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Preface

In the summer of 1978 I was finishing a thesis and collecting rejection letters. A handful of universities had jobs for newly qualified historians but not for me. Eventually I made the shortlist at a small teacher training college in Liverpool but the conversation between candidates as we were shown round made it quite clear that the other five had more experience and better qualifications. I left still without a job but with the certainty that I had to look outside the academic world to pay my debts and earn a living.

A friend in a similar mess told me that ‘they do research in the city’ and that I should try there. It took me a while to learn where the City was: not the centre of Cambridge, as I first thought, but a part of London where the great bankers and brokers worked. I found a list of firms who were hiring graduates, chose two with nice sounding names and wrote to them.

Quite soon they both replied. A miracle! Two interviews on successive days and one with an invitation to lunch. The first was at 2.30 p.m. and I arrived disorientated by the maze of narrow streets, the speed at which people rushed around and the rudeness of passers-by too busy to stop to give directions. I need not have worried. I sat on a comfortable sofa reading horsey, country magazines for half an hour. Just before 3.00, a chap ambled in, clearly having enjoyed a good lunch, and asked me a few introductory questions: school (grammar), university (Cambridge), contacts in the City (none), sports played (lots). I was on the alert: this was just to wrong-foot me and there would be a tough question on the economy any minute. But no, the next comment was, ‘Well you seem like a decent type, we’ll offer you a job.’ The time was 3.20 p.m.; I had been with him less than half an hour, and I left elated at my performance, one that had been so brilliant that I had landed a job within minutes.

On the train home doubts set in: he seemed drunk; would he remember the offer in the morning? Even if he did remember, did I really want to work for people who took decisions on the hoof, were late for meetings, drank heavily at lunch, kept no records, and thought their guests would enjoy reading about hunting, fishing and shooting?

The next day I was back in the City to meet the second firm. There was a bit more structure to this interview: relevant questions were asked, the different functions in the firm were explained to me and I met someone called the administrative partner who talked about serious sounding things like pensions and season ticket loans. They took me to lunch (quite the best restaurant I’d ever been in) and effortlessly balanced a serious discussion with equally serious eating and drinking. My own contribution was handicapped by unfamiliarity with smart restaurants, the subjects under discussion and the tool I’d been given to eat my lobster with but, surprisingly, I was offered a job. It still seemed impossibly easy after the depressing trek through the lower reaches of academe and I did not really believe that either firm had the basis for making a decision about me. But the second firm, Fielding Newson Smith, seemed marginally more thorough and I started work there in September 1978 as a trainee investment analyst for a salary of £100 per week.

I spent most of the next twenty years in the City in an apparently successful career. I became a well-known investment analyst, writing reports on shares and recommending them to investors. I won several public awards for outstanding work and eventually became head of research at one of London’s leading broking firms. I became managing director of the whole firm, responsible for a worldwide staff of 2000. I was then head-hunted and ended up in the inner sanctum of one of London’s leading merchant banks. My annual earnings often exceeded £1 million and sometimes £2 million. A newspaper once described my reputation in the City as ‘awesome’.

Yet throughout this I have carried a sense of unease. Could this fame and fortune be for real? How did we all earn so much when the firms we worked for generally lost money? How is it that greed, disloyalty and deception are tolerated and usually rewarded with even more money? When every large investment bank in London was sold to a foreign owner within fifteen years, usually under distressed circumstances, did the managers of those firms really do a good job? If not, why did they keep getting paid so much? Why are the Americans so much more successful at this business than the Brits? Is it a matter of work ethic, experience, native talent or were there structural forces at work?

These questions have troubled me for years but I reached a crossroads in 1998 when I was offered one of the plum jobs in the industry. It was a position so grand that it would have been the crowning glory of a career in the City and the opportunity for even more money and power. The prospect filled me with dread. Another five years of jet lag, dinners with people I had little in common with, pampering to the burgeoning demands of staff whose desires knew no bounds. I turned the job down and worked out what I really wanted to do. A starting-point was to set down what has happened in the City over the last twenty years, particularly since 1983 when the reforms known as Big Bang were first contemplated. I wanted to review these extraordinary events in as detached a way as it is possible for a participant to do, firstly to check that what I thought had happened had really occurred and then to understand why.

Three themes run throughout the book: ownership, class and self-regulation. Ownership mattered. Partnerships and small companies performed better than megabanks. Big banks thought they needed big brokers and these proved impossible to manage. Results were poor and the institutional shareholders – especially British investors in British banks – created an environment where the investment banks and brokers had to be sold or closed. The final section explores whether it matters that the British investment banks of today are nearly all foreign-owned.

Class also came into it. The failure of a whole generation of managers in the 1980s was not solely to do with their background but they had emerged from the public schools and National Service with a respect for hierarchy, conservatism and with bags of self-confidence. The attitudes of the senior brokers of the 1980s were born out of their experiences in the 1950s and it showed in their inability to cope with a more complex, fast-moving world. This left the British firms gasping to keep up with the harder-working Americans.

Government and the regulators were conspicuous by their absence. I have often asked myself, why do the authorities allow this to happen? Who are the authorities? Do they know what is happening? Do they care? Are there no grown-ups watching us play? As I have worked through the sources I have begun to understand that London’s softer regulatory regime compared with New York has ideological origins in the free market philosophy of Mrs Thatcher’s heyday. The fashion for minimal Government interference was music to the ears of the City’s fathers who were confident in their abilities to manage everything themselves. The absence of a tough regulatory regime has had important consequences for the City, not because it is a crooked place to do business – in fact, there still exists a strict moral dealing code which is far more stringent than the written rules, and broking in the City is largely free of corruption – but because the standards for training and financial reporting are so low that sloppy behaviour has been encouraged.

The early narrative of the book focuses on broking, a business that the merchant banks of the 1980s saw as the key to becoming successful investment banks in the 1990s. Gradually, broking and merchant banking became so entwined that the failure of one became inextricably linked with the other. The complication of assimilating and running brokers made the management task much harder and is at the heart of every failed investment bank. The book’s conclusions relate to these wider investment banking issues.

There were 225 broking and jobbing firms that belonged to the London Stock Exchange in 1986. The top ten brokers and top three jobbers, which between them accounted for the majority of shares traded at the time, the banks that bought them before Big Bang and a few of the American firms that gradually took over in the City are followed in detail. I have limited the scope of the book to make it manageable to read and write. Those interested in the small- and medium-sized brokers will not find much mention and this has led to the exclusion of a few quite significant firms such as Laing & Cruickshank and Simon & Coates. The merchant banks have also been dealt with selectively, with little mention of smaller banks like Charterhouse, Hambros and Singer and Friedlander and less coverage of the major advisory banks, Rothschild and Lazards, than of those that followed an integrated advisory and capital markets strategy.

Firms are followed in detail until the moment when the strategy that was started in Big Bang was abandoned. For example, amongst the merchant banks, Hill Samuel disappears from the story after it was sold to TSB, as does Morgan Grenfell after the sale to Deutsche Bank and Warburg after the sale to Swiss Bank.

The story is about equities, not bonds, and institutional, not private, client broking, for these were the activities at the core of the new investment banks that emerged. Whilst Big Bang covered British Government securities as well as equities, corporate bonds were not affected. Many of the merchant and commercial banks were already experienced in issuing and trading corporate bonds and little changed as a result of Big Bang. The extra dimension came from equities and although banks did run into problems in their fixed-income areas, it was in equities that the worst problems arose. The two activities were quite separate and banks like NatWest and Barclays were able to continue in fixed-interest securities after they pulled out of equities and related corporate finance activities.

This was not a successful period for the industry and there are few individuals, companies or official institutions to emerge with credit. However, I can find very few cases where people behaved with malice. Staff, management and shareholders did their jobs according to the standards of the day, to the best of their abilities. My own performance was no better, but I hope no worse, than that of my peer group: a mixture of successes and failures. Soon after I started, my career was nearly ruined by stock market developments I had failed to anticipate. A colleague consoled me with some advice that has helped me to survive the occasional low periods that were inevitable in a long career in the City: ‘If you can’t take a joke, don’t work in the Stock Market.’ Those words gave me perspective and I hope that this book will do the same for anyone interested in a remarkable episode of modern business history.




Foreword to the Paperback Edition

In the year since I finished The Death of Gentlemanly Capitalism, my perspective on the City has altered. More time has passed since I was personally involved, memories have faded, relationships with individuals and institutions have changed. Events have moved on. Some of the outcomes that I predicted have already occurred, others have moved in unexpected directions making different conclusions now seem more likely. Reviewers, correspondents, visitors to my web site and people I have met while promoting the book have given me new ideas and I am grateful for all such comments.

Critics have made much of the inevitability of the US domination of the City, arguing that Wall St’s profitability and the sheer size of the US economy meant that no British firm could survive. Wall St’s power is indeed awesome but I remain unimpressed by the skill and commitment of us British competitors. Class, incompetence, the authorities’ belief in ‘free’ competition, premature in a market where the Americans had a head start, and short-termism all contributed to the great British failure. We need look no further than Continental Europe to see how it could have been done better. There are no British investment banks in Europe’s top ten but there, alongside the Americans, are Deutsche Bank, Credit Suisse, United Bank of Switzerland and Dresdner Bank. These European banks, comparable in size to the UK clearers who decided not to compete, have built credible investment banks, often with British components, and from a much less promising cultural and business background. Was the British failure really so inevitable?

My suggestion that foreign ownership of the investment banks might damage the City in the long term has been attacked by reference to both the past and the future. Looking back, the important role foreigners played in the City’s history has been used to justify the present situation. But there is a difference between European families going to London, settling there and becoming Anglicized and companies that are headquartered across the Atlantic with no roots in or commitment to the UK. Whereas families such as the Schroders and Barings moved their bases to Britain, there is little prospect of Goldman or Morgan Stanley or Merrill doing so and nor should they. Looking forward, it has been argued that globalization makes the concept of corporate nationality obsolete but this is simplistic when the location of head office so often determines a firm’s culture. Home is still where the head is in that social and commercial connections often cut across efficient resource allocation.

The issue of who owns the City will become pressing when the investment banks’ clients on the Continent outweigh those in the UK, a time that is not far away. We shall then see whether London’s charms, language and infrastructure are sufficient to keep the investment banks centred there. If by then monetary union has taken off without Britain or London has misplayed its hand in the global realignment of stock exchanges, the City’s position as Europe’s financial services capital will be tested. It seems too good to be true that there will be no adverse consequences arising from the failure of a whole class of financial institutions. We are about to find out.

Philip Augar

Cambridge, England,

February 2001



PART ONE

THE TWILIGHT WORLD OF GENTLEMANLY CAPITALISM








1

A Foreign Affair

A few years ago I had dinner with a future Governor of the Bank of England. He was already a powerful man and the conversation was as serious as befits someone in his position. We discussed the steady progress made by the American investment banks in London and the squeeze on the British firms. I was urged not to worry. My companion recalled the parallel with the Wimbledon Tennis Championships: held in Britain, staffed by locals, dominated by foreigners but still generating bags of prestige and money for the UK. The City would be the same: safe as Europe’s financial capital and a strong environment in which Britain’s investment bankers could work. I disagreed, preferring the example of manufacturing, where the failure of British firms has left the UK without control of strategic industries or employment. We had a good debate and went our separate ways, he to run the Bank of England, me to worry about the collapse of British broking.

Over the following years the British banks and brokers gradually fell into foreign hands, sometimes spectacularly, as when Barings went bust and Warburg’s profits collapsed, sometimes with dignity, as when Smith New Court sold out. The bigger banks like Barclays and Nat-West soldiered on for a while before they too sold their equities businesses. The consequence is that investment banking today is a foreign affair. All of the City’s top ten brokers and nine of the top ten corporate finance houses are American or Continental European.

This book is about what happened, why it happened and whether it matters. The twenty-year period is taken in five parts, the first of which, ‘The Twilight World of Gentlemanly Capitalism’, describes the City in the years immediately before the 1983 agreement between the Government and the Stock Exchange. This deal, by which the Stock Exchange agreed to drop fixed commissions and open itself to competition to escape a Restrictive Practices case, ushered in the market reforms of 1986 known as Big Bang. The City’s inability to cope with these changes is the central theme of the book. The run up to Big Bang in 1986 saw the brokers and banks get together in a series of hastily arranged marriages. The Crash of 1987 exposed cultural and managerial weaknesses and enormous losses were made in the following years. Some banks did a rapid about turn, others tried to learn from the lessons. The early nineties brought partial success until late 1994, when a combination of tricky markets, poor strategies and the pressure of globalization brought down the brokers and some of the banks that owned them.

The causes of the failure are analysed as the story unfolds. In the early years, managerial incompetence from a generation underprepared for the scale and complexity of the task they faced was the characteristic feature. The social and professional backgrounds of those involved contributed to this by putting hierarchies and conservatism above networks and flexibility. In the middle years, the benefits of tight ownership became evident as the partnerships, small companies and family-controlled businesses outperformed the institutionally held megabanks. Eventually many firms fell into traps laid in the earlier period when their overextended strategies carried them into the arms of the foreign competition. From the mid nineties, industry trends to scale and globalization posed major, often insurmountable challenges. These underlying themes are pulled together in the concluding section of the book, ‘The City Unplugged’, which also explains how many City practitioners were able to earn fabulous salaries and bonuses at a time when their firms were failing.

Does this matter? The book concludes by considering the current belief amongst many commentators that the lack of a domestically owned investment banking industry is of no consequence. This view is a matter of conviction for some, but generally it would be more credible if it had been the line taken all along. It is also the type of post-event rationalization at which the City excels. Analysts are much better at explaining eloquently and elegantly what has just occurred than they are at forecasting the future. Investment banks pitching for business present their credentials in the best possible light through careful selection of performance data. Head-hunters acting for investment banks misrepresent their clients’ failed strategies to candidates who gloss over too many career moves. Investment managers choose the best available time periods to conceal bad performance. The ability to distort the truth with plausible explanation is one of the City’s most polished skills. In this case there is plenty of evidence that foreign ownership was not intended. There was widespread concern at the time of Big Bang that modernization, which nearly everyone recognized as essential if the City was to stay competitive, carried a risk that British firms might not survive. The authorities went to some trouble to assuage such fears. In December 1983 Alex Fletcher, the Minister at the Department of Trade and Industry responsible for Big Bang, gave an interview to the Financial Times:


Q: How important is it to have a British owned securities industry?

A: I think it is very important. If we want to maintain London as a prominent market, I think it is very important that the Stock Exchange and the majority of the institutions here should remain very firmly in British hands.1


The Bank of England was equally aware that the national interest could be as jeopardized by too much reform as by too little. Robin Leigh-Pemberton, then Governor of the Bank of England, stated in March 1984: ‘We would not contemplate with equanimity a Stock Exchange in which British-owned member firms played a subordinate role.’2

The matter was grasped early on by the Financial Times which, after enduring the misfortune of being on strike at the time of the 1983 agreement between the Department of Trade and Industry and the Stock Exchange, covered Big Bang with increasing authority and incisiveness. On 12 September 1983 it commented that, ‘The authorities are anxious to see the emergence of strong British securities firms, capable of competing with the big Wall Street and Japanese houses. One school of thought is that some kind of ring fence should be placed on a temporary basis around the City to prevent foreign competition from over-running the UK securities industry.’3

Cabinet ministers, the Governor of the Bank of England and the most influential newspaper in the City all grasped the importance of there being an indigenous investment banking industry. Then, as now, they were reassured by the cooperative, non-threatening approach of the foreign firms: ‘Mr Robert Conway, head of Goldman Sachs International, the UK offshoot of the giant US investment bank, has stressed that fears that the Americans will subsume British securities firms after the City’s Big Bang are exaggerated.’4

It may not matter that boards of management in New York, Frankfurt and Zürich determine the resources committed to London by the leading investment banks, but the vulnerability of London’s position is illustrated by the absence of any party with a vested interest in putting the opposite view. The investment banks themselves can be relied upon to keep mum. They have the right to run their business any way that they choose and will be the last to own up to the risks of a migration from London while they need the goodwill of British clients and authorities. The Bank of England and the other regulators will also play down the issue for they have allowed and unwittingly encouraged the domestic industry to fail and will not wish to admit that mistakes have been made. Senior figures in the City are in a similar position, having mismanaged their industry and being anxious not to draw attention to its fall.

The City of London is held up to be a great British success. Statistics are quoted showing that its share of such activities as foreign exchange and bond trade are increasing. All of the world’s leading investment banks base their European operations in London. London’s advantages – critical mass, language, skilled staff and a favourable fiscal and political environment for business – are trumpeted loudly and often. The City is widely believed not only to be currently unchallenged as Europe’s financial services capital but also to be so far ahead of its rivals that it cannot be overtaken in any foreseeable time frame.

However, the absence of a single British-owned investment bank with meaningful global aspirations is a serious deficiency. It is currently unfashionable to talk of ‘national companies’, the globalization of staff, shareholders and clients being held to have superseded this old-fashioned notion. But ask any London employee of Merrill Lynch or Goldman, or UBS or Dresdner Bank the nationality of the company they work for and you do not have long to wait for an answer. As we have seen in manufacturing industry, head office determines the strategy, the culture and the commitment.

The position of New York is now so well established as the world’s investment banking capital that it is unassailable and this is a consequence of the strength and size of the US economy rather than London’s mistakes. But the failure of the City’s investment banks means that London’s position as the leading secondary centre is not as secure as it appears.

A hub-and-spoke structure radiating out of New York to a series of equally important secondary financial centres is now the most likely model, with London sitting alongside, not above, the other European capitals. Frankfurt and Paris can contemplate this with equanimity. They are currently behind London in the global pecking order and equal status would represent an improvement in their relative positions. With London riding high on the tide of prosperity created by the bull market of the 1990s this is hard to imagine. But in financial markets the story never stands still. Twenty years ago Tokyo was regarded as a serious threat to London and New York as the world’s financial capital – now it is out on a limb. Ten years ago, it was inconceivable that all of London’s investment banks would be sold to Americans and Europeans – now it has happened. Seven years ago Warburg was sweeping all before it and Goldman was laying off staff; within two years Warburg had been sold and Goldman was dominant. Five years ago the idea that London would find itself having to respond to a bid from the operator of a smaller European stock exchange would have been derided. The next few years are likely to bring equally dramatic changes. London’s ability to benefit from them is weakened by the absence of a national investment banking champion. How did we get into this position?


2

Buy Side, Sell Side

‘Buy Side, Sell Side’ is an American term that describes the divide between customers (the buy side) and service providers (the sell side) in investment banking. Although this term was not widely used in Britain before Big Bang, it is a useful distinction. The buy side consists of those seeking help with Stock Market transactions: investors, companies and governments. The sell side consists of the providers of such services: brokers, merchant banks and, in Britain, before Big Bang when brokers were not allowed to take principal risk, jobbers.

BUY SIDE: INVESTORS

British institutions – companies that invest clients’ money – accounted for two-thirds of turnover on the London Stock Exchange in 1983. Overseas institutions accounted for less than 10 per cent of turnover but this rose to around a quarter by the end of the 1980s as they increased their investments in Britain. Private individuals investing directly in equities through stockbrokers made up less than a third of turnover in the early 1980s and, despite the boost from Government privatisation, less than 20 per cent by the early 1990s.

Equity investing took off in the 1950s as an alternative to bonds in pension funds.1 Initially companies managed their own pension funds but the growth of specialist departments at the merchant banks and insurance pension funds claiming to deliver better performance at lower cost led to the gradual closure of most of the independent pension fund investment departments. In this way the pension fund business came to be dominated by the asset management departments at the major merchant banks and insurance companies.2 Pension funds accounted for about 40 per cent of the $500 billion of assets managed in the UK on the eve of Big Bang. The remainder was spread between insurance funds, mutual savings schemes (such as unit trusts and investment trusts) and charities.3

Institutional shareholdings were so large that teams of fund managers were built up to monitor them. The fund managers in turn required the support of teams of researchers. By 1983 fund management teams at the pension funds, insurance companies and in the asset management departments of the merchant banks included their own research departments and portfolio managers. This required the institutional brokers to develop their own organizations in a way that matched client needs. This is explained in a following section (see pp. 23–8).


BUY SIDE: ORIGINATORS OF EQUITY

Institutional and private investors bought and sold secondary equities – that is, shares already in issue – but the supply of shares was refreshed by primary issues from companies and the Government. Companies issued shares through rights issues if they were already listed on the Stock Exchange or through an initial public offering if they were not. Rights issues could be major events, such as BP’s in 1981 and Barclays’ in 1985 which raised over £ 500 million each, or more routine issues from smaller companies.4

The Government’s traditional use of the Stock Market was for raising debt through issuing fixed interest securities known as gilts. After the election of the Conservatives in 1979 the Government found a second use for the Stock Market. Between 1981 and 1983 eight major privatisations were successfully completed, raising £1.4 billion and generating £25 million in fees and commissions for the professional advisers and substantial secondary market income for the brokers and jobbers.5


SELL SIDE

Merchant banks, brokers and jobbers were all involved in institutional equities in 1983. After Big Bang these three functions were to fuse into single entities called investment banks but in 1983 each occupied a distinct role in the hierarchy. The most prestigious organizations were the merchant banks, responsible for originating new equity into the system by arranging rights issues and flotations. In a rights issue a company seeking to raise capital offers new shares to its existing shareholders in proportion to their holdings. In a flotation, a company offers shares on a stock exchange for the first time. Distribution was via the brokers, who liaised between the Stock Exchange and corporate clients when new equity was being issued and advised the institutions on investment matters and handled their orders as agents. The brokers placed their clients’ orders to buy and sell shares with jobbers, firms that traded in shares listed on the Stock Exchange as a principal, that is on their own account. Their role was to provide liquidity to the brokers and their clients.

The relationship between these three was determined by Stock Exchange rules and refined by custom: the merchant bank could deal with the corporate client and with brokers but not with jobbers or institutions; the broker could deal with jobbers, corporates and institutions; the jobber could deal with brokers but not with banks or institutions.


SELL SIDE: BROKERS

There were 214 broking firms in Britain on the eve of Big Bang. Some were full service businesses offering gilts and equities to institutional, corporate and individual clients, others were small partnerships specializing in private clients. Some of the firms had diversified from broking into related activities such as asset management and money broking. There was no clear market leader. Although some firms were very strong in certain lines of business – for example, Cazenove had the largest number of appointments as official ‘corporate broker’ to

Table 1. Stockbroking League Table Rankings, 19836











	Firm

	Equities

	Gilts

	Research

	Corporate broking

	Overall rank



	Hoare Govett

	
1

	
4

	
10

	
3

	
1



	James Capel

	
3

	
9

	
1

	^10

	
2



	Scrimgeour Kemp Gee

	
2

	
9

	
2

	10

	
3



	Phillips & Drew

	
5

	
5

	
3

	^10

	
4



	Cazenove

	
4

	^10

	^10

	
1

	
5



	de Zoete

	
6

	
7

	
7

	
5

	
6



	Rowe & Pitman

	
6

	^10

	^10

	
2

	
7



	Wood Mackenzie

	
6

	^10

	
4

	^10

	
8



	Grieveson Grant

	
9

	
2

	^10

	
4

	
9



	Greenwell

	^10

	
1

	
6

	^10

	10=



companies quoted on the Stock Market, James Capel led in research and Greenwell in gilts – no single firm had sufficient product differentiation to dominate.

In equities the market share of a firm like Fielding Newson Smith, ranking around fifteenth, was not much smaller than that of Greenwell in tenth place and only three percentage points behind that of the market leaders. The top three in gilts were different to the top three in equities and had a bigger grip on their market, accounting for 30 per cent compared to 16 per cent for equities. In research, four firms – Capel, Scrimgeour, Phillips & Drew and Wood Mackenzie – had established a franchise. The remainder had a few good analysts rather than in-depth research departments.

Hoare Govett, Cazenove and Rowe & Pitman scored more heavily in business terms than they did in research due to their strength in corporate broking. Institutions believed that they would get preferential treatment in attractive new issues if they maintained a good relationship with the brokers who were responsible for share allocation in over-subscribed issues and so firms with a strong corporate list were well favoured by the institutions.

In addition, a company’s broker was more likely to receive price sensitive news before the rest of the market. Until inside dealing was made an offence in 1980 relationships with powerful corporate brokers were a source of price sensitive information for fund managers. There was suspicion in the City throughout the 1980s and 1990s that certain companies continued to use their corporate brokers to warn shareholders about forthcoming news in advance of a general announcement to the whole market.


SELL SIDE: JOBBERS

Every share traded on the London Stock Exchange had to pass through a jobber’s book. Brokers were agents acting on behalf of the clients, jobbers were principals dealing only with the brokers. This separation of the agency and risk functions was known as single capacity and was at the heart of the dealing system before Big Bang. The advantage was held to be that the broker was known to be dealing in the clients’ interests and not protecting his own book position. The jobber was simply there to provide liquidity and make a profit.

Table 2. Leading Jobbing Firms, 1983


	



	Firm

	Equity market share (per cent)



	

	




	Akroyd & Smithers

	30



	Wedd Durlacher

	30



	Pinchin Denny

	12



	Smith Brothers

	12



	Bisgood Bishop

	6



	Charles Pulley

	5


	




But the Wilson report on the City showed how difficult it had been for jobbers to make a profit and the consequent consolidation which was occurring in the jobbing industry. Whereas in 1959 there had been 104 jobbing firms in the London market, by 1980 there were only thirteen, of which five accounted for 90 per cent of turnover. The remainder, from Charles Pulley downwards, were specialized and not large enough or well enough capitalized to play a meaningful role in global markets. The jobbing market in gilts was dominated by Akroyd & Smithers and Wedd Durlacher, with an estimated 80 per cent of the market between them, a position which gave them a huge flow of business.

Akroyd and Wedd also dominated equities, followed by a group of three second-tier firms, Pinchin Denny, Smith Brothers and Bisgood Bishop, with Charles Pulley leading the long tail of smaller, more specialized jobbers. The fact that there were twenty brokers of size but only five large jobbers meant that there were not enough jobbing firms to go round when the Big Bang marriages occurred.


SELL SIDE: MERCHANT BANKS

The merchant banks were at the top of the hierarchy of firms in the City in 1983. Their traditional business was corporate finance, especially lending to finance overseas trade. By the 1980s this had developed into a broader range of financing services for companies operating in the UK and overseas. Advisory work, especially on mergers and acquisitions, was both high profile and profitable and sometimes created opportunities to help clients raise debt or equity capital. In addition to these core businesses different wholesale financial services were provided by the merchant banks, ranging from asset management, project finance, lending and leasing, commodities and bullion trading. Not every bank provided every service but corporate finance, underwriting and asset management were the core businesses of most major merchant banks.

The major merchant banks met together on the Accepting Houses Committee. The relative status of the banks changed with time, as each enjoyed its time in the sun. In 1983, Morgan Grenfell topped the Financial Times league table in rights issues and mergers and acquisitions and was third in flotations. It could claim at that stage to be the leading merchant bank, with Schroders, Kleinwort Benson, Warburg and Lazards not far behind.


Amongst the leading firms there were five quoted merchant banks – Morgan Grenfell (from 1986), Hill Samuel, Warburg, Schroders and Kleinwort – but the latter two had a significant family shareholding, as did the two unquoted companies (N. M. Rothschild and Robert Fleming). Lazards was a partnership and there were two subsidiaries


Table 3. Merchant Bank Rankings for 19837








	



	Flotations

	1982

	1983



	



	Schroders

	1

	1





	Kleinwort Benson

	5

	2





	Morgan Grenfell

	2

	3





	Lazards

	6

	4





	S. G. Warburg

	3

	5





	County NatWest

	–

	6





	Samuel Montagu

	8

	7





	Robert Fleming

	10

	8





	Charterhouse

	–

	9





	N. M. Rothschild

	–

	10












	



	Rights issues

	1982

	1983



	



	Morgan Grenfell

	2

	1





	Hill Samuel

	5

	2





	Kleinwort Benson

	3

	3





	N. M. Rothschild

	–

	4





	Samuel Montagu

	8

	5





	Schroders

	–

	6





	County NatWest

	4

	7





	Robert Fleming

	9

	8





	S. G. Warburg

	1

	9





	Lazards

	6

	10












	



	Mergers and acquisitions/Takeovers

	1982

	1983


	



	Morgan Grenfell

	2

	1




	S. G. Warburg

	1

	2




	Hill Samuel

	4

	3




	Lazards

	–

	4




	Kleinwort Benson

	5

	5




	Schroders

	10

	6




	Charterhouse

	9

	7




	N. M. Rothschild

	3

	8




	Samuel Montagu

	7

	9




	Barings

	6

	10





of larger companies (Samuel Montagu and County Bank). NatWest owned County and Midland had a 60 per cent share in Samuel Montagu, the US insurer Aetna Life holding the other 40 per cent in 1983. Barclays Merchant Bank was also a wholly owned subsidiary but did not get a single ranking position in the 1983 table.


SELL SIDE: OUTSIDERS

Although the highest positions in the league tables were occupied by British firms, there were 500 foreign banks and brokers in the City trying to break in by 1983. At this stage, with the Japanese market and economy still going strong, the Japanese were perceived to be as an equally formidable a threat as the Americans. However, the big four Japanese brokers, Nomura, Nikko, Daiwa and Yamaichi, were constrained by the UK authorities in retaliation for the difficulty British firms experienced in getting licences to operate in Tokyo and by the disinterest amongst Japanese investors in European securities. Most European banks were more interested in Eurobonds and their own domestic business than in international markets. Their London offices were mainly representative offices rather than aspirational investment banks. It was a similar story with the Americans. Goldman Sachs had maintained a small presence in London since 1969, but the whole office contained only 286 people in the early 1980s.8 The other bulge bracket firms such as Merrill Lynch, Salomon Brothers and Morgan Stanley had also been in London for a long time without having made a real impact.9 However, it was clear to some commentators that this situation would not last: ‘Every major Wall Street investment house has been pitching hard at Britain’s leading companies to obtain corporate work. Established ties between client and merchant banker are breaking down: no treasurer will stand blindly by the old guard if a newcomer can offer better terms.’10


THE SELL SIDE CONNECTED

Broking was the only activity before Big Bang that connected all other parts of the buy and sell sides. Jobbers could only deal with the buy side if they went through a broker; the buy side could only deal on the market if it went through a broker. The broker was the classic intermediary through which all business passed.

Equity broking was also a way into corporate clients. There was a value chain in such relationships which began with the corporate’s treasurer, moved up to the finance director and peaked with the chairman and chief executive. The treasurer dealt with commodity services such as lending and foreign exchange and was usually serviced by the commercial banks. Next up was the finance director who might have a relationship with commercial bankers but would also have regular dealings with the merchant bankers and brokers. The highest level and the most prized relationship was with the chairman and chief executive. This was the preserve of merchant bankers discussing corporate finance matters such as mergers and acquisitions and equity funding, together with issues of group strategy and corporate governance.

However, brokers also had access to chief executives due to the peculiar nature of UK corporate underwritings. In the UK, a corporate’s rights issue is underwritten by the merchant bank and distributed to sub-underwriting institutions by the corporate’s appointed broker. The shareholders are then given the chance to subscribe for the new shares in proportion to their original holding at a fixed price within a set time period. The right of first refusal for existing shareholders is termed ‘pre-emption right’ and protects the existing shareholders’ ownership from dilution. Any shares not taken up by or sold for the shareholders revert to the sub-underwriters; any shares not sub-underwritten are left with the issuing merchant bank. All shares left with the merchant bank are then placed in the market by the broker and, before Big Bang, were traded through the jobbers. A similar approach to underwriting is taken in flotations.11 In rights issues and flotations, the broker’s input on price, timing and demand is crucial to the tactics of the offering and gives them access to chief executives.12

The strategic importance of equity broking moved from the wings to centre stage with the Stock Exchange agreement of 1983 when it became clear that banks would be able to own brokers. This put into play the corporate broking relationships. For the merchant banks this created a situation that was both offensive, in that it was seen as a chance to win new business, and defensive, in that it was regarded as necessary to own in-house equity distribution in case all the independent brokers disappeared. For the commercial banks and the investment banks trying to break into the chief executive relationship there was now an opportunity to do so through the corporate broking route and the rush was on to buy institutional equity brokers.



3

Simple but not Easy


Broking and jobbing before Big Bang had three key characteristics: the firms were small; functions were clearly separated; the businesses were domestic. As a result the individual’s role was simple (but not necessarily easy); the businesses were straightforward to run; relationships were everything; risk management skills were not widespread. It is essential to understand these characteristics of the old world when considering the changes that were to come in with Big Bang.


SIZE

The City was a small world. In 1983 the brokers and jobbers fitted neatly into the Square Mile, with many occupying the winding streets and narrow alleys around the Stock Exchange in Throgmorton Street. The overspill to Docklands was still a decade away, and Liverpool Street station’s neighbour was still the crumbling Old Broad Street station, not the gleaming Broadgate development of the late eighties. The office blocks were post-war, stone-clad, six or seven storeys high, with a few brokers like Greenwell and Phillips & Drew in slightly higher concrete and glass structures left over from the sixties.

Most of the brokers and jobbers operated in only one location, although a few of the regionally based firms had London offices as well as their headquarters in provincial cities such as Glasgow, Edinburgh, Birmingham or Liverpool. The typical layout was a single head office with separate departments for institutional sales, private clients, fund management, gilts, research, and the back office, with a small box in the Stock Exchange close to the market floor for the dealers. The jobbers operated from pitches on the Stock Exchange floor with their main offices a few minutes’ walk away.

The total number of people in stockbroking was around 10,000 and there were about a thousand in jobbing. The entire broking and jobbing community in London was smaller than some of the larger American firms of the day. The individual firms in London comprised a few hundred people at most and 300 was the median. The numbers of staff employed by the first firms to announce link ups with each other in 1983 and 1984 show the modest scale of the constituents. The combined operations of Scrimgeour Kemp Gee and Vickers da Costa were only 500 when Citicorp announced in September 1984 that it was to merge them. NatWest bought Fielding Newson Smith which employed around 200 at the time and Shearson Lehman Amex sought to break into London by buying L. Messel & Co., a firm numbering 270 staff. Even the leading jobbers employed only small numbers. At Smith Brothers, there was an average number of employees during 1982–3 of 165 plus twelve directors. Akroyd & Smithers was bigger but it contained only 435 employees in the year to September 1984, the last year before it linked up with Warburg. Pinchin Denny, which was to form Morgan Grenfell’s jobbing arm, comprised 257 partners and staff.

A result of the modest scale and single-site location was that most people in a firm knew each other personally and quite a large proportion of the broking and jobbing community were able to recognize each other by name, face or reputation. At firms of up to about 250 employees, the senior partner would know everyone by name and sight and would have a working relationship with all the partners and senior executives. The salesmen and analysts would work as a closely knit team because they felt part of one family. The dealing staff who operated on the market floor and who belonged to a different set were somewhat remote from the salesmen and analysts but were still emphatically part of the same family. The personal relationships that were possible in such a small community were reinforced by the intimacy of a dealing system in which people dealt face-to-face rather than over the phone or via screens.

The fact that everyone knew and met each other had a major effect on the way the City operated. Close personal relationships discouraged bad behaviour in many forms. Within firms, it was harder to let down colleagues by shoddy work or disloyalty in the days of frequent personal contact than in the modern era of anonymous screen-based communication and sprawling global empires. In the market, those who did not play by the rules were ostracized. This was most evident on the Stock Exchange floor where there was a very strict code of behaviour, both formal and informal. The Stock Exchange rulebook set out clearly what was and what was not permitted and the system was operated in a meticulous manner. Disciplinary hearings did occur but the informal policing system was even more impressive. Word spread quickly when individuals or firms were consistently misbehaving and such parties very suddenly found it hard to get liquidity or to be shown business. Correct procedures were drummed into the most junior messengers, known as blue buttons, at a very early stage and it was a matter of honour not to let the side down. Even where deals were being struck on the most brazen inside tip, care was taken not to leave the jobber in a hopeless position and to complete the execution strictly by the rules. On the market floor, self-regulation was possible and it did work.

Size and ownership patterns tended to reinforce patterns of loyal behaviour. The sense of family was cultivated by the partnership structure. Paternalism was fostered by a few traditional rituals that continued right up to Big Bang. Christmas Eve morning in the City was marked by lorries outside many broking firms unloading turkeys, the traditional gift from the partners to the staff. This Dickensian touch brought the firm into every home on Christmas Day and guaranteed full attendance on Christmas Eve. The connection between firm and family was also made at births, marriages and deaths: a present from the partners at weddings and births, representation at funerals and informal financial after-care for the needy bereaved.

Redundancies and sackings were rare events and then only in the most dire economic circumstances or for high crimes and misdemeanours. Dundas Hamilton, the senior partner of the medium-sized broker Fielding Newson Smith at the time of Big Bang recalled, ‘We never had a redundancy’,1 and the firm was not unusual in that.

Such loyalty to staff was generally reciprocated although this was beginning to break down by 1983. As late as the 1970s, it was rare for people to change firms in stockbroking and even then certain rules had to be obeyed. Haruko Fukuda moved from Vickers da Costa in 1974: ‘It was not done in those days in the City to move from one firm to another and start speaking to clients from the previous firm. We had to generate new clients.’2

Old values were already crumbling by 1983. Head-hunters had been active in the City for some years and regular traffic was developing from the smaller firms to the industry leaders as the best people found their way to the leading houses. The earnings curve began slowly but, after a few years’ experience and just before staff became prospective partners, mismatches developed between revenue-generating potential and rates of pay. Such candidates were ideal fodder for the head-hunters and there was increasing staff mobility between firms.

The redundancies and lay-offs that had been necessary in 1974–5 after the oil crisis may have broken the old trust between partners and staff and the new Government was also considered to have played a role in changing the mood: ‘The City was changing. As new capital flooded in, an old honour code was breaking down. City firms had been partnerships that worked as a single unit. Brokers and merchant bankers would patiently wait their time to be partners and would then amass a decent wealth before retiring. Now the cult of the individual was growing, part of the ethos known as Thatcherism.’3

Whilst the general mood changed to one of entrepreneurialism, the change in the tax rate reinforced the new values and contributed to the breakdown of the old City:


When I started off most companies were paternalistic and there was tremendous loyalty from the people to the employer and the employer to the employee. Also because of the high taxation rate, it wasn’t really worthwhile anybody moving from one company to another – if you got £10,000 per year more you got £1700 out of it and there wasn’t much point destroying your life for £1700. So people stayed within their niches and this rather cosy situation built up. Then the tax rate came down to 60 per cent and people started becoming more mobile and when it came down to 40 per cent even more mobile. People became greedy. And the employers became less loyal to their employees because they were paying vast sums of money and if they didn’t perform they were out.4


Considerable moral pressure was applied to staff who resigned. They were accused of letting down their colleagues, letting down the firm, and behaving in an ungentlemanly manner. If the resigner was turned round, then all was forgiven. If not, and he or she insisted on leaving, the culprit was made to feel ashamed and deemed to have let the side down. This took the form of quite subtle body language and a rather distant courtesy. In one part this was to discourage the others, and in another it was a way of expressing a genuine sense of betrayal.

Because the broking and jobbing firms were like large families, they could be managed in a minimalist way. Discipline, morale and momentum were self-generated by the peer group. Problems would be dealt with by mutual support and would be raised to the attention of the senior partners only in serious cases. There was no need for an infrastructure to deal with career development or training: the family helped its ailing members.

The brokers and jobbers were small in financial terms as well as in headcount. Taking a typical institutional broker with a staff of 270 and thirty partners, the profits available to the partners were between £5 and £10 million in the early 1980s, giving the average partner between £150,000 and £300,000 per annum, depending on the profitability of the firm. Junior partners earned less than £100,000, senior partners up to £500,000. Brokers’ balance sheets were small. They were not allowed to take principal positions in securities so the only capital requirements were fixed assets and working capital. Not even the leading jobbers could be described as large companies. In the year ending 22 April 1983, and just before the agreement between the Government and the Stock Exchange, Smith Brothers reported record profits of £3.5 million. Market capitalization was less than £5 million and shareholders’ funds totalled only £9.4 million. The sum of bull plus bear positions at the year end had been £88 million. The chairman was paid £105,000, eight directors earned between £95,000 and £100,000 but no employee earned over £65,000.

The small financial resources of the firms in the City meant that there was very little experience of running big enterprises and this is one reason why the old school appeared out of its depth when tasked with the challenge of Big Bang. There was a pool of more experienced management talent at the merchant banks which was bigger than the brokers and jobbers. The leading UK merchant bank in 1983, Morgan Grenfell, made post-tax profits of only £13.5 million for the year, that in itself a substantial increase over the £9.5 million made in 1982. United Kingdom employees totalled 842 in the average month in 1983, much bigger than the brokers and being of sufficient scale to require more organization and management than was typically found in broking and jobbing.


SIMPLE BUT NOT EASY

To a modern broker, the life of his predecessor before Big Bang would seem very simple. The business of selling to clients and researching companies was not dissimilar to the present day but the job ended there. The process of working with the in-house market makers and sales traders was unknown to salesmen before Big Bang and analysts hardly ever had to work with corporate finance. Their jobs were simpler and so was management of the firm.

The typical institutional equity broker in 1983 consisted of five departments: sales, research, dealing, corporate broking and back office. Each had a clearly defined role, not confused in 1983 as it was to be just three years later, by poorly understood technology, colleagues in other countries, or conflicting requirements from another part of the group.

The sales team consisted of up to thirty people whose job was to communicate the firm’s investment ideas to institutional clients. This was done by telephone backed up by occasional meetings, often over lunch. The head of sales was usually a leader rather than a manager, leading by example, firing up the team when business was quiet and trying to generate the raw energy and self-feeding momentum that characterized a sales team that was working well. Each salesman was responsible for calling fund managers at the institutions with ideas and getting orders in return.

Formal marketing was a thing of the future although account targets and personal budgets were beginning to come in. The sales team followed a very broad marketing plan: there might be a year’s target commission for each client but no direction was given on how to achieve it and it was just as likely that the formal target was left to each salesman’s common sense. The clients rewarded the brokers for service with commission and the salesman’s annual bonus and pay rise would depend on the total business he generated and on the firm’s overall profitability.

Execution of the firm’s business through jobbers involved the broking firm’s agency dealers, who worked on the Stock Exchange floor. Although they came up to the office after market hours, the dealing department was always slightly remote from the rest of the firm. The dealers were closer in style and background to the jobbers they dealt with, although they were agency dealers and not risk managers. Orders successfully completed were processed by the firm’s back office team of settlement clerks.

The crux of the dealers’ job was to find the jobber who was most prepared to execute the firm’s business on the best terms. The dealers would go round the market floor from pitch to pitch, asking ‘What are xyz co?’, being careful not to reveal whether they were buyers or sellers, before deciding to which jobber they would give their business. The skills they required were accuracy under pressure, a good nose for the market, the ability to forge good relationships with other market professionals, a quick mind and the ability to walk many miles per day around the Stock Exchange floor. The dealers were frequently under pressure from salesmen who demanded better prices. Clients often wanted to deal in more shares than the jobber would accommodate and the salesmen would ask the dealer to try for bigger size. Salesmen knew the jobbers themselves and often thought they could do better than the dealers; rows were frequent.

The relationship between the salesmen and the dealers was one of the few points of structural friction in the pre-Big Bang firm but it was the existence of these intermediaries that kept the broker’s role simple. Because of the Stock Exchange rule requiring each member firm to operate in single capacity – that is, broking or jobbing but not both – the broking firms did not have to take principal risk. An order from a client was unequivocally good news for the broker. He got commission on the order and he did not have to worry about offloading the risk it created. The broker’s only requirement was to execute as speedily as possible at the best available price for the client. It was this requirement that caused rows with the dealers because for some salesmen the price was never good enough and the size never large enough. But the rows were of a different type to those that ensued after Big Bang, when the risk positions that were created for the broker by client business could cause profit and loss account problems of some magnitude.

The salesmen got their ideas from the research department supplemented with personal knowledge. The salesmen’s ability to sniff out their own stories, whether from their clients, an intelligent reading of the financial press or observation of the business world, or simply by noting the number of shoppers in the High Street on a Saturday afternoon, was and still is a priceless supplement to the output of research. But by 1983 the research department was the source of most of the firm’s investment ideas. One factor in this was the insider dealing legislation of 1980 which made illegal some of the brokers’ traditional research sources.

Originally the brokers’ research departments were called ‘the stats department’ and the analysts’ publications took the form of letters to clients. Even in 1983, brokers’ circulars were still called letters by some veteran salesmen. In the early days, analysts were considered slightly eccentric boffins and there were residual signs of this in 1983. Graduates were finding their way into sales but the majority of the sales desk came direct from public school, the armed services or accountancy. The research department, on the other hand, was mainly staffed by graduates. The glossy publications which proliferated in the mid and late 1980s were very rare and the analysts’ circulars still appeared amateurish in layout and content.

The research analysts worked in pairs in the bigger sectors, one senior and one junior, but the large teams of today were only just beginning to form in the early 1980s and in many firms each sector of the Stock Market was covered by an individual. The analysts were responsible for producing research reports on companies and whole sectors which were sent to clients. The sources were published information enriched by company contact. Company contact could take the form of a visit by a group of analysts to see an aspect of the company’s operations and meet the management, or a one-on-one visit to meet the chief executive or finance director. The analyst would use these visits to form a relationship which would permit updating telephone calls.

Communications were on the verge of revolution in 1983 but personal mobile telephones were not yet in everyday use. This could cause enormous problems for analysts on group visits with an unseemly dash for the pay phone. Analysts would sneak out of presentations to get to the pay phone first in order to relay the news back to clients and colleagues in London. In 1980 the Distillers Company Limited took a party of thirty analysts to tour its distilleries on Islay and for the Chairman to update the analysts on current trading. The news was bad – demand for Scotch in America the next year would be down and so would profits. There was only one pay phone at the small hotel where the meeting took place and unseemly brawls broke out as the analysts jostled to be the first with the news.

The analysts communicated their views in print and verbally, giving the salesmen a daily briefing at the morning meeting and then spending the first part of the morning telephoning the relevant sector specialist at the clients. Written research was sent out to clients and backed up by telephone calls from generalist and specialist salesmen and by telephone calls and visits from the analyst himself.

Two developments which were to complicate the life of the analyst were underway in the early 1980s. Institutions were beginning to develop a system of giving points to broking firms for the quality of service that they received and these points would determine the level of
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