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This paper explores the relation between shareholder distributions, corporate investment, productivity
growth and other performance metrics in large listed UK firms.

Executive Summary

Using a sample based on accounting information from 182 constituent members of the FTSE 350 from
2009 to 2019 the paper provides new insights into the impact of distribution policy on productivity,
investment, operating performance and corporate resilience.

Building on previous research (Baker et al 2020, Leaver and Murphy 2021), we explore whether a
proportion of large UK firms follow their US counterparts in paying dividends and share buy-backs in
excess of their declared income attributable to shareholders earned over a sustained period. In
addition, we examine the productivity, investment, operating performance and impairment resilience
profile of high distributing firms.

Our key findings are:

1 The top 20% of highest distributing firms paid out 178 per cent of their net income
attributable to shareholders between 2009-19. The next quintile distributed 88 per cent
of their earnings, on average. These two quintiles represented between them 60 percent of
the market value of the sample of 182 companies.

1 In contrast, the lowest quintile distributed just 37 per cent of their earnings, on average, and
represented 7 per cent of the sample by market value over the same period.

1 The top 20% of highest distributing firms registered the lowest productivity increases,
measured by sales growth per employee and value added per employee between 2009-19.

1 The top 20% of highest distributing firms also had the lowest growth in capex per
employee between 2009-19

1 The top 20% of highest distributing firms had the lowest net income margin and net

income ROCE performance between 2009-19.

The top 20% of highest distributing firms had the highest gearing ratio

The top 20% of highest distributing firms had the highest goodwill to shareholder equity

ratio, indicating their exposure to impairmenté s hoc k s 6

= =

We then explore the variable performance of the top 20% of highest distributing firms more granularly,
noting sectoral variations. We identify the particular vulnerability of large outsourcing firms, who
distribute aggressively, have low levels of productivity growth and low levels of investment, generate
thin margins yet carry a lot of debt and gooduwiill.

A number of implications follow:

1 The presence of a sizeable minority of large UK firms who distribute more to shareholders
than they generate in net income attributable to shareholders is reflective of a more
financialized corporate world. It suggests an enlarged role for financial engineering and
creative accounting.

1 This may imply a growing disconnect between the 6 f i d ® ndf a corgpany i.e. its social
and technological activities and relations, and its 6 c o r piod e nite.its nepgbrting and
legal personality.

9 If shareholder returns can be met from financial engineering and creative accounting
practices, this may divert corporate efforts towards representational rather than operational
concerns, crowding out investment-led productivity-enhancing strategies. More accounting-
led case study research is needed to explore this phenomenon.

1 A closer examination of the outsourcing sector, where individual examples of such practice
have been found (e.g. at Carillion) would be one way of understanding the extent of these
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practices and its relation to the U K 6 @oductivity malaise, particularly when public
procurement is estimated to account for 12-13% of UK GDP.

1 Those seeking long term value in stock markets may need to be aware of the behavioural
differences which the research shows can exist within as well as between sectors.
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The objective of this report is to explore the relation between shareholder distributions, corporate
investment, productivity growth and other performance metrics in large listed UK firms. This
study follows on from owrf iprrresvG o(uBa kweorr ke to na 16 hod 2
a minority of S&P500 companies had, since the financial crisis, paid out more in dividends and
share buybacks than they had generated in net income available to shareholders (net income
hereafter); and that - in aggregate in years like 2019 - US firms were distributing more than they
were generating in net operating cash. This study applies a similar, but more extended analysis
to the UK large cap sector, focussing on FTSE350 firms. We examine whether large UK firms
exhibit the same propensity to distribute more than their net income and look more closely at
the investment and productivity performance of t

1. Objectives

This study therefore aims to do three things:

1 To establish whether large UK firms exhibit the same distributional profile as those of
large US firms T namely that a not-insignificant minority pay out dividends in excess of
their net income over an extended period of time, in this case from 2009-2019.

1 To examine the investment and productivity profile of the top 20% highest distributing
firms and compare them to the 80% who distribute less.

1 Toillustrate the diversity of productivity performance in three companies in each of five
UK sectors (banking, retail, construction, extraction and business support services) and
develop a scoring mechanism which might allow us to rank firms according to low-
financial engineering/high-investment/high-productivity features.

2. Introduction

Since the 1990s, scholars have observed the increasing financialisation of the global economy

(van der Zwan 2014). That literature has documented a series of changes at different sites and

scales, including the expanded role for financial sources of accumulation (Arrighi 1994; Fine

2013; Krippner 2005), the accompanying rise of rentier incomes (Demir 2007; Harrington 2017);

the reduction of labour costs to increase shareholder value distributions (Fligstein and Shin,

2004 ; Lazonick 2010; Lazonick & -Oésudol3dyjanthan 2000
preference for shareholder distributions and merger and acquisition activity over productive

investment (Crotty 2005; Orhangazi, 2008; Stockhammer 2004, 2006).

Definitions of financialisation therefore tend to vary, from the narrow and specific (e.g. Krippner

2005) to more general descriptors which acknowledge multiple features, effects and scales (e.g.

Aalbers, 2017; Epstein 2005). This has drawn criticism (with some merit) that the term is beset

by problems of conceptual fuzziness (Christophers 2015). Never-the-less financialisation

remains an important concept to anchor studies that illuminate the growing incursion of financial

mar ket | ogics and sharehol der i mperatives in out
(Langley 2008; Martin 2002).

The most widely used definition is that of Epstein (2005) who defined financialisat i on as o6t
increasing role of financial motives, financial markets, financial actors and financial institutions
in the operation of the dome s tthe eveloohtlk firmpithasr nat i o

www.productivityinsightsnetwork.co.uk




productivity
insights
network

primarily been used to describe the influence of agency theory as a managerial ideology and

the ascendance of the shareholder primacy model as a mode of corporate governance (see
Lazonick & O6Sul |l i v a posittf).OPdncipallyrit has heen adseciatechwith i v e
the rise of short-termism in a context where shareholder distributions compete with investment

in a zero-sum way, with negative outcomes for productivity and accumulation over the longer

term.

This link between the shareholder value revolution and short-termism has appeared in a series

of recent policy reports. The European Commission sponsored reportondi r ect or sé dut i
sustainable corporate governance?! for example argued that without EU intervention the social

norm of shareholder primacy would remain unchallenged. This, it argued, could lead directors

to focus on short-term profit maximisation rather than on making businesses more sustainable

through investment-led productivity improvements (EC, 2020:61). That report examined short-

termism by looking at the amount of net corporate funds used to pay-out shareholder
distributions in the form of dividends or shares buybacks compared with the amount used for

the creation of value over the life cycle of the firm through capital investment (CAPEX). Their

key finding was that the share of companies allocating more than 75% of their net income to

pay-outs had increased from 24% of listed companies in 1992 to 36% by the end of 2010 (see

EC, 2020 Figure 4: 14). At the bottom end of the distribution, the share of companies that

distributed less than 25% of their net income in the sample of companies had also decreased.

The EC report also argued that distributions were crowding out investment: the ratio of CAPEX

tot ot al revenues declined from between 8% and 9%
6% by 2018.

This EU report, like other discussions about the effects of shareholder value and financialisation,
draws on an image of a zero-sum trade-off between earnings distributed to shareholder-
investors and capital expenditure as a driver of short-termism. There are, however, reasons to
believe that relations are more complex than this framing of the problem suggests:

1. The Il imit of a f adymdnet pfit geherated huttitapd ee ctapcompany
distributable reserves. As we will show in the next section, there are many ways firms can
pay dividends in excess of profit without affecting the claims of other stakeholders.

2. Firms may borrow to mitigate these supposed zero-sum distributional constraints. They may
invest with borrowed money, or even pay dividends with borrowed funds, provided the level
of distributable reserves permit it.

3. The focus on pay-out ratios in isolation may present too narrow a picture if companies exhibit
variable performance in other metrics, such as the profit margin on sales, return on capital
employed, and balance sheet resilience to asset impairments.

a. Firms may have varying requirements for larger or smaller amounts of fixed assets.
There may, therefore, be quite different requirements for capital expenditure across
industry sectors, which are entirely unrelated to their levels of shareholder
distribution.

b. With regard to high distributing companies, operating characteristics may vary within
the specific industry sector. It is therefore important to explore differences between
high to low distributing companies where averages can conceal considerable firm-

1 https://op.europa.eu/en/publication-detail/-/publication/e47928a2-d20b-11ea-adf7-0laa75ed71al/lanquage-en
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level variability in income distribution impacts on CAPEX, productivity, financial
performance and resilience.
4. The 6 z esruonmipdel ignores the intertemporal tensions that may arise through excessive
distributions T that is, that excessive shareholder distributions today may undermine the
capacity for balance sheets to accommodate shocks in the future. As Baker et al (2020),
argue T companies that embark on extensive merger and acquisition activity in search of
sharehol der returns cr e aitie theymecdne exposadtotherisk s hoc
that an exceptionally large write-dowmnof t heir companyds goodwil |
reduction in its reserves, leading to financial disruption and potentially, negative net asset
worthand 6égoing concernd probl ems

This report will consequently try to address some of these limitations by first analysing
differences in shareholder pay-out ratios and providing a broader set of measures to gauge
the correlation of high distributions with other financial features. We will then examine
individual cases to provide a more rounded and contingent picture of the relationships
between the variables.
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In this report we take up these challenges by extending the range of variables used to
understand the basic relations between distributions, investment, productivity and impairment
risk. We built our own database from information provided by the Eikon database on the
FTSE350 group of constituent companies between the years of 2009 to 2019.

3. Methods & Data

From the FTSE 350 we obtained a subset of 182 companies who were a) consistently listed in
the FTSE350 over the period 2009 to 2019 and b) had complete data for the following 32 data
items:

Bus Sec Name

Ind Grp Code

Ind Grp Name

Industry Code

Industry Name

Activity Code

Activity Name

Market Value

Market Price - Year End
Shares Outstanding

Total Intangible Assets-Net
Goodwill - Gross

Total Assets

Long Term Debt

Total Debt

Total Shareholders Equity
Common Shareholders' Equity
Common Stock

Capital Surplus

Retained Earnings

Revenues

Depreciation And Amortisation
Earnings Before Interest Tax And Depreciation
Earnings Before Interest And Tax
Earnings Before Tax

Net Inc Avail To Common Shareholders
Net Income

Capital Expenditures
Dividends - Total

Share Buy Backs

Employees Number

Salaries & Benefits Expenses

= =4 =4 4 - —f 4 -8 —f A -8 f o Cf s oa oSS o e
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We refer to this group o f companies as the OFTSE1826. Thi s
benchmark group from which we obtained the weighted average for our key productivity and
financial resilience metrics, which form our benchmarks.

This group of 182 companies were then ranked using the ratio of total dividends and share buy-
backs to net income for the whole period 2009 to 20192. We then split those ranked companies
into quintile groups i with the 20% highest distributing frmsdenot ed as 6 Q16 and t he
We then examined those quintile groups, assessing whether they over- or under-performed the
benchmark average in relation to growth in labour productivity, CAPEX per employee, profit,
return on capital and resilience to goodwill impairments. The specific variables we assessed

were:

w 6External costs in salesdé6 and Ovalue added
information on company and index cost structure;

w 6Dividends-bapbdackhsarteo net i nc exteetGo which ae x a mi n

companyaos p r o p butesis matched by itsl operating performance, as
measured by net profit;

w 6Sales revenue per employepbd as a measure of

w 6Value added per employeed (or val ueuregotét ai ne
productivity;

w 6Capital e X p e diyteterbe appera emeasure of the fina
to reinvest in product and process renewal on a per employee basis;

w 6Cash return on revenued and O6cash return
performance and efficiency;

w 6Goodwi |l |l tronirnegtsabi mendd ebagoodwi I I to total sha
impairment risk;
w 6Totaltémommgeebt to equityd as a measure of | e

It is important to note that we decided not to exclude firms which reported negative net income
in some years, unlike other reports (e.g. the EU report noted above). This is because, in our
view, loss making firms who make often large payments to shareholders are part of the
phenomena we are trying to understand, and to omit them would be to provide a skewed view
of large firm resource allocation.

This report also explores the extent to which high distributing companies have variable
performance depending upon the type of industry to which they belong, but does so only after
the evidence from the sample as a whole is considered.

For a full discussion of our methodology, including source data and the definitions of the
particular variables selected, please see our extended methodological note in the appendix.

2 For each company we add up net income for the period 2009 to 2019 and dividends and share buybacks and
express these distributions as a share of net income.
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4. Performance of the FTSE 182 companies

Table 1 sets out the aggregate descriptive financials for the FTSE 182 group of companies
between 2009-2019. From this we can see several notable trends. Market value and
shareholder distributions rise in lockstep; however, distributions rise much faster than sales,
value added, wages and salaries and profit. Wages and salaries also rise more slowly than value
added, reinforcing other studies which observe &
time (Piketty 2018). Dividends and share buybacks more than double in value between 2009-
2019, whilst capital investment stays virtually static. Aggregate dividends and share buybacks
are also higher than aggregate net income in 2015, 2016 and 2019. Net income, in fact,
struggles to get above the 2011 peak, suggesting a more secular profitability issue in large UK
firms, even though distributions rise considerably. And we can see that in all years, capex and
distributions exceed net income by some distance, although the excess has grown over time,
again suggesting that debt and other forms of external financing bridge the competing claims of
capital, wages and investment.

Table 1: Financial characteristics of FTSE 182

Wages and Dividends and Capital
Market Value | Sales Revenue Value Added Salaries Net Income | Share BuyBacks Expenditure Employees
£bn £bn £bn £bn £bn £bn £bn mill
2009 999.1 1458.2 407.1 194.4 70.7 63.4 98.7 6.0
2010 1279.1 1604.6 471.5 202.5 123.1 63.7 94.4 5.8
2011 1495.6 1709.5 525.3 208.5 156.1 87.7 100.4 5.9
2012 1406.4 1780.3 488.0 214.5 110.3 85.3 120.0 6.0
2013 1664.5 1781.5 468.1 218.1 100.5 92.1 125.9 6.0
2014 1684.5 1703.9 444.0 211.6 102.9 87.1 108.2 6.1
2015 1664.8 1442.9 414.6 217.2 68.0 84.7 104.3 6.0
2016 1681.6 1604.7 444.1 224.3 63.4 92.9 99.7 5.9
2017 1904.1 1756.3 563.2 2345 150.6 104.6 101.2 5.9
2018 1993.1 1732.7 567.7 239.9 144.3 143.5 106.8 5.8
2019 1978.3 1940.1 559.5 2449 105.8 138.9 108.2 5.8

Source: Thomson EIKON data.

Table 2 outlines some of the key operating and performance ratios for the FTSE 182 group of
companies. Value added (or value retained®) after paying out all external costs is roughly 30
percent of total sales. The value of sales revenue generated per employee grew from £224.6k
in 2009 to £333.2k in 2019. Value added per employee also grew from £68.3k to £96.1k over
the same period. Wages and salaries per employee also grew, but not at the same rate as value
added. These ratios were not significantly skewed by a falling headcount: as table 1 illustrates,
although headcount did fall, it did not fall precipitously 7 declining from 6 million to 5.8 million
between 2009 and 2019.

Two main trends stand out. First, capital expenditure per employee is practically static between
2009 to 2019, whilst sales and value added per employee all rise. Second, reinforcing table 1,
distributions out of net income grow in the post crisis period, as large UK companies distributed
practically all profit and more in many cases from 2015 onwards.

3 Value added equals total employment costs, plus depreciation and amortization plus earnings before interest and
tax. We alsouse theterm 6 v al @ & a beatausgk ¢he value added of a company is found after deducting all external
costs from sales revenue.
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Table 2: Key Financial Ratios and Metrics of the FTSE182
Dividends and share Wages and Capital
External costsin jValueadded in buy backsin Net Salesper [ Valueadded Salaries per Expenditure
Sales Sales Income employee |Jper employee employee per employee
% % % £K £K £K £K
2009 72.1 27.9 89.7 244.6 68.3 32.6 16.6
2010 70.6 29.4 51.8 276.6 81.3 34.9 16.3
2011 69.3 30.7 56.2 292.1 89.7 35.6 17.1
2012 72.6 27.4 77.3 296.3 81.2 35.7 20.0
2013 73.7 26.3 91.7 294.7 77.4 36.1 20.8
2014 73.9 26.1 84.7 278.6 72.6 34.6 17.7
2015 71.3 28.7 124.6 240.8 69.2 36.3 17.4
2016 72.3 27.7 146.5 271.7 75.2 38.0 16.9
2017 67.9 32.1 69.5 299.6 96.1 40.0 17.3
2018 67.2 32.8 99.5 299.6 98.2 41.5 18.5
2019 71.2 28.8 131.2 333.2 96.1 42.1 18.6

Source: Thomson EIKON data.

Charts 1a and 1b provide aggregate data on the per employee productivity performance of all
companies in the FTSE182 dataset in nominal (i.e. value stated without adjustment for inflation)
and real terms (i.e. value stated with adjustment for changing price inflation levels), with a base
year of 2009%. A first observation must be that real term productivity improvement of these large
firms is underwhelming by most standards: by 2019, real sales per employee were 10 per cent
above the 2009 figure (which was still emerging from a recessionary trough) and has yet to
exceed the 2011 peak, whilst real value added per employee is only 14 percent above the
recessionary 2009 level.

Chart 1a:
FTSE 182: Value added and Sales Revenue per employee index 2009 =100
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4 Adjusted for the CPI index from Office for National Statistics (ONS)
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Chart 1b: FTSE182: Value added and Sales Revenue per employee index
in real money values 2009=100
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Source: Thomson EIKON datasets

In terms of cash margin (or the earnings before interest tax depreciation and amortisation 1

the6 EBI TDA6 margin) on both sales and capital emp
steady at and around 15 percent and this suggests that companies were, on average, not able

to extract higher margins out of sales and were not able to easily inflate the return on capital

employed.
Chart 2 FTSE 182 Cash Margin and Cash Return on
Capital Employed % (2009 to 2019)
20
15 e
10
5
0
] ] ] I I I I I I I I
o o o = = = = = = = =
3 = = ~ o = e = = & ©

s Cash Margin in Sales % s ash return on Capital Employed %

Source: Thomson EIKON datasets
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Chart 3 shows that this period was also characterised by declining real capex per employee,
which is lower in 2019 than it was in 2009. Again, to note, there is slight decline in the
employment level over this period (table 1).

Chart 3: FTSE 182 Nominal and real capital expenditure
per employee Index 2009 = 100
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Source: Thomson EIKON datasets

Overall, the aggregate picture for the FTSE182 group of companies is one where key operating
ratios (margins) have not been structurally transformed over the period from 2009 to 2019. With
regards to labour productivity there are no dramatic improvements in nominal productivity growth
since 2011. Finally, there is no significant or consistent transformation in the index of nominal
capital expenditure per employee in the FTSE 182 group of companies over the period 2009 to
2019; and real capex per employee was below the recessionary year of 2009 in 2019.

Having noted this, it is appropriate to examine the performance of the FTSE182 cohort in more
granular form to examine how this picture of investment and productivity plays out in high and
low distributing companies.

5. Distributional features of the FTSE 182 companies.

In this section the companies in the FTSE 182 are ranked by their dividends and share buy-
backs as a percent of net income for the whole period 2009 to 2019°. These ranked companies
are then allocated to quintile bandings (1 to 5), so splitting the FTSE 182 into 5 ranked groups.
Group 1 (the O6top companies6é) contains those <co
their net income as dividends and share buy-backs over the period from 2009 to 2019. Group 5
(the Obottom compani es®6) c o nbutedithe sowestlsitae @f theio mp a n i

5We total up ac o mp a diyide@rgls and share buy-backs for the whole period 2009 to 2019 and divide this by the
total of all net earnings for a company for the whole period 2009 to 2019.
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total net income as dividends and share buy-backs to their shareholders over the period from

2009 to 2019. Importantly, although we did not strip out companies that posted negative net

income in some years from our sample (for justification, see our methodology section) the top
guintilebébs share of market value is thk&snd&cond
small firm effect and the share of EBITDA is not out of proportion with its quintile allocation (i.e.

in Q1 there are 20% of the firms in the FTSE182 and they account for 18% of the aggregate

EBITDA created in the FTSE182). If we include the top two high distributing quintiles these
companies account for over half of the FTSE 182 market value, sales revenue and cash
earnings (EBITDA®).

Table 3: Key descriptive statistics for the FTSE182 quintile groups ranked by
share buy-backs and dividends out of net income 2009 to 2019

Share Buy-Backs and Dividendsin Net | Market Value
Income share Revenue Share EBITDA share
2009to0 2019 2009to 2019 200910 2019 2009to0 2019
% % % %

1-TOP 178 28 24 22
2 88 32 32 31
3 78 17 26 23
4 57 16 13 19
5 BOTTOM 37 7 5 5
Totals 100 100 100

Source: Thomson EIKON datasets

Note 1: For market value, revenue and EBITDA shares these are the total market values,
revenues and cash EBITDA for each banding 1-5 aggregated for the whole period 2009
to 2019, ie a weighted average for the whole period 2009 to 2019.

Note 2: MKVAL is the total market value (share price times shares outstanding) of
companies within each quintile. Likewise, revenue and EBITDA (earnings before interest
tax and depreciation) are the share attributable to companies within each quintile out of
total FTSE182 group of companies.

Table 3 reveals that the top quintile (1-TOP) group of companies distributed an average of 178%
of their net income over the period 2009 to 2019 with the next quintile group (2) distributing 88
percent of their net income over the same period. Although the top quintile figure is skewed by
a small number of outliers, the lowest distributing firm in that quintile distributes 105% of their
net income. This pattern follows similar findings with large US companies (Baker et al 2020).
Factors that might help to explain such a high level of earnings distribution in the top quintile
group are that this group contains companies generating negative earnings in some years during
the period 2009 to 2019, or that they were able to borrow to finance distributions, and/or
manipulate earnings available for distribution by comingling realised profits with unrealized gains
from asset revaluations. To get a clearer understanding of the processes at work, we will next

6 EBITDA is cash earnings and calculated as earnings before interest tax, depreciation and amortization and is
roughly equivalent to cash generated fromac o mp a pperatens.
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explain the difference between net income (i.e. profit) and distributable reserves, and how
companies are able to distribute more than they generate from operations over a length of time.

Distributable Reserves

The amount a firm can pay out to shareholders in the UK is not limited by the profit it makes

within a year, butesbeyr vietssd .0 diissttrriibbwttaalbllee r eser v
of shareholder distributions and are defined by prevailing accounting rules which provide
complex guidanceontheclassi fi cation of ¢&érealisabled and th

distributable reserves are determined at parent company rather than group level, which opens
up opportunities to increase payouts in excess of profit.

Generally, distributable reserves ar e determined by two el ements:
earnings of the parent company within a group, plus the net income received by the parent within

the current accounting year. The net income received by the parent is normally the dividends

paid to it by its subsidiaries, minus costs. Some parent companies have distributable reserves

by that measure, but no cash’ - in which case it is possible to borrow and pay out dividends in

that way. Two implications follow.

First, the amount of retained earnings realised depends fundamentally on the holding values of

the fixed assets/company subsidiaries and the distinctions between distributable and
undistributable reserves (merger reserve, share premium, revaluation reserve etc). This may

incentivize companies to devise reporting strategies which seek to inflate - or minimise
impairmentsto-t he parent é6s fixed assets, or to O6rel easece
the share premium or merger reserve into a distributable reserve.

Second, it is usual that some subsidiaries are very profitable whilst others are loss making.
Under some circumstances the successful subsidiaries may distribute all of their profits to the
parent, but loss-making subsidiaries cannot, by definition, distribute negative dividends. This
means the parent takes more of the upside than the downside on the performance of its assets,
which can lead to divergences between the retained earnings of the parent company accounts
and the consolidated group accounts. This allows the parent company to pay out more in
dividends or buybacks than the consolidated group creates in net income.

Both situations noted normally suggest an enlarged role for creative accounting and financial
engineering in the payment of higher dividends or larger share repurchases; and we have i
elsewhere i discussed how asset revaluations levered through the subsidiary network, contract
profit reporting, avoiding goodwill impairments (Baker et al 2020) and transfer pricing (Leaver
and Murphy 2021) have all been used to maximise the distributable reserves of the parent.

6. Productivity performance of the FTSE 182 quintiles.

Our quintile analysis has identified a sizeable minority of large, listed UK firms who are
distributing aggressively relative to their net income generating capacity. We can subsequently
use those quintile bandings to explore the extent to which productivity and financial operating
performance varies between high to low distributing companies in the FTSE182.

7 See KPMG (2020) 6 C a pMaintarlance: L e tTackle The Difficult Qu e s t ifoo dissuésjon.
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In chart 4a and 4b we show the nominal and real price adjusted changes in sales revenue per
employee, comparing 2009 to 2019. This provides one indication of productivity growth by
quintile. The pattern shows that the highest distributors have the lowest growth in sales per
employee over the period observed, and in real terms have experienced a fall in sales per
employee. Similarly, those who distribute a lower proportion of net income generally have a
higher sales per employee growth profile i although the patterns is not entirely even.
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Chart 4a

Growth in nominal sales revenue per employee
2009 to 2019 (% on 2009)
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Chart 4b

Growth in real sales revenue per employee
2009 to 2019 (% on 2009)
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Source: Thomson EIKON datasets
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It could be argued that sales revenue is an imperfect measure of firm level productivity because
it potentially includes productivity benefits located elsewhere through bought in goods and
services. For example, Table 4 shows a simple financial value chain as sales are made from
one company to another from company A to C. For company B the sales from A become
purchases which are then transformed (value added) into 300 units of sales revenue which is
then sold on to C. For companies B and C, the sales revenue per employee captures the value
of sales also made by A and B. The calculation of value-added?® isolates the value captured (or
added) by each individual company and this avoids the doubling counting of other company
sales revenue. In addition, with company C* the purchases input may be reduced relative to
sales revenue boosting the value added per employee index to a much greater extent than the
sales revenue per employee. In this respect value added per employee does not double count
sales revenue along the value chain and captures changes in the purchases to sales ratio.

Table 4: Value added and sales labour productivity

CompanyCompanyCompanyCompany
A B C C*

Employees 1 1 1 1
Purchases 100 200 300 300
Value added 100 100 100 200
Sales 200 300 400 500
Sales per employee 200 300 400 500
Value added per employde 100 100 100 200

Source: Authors

Chart 5a and 5b shows the nominal and real price adjusted change in value added per employee
productivity by companies ranked by their distributions to net income ratio. Chart 5b shows that
the highest distributing firms exhibit a negative growth of value added per employee in real
terms. Generally, there is also stronger growth in labour productivity where companies are less
aggressive distributors of earnings to shareholders.

8 Value added is the summation of employment costs (including all social charges and pensions) plus depreciation
and amortization and profits before interest and tax.
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Chart 5a

Growth in nominal value added per employee 2009 to
2019 (% on 2009)
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Chart 5b
Growth in real value added per employee 2009 to
2019 (% on 2009)
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Turning to the growth in nominal capital expenditure per employee chart 6 illustrates that higher
distributing companies exhibit a significant fall in real capex per employee between 2009-2019,
and that the fall is greater than that experienced in Q2 and Q3. Q4 and Q5 companies i ie those
with lower distributional profiles 7 tend to invest more on a per employee basis; although Q4
companies do much better by this metric than Q5 companies (which are relatively small).

Chart 6
Growth in real capital expenditure per employee
2009 to 2019 (% on 2009)
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Source: Thomson EIKON datasets

With regards to key operating margins, such as net income to sales and net income to total
capital employed, chart 7 shows that the highest distributing companies exhibit the lowest
operating performance between 2009-2019. Average net income to sales margin and average
net income to capital employed margin for the highest distributers are lower than all other quintile
groups.

www.productivityinsightsnetwork.co.uk




productivity
insights
network

Chart 7
Average net income in sales and net income to
capital employed margin % (2009 to 2019)
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Source: Thomson EIKON datasets

On the basis of the above analysis there is 7 overall - a different pattern of investment,
productivity and operating performance and growth between high and low distributing firms. The
pattern is not precise: Q4 firms appear to do much better than Q5 firms, for example, but those
Q5 firms are much smaller in revenue, EBITDA and market cap terms (table 3) i i.e. they are
smaller firms with high value added and modest requirements for fixed capital investment and
employment.

Overall, however, growth in labour productivity and capex per employee growth is higher for
companies with lower distributions to shareholders out of net income. In addition, net income
margins on sales revenue and net income to capital employed are also lower for high distributing
companies.

If high distributing firms are doing so with negative capex growth and declining levels of
productivity, it may be that they are engaging in forms of financial engineering which add risk.
This raises additional questions about the balance sheet resilience of the different quintiles. We
use the same quintiles and examine cohort balance sheet resilience between 2009 to 2019.
Aggressive earnings distribution can reduce the accumulation of retained earnings and
shareholder equity funds and increase the dependency on borrowed funds within an entity. A
simple gearing ratio of debt-to-equity is therefore an important indicator of balance sheet
resilience; although we should recognise the growth of other forms of lending i such as supply
chain financing i which also add risk, but which often do not appear in the gearing ratio (see
BEIS DWP 2019). The general pattern in the FTSE 182 group of companies is one where the
higher distributing companies tend to also operate with higher gearing ratios (debt-to-equity), as
chart 8 shows.
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Chart 8:
Long-term debt to equity ratio 2019
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Source: Thomson EIKON datasets

Higher gearing ratios are riskier if they support assets which are more speculative in nature.
When firms have more debt and less equity financing assets whose value depends on
maintaining often optimistic expectations of future cashflows, then there is the double risk that
fair value asset impairments wipe out the equity of thinly capitalised firms when those
expectations change. Even more modest asset impairments can lead to damaging effects if they
lead to a reduction in equity reserves and thus increase the debt-to-equity ratio. This can have
a negative impact on company credit ratings, increasing the cost of debt refinancing or result in
breaches of loan covenants, forcing either a repayment of debt when they are less able to meet
this commitment, or at least renegotiate debt repayments, usually at a significantly increased
cost. It may also simply increase debt servicing costs which eat into operating margins, further
reducing equity reserves in a self-reinforcing way.

Goodwill is arguably the most significant speculative asset on many balance sheets, and thus
the one most prone to impairment risks. As chart 9 shows, the highest distributing companies
have the highest amount of goodwill relative to shareholder equity, leaving them more exposed
to impairment risks.

Goodwill accounts for the difference between the market value and the book value of companies
at the time of their acquisition and is shown a
accounts. Prior to the adoption of current accounting regulation by both the US based Financial
Accounting Standards Board (FASB) and the European Union orientated International
Accounting Standards Board (IASB), the accounting regulations governing goodwill usually
required that it should be expensed over a specific period of time. However, changes to the
accounting standards governing goodwill from both the FASB and IASB now deem that it should
not be written off unl ess it i s assenergsecdn t o be
consequently suddenly and seriously undermine balance sheet resilience because reductions
on the asset side must have a commensurable reduction on the liability side; and if debts are
fixed obligations which cannot be easily adjusted then equity takes the burden of downward
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adjustments. This can produce the kind of self-reinforcing weaknesses highlighted above, as
debt-equity ratios rise, pushing up costs or introducing restructuring measures which further
undermine the resilience of the company.

Chart 9:
Goodwill to shareholder equity %
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Source: Thomson EIKON datasets

We estimate that if goodwill were to be completely written down roughly 28 companies out of
the FTSE 182 would have their shareholder equity wiped out. In addition, a relatively small
goodwill impairment of approximately twenty percent would have the potential to seriously
undermine reported net earnings. Our estimate is that a twenty percent impairment to company
goodwill would reduce net earnings by over 50 percent for roughly one third of the FTSE 182
companies. Again, Q1 companies are most affected by this risk, as Table 5 shows.

Fair value accounting results in a range of asset classes being marked to speculative market
valuations, including financial instruments, property (in certain circumstances), goodwill and
other intangibles and biological assets. These speculative asset valuations can become
impaired and expensing these losses would have a major impact on company net earnings and
balance sheet solvency, especially in those companies where shareholder equity reserves have
been eroded because of aggressive dividends and share buy-backs.
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Table 5: Impact of goodwill impairments on net earnings and equity reserves in

FTSE182
Net income £bn No. of companies No of companies with
2019 where 20% goodwill complete shareholder
write down reduces equity loss with 100%
net income by over goodwill write down
50%
1-Top 10.5 20 14
2 32.2 12 7
3 28.4 9 3
4 24.2 16 2
5-Bottom 10.2 8 2
Total 65 28
Proportion of 35.7% 15.4%
FTSE 182
Proportion of 54.9% 38.5%
companies in the
Top quintile
impacted

Source: Thomson EIKON datasets

Our work has shown that the top 20% of highest distributing firms listed in the FTSE182 not only
distribute more to shareholders than they generate in profit, but they do so with a markedly
inferior investment, productivity and operating profile and with balance sheets that are carrying
more debt relative to equity, and greater risks of goodwill impairment. However, it is important
to recognise differences within each quintile. Even among the highest distributors there are
variations which are concealed in averages. Consequently, it is important to also analyse firms
within their sectoral context to better understand the relations between distributions, investment
and productivity. We will now do that by looking at a sample of firms in banking, outsourcing,
food retail, extractive industries and housebuilding.

7. Performance of high distributing companies and the impact of industry activity
characteristics

In this section the performance and financial viability of a range of industry sectors whose
companies are collectively located in the highest distribution quintile in the FTSE 182 are
appraised. Those sectors are banking, outsourcing companies, food retailers, extractive
industries and house builders. The objective is to consider the extent to which aggressively
distributing companies have variable productive and financial resilience depending on the nature
of their industry activity and operating characteristics. The companies included in the analysis
are shown in table 6. The key productive, financial and resilience sheet metrics for all three
companies in each sector are aggregated, averaged and compared to the FTSE182 average
benchmarks. The aim of the work was to determine whether sector analysis is likely to provide
useful indicators for productivity and risk appraisal.
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7.1 Banking

Table 6: Case study companies

O

Industry sector Companies

Banking Barclays

Banking HSBC Holdings

Banking Lloyds

Outsourcing service provider G4S

Outsourcing service provider Capita

Outsourcing service provider Serco

Food retail J Sainsbury

Food retail Tesco

Food retail Wm Morrison Supermarkets plc

Extractive Industry

BP

Extractive Industry

Dutch Shell

Extractive Industry

Glencore

Housebuilder

Barratt Developments plc

Housebuilder

Persimmon plc

Housebuilder

Taylor Wimpey plc

productivity
insights
network

Barclays, HSBC Holdings and Lloyds are considered as representatives of this sector, being (as
is the general case with regard to sample selection) the largest companies in the sector that
also meet our criteria for inclusion in the FTSE 182 and appear in the top quintile for distributions
in the analysis noted previously. The analysis adds up and averages the key performance
metrics for this group of three banks and compares these findings with the average for the FTSE
182 benchmark group of companies.
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Chart 10a:
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Chart 10b:
Banks and FTSE 182 Real Value Added per employee
index 2009 = 100
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Source: Thomson EIKON datasets

Charts 10a and 10b show that the chosen banks do not outperform the FTSE 182 index for
average growth in nominal and real price adjusted value added per employee. It should,
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however, be noted that employment in the FTSE 182 remained broadly steady throughout the
period 2009 to 2019 at roughly 5.9 million whereas this group of banks reduced employment by
40 percent during this period. This reduction in employment helped to sustain value added per
employee growth and so value added per employee would have been no higher than 2009
without this employment loss. The cuts in employment, in this sense, follow real declining
performance.

In terms of CAPEX per employee the gap between these banks and the average spend by the
FTSE 182 group of companies narrows from a gap to 40-50 percent in 2009 to a gap of 20
percent below the average FTSE 182 company (roughly £18K per employee in 2019, see chart
11). It should, again be noted though that this apparent improvement is in part explained by
reduced employment.

Chart 11:
Banking CAPX per employee as % of FTSE 182
2009 to 2019

100

80
60
40
20

600¢
010¢
110¢C
[4irs
€10¢
r10¢
ST0¢C
910¢
LT0C
810¢
6T10¢C

Source: Thomson EIKON datasets

With regards to the retention of value out of sales revenue, the banks have managed to sustain
a higher level of value retention from their income (net interest payments and fees) (Chart 12
and Chart 13). In general, retaining a higher share of the value chain provides a favourable
platform for a high cash margin and return on capital employed. However, a higher cash margin
on sales may not necessarily convert into a higher cash return on capital employed if the capital
intensity of a business model is high®. This is the case for our bank cohort who record an average
cash return on capital employed below our benchmark average (see chart 14)

9 Capital intensity is the capital employed (long-term debt plus total equity) as a percent of sales. The higher this ratio
the higher the capital intensity of a business model.
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Chart 12:
Banks and FTSE182 Value Retained in Sales
Revenue 2009 to 2019 (%)
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Chart 13:
Banks and FTSE182 EBITDA Margin in Sales 2009
to 2019 (%)
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Chart 14: Banks and FTSE182 Cash Return on
Capital Employed 2009 to 2019 (%)
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As table 7 shows, the banking business model is generally highly geared in terms of debt-to-
equity ratios relative to the FTSE 182 group benchmark average. However, the banks

considered have a relatively low goodwill to shareholder equity at 11 percent but a small
impairment of 20 percent would have reduced net income by 56 percent in 2019.

Table: 7 Banks and FTSE 182 Debt and Goodwill Impairment Exposure Risks

Long-term Long-term Goodwill to Goodwill to 20% goodwiill
debt to debt to shareholder shareholder impairment
shareholder shareholder equity equity average % Net
equity Banks) | equity (FTSE (Banks) (FTSE182) Income Impact
182)
Ratio Ratio % %
1.3 0.8 11.4 30.3 -56%

Source: Thomson EIKON datasets

7.2 Outsourcing services companies

The case companies employed in this section were G4S, Capita and Serco. This group of
companies carry out infrastructure and facilities management services for both private and
public sector organisations. Again, the comparison made is of the key operating and risk metrics
with those for the FTSE 182 benchmark group to assess strengths and weaknesses with regard
to productivity and financial risk.
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Chart 15a:
Outsourcersand FTSE182 value added per employee index
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As charts 15a and 15b show, outsourcing companies have consistently underperformed the
FTSE182 benchmark average in nominal and real value added per employee growth. In real
terms, value added per employee has fallen by nearly twenty percent compared to a ten percent
increase for the FTSE182. In addition, this group of companies tend to operate with a very thin
capex per employee ratio at just 2-3 percent of the average spend per employee in the
FTSE182; this figure has also been declining over time (chart 16). This feature reflects the
increasingly intangible nature of outsourcers, who effectively act as coordinators of supply
chains with very few tangible fixed assets of their own.
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Chart 16:
Outsourcers CAPX per employee as % of FTSE 182
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Our cohort of outsourcing companies operate with a very high value retention in sales revenue,
averaging sixty percent compared to thirty percent for the FTSE182 benchmark group (Chart
17).

Chart 17:
Qutsourcers and FTSE182 Value Retained in Sales
Revenue 2009 to 2019 (%)
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Source: Thomson EIKON datasets
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The outsourcing company business model whilst operating with a very favourable value
retention in sales revenue also operates with a very high share of employment costs in value
retained. This leaves a relatively thin residual cash to sales margin of roughly 10 percent, which
is in a good year roughly half the margin achieved by the FTSE182 benchmark group (Chart
18).

Chart 18:
Qutsourcers and FTSE182 EBITDA Margin in Sales
2009 to 2019 (%)
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Source: Thomson EIKON datasets
Although the EBITDA operating margin is lower, the outsourcing companies operate with a

relatively low capital intensity to sales and this helps lift the return on capital to a levels which,
although volatile, tracks around the FTSE182 benchmark return on capital employed (Chart 19)

Source: Thomson EIKON datasets
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