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Risk and reward

he business

community is

facing some

challenging

times. Meeting
the demands of investors
and regulators has never
been easy, but a changed
landscape has emerged
from the upheavals of the
last year or so.

Companies and
organisations now operate
in an environment in which
their performance and
standards are increasingly
under scrutiny, while — at the
same time — economic
uncertainty in the UK and
beyond means that
achieving profitability
remains difficult.

But despite these testing
operating conditions, there
are many businesses that do
find ways to excel. It's those
organisations which
recognise the need for
effective risk management,
robust financial reporting
and good corporate

governance that put
themselves in the best
position to succeed.
Going forward, there is
also a need for all of us
to look to the medium to
long-term, and make the
necessary preparations to
take advantage of the
upturn when it comes.

In this issue of Performance
Plus, we have focused on
some of those factors and
issues that are critical for
business to succeed.
Baroness Hogg talks to us
about the vital role of non-
executive directors, we look
at effective debt
management and corporate
tax planning, we examine
the risks and rewards of
global retailing and England
rugby coach Clive
Woodward talks about how
business strategies translate
from the boardroom to the
playing pitch.

| hope you find reading
Performance Plus both
useful and enjoyable.
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Board effectiveness

Baroness Hogg talks about the new role of NEDs
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aroness Hogg is one of Europe’s most

experienced and successful directors.

As the chairman of two companies, a non-

executive director of three more, and the

governor of the BBC, she has an almost

unrivalled insight into the role of the non-
executive today. Being chairman of 3i, she is responsible for
investment in thousands of companies — and has helped
compose the board for many of them. In light of the Higgs
report Baroness Hogg provides insight about the problems
and opportunities for non-executives.

Are non-executive directors (NEDs) policemen or
strategists today?

I think it’s a false dichotomy. The ultimate regulators of the

board of a company are its shareholders. Of course, there’s a
framework of regulation, but the responsibility of the board to
shareholders is the dynamic that should underpin its behaviour.
The strategic role varies when new members join the board of a
quoted company, because they come into a strategy that has been
developed and they will be involved in its evolution. When a VC
company puts a director on the board of a private company, he or
she may have been involved in designing the strategy during the
investment stage.

I think the role of NEDs has become more active, but it is more
important to stress that so too has the role of the board as a whole.
Although NEDs have some very important emphases in their roles,
the responsibilities in the end come back to the board.

I’m a great believer in the unitary board, and it is very important to
maintain that the responsibilities belong to it — not one group.

Appointing more NEDs without strengthening their ability to
contribute seems to be solving the wrong problem. And in light of
recent events, people have become very aware of just how great
their responsibilities are. So, in fact, the role has become both
more demanding and more interesting.

How can a chairman and other NEDs measure if a
board is working effectively and that it is getting the
information it needs?

STRENGTHENING REPORTING

The most useful thing isn’t regulation of board

management, it’s the spreading of best practice. This
comes about when people share their thoughts and dilemmas.
I had a meeting this week with a number of chairmen of other
FTSE 100 companies, where we were talking to each other
about how we measure board effectiveness, how we assess it,
and I found it immensely helpful to share ideas.

There are lots of other aspects of company behaviour that are
regulated. Company boards must have regard for those as
well. But most people’s concerns about weak boards have
been that shareholder interests have been neglected, which
comes about when a weak board is not conscious enough of
its duty to them.

Some bodies, notably the TUC, advocate a wider pool
of NEDs, and Higgs supports this view. Should
companies be looking for new sources of talent?

In one sense, the pool of directors is self-selecting. There are

no conscripts. Nobody is compelled to become the director
of a public company. On the other hand, I think it is right to try
and widen the pool — it’s necessary. Apart from anything else,
British companies are increasingly international companies and
they need international boards to reflect that. On the board of
3i we have one NED based in the US, and one based in France.
I think that’s a very important part of 3i’s cultural mix. That’s
one way in which the widening of the gene pool is extremely
important to companies. The days when it was considered
appropriate that the board of an international business should
consist of a small group of similar people all living in London
are long gone — or they should be.

I also think some conscious effort to widen the pool encourages
people to look in places where otherwise they would not look
for talent, for people who would be good on boards. There’s a
lot of experience — not necessarily corporate — that would be
useful on a board. But I would like to emphasise the distinction
between the big board of a public quoted company and the much
smaller board of a private company. You might be looking for
different things, and with a big board you can construct it from
a group of quite different talents because you are not looking
for one individual who can be the sole ‘outsider’.
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Should NEDs be prevented from having more than
one or two other directorships at the same time?

I find it very helpful to have on the board of 3i, NEDs

who have experience at the same time of other big
quoted companies. That means they don’t come fresh to the
issues that beset every quoted company every time. If they
have been dealing with these issues already, it’s a great help.
They are not doing all their learning ‘on my car’. They are
bringing something from the last debate; they have done some
thinking already.

Ideally, you want a mix of people dealing with similar
problems in similar companies but who are from different
cultures and geographies. If you can bring that together on a
board, it’s exciting.

Do you restrict the number of directorships the NEDs
you appoint can have?

No. I would hate to see hard and fast rules. The demands

of companies vary a lot. There’s also an issue over
whether you should give pro bono activities, which can be very
demanding, equal weight. I’m very keen that at least some of the
members of my board bring experience of other important boards

WHEN DEREK HIGGS
released his ‘Determined
and realistic agenda for
change,’ in January 2003,
advocating a strengthening

Industry showed that 82
percent of them thought
the report’s suggestions
would undermine their

role. On the other hand,

Baroness Hogg, Chairman, 3i

to the party: I can have some confidence that when I am
confronted with an issue, particularly governance or
remuneration, they have thought about it in another context
and can bring a perspective to it.

Being a successful NED doesn’t just depend on being trained and
having enough time. It depends on having the confidence and
experience to participate, to know when to challenge, when to be
persistent, to know how to make your interventions work in the
group. All that takes experience, too. You need the mix. The great
thing is you can have that mix on a large public company board.

You mention training. Do NEDs need education to do
their job?

Yes! Although compulsory education is a great mistake

because you would get a box-ticking form of training:
“I’ve done my one-day course, I snoozed my way through it,
but I can say I've done it.” The quality of training is pretty
patchy. Some of it is done as marketing by institutions. While a
proportion of it may be good, that doesn’t necessarily mean it is
what I want as the chairman of a company. Some of it is done
very academically, and that may not be what I want either. What
I think would be useful is if the expert bodies could get together
and kitemark the existing training. Then you don’t have to go on

chairmen should chair a
maximum of one board,
and be non-executive.

The report suggested:
a senior NED should chair
the nominations committee
to appoint new directors.

splitting the function of The report is to be adopted

of the role of NEDs, he
received a certain level
of opposition from the
chairmen of the UK'’s

the National Association of
Pension Funds welcomed
the report, as did the
Institute of Directors,

chairman and chief
executive on all boards.
appointing an independent
director to liaise with

on 1 July, 2003, and it will
create a wave of change
in the City. Higgs has
suggested that UK

largest companies.
A survey by the
Confederation of British

Sir Adrian Cadbury,
and Chancellor of the
Exchequer, Gordon Brown.

shareholders.
half of all boards should
be independent NEDs.

companies will have to
find up to one thousand
new NEDs.
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the training to find out if it is any good. The more stimuli you
can give to improving the quality of training, the better. At 31 we
are fortunate because we know a good deal about training since
we do a lot of it ourselves.

It isn’t just having an induction course, though that is very
important. It isn’t just keeping up to speed either, though that is
very important, too. It is a question of having the appetite
yourself as a NED to deal with and assimilate the next set of
issues you will be facing, and the list of those is getting longer.

NEDs accept risks and responsibilities when they join

a board, especially if that board is not communicating
effectively. Should this risk be restricted, to encourage
NEDs from outside the traditional base of recruits?

I don’t think there are any fail-safes. This is a risk culture.

The dynamic of the capitalist system involves the possibility
of failure. Boards can work hard to improve their effectiveness
but it’s a great mistake to believe the equity business is risk-free.

Those are the terms on which NEDs do the job. The nature of the
job is to be the informed outsider. A lot of the pressures at the
moment, come from conflicting objectives. We mentioned one pair
already: the desire to widen the pool to include people who have
not traditionally been thought of as NEDs, while demanding a
higher level of expertise. Another is demanding higher levels of
engagement and knowledge among NEDs, while insisting on their
independence. That’s difficult to reconcile if your definition of
independence is that they are informed outsiders rather than full-
time executives. These are inevitable contradictions. All you can do
is realise what they are, don’t think you can solve every problem,
and accept, with your eyes open, the essential conflicts in the role.

You deal with many different types of board. Are their
similarities more important than their differences?

The boards I’ve sat on have varied enormously: from the

BBC, which is an entirely non-executive board, where
governors have a strongly regulatory role, to quoted company
boards, where it has been half and half or, more usually, where
there has just been a small majority of NEDs. But I’ve also been
on the board of unquoted companies as the only NED. When
you think about what we do at 3i, putting people on to the
boards of unquoted companies, we are invested in over 2,000
companies, and our independent directors’ programme consists
of 600 independent directors in 18 countries and they sit on the
boards of over 1,000 of our investee companies. Those are
almost entirely unquoted companies, and that’s a very different
role to being an NED of a large quoted company. So not all
boards are alike.

We have been through the Cadbury and Hampel

reports, and adopted the Combined Code, but in
the UK we have no regulation as harsh as that in the US.
Do we need more regulation, or less?

STRENGTHENING REPORTING

There’s a heck of a lot in the Combined Code underpinning
the changes we see today. The UK has taken big steps in
the past 10 years regarding governance. Probably the next step
is less to try and roll out a load of regulation and more to
encourage the spread of best practice between companies
that generally have an appetite to provide themselves with
what should be an advantage. There has to be a trade-off
between overburdening companies with regulations so
they never have five minutes to think about strategy, and
achieving standards of governance that will give the

shareholders confidence.

It will be very interesting to see how the US settles down.

There may be some revisions to what they have done so far.
There has been a positive shock effect on a number of
companies, and they are using the moment of Sarbanes-Oxley
to review what they are doing, and to change the nature of their
boards. They were ready to do that anyway, I think, but there has
been a powerful cultural change. When things settle, the US

will have to decide whether this detailed legislative approach is

too heavy.

In 2003, will the European approach to corporate
governance become better or worse than the

US approach?

We were a lot further down the line in terms of board

responsibilities than the US. But this is no grounds for
complacency. The next stage is to work at effectiveness, which
is different. You can’t regulate to create an effective board.
Ultimately, you can’t regulate for creativity.

In brief

How do we increase the
effectiveness of NEDs?

Training helps — new
recruits broaden the pool -
but nothing beats recruiting
a variety of complementary
skills, and encouraging them
to work in harmony.

One board, working
together, is the best
strategy. Share common
goals and pursue as one.
Be open-minded. Using
NEDs from other markets
and cultures is a plus.
Train the board. That
means real education,
not a standard course
taken under duress.

Widening the pool of
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NEDs is a great idea,
but directors have to

be competent from

day one.

External regulation will not
encourage responsibility.
Best practice and
communication makes
an effective board.

All boards are not the
same. A small private
company will want one
thing, a large quoted
company another.

The Higgs report:
http://www.dti.gov.uk/cld/
non_exec_review/pdfs/higgs
report.pdf

Timothy Copnell
Tel: +44 (0)20 7694 8082
tim.copnell@kpmg.co.uk
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Stretching a point

Exploiting your brand without diluting your profits

Catrin Turner says: “Although
brand stretching may sound
like a case of damned if you
do, damned if you don't —
there are ways of minimising
the risks”

)| Performance Plus Issue 3
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xtending an existing

brand into new

markets is

something every

business would like
to do. Be it a single emphatic
leap like Caterpillar’s move
from heavy plant to hiking
boots or a Bransonesque
march through every market
imaginable, the appeal of brand
stretching is undeniable. Yet
with stretch success comes the
risk that brand stretching could
reach snapping point, with the
original brand becoming
diluted or endangered. Matt
Haig’s book Brand Failures is
full of examples of brands that
failed in their attempts to break
into new markets.

There may be dangers to
extension, but big rewards
often make the risk worth
taking. The alternative may be
a lot worse, explains Catrin
Turner of KPMG's Intellectual
Property Services Team.

“It would simply be wrong

to say that most brand
extensions are failures,” notes
Haig. “Brand extensions are
how we get most new
products, and you only have
to look at the number of
successful product ranges to
see that that isn’t the case.
Some, such as Gillette adding
shaving foam to its range of
razors, are simply a logical
extension — a move into a

complementary market while
reinforcing the brand.”

The hallmark of the seamless
stretch is that the new product
slips effortlessly into the
consumer domain. Mars,
Bounty and Marathon’s
transition into ice-cream
products went without so
much as a ripple. Harley-
Davidson’s attempt to broaden
out into perfumery, or
Cosmopolitan magazine’s
venture into yoghurts, were
not so smooth, as Haig

points out in his book.

A brand too far

“There are a number of reasons
why companies get it wrong,
but mainly it’s about not taking
the time to understand the
brand from the consumer

point of view. Consumers don’t
want to have to think about a
brand or a product — look at the
sheer number of products to
choose from in an ordinary
supermarket — so a successful
extension is one that doesn’t
confuse them. Which is where
something like Heinz’s All

Natural Cleaning Vinegar fails
because it’s almost designed to
confuse the customer looking
for something to put on

their salad. Likewise
Cosmopolitan s launch of
yoghurt and bed linen are such
lateral thinking. You can see
why Bic, famous for disposable
pens and disposable razors,
would pursue the theme, but
when it came to Bic disposable
underwear, it was just a brand
stretched too far,” notes Haig.

So what pushes a company
to venture into what may be
inappropriate products?

“Typically, it’s short-termism.
Sales are looking static and the
board wants to see the curve
turn upwards, so they identify a
gap in the market and promptly
launch into it. Initially they see
arise in sales and the extension
is considered a success but
what it fails to take into account
is the long-term picture. It’s not
just about the implications for
the new product — it may have
repercussions on the core
brand. Take Harley-Davidson

GROWING VALUE

perfume. The strength of brand
loyalty led the company to
believe that almost any product
with that brand could be
merchandised. The perfume
was a brand stretched too far
though. It didn’t fit with the
mythology and lifestyle image
that people understood, and
while I believe it’s still on sale,
it has been withdrawn from UK
and US markets.” It is certainly
hard to perceive perfumery as a
core value of one of the few
brands that consumers willingly
have tattooed on themselves.

“Other products are simply
redundant, wishful thinking,
like Dove soap, which went
into washing-up liquid with the
message that it was kind to
your hands. The problem is that
other washing-up liquids have
claimed the same for ages, so it
was aiming for a gap that didn’t
really exist and again confused
the consumer with another
needless choice,” says Haig.

Worst of all is the possibility
that brand overstretch will
turn into self-cannibalism,

“Harley-Davidson perfume was a
brand stretch too far. It's hard to
perceive it as a core of a brand
that consumers have as a tattoo”
Matt Haig, author of Brand Failures
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where the new products, far
from being complementary,
will carve a chunk out of the
original brand.

Drinking into the profits
“The beer market is probably
the worst for brand stretch. In
the US, Miller has developed
some 20 or so brands, but its
overall market share hasn’t
changed. Instead, the attempt to
woo Budweiser drinkers has
just complicated the situation —
Miller Lite, for example, has
simply eaten into the shares of
Miller Gold, and so on. Market
share is static, but the costs of
marketing and producing all the
different brands eats into the
profitability of the company,”
comments Haig.

So why is it that certain brands
leapfrog from market to market
while others crash and burn?

Brand stretch

“One thing that’s shared across
every type of brand is that
there are obvious extensions
that can be exploited, and if
the company that owns that
brand doesn’t exploit them,
someone else will. I recall
Tesco’s Chief Executive, Terry
Leahy and Richard Branson —
the king of brand stretch —
both being asked if there was
any area into which they
would not extend the brand.
Leahy said he would go into
any area where the company

Performance Plus Issue 3

could provide value; Branson
said he would do the same in
areas where Virgin could still
stick to its core values.”

It may sound like a case of
damned if you do, damned

if you don’t, but there are
ways of minimising the risks.
Turner highlights some key
considerations: “Don’t just
think of brands as products but
consider extensions into
geographical and channel
areas. Tesco’s move online is a
great example, as is its move
into selling financial services.
Yellow Pages’ online venture
Yell, is another.”

There are also practical means
of reducing risk. “To spread the
risks it is wise to adopt a
suitable ‘stretch vehicle’. For
example, a fashion house
lending its name to sunglasses
will not manufacture the frame,
but instead license the brand in
exchange for a royalty. This
reduces the risk of failure

by ensuring that the new
product is manufactured to a
standard which is synonymous
with the brand.

“Another alternative is to opt
for a wholly owned subsidiary,
such as Tesco Direct. Tesco did
this, presumably because it saw
no need to dilute the profit or
risk profile of its venture into
internet grocery shopping. In-
between, there may be any

“There are obvious extensions
that can be exploited, and if the
company that owns that brand
doesn’t exploit them, someone

III

else wil

Catrin Turner, Partner,

Intellectual Property Services Team, KPMG

combination of distribution
agreements, agencies,
franchises, concessions or
wholesale arrangements, all
designed to reduce risk.”

Hard questions

While there are operational
gambits to limit liabilities,
Turner notes the safest strategy
starts with hard questions:

“Study the market carefully.
Ask yourself, what is its size,
what are its prospects for
growth, what are the criteria for
realistic targets, what kind of

In brief

Why is it that some
brands leapfrog effortlessly
into new products and
markets while others crash
into a wall of consumer
indifference?

Because boards fail to
understand the true value
of the brand from the
consumer’s perspective and
also risk confusing or
alienating those consumers
with ill-advised brand
stretching.

Seriously examine what
the consumer, not the
board, sees as the core
value of the brand.

Aim to ensure the new
product or area is
complementary to the
profile and profitability of
the parent brand.

market share could you hope
for and what is the minimum
you would need. Look long
and hard at the competition and
don’t expect it to remain static
as you move. Above all else, be
true to the core of the brand
you already have.”

Or as Haig warns: “Think
about what the brand means to
the consumer, not to the board.”

Contact

Catrin Turner

Tel: +44 (0)20 7694 8909
catrin.turner@kpmg.co.uk

Assess the opportunity
and competitive landscape
in the new market and set
realistic targets.

Think beyond the
products and into the
possibilities of an
extension into new
geographical or

channel areas.

Diluting the brand

by stretching too far
from the core value

of the company.
Confusing the customer
with obscure choices/
products.

Eating into your own
market share.

Brand Failures by Matt Haig,
published by Kogan Page
ISBN: 0749439270
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