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Learning objectives for this chapter
After studying this chapter you should be able to
❍
❍
❍
❍

describe how the financial markets mediate between savers and borrowers
describe the role played by securities within the financial markets
classify the activities of financial markets according to a range of useful criteria
classify different types of securities according to their key characteristics of risk and
return
❍ apply the theory of efficient markets to real-life situations
❍ appreciate the main historical influences on the structure and configuration of modern
securities markets.

INTRODUCTION
This book is an introduction to the theory and practice of investment in securities, the
collective term for shares (also referred to as equities) issued by companies and bonds
issued by companies, governments and other organisations.
Investment is the opposite of consumption. Consumption is the outlay of money to
acquire goods or services to be consumed either immediately or at some time in the nottoo-distant future. Investment is the outlay of money with the sole objective and expectation of receiving a money return at some future date or dates. An essential feature of
any investment transaction is therefore ‘present cash outflow, future cash inflow’. In an
important extension to this principle, the sacrifice of an expected present cash inflow has
in principle the same effect as a present cash outflow, and a reduction in future cash
outflow has the same effect as a future cash inflow.
Investment may be in real assets or in financial assets. A company seeking to increase
its profits by cutting its future costs might replace an old machine by investing in a more
efficient replacement which is expected to produce the same output at lower cost, or more
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output but at the same cost, as the existing machine. This is an investment in a real asset,
and the future cash inflow in this case takes the form of the consequent reduction in the
expected stream of future costs. An investor buying shares in the same company is acquiring a financial asset, that is, a direct claim to an expected future stream of cash in the form
of dividends and the eventual proceeds of sale of the shares. But in both cases – the
company buying a new machine and the investor buying shares – each is forgoing the use
of cash today in expectation of receiving cash, or of having to spend less cash, in the
future.
This book is about investment in financial assets, and its particular focus is on those
financial assets known as marketable securities. These are shares and bonds issued in a
form that enables them to be readily bought and sold among investors through an organised market or stock exchange. But in order to understand fully how shares and bonds
behave, we also need to look at some associated products and markets beyond the strict
confines of the stock exchange itself. In response to the ever-increasing volatility and
complexity of the markets since the 1970s, a wide and ever-growing range of new financial products has been developed to enable market participants both to manage the risks
arising from securities activity and to speculate on future movements in securities prices,
without directly buying or selling the securities themselves. These products are called
derivative products (or derivatives for short) because their essential properties are derived
from those of the underlying securities or other financial products on which they are
based. Derivatives can be exchange-traded (either on the stock exchange itself or on a
separately organised specialist exchange) or bought and sold on a private bilateral basis,
as for example between an investor and her bank (over-the-counter or OTC). Because of
the very close relationship between derivatives and their underlying securities, a whole
section of this book is devoted to a detailed analysis of these risk management
products.
The book naturally features three recurring themes – products, markets and
players. Here are some of the more important questions that we will consider about each
of them.
Products
How and why are marketable securities and the related derivative products created?
What are their inherent characteristics, and how do they differ from each other?
How are they related to each other?
How does their behaviour – and in particular their value and the returns they earn –
respond to changes in external market conditions?
Markets
What is the purpose of having organised exchanges for transactions in securities and in
derivative products?
How do the markets operate?
How do we know whether the markets are doing their job efficiently?
How do the markets benefit those who issue and invest in securities – and the economy
in general?
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Players
Who issues and invests in securities?
Who uses derivative products?
What are the typical objectives of different market participants, and what strategies do
they adopt in order to achieve their objectives?
We round off the introduction to this chapter with a brief look at how this chapter and the
rest of the book as a whole are organised.
The question of what makes the investor ‘tick’ is central to any study of securities
investment. For this reason we devote the whole of the next chapter, Chapter 2, to the
standard model of the investor as a rational self-interested wealth-maximiser who evaluates potential investment opportunities purely in terms of just two criteria – risk and total
return. The mathematical expression of this proposition underpins the whole of finance
theory and is developed in detail in that chapter. Possible shortcomings to this approach
are explored in Chapter 13 where we examine some open issues in finance.
The next two parts of the book explore in detail the two principal types of marketable
securities. Part II, comprising Chapters 3 and 4, looks at the world of bonds or – to give
them their more generic title – fixed income securities. Part III, comprising Chapters 5,
6 and 7, analyses equities. Part IV, comprising Chapters 8 and 9, covers the main derivatives products, financial futures, options and swaps. Part V, comprising Chapters 10 and
11, provides an introduction to the institutional and international dimension of securities
investment. Part VI, comprising Chapters 12 and 13, takes a more detailed look at different types of investors and the types of investment strategy they adopt, and ends with a
review of open issues in investment theory and practice.
We now turn to securities market products, to explore the different types of securities
on offer to investors in securities markets, including shares, bonds and derivative products. We then explore the risks of these products before describing the basics of stock
markets, in particular the benefits of such markets and their classifications. The chapter
then looks at the concept of market efficiency and the efficient market hypothesis before
ending with a historical profile of the London stock market.

SECURITIES MARKET PRODUCTS
The main investment products traded in the stock market – shares and bonds – are financial claims on the companies, governments and other organisations that issue them in
order to raise funds for their medium and long-term financing needs. These claims
become the assets of investors who buy them, and liabilities of, or claims on, the entities
that issue them. They form just a part (though a very important part) of the broader
universe of products used by the financial markets to channel funds from economic
sectors in financial surplus (surplus sectors) to economic sectors in financial deficit
(deficit sectors). It is important to appreciate where marketable securities fit into the wider
financial markets, and how the financial markets as a whole fit into the real economy,
where non-financial or real assets (goods and services) are produced and distributed. By
contrast, a financial asset is one that consists solely of a claim on a future stream of cash.
When governments, companies and other organisations raise money from investors to
finance their activities, they create many different forms of financial claims for investors to
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purchase. Claims created in a form that can continue to be readily bought and sold after
their original issues are known as securities. If these securities have been accepted for trading on a recognised market such as a stock exchange, they are called marketable securities.
Securitised financial claims form an important part of the wider universe of financial
assets, which also includes non-securitised claims such as bank deposits, loans and mortgages. We call all of these assets financial assets because they simply represent claims on
future cash flows. Those cash flows may or may not be fixed in their amount or timing, but
what distinguishes them from other assets – real assets – is that ownership of them does not
automatically confer any rights over, or entitlement to, non-financial assets such as the
factories owned by a company or the facilities owned by a government.
This distinction between financial and real assets follows the distinction drawn in
classical economics between product markets and factor markets. In product markets
goods and services are distributed to their end-users. In factor markets the two inputs into
the production process – labour and capital – are bought and sold. Financial assets are
traded in, and created by, the market for capital. So producers and distributors of real
goods and services raise funds from investors in the primary capital market. The
investors then buy and sell among themselves, in the secondary market and in the associated derivatives markets, the risks and the associated returns that they have acquired
through these indirect stakes in the real economy.

Box 1.1 Confusing terminology 1: When are securities not securities?
The terminology of finance can be very confusing.This is the first of a series of boxes in the
text which will highlight these confusions as they arise.
There is no real risk of confusion when the language of finance uses specially coined
words (such as annuity – see Chapter 10) or when it uses common words in senses quite
different from their everyday meanings (such as straddle – see Chapter 9). But a problem
may arise when we use common words in senses that are only subtly, but significantly, different from their everyday usage. Possibly the best example of this is risk, which we analyse in
detail in Chapter 2.
A further problem arises when we use the same word to mean different things in different contexts. Security is one such term. In the context of this book, we are normally using it
to mean a readily transferable financial claim such as a share or a bond. But the word is also
used in a quite different sense, to denote an asset or assets that a borrower or debtor has
pledged as collateral security for a debt or other obligation, on terms giving the lender or
creditor direct recourse to those assets if the debtor defaults on the payment obligation.The
commonest example from the world of personal finance is the mortgage that secures a loan
on the borrower’s house. Companies regularly pledge their assets as security for their
borrowings, so securities can be secured or unsecured. And there is nothing to stop
securities being used as (collateral) security, for example, for a bank loan.

Basic products: shares and bonds
Companies, governments and other organisations raise funds to finance their activities by
issuing a wide range of securities which differ from each other
❍ in the timing and variability of the future returns they offer to investors

6

Investment basics

❍ in the nature and scale of the risks the investors accept
❍ in the rights of monitoring and control enjoyed by the investors – and in their rights
of recourse if things go wrong or if their expectations are not fulfilled.
When investors buy different types of securities issued by a company, they are sharing
out among themselves the rights to the cash flows arising from the company’s future operations, as well as the risks associated with those cash flows. In the simplest case, a
company issues a single type of security, known in the United Kingdom as ordinary
shares and in the United States as common stock. Such shares give each investor a
proportionate right to the residual value of the company, that is to any distributions of cash
from net earnings (after all expenses, taxes and claims of other providers of finance
have been satisfied) and to the eventual proceeds of liquidation of the firm (after all
outstanding liabilities have been met).
The upside potential of shares is entirely unlimited, because however large the residual income and net assets might be, all of it belongs to the shareholders. But the downside risk of shares is not unlimited. The principle of limited liability limits the amount of
shareholders’ funds at risk to the value of the share capital each of them has agreed to
subscribe. If a businessman (or woman) trades in his own name as a principal on his own
account, and fails to pay his business liabilities, his trade creditors can normally have
recourse through the courts to all his personal assets as well as to his business assets. But
a limited liability company is an entirely separate legal entity from its shareholders; its
assets are not their assets and its liabilities are not their liabilities. So shareholders in a
limited liability company do not risk anything above and beyond the money they have
promised to subscribe for their own shares. If they have already subscribed all the funds
originally promised, they have no further liability at all (unless, of course, it can be
proved that the company was established or operated with the deliberate intention of
defrauding creditors, in which case further legal sanctions may apply to the shareholders
and to the directors they appoint to manage the company on their behalf). Shareholders
cannot lose more than 100 per cent of their initial stake in the business. This may sound
like cold comfort, but later in this book, in Part V on derivative products, we shall come
across highly leveraged instruments where buyers can actually lose far more than 100
per cent of their initial investment and – even more alarmingly – sellers too expose
themselves to a potentially unlimited liability.
In contrast to ordinary shares, all other types of security issued by a company have one
feature in common: both the upside profit potential and the downside risk are to a greater
or lesser degree limited or mitigated by a binding contract (hence the use of the word
‘bond’ to denote the most important class of such securities). The investors forgo the
upside potential enjoyed by the shareholders in favour of a fixed return in the form of
periodic interest, and they receive additional compensatory benefits in two forms.
❍ Their claims on the company are legally enforceable; they have contractual rights to
certain payments by the company, typically for periodic interest on the funds
provided plus repayment of those funds on a fixed or determinable date in the future.
❍ Their claims rank ahead of those of the ordinary shareholders, who (as in the case
where there are no other financial claims on the company) are entitled to what is left
after all other claims have been satisfied.
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Box 1.2 Confusing terminology 2: Treasury stock and treasury stock
Although the stock exchange is the market where securities of all types are traded, the
words ‘stock’ and ‘stocks’ as applied to individual securities have different meanings in the
United Kingdom and in the United States.The US usage of ‘stocks’ corresponds to ‘shares’
in the United Kingdom, though both countries use the generic term ‘equities’ in the same
way. More confusingly still, in the United Kingdom some types of debt security (notably
government bonds) are commonly referred to as ‘stock’, so a government bond issue might
be called ‘8% Treasury Stock due 2013’, but in the United States,‘treasury stock’ refers not
to debt securities issued by the Treasury Department of the US government but to a
company’s holding of its own shares that it has repurchased on the market, and instead of
cancelling, holds in its own ‘treasury’ for possible future reissue.

Because the claims of debt providers enjoy greater priority and protection than those of
equity holders, this class of investors has a much smaller say in the running of the firm
and much less control over the actions of its managers. Company legislation provides
general protection against fraudulent misuse of investors’ money and also requires the
regular publication of accounts which, though nominally forming part of a report from
the directors to the shareholders, are in practice provided for the protection of all stakeholders in the company. Debt providers may also be able to impose specific covenants
restricting the company from taking certain actions that might jeopardise the recovery of
their claims, but unlike shareholders, they have no automatic or statutory right to be
informed or consulted about the ongoing management of the firm. When the providers
of debt are considering what return they should receive for lending money to a company,
and what additional safeguards they should seek, a major factor for them is the protection already afforded by the fact that the shareholders’ financial claims are subordinated
to their own; so the size of this ‘equity cushion’ behind them in the queue for funds plays
a key role in their calculations.
Not all organisations that issue securities issue shares. By far the most important
exception is the government itself, which does not have limited-liability shareholders in
the conventional sense but (as we shall see in Chapter 4) does issue debt on a much bigger
scale than any other organisation in the entire market. One unusual but helpful way to
think of the government is not as a limited liability company but as an unlimited liability partnership, with all the taxpayers as the partners. In practical terms, the ability of a
government to service debt denominated in its own currency is unlimited, because it can
always call on the partners to pay sufficient taxes to meet its debt obligations. It is for this
reason that government debt is generally regarded as the nearest thing to a risk-free security; the equity cushion is effectively unlimited. This risk-free aspect of government debt
is also reflected in the fact that investors accept a lower return for investing in it than in
any other comparable security.
Derivative products and other exotic animals
Investing in securities exposes investors to many risks, of which the most obvious is the
risk of an unexpected fall in the value of an investment. Similarly, not investing also
exposes them to risks, such as the risk that the price of a security they intend to purchase
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in the future will increase unexpectedly so that it will be more expensive to acquire. The
secondary market offers investors an efficient way of managing some of the risks they
have incurred by purchasing securities, but conventional secondary market transactions
do not provide certainty of future outcomes (in terms of the prices at which securities can
be bought and sold for settlement at some more or less remote future date), or true insurance in the sense of protection against negative outcomes without the loss of positive
opportunities.
To meet these and other investor needs, since the 1970s the markets have evolved a
large and still growing family of derivatives products, of which the most important are
futures and options. Financial futures enable investors and others to fix now the prices
at which individual securities (or whole market indices of securities) can be bought or
sold for settlement at a future date. Options give buyers the right to buy or to sell securities (or indices) at a fixed price at a future date but only if it is to their advantage to do
so. While futures and options therefore differ crucially from each other in respect of the
relative fixity of their outcomes, they are similar to each other (and different from cash
market transactions) in that they enable market participants to trade indirectly in large
amounts of securities by making just a very small down payment, by way of premium
(in the case of options) or initial margin (in the case of futures). These are highly geared
instruments, because the profit or loss on the investor’s down-payment will reflect the
change in value of the full amount of the position in the underlying securities.
Cash products and derivative products can be combined into hybrid instruments
incorporating features from both. A bond that is convertible into ordinary shares is a
combination of a conventional bond and an option to purchase the shares, and the returns
and risks of such instruments are a complex amalgam of the individual building blocks.

RISKS OF SECURITIES MARKETS
We have already identified a key characteristic that marketable securities share with all
other financial assets. This is the sacrifice of a known amount of cash today (the purchase
price) in return for the right to receive a more or less uncertain stream of cash in the
future. Common sense suggests that the price an investor will be prepared to pay in order
to acquire such a right to future cash flows will depend on three things: their amount, their
timing, and the degree of uncertainty in each. In Chapter 2 we shall give formal mathematical expression to these factors, but for the purpose of this introductory analysis we
need to consider them only in qualitative terms.
The variability and uncertainty of future cash flows from an investment can be caused
by many factors. One way to classify them is as either internal or external. Internal factors
are those that are expressed or implied in the terms of the investment itself. External
factors result from the interaction of external events with the internal provisions of the
investment contract. The two types of factor are not mutually exclusive: an investment can
be subject to uncertainty as a result of both types of factor at the same time.
Internal risk factors
At one extreme, the contractual terms of an investment may dictate the exact amounts and
due dates of all future cash flows to which the investor is entitled. For example, a bond
issued by a company will typically provide for the investor to receive annual interest at a
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Box 1.3 Confusing terminology 3: Risk and uncertainty
In everyday conversation, ‘risk’ is nearly always bad: I risk losing my job, you risk having a
traffic accident. But in the specialised language of finance, risk is usually synonymous with
uncertainty, and uncertainty cuts both ways, as it refers to the possibility that an outcome
can be better, and not just worse, than what we expect or hope for.
A key problem besetting most investment calculations is how to model future uncertainty. Is the spread of possible outcomes distributed symmetrically around the expected
outcome, or is it skewed in one direction? Does the probability of possible outcomes
diminish in a predictable way with increasing divergence from the expected outcome? To
what extent is the distribution of past outcomes a reliable guide to the future?
While uncertainty embraces pleasant as well as unpleasant surprises, the very fact that
an investment may give surprises at all is generally regarded by investors as a bad thing.

specified percentage rate for a fixed number of years, with repayment of the principal on
the final interest payment date. Here the basic contract allows for no intrinsic uncertainty
as to timing or amount, though the small print of the contract may provide for early termination if, for instance, the company is acquired by another company, or gets into financial difficulties, or materially changes the type of business in which it is engaged. In any
event, if the company fails to meet its contractual commitments, investors can sue it in
the court, just as they would sue any other defaulting debtor.
At the other extreme, the stream of future cash flows to which an ordinary shareholder
is entitled is defined (partly by company law and partly by the terms of the company’s
own articles of association), but only in purely qualitative terms as a pro rata share of the
periodic dividend and of the proceeds of an eventual liquidation. The amount and timing
of the dividends actually paid will depend both on the company’s future profits and on
the directors’ policy for distributing those profits to shareholders rather than retaining
them for further investment in the company’s business. The shareholders are partially
compensated for this high degree of uncertainty by legal provisions which give them a
much greater control over the running of the company than that enjoyed by the providers
of debt finance. But this control is exercised by the shareholders as a body and rather
infrequently (for instance, at annual general meetings), and the degree of control
exercised by an individual shareholder with a small fractional holding is negligible.
External risk factors
When we consider the external factors affecting the variability and uncertainty of future
cash flows, the situation becomes very much more complicated.
In the case of the bond with ostensibly fixed cash flows, two quite separate problems
emerge. The first is that the issuer might be unable to pay the contracted amounts of interest and principal in full and on time. This could be for any of a number of reasons, the
most common being an unexpected deterioration in its profitability or in its cash position.
Another possibility is that the company is theoretically able to discharge its debt but
is prevented by some external agency from doing so. For instance, its profits might have
been accumulated in a foreign country which imposes restrictions on the repatriation of
earnings and thus prevents the company from meeting its obligations.
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The second potential source of uncertainty stems from the secondary market mechanism that enables investors to realise the value of their securities by selling them on to
other investors. Whereas the future cash flows from an investment might be relatively
certain in amount and timing (as, for instance, in the case of bonds issued by the government), the value attached by the market to those cash flows, and hence the value that can
be realised by a seller on the secondary market, fluctuates in response to external factors,
the most important of which is the prevailing level of interest rates. If interest rates generally have risen since the investor originally purchased a government bond in the primary
market, then – all other things being equal – the value of the investment on the secondary
market will have fallen. This is examined in greater depth in Chapter 3.
Under external factors we should also consider some of the main factors affecting
company earnings and hence the dividends paid on shares. Apart from the general
commercial success of the company, a variety of technical factors in the financial markets
can have a significant impact. A principal such factor is the impact of fluctuating foreign
exchange rates. A company that incurs most of its expenses in its home country but sells
its output mainly abroad will experience a drop in its net earnings if the currencies of the
countries where it sells suffer a loss in value without a corresponding rise in its selling
prices. We shall see just how important this and similar factors are when we consider in
detail the strong international dimension of the London stock exchange and of the largest
companies whose shares are traded there.
Possibly the most pervasive external factor affecting the value of returns on securities
is inflation, or the fluctuation in the purchasing power of money. This factor is unique in
that it affects all securities in a particular country over a specified time period. Investors
in a conventional UK government bond enjoy near-certainty in terms of the amount and
timing of their future cash flows, but have no guarantee of what those cash flows will buy
in comparison with the purchasing power they sacrificed when they made the original
investment; by contrast, investors in a UK government index-linked bond do enjoy
protection against inflation, but the protection is only watertight if they buy the bond at
original issue and hold it for its entire life (see Chapter 3). Conventional wisdom has it
that investment in equities provides a long-term protection against inflation, but
economists are divided on this issue. The return on equities is a residual, representing
whatever is left over after all other claims on a firm have been satisfied, and the way in
which inflation affects the value of that residual is very complex.

THE MARKET: BASIC FEATURES
Market players
The markets in securities and derivatives are similar in many ways to other organised
markets. They bring together as much as possible of the aggregate potential supply and
demand in order to reduce transaction and search costs, improve liquidity and build confidence. Most importantly, they aim to promote the discovery of fair and uniform prices.
But each of these functions takes on a special importance in the case of investment products because their dependence on unknown and unknowable future events makes their
value both uncertain and opaque.
A closer study of the roles taken by the players in the securities markets further
reinforces the view that these markets differ quite significantly from conventional
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markets in goods and services. In most conventional markets, each participant
usually takes on the role of either a producer/seller or consumer/buyer. The goods or
services flow in one direction through the market, from the producers at one end to
the consumers at the other, while the money flows in the opposite direction. The
securities markets conform to this pattern only to a very limited extent. It is true that
a key function of the financial markets is to channel surplus funds from households
and other economic agents who have more than enough for their current consumption requirements (surplus sectors), to others who can put to productive use funds in
excess of what they have currently available (deficit sectors). So companies and
governments issuing new securities in the primary market are indeed supplying
assets for the market to distribute to purchasers. But once a new marketable security
has been sold to an initial investor, this is not the end but only the beginning of the
story. A key feature of the stock market is that a security can continue to be bought
and sold among market participants in a secondary market for as long as it has value,
that is, for as long as it is expected to produce some future cash flows for the holder.
So financial assets do not just pass through the market as if along a one-way street;
they also circulate within it. In this respect the market for securities may appear to be
similar to markets for second-hand or previously-owned goods such as cars, houses
or antique furniture. But the big difference is that the value of a security, unlike that
of a house or a car, is not affected by the fact that it has been previously owned per
se, still less by how well it has been looked after, or even by how old it is. The value
of a security depends exclusively on its expected future cash flows, so it is not a
backward-looking but a forward-looking concept.
The structure of the securities markets is further complicated by the fact that the
companies and governments that supply new securities to the market are also active as
buyers of other issuers’ new securities and as buyers and sellers of previously issued securities. And as if all this were not enough, in many securities markets, and especially in
those of the most advanced economies, it is possible for investors to sell securities they
do not already own. All of this makes the job of organising, regulating and understanding the market rather more complex than in the case of a conventional market for goods
or services.
The range of firms providing services within the financial markets includes not
only pure intermediaries between buyers and sellers (like property agents – or
marriage brokers!), but also various types of institution that transform the essential
characteristics of savings as they flow from investors to borrowers. The relationship between investors and borrowers is largely determined by a permanent and
unavoidable conflict of interest. The most obvious conflict (but it is only one of
many) is that investors want to be able to cash in their investments at any time and
at short notice, whereas borrowers like to have the use of investors’ money for as
long as possible. Ideally borrowers would like to have indefinite use of investors’
funds, with no legally enforceable contractual requirement to repay them. Different
types of financial intermediaries have developed different types of financial product to reconcile this conflict, enabling both investors and borrowers to come closer
to their objectives.
In the introduction we have already identified some of the general benefits of an
organised market in securities. We now discuss these in a little more detail.
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Benefits of organised markets
Reduction in search costs
In the absence of an organised market, investors would be confronted with an almost
impossible task in their search for suitable outlets for their surplus funds, and
borrowers would face a comparable challenge in their quest for finance on exactly
the terms they require. The stock exchange and other financial marketplaces
substantially eliminate search costs for both groups.
Reduction in transaction costs and uncertainty
If investors and borrowers were left to strike deals with each other individually and
in isolation, the costs of executing each transaction could be very high, as it would
involve lengthy negotiation and the expense of engaging lawyers and other professional experts to draft documentation acceptable to both sides. And in such a do-ityourself, hit-and-miss world, there would be no guarantee that investors would get
what they had bargained for. The stock exchange reduces transaction costs and
uncertainties in several ways. It effectively vouches for the terms of the investment
(without of course guaranteeing actual payment) by imposing listing requirements
on issuers and on the securities they issue. The exchange also reduces the actual
costs of transactions by means of economies of scale. The financial markets provide
standard settlement mechanisms which not only reduce transaction costs but also
ensure that investors get exactly what they order, and that they pay only against
delivery.
Price discovery and market efficiency
An important test of the efficiency of a market is the fairness of its prices.
The market absorbs information and responds by producing a price, called price
discovery. A highly developed stock exchange like the London market has complex
rules to ensure as far as possible that all information relevant to the determination of
a fair price for a security is made available to all potential investors through the
market, quickly, simultaneously and at minimum cost. It also has rules to prevent
price-rigging, insider dealing and market manipulation by one or more parties acting
in concert to establish an artificial price level. These rules encourage the belief that
the market price is a fair price, and this belief attracts both issuers and investors. The
higher the proportion of aggregate supply of, and demand for, a security that is channelled into the market, the fairer the price will actually be, thus generating a virtuous circle. But if issuers or investors suspect that a significant volume of business is
being transacted off-market by parties who have access to better prices or information, they will want to do the same. This takes supply and demand away from the
market, and makes it less likely that the market price will be a fair one, so that the
investors’ and issuers’ suspicions become self-fulfilling, generating a vicious circle.
This issue of market efficiency is so central to the theory and practice of the securities markets that further sections are devoted to it later in this chapter and in
Chapters 12 and 13.
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Protection and monitoring – ‘after-sales service’
The stock exchange offers a measure of investor protection by requiring issuers to provide
a regular and continuing flow of information about their business and about any factors
that might affect the prices of their securities. Companies whose securities are listed on
the London stock exchange are required not only to provide more financial and other
information than is required under the basic company law and accounting disclosure
rules, but also to adhere to additional codes of corporate governance which further safeguard the rights of public shareholders by regulating the relationship between them and
the directors they appoint to manage companies on their behalf.
Liquidity
The term liquidity, as applied to a financial market, is frequently misunderstood, perhaps
because it has a familiar but quite different meaning, similar to solvency, when applied to
a company or an individual. In the context of a financial market, liquidity refers to the ease
with which a participant can buy or sell in the required quantity without affecting the market
price. Shares in the largest, most actively traded, companies are generally more liquid than
those in very small companies. There are a number of reasons for this, and we explore these
in more detail later in this book. A stock exchange can employ a variety of measures to
ensure that there is some liquidity in the shares of even the most obscure small company.
For liquidity purposes, what matters is not the total size of the share issue but the
amount of the free float: that is, the proportion of the issue that the market considers to
be not in the hands of long-term investors but potentially available for trading at any time.
Examples of large companies whose free float is significantly restricted by such longterm holdings are Sainsbury and Associated British Foods, where the interests of the
founding families (in ABF’s case, the Weston family) currently control respectively about
20 per cent and 54 per cent of the total equity.

Box 1.4 Liquidity and lobster pots
The late Julian Baring, for many years a stockbroker in the City of London, is reputed to have
kept a lobster pot hanging from the ceiling above the desk where he used to meet his
clients. It was intended as a reminder to them that it was much easier to get into the shares
of a small company than to get out of them again. Liquidity is a measure of the relative ease
of buying and selling a security.

Transformation …
So far we have considered only the basic types of marketable investment products which
are issued directly by end-users of funds (companies, governments and other organisations)
to end-investors (individuals and others who are looking for profitable homes for their
surplus financial resources). But in the introduction to this chapter we noted that the financial markets perform an additional function of transforming investors’ surplus resources
into financial instruments that achieve a better compromise between the investors’ and the
borrowers’ objectives. This transformation takes three principal forms.
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… of maturity
The provision of an active secondary market in shares and bonds already goes a long way
towards meeting the conflicting needs of investors (who want ready access to their
money) and borrowers (who want to be able to use it for as long as possible and to maintain control over the timing and amount of repayments), but this is only one of several
ways in which the financial markets achieve maturity transformation.
For example, a key function of the banking system is to take short-term deposits
from savers and to invest them either in longer-term loans or in marketable and other
securities. In this case the transformation is accomplished by means of an intermediary (the bank) accepting as a principal the full liability to repay deposits on demand.
The risk of a temporary mismatch between the depositors’ demands for funds and the
corresponding inflow of interest and principal repayments from the bank’s longerterm borrowers falls fairly and squarely on the bank’s own shoulders and is borne
directly by its shareholders.
… of risk
The financial markets offer a variety of ways in which investors can reduce the risks arising from their investments, or (more strictly) can reduce their risks without suffering a
commensurate reduction in the returns they earn. The most obvious example is the way
in which the banking sector offers this facility, by pooling the deposits of many savers
and investing them in a very wide range of loans and other assets. This reduces individual savers’ risk to a fraction of what it would be if, instead of entrusting their comparatively small wealth to the bank, they lent it all to a small number of individuals. The bank
further reduces the risk incurred by the saver by means of its superior ability to monitor
its borrowers and because any losses are borne first by its own shareholders.
Transformation of risk is also achieved by a range of collective investment vehicles
such as pension funds, insurance companies, unit trusts (called mutual funds in the
United States), open-end investment companies (abbreviated to OEICs) and investment
trusts (called closed-end investment companies in the United States). This confusing
plethora of names will be discussed at greater length in Chapter 10 when we analyse the
business of different types of investing institution. For the moment it is sufficient to note
that all of these are investment vehicles that pool investors’ comparatively small sums and
invest them in much larger and professionally managed portfolios of securities in order to
reduce risks by means of diversification. As a form of intermediation they differ from the
banking model in that the full amount of all profits and losses arising from the asset portfolio flows through to the savers, with no equity cushion to protect them from unforeseen
losses – but with no upper limit on their profits either.
… of size
Whatever form the intermediation takes, one benefit is that small investors are freed from
many of the practical constraints and diseconomies of scale which would otherwise
reduce the efficiency of their savings. A small investor who attempted to achieve the same
degree of diversification as a bank or a collective investment vehicle would very quickly
find that transaction costs (commission, stamp duty and so on) consumed a disproportion-
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ately large amount of his or her funds, and the time required to monitor all the investments
would leave very little time for anything else.
Classifications of organised markets
Financial markets are sometimes classified either as pairs of mutually exclusive opposites
or according to some other more or less formal criterion. We have met a few of these
already, such as primary and secondary, underlying and derivative, exchange-traded and
over-the-counter (or OTC). It is useful to expand a little on some of these and to add some
more to the list.
Primary and secondary
A primary market is a market in which new securities are issued and sold to investors for
the first time, while an active secondary market:
❍ provides a means for investors continuously to adjust the risk and return characteristics of the securities in their portfolios in the light of changing circumstances and
market conditions
❍ plays a key role in reconciling the conflicting time horizons of investors and
borrowers
❍ provides a reference point for the fair pricing of new issues of securities.
Most importantly, by providing investors with the possibility of an early exit from their
investments, a secondary market reduces the returns they are prepared to accept. This ultimately has the effect of reducing the cost of capital to the economy at large, so that more
investments in real projects are made and the productive capacity of the economy expands
more quickly than would otherwise be the case.
Exchange-traded and over-the-counter (OTC)
The primary focus of this book is investment in exchange-traded securities, but in view
of the close relationship between different financial markets it is important also to have
an understanding of some of the OTC markets. Although a universal feature of OTC
markets is that deals are struck bilaterally between two parties without any intervention
or supervision by an exchange, they differ radically among themselves in terms of how
public or private they are. The biggest and best known OTC financial markets are the
interbank markets in deposits and in foreign exchange.
We might note in passing that the foreign exchange market is another case of confusing
terminology: although the buying and selling of different currencies against each other is
universally described as foreign exchange, it does not take place on a formally organised
exchange like the stock exchange. But despite the absence of a formal exchange, the
market is in fact very public, in that the participants in it have full and immediate access to
all the other participants’ prices and to the flow of information affecting those prices. The
foreign exchange market is also quite heavily regulated, in that its members adhere to
common codes of conduct which are enforced by their trade associations, by central banks

16

Investment basics

and by financial services industry regulators. Similarly, the market in interest rate and
currency swaps (which are described in greater detail in Chapters 8 and 11 respectively)
is entirely an OTC market, but there is a high level of price transparency and the product is
largely standardised through the use of commonly agreed documentation. Nevertheless, the
main advantage of an OTC market is preserved, which is that each transaction can be
tailored to the exact needs of the participants.
Capital and money markets
The markets in which securities are traded are described collectively as the capital
markets, because they provide the means for companies, governments and other organisations to procure their medium and long-term capital needs, and for investors to find suitable homes for their surplus capital. The money markets (which, incidentally, are almost
without exception OTC markets) are where substantially the same players, but primarily
the banks, adjust their short-term liquidity surpluses and deficits. The distinction between
capital and money markets is by no means clear-cut. Some products trade in only one of
these markets. For example, both interbank deposits and certificates of deposit (the latter
sharing with securities the characteristic of transferability) are traded exclusively in the
money markets, whereas shares are traded only in the capital markets. But high-quality
debt securities with a remaining maturity of under one year are clearly suitable instruments for the management of short-term liquidity, so the distinction becomes blurred. The
informal distinction is that the money markets are concerned with transactions with a
maturity of less than one year, whereas the capital markets deal in longer maturities, but
the connection between the two remains very close. For instance, one of the principal
ways in which the banks adjust their temporary liquidity mismatches is by entering into
repurchase or repo agreements, whereby one bank raises short-term funds from another
(or from the central bank) by selling and simultaneously buying back for a later date its
holdings of government bonds. The headline interest rate published by the Bank of
England, which is universally regarded as the benchmark for the entire structure of sterling interest rates, is in fact the rate at which the Bank lends money to the banking sector
through repo transactions.
Quote-driven and order-driven
Within the subset of markets organised as formal exchanges, an important distinction is the
way in which prices are formed and transactions actually come about. In the traditional,
quote-driven stock market, a specific type of member firm known as a market-maker (or
a jobber in the pre-1986 London stock exchange) has an obligation to quote continuous
two-way prices at which it is prepared to buy and sell a security from or to other market
participants. Usually this commitment is to deal in a predetermined and advertised quantity known (on the London exchange) as normal market size. The market-maker trades as
a principal for its own account and entirely at its own risk, and the normal commercial
imperative of securing business without actually going bankrupt in the process is a powerful force in ensuring that the market remains transparent and competitive. For smaller
companies in particular, the existence of committed market-makers is widely considered
to be an essential condition for the maintenance of liquidity in their shares.
The development of electronic trading technology in recent years has led to a rapid
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spread of an alternative process known as order-driven trading. In an order-driven
market, members input into a central computer system their buy and sell orders for a
security; these may be their own orders as principals or they may be orders they have
been asked to execute for customers. The computer system has two functions; it
broadcasts the details of all the current orders to the market at large, and it automatically executes buy and sell orders whenever they can be matched in terms of price
and amount. Both the London stock exchange and the exchange for associated derivatives products are now predominantly order-driven, and more will be said about
each of them later in this chapter and in Chapter 8.
Market sectors and indices
Market sectors and market indices are an important means employed by the market for
classifying securities, and especially shares. The well-established practice of informally
classifying the stock market into industry sectors is largely a matter of convenience. Individual researchers and analysts (and even whole teams of them) cannot claim to cover the
entire market in any depth, so they specialise instead in industries or sectors, to make it
easier to compare one company with its peers – and easier also for investors to compare
one analyst with another! It is important to remember that the classification into sectors
is both informal (it has no basis in the way the exchange itself is actually organised) and
to an extent subjective.
Some sectors are more homogenous than others in terms of the businesses carried on
by the companies in them, but even the most apparently homogenous sector (like food
retailing, for example) still embraces a range of companies that would not regard themselves as being exclusively in direct competition with each other; Tesco competes with
Sainsbury as a food retailer, but also with many other non-food retailers in the sale of
electrical and household goods; Marks & Spencer is classified as a general retailer,
despite having a significant food-retailing operation which brings it into competition
with Tesco. A diversified company might therefore potentially qualify for inclusion in
more than one sector. A key objective of such a company’s investor relations activities is
to ‘persuade’ the financial community to allocate the company to the sector where it will
enjoy the highest rating.
The structure and composition of stock market indices is an altogether more formal
matter. We shall see later (Chapter 5) how the main UK stock market indices, of which
the most important is the FTSE 100 index of the 100 largest share issues by total value,
are compiled, and what their significance is for investors and analysts. The important
thing to note, in connection with sectors and indices, is that these are not merely passive
ways of conveniently classifying securities; how investors regard a share, and therefore
what they are prepared to pay for it, is in part determined by the sector and index to which
it belongs.

MARKET EFFICIENCY: AN INTRODUCTION
Significance of market efficiency
We have already mentioned the importance of the price discovery function in financial
markets. The key input into a market is information, and the key output from a market is
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the price. The effectiveness of a market depends on many things, including the quality of
its settlement mechanisms, the level of transaction costs and the reputation of its members
for integrity and financial soundness, but above all it requires all participants to be confident that the prices quoted are fair. Note that we say ‘fair’ and not ‘correct’. In the absence
of perfect foresight about the future, nobody can actually know the correct price for a
security. But if the market price reflects all available past and present information that
might be relevant to the future, then the price can be said to be fair in the sense that it
offers a fair return for the risks perceived to be incurred, and the market is said to be efficient. Another way of expressing this is to say that a price that reflects all available relevant information, although it will almost certainly turn out to have been ‘wrong’ with the
benefit of hindsight, is not likely to be systematically either too high or too low.
The idea of markets as being efficient or inefficient causes much emotion and argument in investment circles. This is no doubt partly because, in practice, the great majority of investment advisers act as if markets are inefficient, and therefore they are justified
in their attempts to make excess profits: that is, profits that more than compensate for the
risks actually incurred. But if markets are in fact fully efficient in the above sense, the
rationale on which most investment advice and policy is based can be shown to be invalid,
because the widespread practice of trying to pick winners by studying past prices or other
available information cannot lead to systematically higher returns.
This debate has become more heated as the proportion of indirect investment (that is,
investments held indirectly through pension funds and insurance companies) has
increased. Individual investors have only themselves to blame if they try to pick winners
and are unsuccessful at it. But if pension fund managers adopt a picking-winners strategy when securities markets are in fact efficient, beneficiaries of the fund will suffer.
Firstly, the turnover of the fund (and hence transaction costs) will be unnecessarily high,
as the pension fund managers think they see opportunities to invest in winners. Second,
the portfolio may well be badly diversified if the managers have concentrated on holding
a few potential winners. Chapter 6 will show that diversification is the key to optimising
the relationship between portfolio return and risk. Failure to diversify not only increases
risk unnecessarily but also – according to the standard market model (the Capital Asset
Pricing Model or CAPM) to be studied in Chapter 7 – gratuitously exposes the investor
to additional risks for which the market pays no return at all.
The rapid growth in the amount of indirect investment has increased the need to monitor the investment strategy and performance of financial intermediaries such as pension
funds. Given that these institutions could adopt the fair return for risk strategy prescribed
by the CAPM, this model offers a suitable benchmark against which to assess their actual
investment strategies. In fact, the CAPM has been used to develop a series of performance
measures, adjusted for risk, which can be used to assess any portfolio’s performance and
hence investment managers’ ability, if any, to beat the market. Prior to the development of
the CAPM, performance was often judged solely on return with little direct account being
taken of risk. Even today, tables showing investment trust and unit trust performance,
while giving exhaustive details about the returns achieved, show only rudimentary information about the relative riskiness of each trust’s investment strategies. Without such
information it is not possible to make meaningful comparisons of performance.
Chapter 2 is concerned with the problem of capturing the concepts of risk and fair
returns mathematically. The whole of Chapter 10 is devoted to a description of the major
institutions involved in the securities markets and how they affect the investment scene.
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Chapter 12 considers how performance can be measured using the CAPM. The remainder of this section explores in primarily qualitative terms the question of how efficiently
the stock market in fact incorporates available information into securities prices, and
introduces the main implications of the different levels of efficiency (known as weak,
semi-strong and strong) for investment strategy.
Test of market efficiency – the ‘random walk’
It is not possible to observe directly what information is and is not reflected in the price
of a particular security at a particular time, so the question of how efficiently markets
absorb information has to be approached indirectly. This can be done in three ways:
❍ by examining short-term price movements
❍ by searching for long-term trends in prices and returns
❍ by means of event studies, which examine the behaviour of market prices around the
time of identifiable external shocks such as the announcement of a takeover or of a
major new contract.
The first way to test the efficiency of markets is to examine successive very short-term
price movements for autocorrelation, that is, for signs of a significant correlation between
successive price changes. Although the market does have a very long-term tendency to
go up, this tendency is negligible in the context of short-term price fluctuations, so that
in an efficient market the current price also reflects the market’s expectation of what will
be a fair price in a few minutes’ time. ‘If one could be sure that a price would rise, it would
have already risen’ (Samuelson 1965). We can infer from this that in an efficient market
the price will move only in response to genuinely new information, and as information
is genuinely new only if it bears no relation to what came immediately before, we would
expect in an efficient market that successive price movements are as likely to be in
opposite directions as in the same direction: that is, that autocorrelation between price
movements would be very low.
Such a situation – where the correlation between successive price movements is close
to zero – is popularly referred to as the ‘random walk of a drunken man’, or more
formally as the random walk theory, but an important implication of this choice of terminology is often overlooked. It is of course true that a drunken man walks at random, in
the sense that it is impossible to predict from his last step the direction in which his next
step will take him. But an important extension of this observation is that the most likely
place to find a drunken man is very close to the spot where he was last seen, as his random
steps will have a tendency over time to cancel each other out and to lead him back to his
starting point. In formal statistical terms, the best available unbiased estimate of his
current position is the position at which he was last seen. Transferring this analogy to the
price of a security in an efficient market, we can say that if the market is reacting only to
genuinely new information, then the best unbiased estimate of a fair price is the current
price, which is as likely to be too high as it is to be too low.
The idea that security prices in an organised market might follow a random walk was
first implied by Bachelier (1900) in a study of commodities traded on the French
commodities markets. From the 1930s to the 1960s, the random walk theory was also
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tested successfully on company share prices. Cowles (1933 and 1944) pointed towards
what has become the most controversial consequence of random share-price movement
– that even professional investors cannot consistently outguess the market.
Proofs of the random walk theory can take several forms. As with all tests of theories
involving future expected prices or returns, past actual prices or returns are used for the
tests (since these are easier to measure). So, for the random walk theory, sets of past share
prices are tested for dependence. One such test involves calculating the correlation coefficients of consecutive (or lagged) share price changes over daily and longer intervals.
Tests have been carried out on both UK and US share databases, and the serial correlations, as correlation coefficients for time series data are called, have been found to be
around zero. For example, Moore (1962) looked at weekly share price changes from 1951
to 1958 on 29 US shares selected at random and found an average serial correlation
coefficient of -0.06.
More recent tests of the random walk theory have benefited from more accurate price
series data. Price changes over varying periods of time from intra-day to several years,
and for individual shares and portfolios of shares, have been tested for serial correlation,
giving rise to a range of results. Although there is now some evidence that the
autocorrelations, particularly for longer time horizon price changes, are significantly
different from zero, they are still close enough to zero to prevent forecastable trends from
appearing in time series of prices, and for share price series to look remarkably like
random walks.
The second way of approaching the problem is to look at the big picture to see if
there are in fact patterns in share prices over time. Clearly if we take a very long
view, say over the last 100 years or so, there is one obvious pattern: shares are more
likely to go up than down, though even this pattern is prone to reversals which are
neither minor nor short-lived – nor widely predicted. In an early study of supposed
trends in share prices, Roberts (1959) demonstrated that a fictitious time series generated from random numbers could produce a pattern that was very similar to a chart
tracking actual share prices.
What perhaps matters more than just the direction of raw share prices is the question whether there are patterns to be found in the returns on shares, and in particular
whether such patterns can be systematically exploited to earn more than a fair return
for the risks incurred. The central problem in any such study is that in order to determine whether a given return is fair or not, it requires assumptions to be made about
what constitutes a fair return for risk; in short, it needs a model of the risk–return
relationship. Consequently, a study that appears to show that (contrary to the random
walk theory) it is possible to earn excess returns by studying past price movements,
is also open to the interpretation that it is the underlying risk/return model that is
flawed, and systematic excess returns are in fact not possible. Fama (1998) examined
a wide rage of studies from the 1980s and 1990s which seemed to cast doubt on the
randomness of share price movements, and concluded that quite small changes in the
underlying assumptions about risk and return were sufficient to make the supposed
anomalies disappear.
The third type of test, the event study, was first undertaken by Ball and Brown (1968)
and by Fama et al. (1969) and has subsequently been repeated many times. The purpose
of these studies is to establish how quickly and accurately share prices find a new equilibrium level after publication of major events, such as unexpected earnings or dividend
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Box 1.5 How wrong can you be?
On the last trading day of 1999, the FTSE 100 index of leading UK shares reached an all-time
closing high of 6930. Market commentators, in their routine year-end reviews and forecasts,
almost unanimously predicted a further year of positive returns in 2000. In the event, the
market registered a negative return of almost 5 per cent. Undeterred, at the end of 2000,
they predicted a recovery in 2001.The actual return on the market for 2001 was negative
12.9 per cent. And the whole process was repeated at the end of 2001: a predicted recovery was followed by an even greater negative return of 22.3 per cent. At the end of 2002,
sentiment finally turned negative and many now predicted a fourth straight year of losses for
2003.The market did indeed begin the year by sinking a further 15 per cent, but from March
onwards it staged a strong if sporadic recovery, and not only made up for the first quarter’s
losses but actually finished the year with an overall positive return of 21.2 per cent.
What lesson is to be learned from this? Study of the UK stock market from 1900 to 2004
shows that the correlation between successive years’ returns is very low.The probability of
a negative return in any particular year is about 38 per cent, regardless whether the markets
went up or down the previous year – or went down for each of the previous three years.

announcements, or mergers and acquisitions. Generally, such studies have found that
share prices are quick to adjust not only to the more obvious implications of such shocks
but also to their less direct consequences. Again, however, all such studies must adopt a
particular risk/return model as a benchmark.
The efficient markets hypothesis
That share prices appear to follow a random walk is an interesting result, and proving it
or attempting to disprove it occupied many researchers throughout the 1960s and 1970s.
But what remained to be shown was why share prices followed a random walk. There was
plenty of evidence, but a formal theory was missing. What was needed was a model of
share price behaviour to explain the random walk. This gap was filled by a more general
model based on the concept of efficiency of the markets in which shares are traded – the
efficient markets hypothesis (EMH).
In a perfect market, information would be freely and instantaneously available to all,
there would be a homogenous product, no taxes, perfect competition amongst investors
and no transaction costs associated with trading. Under these conditions, each share will
be fairly valued, in the sense that all information will be fully absorbed into the share
price and investors will be in agreement that the current share price is as likely to go up
as go down. Thus, the share price can, until new information is released, be considered
to be at an equilibrium value. As new items of information about the company’s prospects
come in, the company’s share price will absorb this information and move to a new equilibrium value. It can be shown that, in such a perfect market, successive price changes
will be independent and prices will follow a random walk. This follows, first because the
news inherent in the new piece of information concerning the company might be either
good or bad, but it will certainly be independent of the last piece of information (otherwise it would not be new), and so the price change towards the new equilibrium value
will be independent of the last price change. Second, because of the number of traders in
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the market and the lack of barriers to trading, the information (known to everyone) will
be absorbed so quickly that the new equilibrium value will be achieved straightaway.
However, in a market where transaction costs are high enough to deter trading or
where information is slow to reach the majority of investors, and speculative dealing by
those who have the new information is in some way prevented, it might take several days
or weeks for new information to be impounded in the share price. There would then be a
trend in the share price as it moved towards its new equilibrium value. In such an imperfect and inefficient market, share price changes would be serially dependent rather than
random, and excess returns could be made either by spotting the trends from charts or by
trading on new information before it was fully impounded into the share price.
So a random walk theory for share prices reflects a securities market where new information is rapidly incorporated into prices and where abnormal or excess returns cannot
be made from spotting trends or from trading on new information. In practice we know
such securities markets are not perfect in the sense of having no transaction costs, no taxes
and so on. We also know that it is an impossible task to make all information immediately available to everyone and to give everyone the ability to interpret instantaneously
the information correctly. Nevertheless, judging from the evidence on random walks,
securities markets do appear to be relatively efficient at reflecting new information in
prices. The question then becomes one of how efficient the markets are.
Fama (1970) decided to define different markets in terms of their level of efficiency,
where the level reflected the type or scope of information that was quickly and fully
reflected in price. He defined three levels of efficiency, each level designed to correspond
with the different types of picking winners investment strategies which were used in
practice to try to achieve excess returns.
Example 1.1 shows the three different ‘strengths’ of the EMH corresponding to
different levels of efficiency.
❍ In the weak form of efficiency, each share price is assumed to reflect fully the
information content of all past share prices.
❍ In the semi-strong form, the information impounded is assumed to include not only
that given by all past share prices, which are of course public knowledge, but all
publicly available information relevant to the share value. This includes, for example, company announcements, brokers’ reports, industry forecasts and company
accounts.
❍ The strong form of the EMH requires all known information to be impounded in
the current share price, whether publicly and generally available or not. The
strong form will thus include what is known as insider information, for

Example 1.1 Efficient markets hypothesis
Prices fully reflect all available information
Weak form
Prices fully reflect past
prices

Semi-strong form
Prices fully reflect all
publicly available
information

Strong form
Prices fully reflect all
information
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example details of an impending takeover bid known only to senior management
of both parties to the bid.
As we saw earlier, markets that are efficient in quickly reflecting new information prevent
investors from making excess profits using that information. Thus, in a weak-form efficient market, investors would be unable to pick winners by looking at charts of past share
prices or by devising trading rules based on share price movements. In a semi-strong form
efficient market, investors with access only to publicly available information would not
be able consistently to make excess profits by buying shares, say on announcement of
favourable new information. For example, if an investor decided to buy shares on each
announcement of unexpectedly high earnings, this information would be available to all
and the share prices concerned would quickly reflect that information and increase. Even
if the shares did not reach their new equilibrium values immediately (because it can take
time for new information to be fully analysed), the prices at which the investor could buy
the shares would be unbiased estimates of these new equilibrium values, as likely to be
above as below them. Finally, if the strong form of the EMH held, no investors could
generate excess returns whatever information they used, whether a ‘new’ analysis of the
company accounts or a hot tip from the managing director, since in a market with this
level of efficiency, share prices would already reflect all information relevant to the
shares, whether publicly available or not.
It can be seen from the above that the ability of investors to pick winners and make
excess returns using new information is directly related to the speed and efficiency of a
market at absorbing that information.
The EMH does not say that investors will never beat the market and will never make
large profits. What it does say is that, on average, over a period of time, investing is a fair
game. ‘You win some, you lose some.’ This fair game concept is useful in that it allows
the different levels of the EMH to be tested. Instead of trying to measure the amount of
information impounded in share prices, we can look to see if, by using different pieces
of information, excess returns can be made. If they can, the market is not efficient with
respect to that information. If they cannot, it is one piece of evidence supporting efficiency, but not a conclusive proof. However much evidence is piled up in its favour, the
EMH can never be formally proved, leaving open the possibility that some investor might
have an as yet untested way of picking winners consistently over time.
The EMH, as described above, is a more comprehensive model of share price behaviour than the random walk theory, referring not just to past share price movements but to
all information pertaining to the share. It is a model that helps us to understand how
markets operate in practice and how closely they approximate to theoretically perfect
markets. Figure 1.1 places the EMH in perspective relative to the other models of share
price behaviour.
In Figure 1.1, the perfect market has the most stringent requirements concerning
market behaviour. The attraction of the perfect market is that it is an assumption underlying the major security pricing models, such as the CAPM. In the real world, we know
that the conditions assumed in perfect markets do not prevail. There are transaction costs
associated with trading in securities, and information concerning securities is not freely
and instantaneously available to all. However, if transaction costs are not excessive, if
information is fairly readily available and if there is sufficient competition among
investors, markets will be reasonably efficient in the sense that the securities’ prices will
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Figure 1.1 Models of share price behaviour
reflect the information available, and reflect it quickly enough to prevent excess returns
being consistently made through trading on that information.
The EMH remains exactly what it says it is – a hypothesis – and this means that it
cannot be proved but only disproved. During the 1980s and 1990s, many studies appeared
that challenged it, mostly by claiming to detect anomalous trends or patterns which
created opportunities for genuinely systematic excess returns. We shall examine more
recent research we discuss the wider implications of EMH for investment strategy in
Chapter 12.

LONDON: PROFILE OF AN INTERNATIONAL FINANCIAL MARKET
We shall base our analysis primarily on the London stock exchange and the corresponding exchange in derivative products, the London International Financial Futures
Exchange (LIFFE), which is now known as ‘Euronext.liffe’ following its 2001
merger with the Euronext group of continental European exchanges. Many of the
standard texts on the securities markets concentrate on the US markets, which are the
largest in the world. London and Tokyo occupy second and third place (their order
depending on the measure used), so the choice of London may appear somewhat
limiting. But as we shall see from the more detailed description of the London market
later in this chapter, this is not the case. The London stock exchange, like the UK
financial markets of which it is a central element, has retained a uniquely international focus throughout its long history. The primary function of the US and Tokyo
markets has always been to meet the enormous capital requirements of their respective domestic economies, but the London market has long enjoyed a primacy in the
business of cross-border investment. For much of its history it actually played only a
subsidiary role in the raising of capital for the UK domestic economy. Despite the
troubled history of its domestic economy for much of the latter part of the twentieth
century, the United Kingdom has the world’s largest surplus in external trade in
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financial services and is unique in the relative size and significance of its financial
sector. The London markets offer possibly the widest range of financial products of
any of the world’s major financial centres, and thus provide the opportunity for
comprehensive illustration of the theoretical principles and practical techniques
explained in this book.
Early development: to the beginning of the Industrial Revolution
The London stock exchange likes to trace its own history to an incident in 1760 when a
group of some 150 brokers who had been thrown out of the Royal Exchange in the City
of London because of their rowdy behaviour decided to form a club of their own. The
Royal Exchange itself had been established in 1571 as a place where merchants, bankers,
brokers and financiers of all sorts would eventually come together to conduct the
burgeoning business associated with the rapid expansion of England’s overseas trade, not
only with Europe but also with the Americas and with Asia. London’s main competition
as a trading and financial centre came from the Netherlands, initially from Antwerp (until
that city was occupied by the Spanish in 1585) and then from Amsterdam, which arguably
developed the world’s first stock exchange in the early seventeenth century. The
protracted wars between England and Holland from 1654 to 1672 eventually tipped the
balance of commercial power in favour of London, which by 1700 was the world’s largest
city and port.
The early 1720s brought a major setback in the further development of London as a
financial centre. The rampant speculation and the associated fraudulent dealings that
came to be known as the South Sea Bubble ruined many fortunes and reputations. One
of the longer-term adverse consequences was a ban on the formation of joint-stock
(limited liability) companies, other than by the cumbersome and expensive means of a
specific Act of Parliament. This hindered the emergence of an effective capital market for
more than a century. The ban began to be relaxed from the 1820s onwards, partly in
response to the failure of nearly a hundred banks in England and Wales in 1826, but it
was not fully lifted until the mid-1850s, by which time the Industrial Revolution was well
under way.
In the intervening years the stock exchange had found more than enough to do elsewhere. Between 1739 and 1815 the British government had been at war more often than
at peace, and this had produced an ever-increasing deficit which had to be financed
through bond issuance. And the stock exchange had also been very busy channelling
capital to overseas ventures which were perceived to be more profitable than any opportunities available domestically. The 1820s, for instance, had seen the first in what was to
become a regular cycle of boom-and-bust forays into South American investments. This
fascination with foreign investment may seem strange in an era when communications
were so tenuous, but it is worth remembering that before the railways were built, the longestablished network of maritime communications meant that London merchants ‘felt’
closer to Amsterdam and to Hamburg than they did to any city in the north of England.
This openness to continental influence also showed itself in the steady stream of
merchants and bankers who migrated to London from Europe, including several who
became so acclimatised that they eventually came to typify the very essence of London
merchant banking: the Barings from Bremen in 1762, the Rothschilds from Frankfurt in
1798, and the Schroders from Hamburg in 1804.
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The Industrial Revolution and after: 1840–1914
The expansion of the railway and mining industries from the 1830s onwards dramatically
increased the requirement for fixed capital investment, but the evidence is that this was
initially met on a local and regional level. Between 1830 and 1847 the number of provincial stock broking firms increased from just seven to more than 500, and many provincial stock exchanges opened for the first time. From the middle of the nineteenth century
it is possible to talk about the emergence of a genuinely national market in securities, but
its importance should not be exaggerated. First, apart from banking, mining and railways,
most industries were less capital-intensive than is often supposed, and certainly much less
capital-intensive than their modern counterparts. When businesses got into financial trouble, it was less often for lack of long-term fixed capital than because of insufficient
liquidity or working capital: that is, short-term revolving bank facilities to finance the
production and distribution cycle. Second, many entrepreneurs and family-owned businesses were reluctant to expose themselves to the scrutiny and control of outside shareholders who were complete strangers, so they preferred to finance themselves internally
(by retaining profits for reinvestment in the business), by forming partnerships or by raising money through the agency of trusted contacts such as local lawyers. This reluctance
to issue new equity but rather to fund expansion internally or by means of debt or preference shares (all of which involved less loss of control than the issuance of new equity)
in fact characterised the financing of British industry right up until the period after the
Second World War.
As far as the London stock exchange was concerned, the century after 1815 was a
period of almost continuous peace. The growth in government debt slowed down considerably, and was compensated for by a rapid expansion in overseas investment opportunities. Overall, the history of the exchange in the nineteenth century was dominated by a
series of bubbles, scams, and failures and near-failures of broking and banking firms. The
last and in some ways most significant of these was the Barings crisis of 1890, when that
bank found itself unable to meet its liabilities because it had over-invested in Argentinian bonds which proved to be illiquid. The Bank of England averted a broader crisis of
confidence by organising the other major London banks into a guarantee fund to keep
Barings afloat.
Table 1.1 summarises the growth and the changing composition of the stock exchange
in the 60 years leading up to the First World War. It should be explained that most of these
securities were debentures (secured bonds) and other types of non-ordinary-share
securities such as preference shares.
Towards the end of the nineteenth century, differences in the pattern of corporate
organisation and structure began to emerge between the United Kingdom and the United
States, which would have important repercussions for the later development of the stock
markets in those countries. At first sight, both countries were characterised by an outbreak
of merger mania in the 25 to 30 years before the First World War, but closer inspection
reveals key differences, which are partly attributable to the fact that successive UK
governments stuck to a policy of free trade while those of its main emerging competitors
– the United States, newly unified Germany and Japan – sought to foster the growth of
domestic companies behind a wall of protectionism. As a result, whereas US mergers
tended to have an expansionist and aggressive flavour, many of those in the United
Kingdom were essentially defensive. US mergers tended to be vertical – that is, to seek
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Table 1.1 Nominal value of securities on London stock exchange, 1853 and 1913
1853

1913

£ million

%

£ million

%

854
194
66
1,114

70
16
6
92

1,290
1,217
2,079
4,586

11
11
19
41

70
31
101
1,215

6
3
9
100

3,746
2,931
6,677
11,262

33
26
59
100

Domestic:
Gilts and municipals
Railways
Other companies
Total domestic
Foreign:
Governments
Railways
Total foreign
Grand total
Source: Morgan and Thomas (1962).

savings, efficiencies and growth opportunities through the integration of several connecting links in the supply, production and distribution chain – whereas UK mergers tended
rather to take the form of horizontal alliances between direct competitors in an industry.
To this extent, many UK mergers performed some of the essentially defensive functions
of trade associations and cartels. One result of this trend was that big business, in the now
familiar form of an enterprise organised into formal divisions under the ultimate control
of a strong unifying centralised management, emerged rather later in the United
Kingdom than in the other three major industrial countries.
The wars and their aftermath: 1914–79
The First World War radically refocused the attention of the London financial
markets, and the stock exchange in particular, on the domestic scene. From the 1920s
onwards the financing needs of domestic industry increased sharply just at a time
when the strains of waging the first ‘total war’ had seriously weakened the country’s
external finances and reduced the volume of surplus capital available for overseas
investment. Fundraising by companies on the stock exchange continued to be dominated by offerings of non-equity securities. In addition to the reasons noted above, a
deliberate government policy of keeping interest rates low from 1931 onwards, to
deter the potential influx of foreign capital and its destabilising effect on the
currency, made debt the most attractive source of new capital. There was also a huge
increase in the amount of the National Debt, and the first signs emerged of crowding
out of the private sector by the ever-expanding public sector.
The Second World War reinforced most of these trends but there were new factors too.
At the outbreak of war exchange controls were imposed, radically restricting the ability
of UK residents (individuals as well as companies) to purchase foreign currencies to
finance investment or spending abroad. The United Kingdom emerged from the war with
crippling external debts which led to further loss of overseas assets; the external value of
sterling became a chronic problem and as a result exchange controls remained in place
for a total of 40 years. Although industry was generally very liquid at the end of the war,
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from 1950 onwards its appetite for new outside capital increased sharply as the economy
finally began to emerge from wartime controls and resume a growth path.
For the first time, companies began to look to the equity market to fill a large part of
this financing gap. Many factors were at work here. On the positive side, the increasing
popularity of fully funded pension schemes meant that pension funds had a need for a
long-term asset whose value would grow in line with the growth of the economy, and
bonds – with their fixed maturities and repayment amounts – did not meet this requirement. On the negative side, although the returns on bonds were relatively certain in
monetary terms, high and unstable inflation and interest rates, which dogged the UK
economy for most of the period from the late 1950s until the 1980s, undermined the value
of these returns in real terms, belying the ostensibly low-risk nature of bond investment.
The rapid growth in equity financing also meant that the divorce between ownership
and control, which UK industrialists had tended to resist, now gathered pace. It is no coincidence that the same period saw an equally rapid growth in the popularity of the hostile
takeover bid. Shareholders with no history of long-term loyalty to a company proved to
be susceptible to persuasion by predators who saw opportunities to extract more value out
of their companies by replacing incumbent management and merging the business into
larger units.
Despite the presence of exchange controls and the economic problems that beset the
UK for much of the second half of the twentieth century, the City responded with typical flexibility and opportunism to develop new lines of business to replace those that were
in decline. Foremost among these was the development of the euromarkets.
In the 1950s and 1960s a number of factors had come together to cause a substantial
build-up in the holdings of US dollar balances by governments, companies and other
organisations that were not resident in the United States. These factors included (for
governments) the importance of keeping a large part of their external reserves of gold and
foreign currency in the form of US dollars (which until August 1970 were backed by the
US government’s promise to convert them into gold at the fixed price of US$40 for one
ounce). The chronic external trade deficit of the United States also led to an accumulation of dollar balances overseas. For various reasons it became either unattractive or
inadvisable for these balances to be held directly in accounts at the US offices of banks.
One reason (particularly among governments that were not wholly sympathetic to the
United States) was the fear of possible expropriation. A more technical reason was the
imposition by the US authorities of maximum interest rates on deposits held in US
domestic banking offices, and of a withholding tax on interest paid on such deposits. As
a result, from the 1950s onwards it became increasingly popular to redeposit these dollars
in banking offices in London. As time passed, the practice spread to other financial
centres and to other currencies, so that a general definition of a eurocurrency is any
currency held in a bank outside the country of the currency itself. So sterling balances
held in Paris banks were eurosterling balances, deutschmark balances held in Luxemburg
banks were euromarks, and so on. A key benefit of holding balances in this way was that
it not only escaped the possibly unwelcome attentions of the US authorities but also was
subject to a lighter regulatory regime in its adoptive country than was applied to banking
and other transactions in the local currency.
Dollar balances held outside the United States did not lie idle in their offshore bank
accounts, but were actively lent out to governments, companies and other borrowers in
the eurodollar loan market, and before long an active market in eurocurrency bonds
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Box 1.6 Confusing terminology 4: Euromarkets and euromarkets
For the first 30 years or so of their existence, the euromarkets – complete with their
eurocurrencies, eurobonds and eurodeposits – were relatively easy to understand and
caused little confusion. It was only necessary to remember only one central principle – that
a euro-instrument was one issued outside the country of the currency in which it was
denominated – and almost everything else was plain sailing.Then in the late 1990s 12 of the
15 countries in the European Union joined together in a single currency called the euro,
which was introduced on 1 January 1999 and finally replaced their national currencies on
1 January 2002.Together these countries are known as the eurozone and their governments
now issue bonds not in their former national currencies but in the euro. The euro is
therefore their domestic currency for all purposes, including capital markets transactions.
It is usually apparent from the context whether a writer or speaker using the word ‘euro’
either on its own or in a compound (like ‘eurobond’) is referring to the European single
currency or is using the term in its older and still current sense of an instrument or market
outside the country of its currency. The usual (but by no means universal) convention in
writing about the single currency is to spell it with a lower case ‘e’ (‘euro’ not ‘Euro’), and
in compound expressions to keep it separate from other words; so, for example, a euro
bond is a bond denominated in euros, whereas a eurobond is a bond issued outside the
country of the currency in which it is denominated.

sprang up. London continues to dominate the global eurobond business, with an
estimated 75 per cent share in total origination (new issues) of this product.
Changes since 1979
Exchange controls were completely abolished, without prior warning, by the incoming
Conservative government in 1979. This simultaneously increased the attractiveness of the
United Kingdom as a destination for inward investment, and opened up the more or less
unlimited possibilities of overseas investment for UK individuals and institutions. As
Table 1.2 shows, the proportion of UK equities held by foreign investors had sharply
declined by some 50 per cent during the 1960s and 1970s to a level of just 3.6 per cent
in 1981, but in the following decade it more than tripled and continued to rise steadily to
its present level of almost one third of the entire market.
This radical change in the external environment for investment was soon matched by
far-reaching changes in the way the securities markets themselves were organised.
When the first edition of this book appeared in the early 1980s, a UK graduate embarking on a career in the City of London could still say that he (or – less probably – she, for
it was only ten years since membership of the exchange had been opened to women) was
going to work ‘on the stock exchange’. That venerable phrase denoted a specific
geographical location: ‘on’ had its origin in ‘on the floor of’, and the stock exchange
tower itself – all 26 floors of it – had physically dominated the central City skyline when
it was opened by the Queen just ten years earlier. But the phrase also described equally
precisely and exclusively a discrete set of activities – the trade in UK government securities and in shares issued almost exclusively by UK companies. To be absolutely precise,
the phrase described two closely interlinked but strictly distinct activities: the trading in
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1 Includes investment trusts
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Insurance companies
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Unit trusts
Investment trusts
Other financial institutions
Charities
Private non-financial companies
Public sector
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Total2
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Table 1.2 Beneficial ownership of UK shares 1963–2004, by percentage of equity owned

Products, markets and players

31

securities as principal or market-maker by stockjobbers, and the purchase and sale of such
securities on behalf of clients by stockbrokers acting as their agents, in a single-capacity
system in which firms could engage in one but not both of these activities. The external
demarcation line between the stock exchange and the rest of the financial services industry, and in particular the banking sector, was drawn almost as clearly as this internal division between jobbing and broking. The corporate finance departments of the larger UK
merchant banks worked closely with stockbrokers in connection with new issues and
takeovers, but otherwise the direct links between the banking industry and the stock
market were relatively tenuous.
This was all changed by the wave of deregulation which swept through the UK economy in general, and the financial sector in particular, in the course of the 1980s. The initial
thrust of government attention on the City had been concentrated quite narrowly on the
restrictive stock exchange practice of charging agreed minimum commission rates for
securities transactions. But as the implications of dismantling this monopolistic practice
gradually sank in, it became clear that exposing the stock exchange to the free flow of
competitive market forces would create risks and opportunities which made it both necessary and desirable to attract into the exchange significant new resources in the form of
external capital. The abolition of minimum commission rates in 1986 thus ultimately
became the trigger for a whole series of changes which collectively came to be known as
Big Bang:
❍ Ownership of member firms, which had previously been unlimited partnerships of
either brokers or jobbers, was opened up to outside limited companies.
❍ All firms became broker/dealers and were able, if they wished, to operate in a dual
capacity as agents and as principals.
❍ Minimum scales of commission were abolished.
❍ Individual members ceased to have voting rights.
Trading moved from being conducted face-to-face on a market floor to being performed
via computer and telephone from separate dealing rooms located either ‘upstairs’ (that is,
in the member firms’ suites of offices on the upper floors of the Stock Exchange tower)
or, increasingly, from within member firms’ own premises located elsewhere in the City.
The effect of these changes was as rapid as it was dramatic. Within a couple of years
and with very few exceptions, the existing firms of brokers and jobbers alike were bought
up by other financial institutions (primarily, but by no means exclusively, by the UK
commercial and merchant banks) and thus contributed to the formation of what became
the ‘one-stop shops’ that characterise the City landscape today. That was but the first wave
of ownership changes; a second, more protracted wave in the 1990s led to the current situation where the UK capital markets are dominated by the presence of a handful of
foreign-owned, mostly US-based, investment banks.
Concurrently with the liberalising measures of Big Bang came equally radical moves
to improve and systematise the chaotic and inadequate arrangements for investor protection in the United Kingdom. These moves imposed new layers of regulation on the investment industry at the same time as Big Bang was deregulating it. The new regime came
into force with the passing of the Financial Services Act 1986, which among many other
changes subsumed the previously virtually independent and self-governing stock
exchange for the first time into a broader statutory framework. This framework is loosely
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described as self-regulation but is more accurately defined as practitioner-based regulation. The basic regulations were imposed from above by legislation but the detailed
procedural rule books, and their enforcement, were delegated to a number of approved
practitioner-led associations, each of which specialised in a segment of the investment
industry, with separate bodies looking after (for example) the investment management
and securities trading sectors.
Just as Big Bang was followed by two distinct waves of ownership changes among
the major players in the industry, the regulatory regime created by the 1986 Financial Services Act proved only to be a first attempt at a truly comprehensive and watertight system of investor protection. The experience gained under the 1986 Act, as
well as the changing patterns of activity in the markets themselves, led eventually to
a second piece of primary legislation, the Financial Services and Markets Act of
2001. Under the new regime created by the 2001 Act, the former multiplicity of selfregulatory bodies was replaced by a single statutory body, the Financial Services
Authority. (Confusingly, this is now universally referred to as the FSA, which had
also been the accepted abbreviation for the 1986 Act which was now consigned to the
history books.) This reflected the fact that most larger financial institutions were
active in several different sectors and so – under the 1986 regime – were subject to
multiple and overlapping supervision. Most of these institutions were also banks, and
the licensing and supervision of banks as banks had been left completely outside the
1986 investor-protection framework in the hands of the UK central bank, the Bank of
England. The 2001 Act therefore not only subsumed under the FSA the functions of
all the former investor-protection organisations, but also transferred to the FSA the
prudential supervision of the banks. A further spur for this change was the government decision taken in 1997 to transfer from the Treasury to the Bank of England the
responsibility for monetary policy in general and for the setting of interest rates in
particular. It was felt that this responsibility did not sit well with the role of banking
supervisor in view of the possible conflicts of interest it could produce, especially in
times of crisis.
As far as the stock exchange was concerned, the changes that culminated in the 2001
Act completed a process whereby more and more of its traditional functions have in effect
been delegated or outsourced. The FSA now has responsibility not only for licensing and
supervision of firms and individuals engaged in securities trading, but also – as the UK
listing authority – for the vetting and approval of share and other securities issues for
listing on the exchange, for the ongoing compliance of listed companies with the listing
rules (with regard, for example, to the timely and orderly publication of information to
investors), and for the integrity, efficiency and transparency of the securities markets
generally.
In 1997, the stock exchange began the transition to an order-driven market with the
introduction of the Stock Exchange Trading System (SETS for short), initially for trading in the most liquid stocks (the top 100 shares) but subsequently extended to most of
the top 250 shares. Smaller issues, in which the natural level of market supply and
demand may be insufficient to guarantee the maintenance of a liquid two-way market at
all times, continue to be traded either on a hybrid system (SETSmm, which is a version
of SETS supported by dedicated market-makers) or as before on a purely quote-driven
system. Examples 1.2 and 1.3 show sample screen displays for stocks traded on SETS
and on SETSmm respectively.
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Example 1.2 Sample SETS screen

Example 1.3 Sample SETSmm screen, highlighting differences from standard
SETS screen
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The present
We conclude this section with a description and statistical overview of the range and
volume of securities now listed and traded on the London stock exchange.
As we have already seen, the principal types of securities traded on the London stock
exchange are shares and bonds. Shares are divided into three categories. The Official List
(or Main Market) comprises shares issued by UK companies that have their primary listing on the London exchange. Many of these companies (and most of the largest ones) also
maintain a secondary listing on one or more foreign exchanges – in most cases the New
York market. The Main Market is the most tightly regulated of the three share markets.
A separate, more lightly regulated market, the Alternative Investment Market (or AIM),
was established in 1995 for shares in smaller UK and foreign companies, particularly for
young rapidly growing companies that could not meet the stringent requirements of the
main market in terms of their track record. The third market is the market in foreign
companies (mostly, but by no means exclusively, large international companies) that
maintain their primary listings in their home countries but find it advantageous to have a
secondary listing in London because of the increased visibility it gives to their shares and
to their business in general.
The bond market also divides naturally into three segments. The most important is the
market in UK government bonds or gilts, which is described in detail in Chapter 3, and
is subject to a unique regulatory regime of its own. The second segment, the eurobond
market, is more lightly regulated than the Main Market, because of the generally high
credit standing of issuers in that market, and also because it is dominated by banks and
institutional investors that are considered to require a less rigorously protective regime
than individual investors in company shares. The third segment is the market in
domestic fixed interest securities other than those issued by the government.
Table 1.3 shows trends in the number of companies and the number and value of securities issued on the equities and domestic fixed interest markets from 1963 to 2004.
Figures for gilts are given in Chapter 3. Several trends are apparent from these numbers.
As far as the Main Market is concerned, there has been a steady decrease in the number of
companies listed, and in the average number of types of security issued by each company.
The latter development is the result of the near-disappearance of domestic fixed interest
securities; not only has the number of such issues shrunk by over 80 per cent, but their
value in comparison with the market value of equities has fallen from 12 per cent in 1963
to barely 1 per cent in 2004. Note that the relative value of fixed income securities was still
rising in the 1960s to a peak of almost 20 per cent of equity value in 1973. It is no coincidence that 1975 saw the highest rate of inflation recorded in the UK in the twentieth
century (25 per cent); inflation and the associated high and volatile interest rates swung
investor sentiment decisively against domestic fixed income securities.
A second clear trend is the popularity of the more lightly regulated Alternative Investment Market. Although the total value of issues listed on AIM declined along with worldwide stock market prices in the first three years of the new century, the number of
companies seeking a listing continued to increase steadily.
The trends in the figures for foreign companies are perhaps less clear. The first thing
that stands out is that the total value of issues with a secondary listing in London actually exceeded the value of domestic issues throughout the 40-year period under review,
although the last five years has seen a decline not only in the number of companies listed
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Table 1.3 Companies and securities listed on the London stock exchange, 1963–2004
(figures up to 1994 include Irish companies)

Foreign

AIM

Main Market

Equities

Fixed interest

No. of
No. of
companies secs.

Market
value
(£m)

No. of
secs.

1963
1968
1973
1978
1983
1988
1993
1998
1999
2000
2001
2002
2003
2004

4,409
3,673
3,585
2,930
2,295
2,054
1,927
2,087
1,945
1,904
1,809
1,701
1,557
1,465

4,064
3,470
3,301
2,486
1,995
2,041
2,050
2,591
2,393
2,272
2,117
1,962
1,751
1,575

32,204
35,643
40,841
64,203
156,800
398,488
810,103
1,422,480
1,820,077
1,796,811
1,523,524
1,147,827
1,355,833
1,460,705

4,173
4,252
4,243
3,474
2,787
2,253
1,605
951
858
819
758
704
634
567

3,780
5,290
8,113
7,337
7,806
17,805
22,550
27,742
21,671
19,952
18,975
16,507
15,845
15,082

1995
1996
1997
1998
1999
2000
2001
2002
2003
2004

121
252
308
312
347
524
629
704
754
1,021

129
253
309
311
364
535
631
711
736
953

2,382
5,299
5,655
4,438
13,468
14,935
11,607
10,252
18,358
31,753

14
24
25
20
22
15
15
23
26
27

66
82
93
94
102
69
36
39
44
23

1966
1968
1973
1978
1983
1988
1993
1998
1999
2000
2001
2002
2003
2004

417
420
397
374
437
526
485
522
499
501
453
419
381
351

Source: London stock exchange.

29,124
42,490
115,771
192,950
486,796
926,069
1,918,431
2,804,584
3,577,484
3,525,701
2,580,359
1,901,689
1,974,811
1,971,636

Nominal
value
(£m)
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but also in their relative market value (even after allowing for the general decline in stock
market values since the peak of late 1999).
Table 1.4 shows turnover statistics for equities since 1965 (UK Main Market), 1988
(foreign) and 1995 (AIM). The underlying trends in these figures are rather less easy to
discern than in Table 1.3, because of changes in the pattern of share ownership between
institutions and individuals, and in the trading and investing habits of these groups. We
shall return to the theme of share ownership in Chapters 5, 10 and 12. Turnover during
2004 in domestic fixed interest securities amounted to just £30 billion. Some 35 per cent
of this total was in convertible bonds, and a further 35 per cent in preference shares.
Finally, it is worth noting that even the apparently ‘domestic’ section of the equities
market in fact has a very international flavour. A popular misconception is that the shares
quoted on the Main Market of the stock exchange somehow represent a notional
economic entity called ‘UK plc’ (similar to ‘US Inc’). This could hardly be further from
the truth, for three main reasons.
First, very large sections of the UK economy are either privately owned or under
the control of foreign companies which may have secondary listings in London but
invariably have their primary listings elsewhere. A prominent but by no means atypical example is the volume manufacture of cars in the United Kingdom. This is now
in the hands of foreign companies. But the shares of four of the largest car manufacturers in the United Kingdom – Ford, General Motors, Honda and Toyota – do have
secondary listings on the London market. Similarly, the second-largest UK supermarket chain, Asda, is a subsidiary of the world’s largest retailer, Wal-Mart of the United
States, but this company does not have a secondary listing in London. In the second
rank of UK supermarket chains, one of the biggest operators (Waitrose) is a division
of the retailing group John Lewis, which is not a listed company at all but is
organised instead as a unique kind of partnership; and the nationwide chain of
co-operative foodstores are just that – co-operatives.
Second, many companies that have a primary listing on the Main Market of the
London stock exchange conduct a large part of their operations, and earn a substantial
proportion of their revenue, outside the United Kingdom. Listed UK companies are
required to include in their published accounts a segmental analysis of their sales, profits and net assets by type of business and by geographic region, and a glance at these
shows just how misguided the ‘UK plc’ notion is. According to figures published by the
five largest companies quoted on the Main Market (Shell, BP, HSBC, Vodafone and
GlaxoSmithKline, which together account for nearly one-third of the total value of all
listed shares), none of them earns anything like 50 per cent of its profits in the United
Kingdom: all of them are global companies which happen to be headquartered in the
United Kingdom. Shell, BP and HSBC publish their accounts in US dollars as the natural currency of their respective businesses; Vodafone publishes its accounts in US dollars
and in sterling. Some quoted companies conduct substantially all of their operations
outside the United Kingdom and have an insignificant business presence in this country.
This is especially true of mining companies, which have been a speciality of the London
market since the earliest days of the Industrial Revolution and which continue to seek a
London listing because of the depth of experience and understanding that this market
brings to bear on a highly specialised sector.
Third, the extent to which companies are financed by equity varies widely between
sectors, between companies within a sector, and with the rise and fall of the economic
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Table 1.4 Turnover in equities on the London stock exchange, 1965–2004

Value
(£m)

No. of
bargains

Average
value per
bargain
(£)

1965
1968
1973
1978
1983
1988
1993
1998
1999
2000
2001
2002
2003
2004

3,479
9,118
17,079
19,215
52,340
325,589
563,967
1,037,137
1,410,590
1,895,534
1,904,845
1,815,034
1,876,922
2,316,194

3,417,395
5,313,166
4,954,799
4,129,963
4,277,402
7,099,717
10,343,533
16,277,103
21,076,558
29,427,308
32,130,988
37,508,832
46,160,508
53,907,459

1,018
1,716
3,447
4,652
12,236
45,859
54,524
63,718
66,927
64,414
59,284
48,390
40,661
42,966

1995
1996
1997
1998
1999
2000
2001
2002
2003
2004

270
1,944
2,415
1,948
5,398
13,606
4,855
3,518
6,616
18,126

29,009
187,975
217,426
225,494
845,556
2,013,584
706,582
449,876
823,948
1,675,955

544
5,529
6,443
6,921
21,258
39,510
28,167
24,792
57,662
97,326

1988
1993
1998
1999
2000
2001
2002
2003

79,649
579,570
2,183,248
2,420,134
3,519,722
3,676,342
2,780,317
1,759,120

727,037
2,791,157
7,118,502
7,563,399
11,300,814
17,454,095
15,159,382
9,949,410

109,553
207,645
306,701
319,980
311,457
210,629
183,406
176,806

Source: London stock exchange.

cycle. The more mature, stable and cash-generative an industry is, the less it needs to
finance itself with risk capital (that is, with equity) and the more it can afford to finance
itself with debt: we shall see later that leveraging in this way has the effect of enhancing
the return to the shareholders, although it also increases the risks they bear. Conversely,
companies and sectors that are at a very early stage in their development do not have the
track record or cash flow to support a high level of debt, and have to rely to a greater
extent on risk capital.
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Finally, the market value of foreign listings exceeded the market value of domestic
listings in 2004. In addition, the London stock exchange has some foreign companies
listed on both the Main Market and AIM.
The combined impact of all these factors is that the shares listed on the London stock
exchange do not directly reflect the structure or the performance of the UK domestic
economy. This can be seen from the fact that just four industry sectors – banks, pharmaceuticals, telecommunications and oils – account for 50 per cent by value of all UK
company ordinary shares listed on the Main Market. Particularly significant is that fact
that whereas a single telecommunications company (Vodafone) accounts for nearly 5 per
cent of the market, all the other non-telecommunications utilities together – water,
electricity and gas – make up less than 4 per cent. This is because the other utilities are
generally more mature, more stable and more cash generative than mobile telephony, so
that they have less need to finance themselves with public risk capital; also, many of them
are now owned by subsidiaries of foreign companies or indeed companies that are 100
per cent international.

SUMMARY
This chapter has provided an initial introduction to the products, the markets and the
players in the world of stock exchange securities investment.
We identified securities as an important subset of the financial products and instruments that a developed economy uses to channel more efficiently its capital resources
from surplus sectors (primarily households), which have a temporary excess, to deficit
sectors (primarily governments and commercial firms). What makes securities special is
that they can readily be bought and sold. Securities come in many shapes and forms, but
perhaps the most important distinction is between bonds, which constitute fixed, contractual and legally enforceable claims against the borrowers or issuers, and equities, which
constitute a right only to a share in the residual income and assets of issuers after all
contractual claims have been discharged.
We then saw how an organised market in such securities can bring benefits to both
sectors and to the economy as a whole, primarily by reducing transaction costs and by
transforming savings in such a way that both savers and borrowers can get closer to the
rather different products that each would ideally like to have.
A key characteristic of a securities market is its informational efficiency, that is, the
extent to which its prices fully reflect all relevant information, and we made a preliminary study of the efficient markets hypothesis – a theme to which we return in Chapters
12 and 13.
Finally we sketched the unique evolution of the London financial and securities
markets. We saw how the London market first established, and then, by a process of
endless adaptation, maintained its position as the world’s pre-eminent market for
international financial transactions.

REVIEW EXERCISES
1. What are the main functions of an organised market in securities? Outline the main
benefits of such markets for:
a. issuers of securities
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2.

3.
4.

5.

6.

7.
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b. investors
c. the economy in general.
Describe how and why London maintained its pre-eminence as an international
financial marketplace despite the relative decline of the UK economy in the first 80
years of the twentieth century.
Describe the main changes which have taken place in the UK stock exchange since
the early 1980s. Why do you think these changes have occurred?
Compare and contrast shares and bonds, from the points of view of:
a. the issuer
b. the investor.
Describe the main stages in the evolution of the efficient markets hypothesis. Do you
agree that, in a strong-form efficient market, the market price for a security is
invariably a fair price? Give your reasons.
Visit the website of the London stock exchange (www.londonstockexchange.com) and
look for the latest versions of the statistics reproduced in Tables 1.3 and 1.4. How have
they evolved in the intervening period? What do you think are the main factors that
have influenced that evolution?
What are the principal factors influencing the relative certainty or uncertainty of future
cash flows from a security? Explain how each of them might impact the expected
return from:
a. shares
b. bonds.
Sample answers to these exercises can be found on the companion website.
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