The Law of unintended consequences

By A V Vedpuriswar
Things do not often happen the way we expect them to. Ministers and CEOs frame policies with good intentions.  But at the end of the day, the consequences of these policies are very often unintended.  Managers and administrators should appreciate this when they take a decision. A few examples will illustrate the point.

In the Mahabharata, Bhishma made Pandu, (though he was younger to Dhritarashtra), the king on the advice of Vidhura.  The logic was that Dhritarashtra was blind. And a blind man would never be able to govern the kingdom effectively. When Pandu died and Dhritarashtra got his chance, the blind king had a one point agenda, how to perpetuate his dynasty. And that is how the animosity between the Pandavas and Kauravas deepened, finally leading to the war of Kurukshetra. Had Dhritarashtra become king, his confidence in the succession planning mechanism would have remained high. In all probability, he would have remained a titular head.  The real powers may have remained with Pandu, who might well have turned out to be a good advisor. It is quite conceivable that Dhritarashtra would not have given the unfair treatment he meted out to the Pandavas. And Kurukshetra would not have happened.

One of the most important decisions in Corporate Finance is Capital Structure. Managers often prefer equity to debt as equity is perceived to be less risky. Debt involves mandatory principal and interest payments.  In case of equity, there is no compulsion to pay dividends.  And rarely if ever, is equity capital (except for small portions which are bought back) returned to investors.  But because equity is less risky, managers tend to take things easy and do not use the capital efficiently.  As a result, the company lands in trouble.  Indeed, this is why many dotcoms folded up in the early 2000s. On the other hand, because debt is more risky, companies tend to be more careful with the money they receive.  As a result, debt often brings in quite a bit of discipline and leads to better financial performance.  Leveraged Buyouts are based on this principle. 

Inventory control is a very important area in operations management. Managers maintain inventory because it acts as a buffer against uncertainty.  Inventory comes in handy if a supplier is late in delivering parts or delivers defective parts or if a machine in the plant breaks down.  In Just-in-Time (JIT) production systems, little inventory is maintained.  The entire plant comes to a stand still if something goes wrong. So it is potentially risky.  But companies like Toyota, are aware of the possible consequences of things going wrong in a JIT system. So they make sure that suppliers always make delivery in time, always maintain quality and all the machines are maintained well.  On the other hand, in companies which hold a lot of inventory, quality control tends to be slack, vendor management highly ineffective and maintenance of machines very poor.  In other words, holding inventory undermines the effectiveness of the plant.  Instead of acting as a buffer, the inventory creates problems.

After independence, our political leaders decided to give small-scale industries (SSI) a special place in the economy, to nurture them and create jobs.  Many areas were exclusively reserved for them.  They were also given special concessions.  The results have been disastrous.  Virtually the entire SSI sector is sick. At the scale on which they operate, few SSIs have the financial or marketing clout needed to survive. The few healthy units around have decided not to grow aggressively so that they can remain within the ceilings prescribed and continue to enjoy SSI status!

In the past ten years, our government has reduced interest rates significantly.  The government felt that lower interest rates would lead to more demand for capital and boost investments.  What has instead happened is that banks have been unwilling to lend to industrial projects, as their risks are not adequately covered at these low interest rates.  Banks have been behaving like retail investors and parking their funds in blue chip government securities. At the same time, they have given a big thrust to consumer financing where spreads are higher and risks are lower because of a diversified customer base. In recent times, consumption expenditure on a range of consumer durables has shot up significantly. Thus instead of boosting investment, lower interest rates have increased consumption! 

Many European governments including Germany and France have imposed major restrictions in the labour markets in areas like firing, and minimum wages.  The aim of such legislation is to protect workers.  Instead what has happened is that companies have been quite reluctant to recruit new workers.  Companies know once they hire workers, it will be very difficult to retrench them. In short, labour legislation instead of helping workers has ended up hurting their interests.

What all these examples show is that decisions have to be made carefully. Things give a certain appearance on the surface but deep down, they are different.  If we overlook the deeper issues, the most logical decisions will lead to unintended consequences.

