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About PIN 
 
The Productivity Insights Network was established in January 2018 and is funded by the Economic 
and Social Research Council. As a multi-disciplinary network of social science researchers engaged 
with public, private, and third sector partners, our aim is to change the tone of the productivity debate 
in theory and practice. It is led by the University of Sheffield, with co-investigators at Cambridge 
Econometrics, Cardiff University, Durham University, University of Sunderland, SQW, University of 
Cambridge, University of Essex, University of Glasgow, University of Leeds and University of Stirling. 
The support of the funder is acknowledged. The views expressed in this report are those of the authors 
and do not necessarily represent those of the funders. 
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Purpose 

 

Researchers observing a link between the growth of financialization and falling productivity 
in major economies highlight two causes. The first focuses on the growing importance of 
agency theory arguments in the late 1970s and how this changed corporate governance 
priorities in large firms (Lazonick & O’Sullivan 2000). A second argues that the search for 
profit in non-financial firms encouraged them to switch capital from productive to financial 
investments (Christophers 2017; Dumenil & Levy 2001; Krippner 2005), leading to falling 
productivity and accumulation over the longer term (Orhangazi, 2008; Stockhammer 2004, 
2007). Concerns about the negative effects of shareholder-value pressures on investment, 
productivity and growth are now widely discussed in the policy world and mainstream 
journalism. 
 
However financialized processes may also negatively influence productivity through a third 
channel. Recent examples of corporate failure highlight how firms can continue to pay out 
large dividends from operations that are highly inefficient by using creative accounting 
practices and other forms of financial engineering (Leaver et al 2020). If returns to financial 
engineering are high, this may lead managers to satisfice under conditions of time and 
resource constraints; switching their efforts from the ‘difficult stuff’ of exercising skill and 
judgement in the selection of investment opportunities, to the simpler, low-risk practice of 
hiring law and accounting experts to advise on the representation of their annual accounts.  
 
This report reflects on the co-incidence of financial engineering practices and low 
productivity outcomes in a context of financialization.  
 
Context 
 

Creative accounting has always been around, but the recent high-profile failures of Carillion, 
Interserve and others highlight a particular form: the realisation of large amounts of ‘brought 
forward’ income and the maintenance of optimistic subsidiary valuations which swell 
distributable reserves and help management pay out large dividends (see Leaver 2018; 2019). 
 
This kind of practice was only possible because of the financialization of accounting rules and 
practices: i.e. ‘the integration of valuation techniques derived from financial economics into 
accounting measurements and the rise of definitions of value derived from capital markets 
and capital market-based exchange’ (Mennicken & Power 2015). This ‘fair value’ regime has 
introduced greater subjectivity into the valuation of particular accounting items, such as 
goodwill. A series of scathing reports on the quality of audit (BEIS & WPC 2018; BEIS 2019; 
Competition & Markets Authority 2019; Kingman et al 2018; Leaver et al 2020) raise 
questions about the robustness of current audit practice in constraining discretionary 
valuations that benefit management. These concerns provide the context for this report.  
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Methodology/Approach 

 
Our aim was to examine the co-incidence of financial engineering and weak productivity. To 
do this we undertook a forensic accounting analysis of six firms in two sectors over an eight-
year period. Our sample companies had to be large companies because accounting disclosure 
is less substantial in privately held companies and we needed to ensure some degree of 
comparability.  
 
There are four pharmaceutical companies in the FTSE 350 but one (Dechra Pharmaceuticals 
plc) is primarily engaged in the supply of veterinary products and as such is not directly 
comparable with the other three, which then formed the sample for this research. They were: 
 

a. GlaxoSmithKline plc (GSK) 
b. AstraZenecca plc (AZN) 
c. Hikma Pharmaceuticals plc (Hikma) 

 
There were three water companies in the FTSE 350 quoted on the London Stock Exchange. 
They are: 
 

d. United Utilities Group plc (UU) 
e. Severn Trent plc (ST) 
f. Pennon Group plc (Pennon) 

 
We conducted a forensic accounting analysis of these six company reports, and subdivided 
that analysis into four categories: 
 

1. Financial performance; 
2. Productivity; 
3. Distributions & financial stress; 
4. Reliability of financial reporting. 

 
 
We presented our results as both trends and absolutes. 
 
Finally, because the financialization of accounting is our focus, we focused on certain features 
of law and accounting: 
 

i) ‘Distributable reserves’: i.e. the reserve that forms the legal limit of what may be 

distributed to shareholders.  

ii) ‘Uncertain items’ i.e. those reporting items whose valuation relies on a greater degree of 

managements’ subjective judgement. 

iii) ‘Parent vs Group accounts’: the differences and divergences between a single entity and 

consolidated entity representation of a company’s economic activity.  
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Findings 

 

Our results found that companies showing the weakest trends in terms of labour productivity 

coincided with the highest proportionate investment in assets of uncertain value where 

balance sheet valuation might be subject to the greatest degree of management discretion 

e.g. goodwill, intangible assets, derivatives and deferred tax assets. This was matched also by 

higher levels of liabilities of uncertain value e.g. deferred tax and pension liabilities. As a 

whole, the proportion of assets and liabilities of uncertain value rose across the sample over 

the period reviewed, but rose most notably as a proportion of group net asset values in 

companies with the weakest trends in productivity, where the value of those assets 

dominated the worth of these companies at the end of the period under review.  

 

We found that the majority of our company panel took advantage of the different reporting 

requirements for group and parent entities. The result is that parent companies operating as 

single entities tend to report higher levels of retained profit than they do when reporting as 

group parent entities. This matters because it is the retained earnings of parent companies as 

single entities that, controversially, determines their ability to pay dividends, even when the 

group accounts question their ability to do so. Those with weaker productivity trends had a 

larger gap between parent and group accounts. 

 

We also reviewed the quality of the financial reporting of these entities. This was based upon 

their apparent reliability of their tax disclosures, and adjustments made to them over time. 

Results here were not completely conclusive, but there is some indication that the quality of 

reporting is declining, which might either indicate a greater use of tax avoidance, giving rise 

to a broad trend of increased revisions to past tax disclosures, or a genuine decline in the 

quality of tax estimates included in these accounts, which did however appear consistent and 

systemic in many cases over the period. This is important because a penny saved on tax is a 

penny available for distribution. 

 

This research sought to identify whether indicators of financialization derived from the 

annual reports of six companies in two sectors (pharmaceuticals and water) co-incide with 

weak productivity performance. We do find a strong ‘co-incidence’, particularly in the two 

largest pharmaceutical firms: AZN and GSK. We use the term ‘co-incidence’ deliberately 

because establishing causation conclusively is difficult in the absence of interviews that 

would better reveal management motives. This caveat is important because it is not clear 

whether the use of financial engineering to create shareholder value ‘crowds out’ investment-

led, productivity-oriented alternatives, or whether managers turn to financial engineering 

when those alternatives are exhausted; or indeed whether in this very small sample the 

coincidence is random. Nevertheless, this report does paint a worrying picture of 

performance in some of the UK’s largest and most prestigious firms which warrants further 

research. 
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Further Research? 

 

The question is whether high shareholder distributing, but declining productivity-enhancing, 

behemoths crowd out younger, more nimble firms in the sector requires a larger panel set. 

Research of this kind may add support to Schneider’s (2018) finding that the UK productivity 

puzzle is located in the practices of larger incumbents.  

 

UK incumbents’ productivity underperformance may reflect the UK’s more shareholder value 

focused business culture and corporate governance systems. This may allow relatively 

unproductive incumbents to survive for longer if they use financial engineering to maintain 

high shareholder distributions, which would position them more favourably with capital 

providers relative to smaller competitors. Getting to the root of that culture would require 

research on the career background of UK company boards, particularly the role of the Big 4 

accounting firms as a training ground for the UK officer class. The role of the Big 4 in shaping 

board-level skills and norms may explain why financial engineering rather than investment-

led, productivity-oriented solutions are sought at board level. This could add a different 

dimension to Bloom and Van Reenen’s (2010) findings about the weak performance of UK 

management relatively. 
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