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The capital market enables individuals and organizations with spare
capital (money which they want to invest) to channel these funds to busi-
nesses and other organizations that need investment capital (money for
expansion or other purposes). This case study explains the operation of
Investment Trusts, which are a key part of the market.

Businesses sometimes need funds above the income they get from
trading to help them grow and also to carry out their day-to-day trading
activities. Business acquire funds from several sources:

e shareholder capital - where investors give the company money in
exchange for shares (long-term)

e Loan capital (medium term)

¢ Bank overdrafts and trade credit (short term)

This study concentrates on longer-term funds. Without long-term
funds, businesses would struggle to buy expensive capital equipment,
build new premises, expand into foreign markets, or acquire other busi-
nesses.

Investment Trusts provide invaluable funds to business by acting
as intermediaries. They channel funds from financial institutions and
households to businesses through the Stock Market and these funds can
help businesses grow and expand.

Investment Trusts provide their investors with investments tailored
to investors’ individual requirements eg the degree of risk an investor is

40



3401601304340 MIM&00L_0196903IG(M33 36 (12RIIS0
willing to take and the rate of return he/she expects. Investors aim to gain

from holding Investment Trusts in two ways:

¢ they often receive a dividend - their share of the profit earned by
the Investment Trust in a given period of 6 months or a year

e the value of their investment may grow over time if the share prices
of the companies in which they have invested go up, particularly if their
Investment Trust has invested for growth. However, the value of invest-
ments can go down as well as up, and this is the risk that Stock Market
investors take.

An Investment Trust is a public limited company in its own right and
is listed on the London Stock Exchange. As such, it has an independent
board that protects shareholders’ interests and appoints the investment
management company. Investors buy shares in the company. An Invest-
ment Trust does not make or sell physical goods. Its sole purpose is to
use shareholders’ money to invest in the shares of other companies.

Investment Trusts are closed-ended funds: at launch, they issue a
fixed number of shares to raise the initial pool of investment capital,
the value of which will increase or decrease according to how well it is
invested. Typically, an Investment Trust holds shares in 50 or 60 differ-
ent companies at any one time; each of these will form part of its invest-
ment portfolio. Investing in a wide spread of different companies helps
to spread risk for investors, as they are not relying on the performance
of just one company.

Investment Trusts are just one way of spreading risk through the
Stock Market. Other methods include Unit Trusts and OEICs, which can
also invest in 50 or more companies on behalf of investors.

Whilst Investment Trusts are closed-ended, Unit Trusts and OEICs
are open-ended. This means that unlike Investment Trusts, they expand
or contract in size as people invest in or sell their investment.

Investment Trusts are attractive to investors for several reasons. Some

people buy Investment Trusts to build up a pool of capital for some fu-
ture event such as paying for their children’s university education, while
others invest in this way to provide a pension. Investors can also benefit
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from investing in Investment Trusts in a tax efficient manner such as in
an Individual Savings Account (ISA) which allows individuals to invest
£7,000 every year without paying any tax on the dividends paid or on
the profits when they sell their shares. It is not only individuals that buy
shares in Investment Trusts.

Financial institutions such as Pension Funds also buy shares in In-
vestment Trusts, seeing them as attractive ways of accumulating funds
for their members. However, they are aware that the value of their in-
vestment can go down as well as up.

Investment Trusts are an ideal way of investing because Investment
Trusts:

e May hold shares in 50 or more different companies at any one time.
This means investors can enjoy all the advantages of stock market in-
vestment - the potential for greater returns than bank or building society
accounts - whilst spreading the risk; it is safer than investing directly in
the shares of just a few quoted companies

e Have tended to deliver, on average, excellent returns over the lon-
ger term - well above that available from deposit accounts, inflation and
many other forms of stock market investment

e Tend to have low costs to the investor

e Permit small scale investment. Investors can invest as little as a
£250 lump sum or perhaps just £25 per month

o Are well placed to ensure good rates of return over the longer-term
period of 5 years or more; they may suffer downturns when financial
markets fall e.g. in times of recession or crisis.

Recent years have been characterized by low levels of inflation. In a
low inflation world, people are increasingly attracted towards different
forms of investments, whether for income, growth or both.

Many investors want a high level of income and have a lump sum to
invest for this purpose. Some Investment Trusts are therefore organized
so as to squeeze as much income out of their investments as possible.
For example, High Income Investment Trusts invest most of their as-
sets in high yielding shares (these are shares that pay big dividends as a
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percentage of their share price). Their priority is to generate a high and
rising income stream.

Other investors are more concerned about the growth of their invest-
ment over time. If the companies in which an Investment Trust invests
do well, the value of the investment portfolio will also grow and so
should the value of the shares in the Investment Trust. However if the

companies that the Investment Trust invests in perform poorly, the value
of the shares in the Investment Trust will go down. There are at least 200
growth Investment Trusts from which to choose. Investors’ choice of
trust will depend on the length of time for which they want to invest and
the level of risk they want to take.

There are many specialist Investment Trusts which invest only in one
sector. For example, you can invest in a trust which buys shares only in
pharmaceutical companies or hi-tech industries. Other examples include
trusts which buy shares only in financial institutions or communications
companies.

Because these Investment Trusts focus on specific fields they are not
spreading their risks. They are therefore considered to be medium to
high risk.

Investors putting their money into Investment Trusts need to under-
stand the level of risk they are taking. Big risks can deliver high returns
but can also lead to significant losses. For example, the financial press
became excited about the prospects of new technology shares, particu-
larly those associated with the Internet.

Many investors saw this as a chance of making lots of money quickly.
However, for many companies in this sector the bubble soon burst. This
was because the cost of promoting a new company to the public is very
high and the length of time required for them to take-off is years, rather
than months. This caused serious cash flow problems for several ‘star’
companies. Share prices, which had risen at high speed, came crashing
back to earth with a bump.

Because the fund managers of major Investment Trusts have a good
understanding of risk, many of them were able to anticipate the risk in-
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volved in investing too heavily in new technology companies. So at a
time when the shares of well established companies were falling as a
result of all the hype associated with the so called ‘new economy’, wise
and experienced fund managers were also investing in strong companies
in the ‘old economy’. Experienced Investment Trust managers have a
very good idea of the risk associated with particular investments and,
unlike short-term speculators, they often take a long-term view in order
to protect their investors.

Let’s take a look at how an Investment Trust can spread risk and
secure good returns in terms of both income and growth. Some Invest-
ment Trusts spread risk by investing in countries all over the world. An
Investment Trust investing globally might spread its investments in the
following countries: UK 38 rest of Europe 25 USA 23 Japan 9 rest of
Asia 3 elsewhere 2.

When choosing a company in which to invest, fund managers carry
out a detailed analysis of the:

e Company’s strength of management

e Markets in which it operates

¢ General business environment.

Fund managers also scrutinize, among other factors, trends in the:

¢ Balance sheet

e Value of earnings per share
Dividends paid to shareholders

e Company’s cash flow

e Company’s level of debt.

Investment Fund Managers also take into account changes in the
exchange rate against the pound. This is vital, because while a com-

pany may be successful in its own country it may prove to be a poor
investment if the currency in which it operates is losing value against
the pound.

In Summary, Investment Trusts play a vital role in helping well-
managed businesses to secure finance. At the same time they provide
attractive opportunities to many investors - from young adults saving for
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their future, to parents saving for their child’s education or to provide an
income for those already in retirement.

They also provide a service to large financial institutions that are re-
sponsible for providing income and growth for pension funds and other
investments.

The fund manager plays a vital role in delivering returns to share-
holders. Fund Managers constantly keep their shareholders in mind,
knowing that their own performance is judged daily by the value of the
Investment Trust, which is reported on in the financial press and through
other media.

Fund managers need to have a keen understanding of all that is hap-
pening in the world that affects the economy, including political, social
and technological changes.
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