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R02: The main asset classes 2020/2021 
Part 3 Shares 

 
A company can raise capital in two ways: 
 

• Borrow by issuing corporate bonds 

• Issue shares or equity. 

Investors who buy bonds get a fixed return and the repayment of the debt when the bond 
matures. The return is fixed and they will not benefit if the company’s profits increase. They 
run the risk that the company may default on both the interest and the repayment.  
 
Investors who buy shares have the possibility, not a right, to receive dividends and the price 
of the share may increase. Unlike bondholders, shareholders can benefit from increased 
dividends if profits increase. If the company collapses the shares will have no value. 
 
From the company’s point of view interest must be paid to bondholders but they have no say 
in the running of the business. They do not need to pay a dividend to shareholders but 
shareholders have a say in the running of the business. 
 
Shares are issued when a company seeks to have itself listed and traded on a recognised stock 
market. This is an Initial Public Offering (IPO). This can be arranged by either a fixed or tender 
price. Most IPOs are underwritten as there is a risk that there will be insufficient demand for 
the shares so an institution agrees to buy any unsold shares. A fee is charged for this. 
 
To get a full listing on the main stock exchange the business must usually have at least three 
years accounts, a market capitalisation of at least £700,000 and 25% of the shares issued 
must be in the public’s hands. 
 
If a business doesn’t qualify to get a full listing it may opt to get listed on a “junior” market 
such as the Alternative Investment Market (AIM) in London 
 
Unlike a bondholders shareholders have no guaranteed return. The company is under no 
obligation to buy back the shares and there is no certainty that they will receive a dividend. 
All shareholders are entitled to is the payment of a dividend if one is made.  
 

• The bulk of a company's share capital will be in ordinary shares. These entitle the 
owner to 1 vote for each share held. 

• In the past family companies would often split their shares into voting and non 
voting shares, usually termed A & B shares. This practice is no longer encouraged 

• Preference shares have priority over ordinary shares in terms of dividend payment. 
The dividend is normally fixed and they have no voting rights 

• Cumulative preference shares give the holder the right to receive a dividend in a 
later year if not made in an earlier one. 

• Non cumulative preference shares don't have this right 
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• Participating Preference shares get an additional dividend in addition to the fixed 
one 

• Redeemable means that the preference share will be purchased by the company at 
some point in the future 

• Convertible preference means that they can be converted into ordinary shares at 
some point in the future 

• Warrants are issued by the company and are not classed as shares but give the right 
to buy ordinary shares at a fixed price at some future date 

 
Companies will normally pay a dividend twice a year. At a point sometime before dividend is 
paid the shares will become ex dividend or XD. Anyone buying the shares when they are XD 
will not receive the next dividend but the person who sold the shares will receive it. When 
shares go XD the price normally falls to reflect the loss of income. 
 

Taxation of shares 
 

Dividends are subject to income tax. For 2020/21 individuals have a Dividend Allowance of 

£2,000 which is effectively a 0% rate. Dividends in the basic rate is taxed at 7.5%, higher rate 

32.5%, additional rate 38.1%. 

 

Disposals are subject to Capital Gains Tax 

 

Share Analysis 
 
The price of a share is set by supply and demand in the market. Share analysis looks at data 
around the share itself to see if it represents good value. There are two key figures from 
which, together with the share price, we can derive useful data. These are: 
 

• Earnings per share (EPS) 

• Dividend. 
 
A company exists to make profits and as the shareholders are the owners they expect to be 
rewarded by receiving part of the profits as a dividend. 
 
EPS represents the profits or earnings that are attributable to the ordinary shareholders. It is 
not necessarily the same as the gross profits. For example if a company makes £10m in profits 
but has to pay the Bondholders £2m in interest then the profit attributable to shareholders is 
£8m. If there are 40m shares in issue then the EPS is 8m/40m = 20p. In other words each 
share has got 20p of profits behind it. 
 
Let’s look at this in practice. Here are three companies all in the same sector. 
 

 A B C 

Share Price 321p 340p 236p 

EPS 15.25 32.73 24.85 
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From this we can calculate an important figure the price earnings ratio (p/e) 
 
The formula is share price/EPS so in this case it will be: 
 

 A B C 

Share Price 321p 340p 236p 

EPS 15.25 32.73 24.85 

p/e 21.05 10.39 9.5 

 
Calculation is one thing, interpreting the figures is another! 
 
All assets other than cash will fluctuate in price. If they produce an income one way in which 
we can assess their value is to compare its price with the income it produces. For example an 
investment property might produce £26,000 in income. If it is bought for £260,000 the price 
would have been 10 times its income. If it was sold for £520,000, it would have been sold for 
20 times its income. 
 
The p/e of A is 21.05 which means the market is prepared to pay a multiple of 21.05 of its EPS 
for the shares. With company C it is only prepared to pay 9.5 times its EPS. What can be 
deduced from this? 
 
The usual answer is that a high p/e indicates a greater confidence in the future profits of the 
company whereas a lower p/e tends to indicate less confidence. Just by looking at the p/e it 
would seem to indicate that the prospects for A are better than C. Alternatively another 
analyst might conclude that A is overvalued and C is undervalued! 
 
P/E is useful but it needs to be treated with caution. The EPS of a company reflects its latest 
profits which are historic. The share price is a current figure that changes minute by minute. 
Let’s say that company B issued a profits warning and its share price slumped to 240p. The 
EPS would stay the same until the next profit figures were calculated but its p/e would have 
reduced to 240/32.73 or 7.33. 
 
A variation on the P/E ratio is the Price Earnings Growth or PEG ratio. The formula is: 
 
Price Earnings ratio/anticipated growth so if the PE is 14 and growth is 7% the PEG is 2. 
If the PE is 8 but the growth is 2% the PEG is 4. 
 
In general the lower the PEG the better. Basically the lower the number the less you pay for 
each unit of potential growth. 
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Companies could pay out all the EPS as dividend but in practice they will only pay out a part 
of it and retain the remainder to invest in the business. 
 

 A B C 

Share Price 321p 340p 236p 

EPS 15.25 32.73 24.85 

p/e 21.05 10.39 9.5 

Dividend 14.76p 16.9p 12.15p 

 

The next thing we can calculate is the dividend yield which is the dividend/share price 
expressed as a percentage 
 

 A B C 

Share Price 321p 340p 236p 

EPS 15.25 32.73 24.85 

p/e 21.05 10.39 9.5 

Dividend 14.76p 16.9p 12.15p 

Yield 4.6% 4.97% 5.15% 

 
This tells us what return the dividend is paying and naturally we would like to see this as high 
as possible. It also gives us a comparison with other investments. 
 
As with p/e it needs to be treated with caution since dividend is historic and share price is 
current. A fall in the share price would increase the yield but one reason for the fall could be 
a profits warning and this would probably lead to a cut in the dividend. 
 

The ability to sustain dividend is a key factor in identifying share value and can be measured 
by dividend cover. This is EPS/dividend. 
 

 A B C 

Share Price 321p 340p 236p 

EPS 15.25 32.73 24.85 

p/e 21.05 10.39 9.52 

Dividend 14.76p 16.9p 12.15p 

Yield 4.6% 4.97% 5.15% 

Cover 1.03 1.93 2.04 

 
In this case A is paying almost all its profits out as dividend and this may not be sustainable. B 
and C would appear to have a cushion so it is more likely that dividends will be maintained. 
In assessing dividend cover the higher the number the better. 
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Shares and the economy 
 
The price of a share generally reflects the performance of the issuing company. Similarly 
shares in general reflect the overall economy. Share prices fell in the initial response to the 
covid crisis but individual shares reacted in different ways. Shares in travel, leisure and oil 
companies fell whilst those in tech and pharmaceutical companies rose. 
 
Analysts tend to split shares into growth or value stocks. Growth stocks are those whose 
earnings are rising rapidly which is reflected in their price. Tech shares such as Amazon and 
Apple are classic growth stocks in that their price has risen spectacularly but in terms of the 
price earnings ratio are very expensive. 
 
Value stocks tend to be in more traditional sectors such as retail. Their price earnings ratio is 
low and potential buyers might consider it to be undervalued and the price will rise as the 
market recognises its true value. 
 

Buying and selling shares 

 
Traditionally shares were bought and sold through stockbrokers. Today individual investors 
will normally use the stockbroking services of a bank or other financial institution. Both sale 
and purchase will usually incur a commission charge which for small trades will isually be a 
fixed fee. 
 
A purchase but not a sale will also incur stamp duty. This is 0.5% but the actual charge will 
depend on whether the transaction was done electronically using the CREST system or with 
a stock transfer form using a paper certificate. 
 

• Purchases using the CREST system will be rounded up to the nearest 1p. This is 

termed Stamp Duty Reserve Tax (SDRT) 

• Purchases using a stock transfer form will be rounded up to the nearest £5 but if the 

charge is less than £5, no duty is payable. This would be the case if the purchase was 

less than £5,000. This is termed Stamp Duty. 

• In addition there is a possible Panel of Takeovers and Mergers (PTM) levy which is a 

flat charge of £1 applied to all trades of more than £10,000. 

 

Rights issues 
 

• A company will sometimes seek to raise capital by issuing new shares. 

• This is called a rights issue. 

• It offers existing shareholders the right to buy new shares at a discount. 

• For example a company's shares may be trading at 120p and they offer each 
shareholder the right to buy one share for every four they hold for 60p. 
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The shareholder can do one of three things. 
 

• They can exercise the right to buy the shares 

• They can decide not to exercise the right 

• They can sell the rights 
 

Alan has 1000 shares. On the above basis he would have the right to buy 250 new shares at 
a cost of £150. When the rights issue is complete the number of shares will have been 
increased by 25%. In Alan's case he will have 1,250 shares which have a value of £1,350 
(1,000 x 120p + 250 x 60p). This gives a price of 108p. 
 
Brian decides not to exercise the right. Because more shares have been issued his holding 
has been diluted. He owns less of the business than he did before. If he held 200 shares 
before the rights issue his holding would have been worth £2,400. After the rights issue, 
assuming the price was 108p, the total value would have been worth £2,160. 
 
Carol decides that she doesn't want to exercise the right but decides to sell her rights on the 
open market. 

 
Rights issues are normally underwritten. There is a risk that existing shareholders will not 
take up the offer so for a fee the company will get other financial institutions to agree to 
buy up any of the new shares that aren't taken up by the existing shareholders. A fee is 
charged for this. 
 

Employee shares schemes 
 
There are two main types. 
 

• Share Incentive Plans 

• Share save 
 

Share Incentive Plans 
 
These can be free shares where the employer can give up to £3,600 of shares in any one 
year. There is no income tax on NI on this although they must be kept for five years to keep 
this tax free status. They can be withdrawn earlier without penalty in the case of retirement 
or redundancy. 
 
Employees can buy partnership shares buying shares out of gross income before tax and NI. 
The maximum is the lower of 10% of gross salary and £1,800. Again you must keep them for 
five years to be exempt from income tax and national insurance. 
 
A company may give matching shares which are limited to two shares for every one 
partnership shares. 
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Dividends from partnership and free shares can be reinvested in Dividend shares. These 
must be kept for at least three years to be exempt from income tax. 
 
If the shares are sold whilst held in the SIP there is no Capital Gains Tax no matter how large 
the gain. If they are taken from the plan and sold later, CGT will be payable. 
 

Sharesave schemes 
 

• The employer will launch a scheme that gives employees the right to buy shares at a 
fixed price in the future. 

• The employee can save up to £500 a month out of net salary for a period of three or 
five years. 

• This is placed into a Save as You Earn (SAYE) deposit account. 

• Interest is paid with no tax deduction. 

• At maturity date the employee can exercise the option if the option price is below 
the current share price. Put another way the shares are bought at a substantial 
discount. They can then be sold for a profit or kept for future growth 

• If the share price is below the option price it will not be exercised and the employee 
can take the value of the fund in the SAYE account 

• When the shares are sold they are subject to Capital Gains Tax, the acquisition price 
being the option price that you paid. 

• CGT can be avoided if they are transferred into an ISA or Pension as soon as they are 
purchased. 

 

 


