corporate bonds 758
Federal Reserve 55, 180, 230
financial regulation 58
indices 706-7
interest rates 129, 180
mutual funds 37, 139-40
newsletters 279
stagflation 226
US stock exchanges 101-8
see also Nasdaq; New York Stock Exchange;
Philadelphia Stock Exchange
US stocks
Dow Jones Industrial Average 41, 106, 107
dual listed 103, 7104
Nasdaq 100 index 106-7
Nasdaq Composite index 106, 107
NYSE Composite index 107
Russell 2000 index 107
Standard & Poor’s (S&P) index 41, 106
Wilshire 5000 index 107

vacancy rate 223, 224

Valery, Paul 110
Vodaphone 96
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Volume 100s 102
volume, trading 65, 66, 67, 72-3, 88, 102

Wall Street 100, 102, 108
see also New York Stock Exchange; US stocks
Wall Street Journal 107,139, 278
Walsh, Ciaran 20, 23
War Loan stocks 50, 147
white knights 32
Wilshire 5000 index 107
WM/Reuters Closing Spot Rates 170
Work and Pensions, Department for 222, 224
World Bank 246, 247
world currencies 173-4, 175, 176
world economy 244-52
developing countries 245, 246, 247
economic institutions 245-6
economic transition 247-8
emerging markets 128-9
environment 248
equity markets 120-8
ex-communist countries 245, 246

exchange rates and international finance 251-2

growth and development 247-8
interest rate 179-80
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international trade 248-51

market liberalisation 250-1

markets 16

migration 248

role of central banks 252

trade liberalisation 249-51

see also international equities
World Trade Organization 249-50

xa (ex-all) shares 81

xc (ex-capitalisation) shares 81
xd (ex-dividend) shares 606, 147
XETRA Dax index 124

xr (ex-rights) shares 79

yen 173,251
yields 102, 261
curve, money markets 179
gilts 149, 153
ratio 95
Treasury bills 57
unit trusts 133, 136, 137

zero coupon bonds 30
zero dividend preference shares 738



Read on ...

The Financial Times Guide to Investing
The definitive companion to investment and the financial markets
Glen Arnold

ISBN: 0273663097

The Financial Times Guide to Investing will introduce you to the practical art of
investing, and show you how to invest more successfully. In addition to providing a
simple guide to understanding how financial markets operate, it will allow you to
follow and act on your own judgements based on case studies and worked
examples, giving you the expertise to experiment successfully with shares, bonds,

funds and derivatives.

Comprehensive and authoritative, this is the definitive guidebook to building your
personal financial portfolio and investing in the financial markets with skill and
confidence.

The Financial Times Guide to Using and Interpreting
Company Accounts

3rd Edition

Wendy McKenzie

ISBN: 0273 663127

Reading and using company accounts are essential skills for any manager,
entrepreneur or private investor. Yet most managers find analysing accounts a
daunting prospect.

The Financial Times Guide to Using and Interpreting Accounts solves this problem by
not only guiding you through the accounts but also providing the tools to help you
interpret them and make informed decisions.

The Financial Times Guide to Strategy
How to create and deliver a useful strategy
Richard Koch

ISBN: 0273 65022X

“Strategy has never been so simple, accessible, powerful and practically directed to
raise profits” Robin Field, Chief Executive, Fairfax Group

Koch’s bestselling The Financial Times Guide to Strategy reclaims the power of good
business strategy. Turning insight into usefulness and theories into profitable

solutions.

Available at all good bookshops and online at :
www.pearson-books.com FT w






