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WHERE DID 
WE GO WRONG?

SCANDAL AFTER SCANDAL IS PUSHING 
THE CORPORATE COMMUNITY TO TAKE
TOUGHER MEASURES. BUT IT’S NOT JUST
A MATTER OF TIGHTER REGULATION, SAYS
PAT SCOTT OF WOODBRIDGE PARTNERS.

W
hen my co-author, Don Yo u n g, and I
decided it might be fun to write a book1,
we thought it would be interesting to look
for common fa c t o rs in big c o rp o ra t e
c o l l a p s e s . As re s e a rch prog re s s e d , it became
clear that the collapses themselves are a

symptom of a larger system at wo r k. Let us start by looking at the
following examples. What do they have in common?

■ Co rp o rate crises such as the crash of Marconi and the Cable &
Wi reless diff i c u lt i e s ;

■ a pensions crisis and closure of defined benefit sch e m e s , t h re a t e n i n g
to undermine the re t i rement of many in today ’s wo r k fo rc e ;

■ public loss of confidence in the financial services industry, fo l l o w i n g
scandals on pensions, endowments and market-linked bonds;

■ a lower 2000 UK spend on re s e a rch and development (R&D), i n
terms of share of G D P, than in 1981;

■ UK capital investment 30% to 50% per capita less than its
c o m p e t i t o rs ;

■ loss of public confidence in ‘people who run large companies’
( a cc o rding to a recent poll YouGov for the Daily Te l e g raph March
2 0 0 3 ) ; a n d

■ a depressing list of companies wh e re the accounts have been
misleading or just plain wro n g.

U N F O RT U N ATE CO I N C I D E N C E S , OR IS THERE A LINK? Let us go
b a ck to basics for a moment. Co m p a ny dire c t o rs are responsible fo r
d e veloping their organisations to ge n e rate business in ways that
benefit all stakeholders and the economy in ge n e ra l . This is wh a t,
a cc o rding to re s e a rch , m a n a ge rs of consistently successful companies
d o.

From time to time these companies will want to grow in ways that
re q u i re outside capital, either in the form of equity or bonds. At the
same time, individuals will seek to invest funds to enjoy financial
s e c u rity now and a decent standard of living when they can no longe r
wo r k. Sometimes this will be through the medium of a company
pension sch e m e .The financial markets exist to 
b ring these inve s t o rs and companies toge t h e r.

Perfect market theory would suggest that this is a totally efficient
mechanism; the best companies will attract the most, and cheapest,
capital. However, as George Soros says in his book The Crisis of
Global Capitalism, rather than behaving like a pendulum always
seeking to return to equilibrium, markets have tended to act like a
“wrecking ball, knocking over one economy after another”. Soros
contends that markets are inherently unstable, so imposing market
discipline means imposing instability.

Since the Big Bang, we have seen a sea change in the way the
City is managed, as described in Philip Augar’s book The Death of
Gentlemanly Capitalism. A good thing, we might say. There is no
room for ‘amateurism’ in today’s complex markets. However, as any
treasurer knows, market players tend to focus on the instruments
traded, rather than the underlying substance. League tables and
short time frame reporting demands increase the pressure on
investment managers to deliver performance quickly and
consistently.

REACHING THE GOAL OF SUCCESS. On the other hand, growing a
business takes time. The demands of products, markets,
organisation, staffing, and all the other complexities that make up
real life have to be managed towards the goal of business success. A
turnaround strategy can take several years to show results. A fund
manager under pressure to perform each month or quarter does not
always have the time to wait. Neither does the chief executive.
With an average tenure of four years and two months, and the need
to be seen to perform if he or she is to get the next appointment,
more rapid results are needed.

Where do these results come from? Transactions. Transactions are
exciting, they generate market activity, share price benefits – in the
short term at least, research by the David Hume Institute among
others has demonstrated that most of the abnormal returns accrue
to the target’s shareholders – and lots of fees for advisers. The chief
executive’s reputation as a mover and shaker is enhanced. So, for
the market players, transactions are good news all round.

Taken to the extre m e , some chief exe c u t i ves undertake seri a l
t ra n s a c t i o n s , making one deal after another. At any one time, a t
least half of the FTSE 100 companies are undertaking or
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contemplating large tra n s a c t i o n s . “What is wrong with that?”, y o u
might ask. M e rge rs and takeove rs are good for business. T h ey keep
m a n a gement on their toes. T h ey dri ve cost eff i c i e n cy. Co m p a n i e s
competing in a global economy have to conso l i d a t e .

THERE ARE CONSIDERABLE DOWNSIDES HOW E V E R. Fi rs t, w e
do not do transactions very well. K P M G ’s 1999 re s e a rch showed
that as few as 17% of acquisitions added va l u e , with a furt h e r
30% being neutral and a terrifying 53% destroying va l u e . Its 2002
re s e a rch showed that full integration benefits are often neglected,
sometimes because manage m e n t ’s attention has shifted to the
next deal, l e aving ‘little appetite to rake over unfinished business’.
On top of that, a cc o rding to the Financial T i m e s, m o re than half
the 1999/2000 deals were alre a dy being undone in 2003.

S e c o n d , with manage m e n t ’s attention on tra n s a c t i o n s , t h e
u n d e r lying business is often neglected. As one of our interviewees
said “e verything just stopped” while his company attempted two
m e rge rs in succ e s s i o n . A n d , with all the money being spent on
t ra n s a c t i o n s , R&D and capital investment pay the pri c e . We are
not growing stro n g, long-term businesses, we are ge n e rating quick
i n t e rest and share price move m e n t s . Over time this leads to a
rundown of the business, wh i ch itself becomes a takeover targe t.

ALL THIS RESULTS FROM T WO SIGNIFICANT DISLOCAT I O N S .
The chief exe c u t i ve , needing to perform for the markets, s t a rts to
do things to, rather than with, the orga n i s a t i o n . As they are only
going to be there for four years , it is pro b a b ly not wo rth ge t t i n g
too close to the business. It is easier, and quick e r, to ge t
i m p ro vements by cost-cutting exe rc i s e s , b ri n ging in old colleagues
and consultants to make them happen, rather than growing the
business orga n i c a l ly. A ny growth that is needed can come fro m
a c q u i s i t i o n s .

Then there are the fund manage rs , i nve s t o rs in equities, wh o s e
actions have the most impact on the career of a chief exe c u t i ve .
Under pre s s u re to perfo r m , i nvestment decisions are made on
expected share price move m e n t s , rather than specifics of the
u n d e r lying business. I nve s t o rs are no longer providing capital to
b u s i n e s s e s ; t h ey are looking for ‘ re t u r n s ’.

It gets wo rs e . I nvestment manage rs are also dislocated fro m
their clients, the real risk takers , on whose behalf they are
i nvesting in the first place. If they were not, we might not have
seen some of the recent scandals, including misleading analy s t
re p o rt s , i nvestment trust cross-holdings and out of hours tra d i n g.

H OW HAVE MATTERS COME TO THIS? We have not uncove red a
c o n s p i ra cy or anything so dra m a t i c. T h e re are undoubtedly
i n d i v i d u a l s , in companies, i nvestment funds and advising banks,
who put their own gain befo re any other considera t i o n . In the
m a i n , h o w e ve r, most of the play e rs are ge nu i n e ly doing their best

inside an informal system that has somehow lost touch with wh a t
it was created fo r. We have lost sight of the basics, and the
i n formal system, the machine that should dri ve the engine of
industry and commerce smoothly, is racing out of contro l . T h e
exponential growth of deri va t i ves (described by Wa r ren Buffett as
“financial weapons of mass destru c t i o n”) re i n fo rces the separa t i o n
of market activity from underlying substance.

DOES THIS ALL MATTER? We believe so. We believe that the
e c o n o my is an integral part of a so c i e t y, and that the main goal of
a society should be to stri ve to ensure the greatest well being of
all its members . The performance of a society as a whole and each
of its constituent part s , including its economic component, s h o u l d
t h e re fo re be judged by the degree to wh i ch it contributes to the
o ve rall well being of its members . If these dislocations re s u lt in
less real investment in industry, in more people being
d i s e n chanted with companies and investment manage rs , and in a
widening gap between ‘big bosses’ and their wo r k fo rc e s , then we
will all suffe r.

Even if we accept that things need to ch a n ge (and a great many
people will not), then finding solutions will not be easy. We need
to lengthen time scales, re-educate both professionals and lay
people in the diffe rence between investment (as practiced by such
i nve s t o rs as Wa r ren Buffet) and speculation, wh i ch is what most
‘ i nve s t m e n t ’ b e h aviour more re s e m b l e s . We need to diffe re n t i a t e
between responsible investment and the practices that are more
l i k e ly to be damagi n g.

The thrust for all this will not come from a self- re g u l a t e d
i n d u s t r y, nor will it re s u lt from single issue committees set up to
p rovide sticking plasters for specific pro b l e m s . Both the Fi n a n c i a l
Services Au t h o rity (addressing financial education of the
population) and To m o r rows Co m p a ny are doing some intere s t i n g
work on these are a s . H o w e ve r, real ch a n ge will only happen wh e n
the regulatory env i ronment encoura ges responsible inve s t m e n t
b e h aviour and responsible manage m e n t. A n d , for those pure
market ideologists who groan “not more re g u l a t i o n”, I can quote
no better than Adair Tu r n e r, in Just Cap i t a l , the Liberal Economy,
who writes that deregulation has become a dogma rather than a
tool with wh i ch to ach i e ve desired ends, and that go ve r n m e n t s
need to focus on the diff i c u lt things wh e re we cannot re ly on the
m o t i vation of pri vate profit to ach i e ve desirable ends.

W H AT A BOUT THE HUMBLE TREASURER? W H AT CAN T H E Y
DO? If we act as pension tru s t e e s , we might think about how we
appoint and target our investment fund manage rs . Do we just use
league tables or do we try to understand their inve s t m e n t
p h i l o so p hy? Do we put pre s s u re on them for short- t e r m
p e r formance? Of cours e , we do not want to encoura ge slack
p e r fo r m a n c e , but perhaps we need to lengthen our time fra m e
and base judgements on a set of wider issues. A n d , as senior
m e m b e rs of management and senior play e rs in the financial
m a r k e t s , perhaps we can add a voice of sanity. In the board ro o m ,
and in the big banks, perhaps our voices can be heard . If you
a g re e , it is over to you.

Pat Scott is a Director at Wo o d b ri d ge Pa rt n e rs .
p a t. s c o t t @ wo o d b ri d ge- p a rt n e rs . c o m
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‘REAL CHANGE WILL ONLY
HAPPEN WHEN THE REGULATORY
ENVIRONMENT ENCOURAGES
RESPONSIBLE INVESTMENT
BEHAVIOUR AND RESPONSIBLE
MANAGEMENT’
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