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THE RACE TO THE BOTTOM
What are the root causes of the current crisis? Could it have been foreseen? What are the learnings? What we have seen is an extraordinary confluence of government policies and business practices which caused, in combination with each other, the current financial crisis. It triggered the loss worldwide of some  $30trillion of asset values (or 50% since the peak in July 2007), $700bln of global write-downs, the  S&P index falling 40% and probably prolonged economic slowdown worldwide and recession in US, EU. 
Following the previous recession starting in 2001 (when the dotcom bubble bursted) and the shared concern by the US  Administration and the Fed at that time for deflation (like today….), strong (neo-Keynesian) defence-spending (post 9/11) and strong monetary growth policies were adopted (lowering Fed funds rate from 6.5% to 1% in 2 years), resulting in record low interest rates. The US mortgage market (including the subprime mortgages for “ninjas”: No Income, No Job, No Assets) was benefitting from these anti-deflationary policies. The medicine worked until 2007, by which time it became apparent that an unsustainable housing value bubble was created, and to make it worse, mostly funded on the basis of  floating interest rates, making the homeowners very vulnerable for interest rate increases (due to inflationary pressures in commodity markets), as occurred in 2007 and triggered the crisis. 
The emerging over-indebtedness in the US is now an issue of great concern: the US Federal budget deficit increased to 350% of GDP in 2008 ( in early 80’s at 150%), while the US  household debt increased shortly before the crisis to 130% of annual disposable income (in 1990 at 75%).
The global banking sector was during this period in the process of making itself ready for a new international risk management regime for banks: the Basle II Framework. In order to reduce the amount of minimum Economic Capital to be held as required under the Framework, banks were in the mode of dis-intermediation (off-loading assets to investors). Moreover, the Framework was still work-in-progress (it only became effective in 2008/9) with some flaws which became apparent during the financial crisis, but were already identified before: pro-cyclicality, inadequate focus on liquidity risk, untested internal rating methodologies, high reliance on Rating Agencies. Also, despite economic growth, banks’ core lending product was unprofitable because the market was awash with cash, which caused the bank to look for “innovation”. Additional pressure came from  “shareholder value-creation” as the dominant driver. While itself heavily regulated and supervised, the banking system repackaged and sold higher risk assets with support from Rating Agencies (which are not regulated) to the (largely professional) un-regulated non-bank financial institutions (hedge funds, mutual funds, pension funds, etc). Calls to regulate these sectors were made, but never really followed up.
When the crisis erupted, fair value accounting on the basis of mark-to-market (particularly for illiquid assets) worsened and accelerated the meltdown in the banking sector. Moreover, in the banking sector bad news typically travels slowly. Lastly, excessive greed and compensation schemes for bank executives and dealmakers clearly dented the public trust in the banking system-at-large.
Could this have been foreseen? Booms, bubbles and bursts are of all times: tulips (Netherlands, 1637), railways (UK 1840), land & property (many times in many markets), dotcom (2001), etc, etc. There were surely signs on the wall that the above boom & bull period would at some point undergo a correction, but the timing and (systemic) extent were a not expected, neither by practicioners such as supervisors, rating agencies, research firms, bankers,  or by independent commentators and academics. Most banks ran their risk models on the basis of worst cases by benchmarking against previous major negative events, such as Black Monday in 1987. The meltdown in 2nd/3rd quarter 2008 was clearly extraordinary. The banking system collectively failed in “expecting the unexpected”, with definitely a learning lesson: take your worst scenario seriously, reality may exceed your expectations, even if the probability is considered extremely low.
What are some of the other learnings?  Did we forget the Midas touch, the Law of Gravity? Some of us definitely did. First of all, we are faced with a failure of financial markets, not of the “real” (industrial) markets, although the real economy is seriously affected. Secondly, we have to take into consideration that the banking sector has traditionally been one of the most regulated sectors,  but apparently both the regulations & supervisory oversight and the banks’ self-discipline were not adequate; on regulations and supervisory oversight it should be recognized that, although financial markets are fungible, only one part of it (commercial banking) was under intensive supervisory oversight, but other parts (investment banking, funds industry)were less so, even not. So a confluence of failure of  markets (at least the financial part thereof) and government. 
This is the more important as banking is not an ordinary business as it has a public duty of “lubricating” the economy by its lending and provide a safe haven for savings, justifying current (temporary) state support. Deleveraging is now the name of the game for US households and also for banks: the target capital cushion (to cover unexpected losses) should be at a significantly higher level than the level before the crisis at 8-10% (and during the crisis at 4-6% or even much less). Improved transparency, particularly on risk management, should also be addressed; the self-discipline within banks should be reinforced by making risk management truly independent. Rating Agencies should not only be highly professional, but also be truly independent and regulated/supervised. Mark-to market valuation of illiquid assets should be reconsidered and probably moderated by the accounting profession. Lastly, as to executive compensation, it should be recognized that companies do not “make profits” by themselves, they earn value over time from all their stakeholders: shareholders, lenders, clients, partners, society-at-large: long term, sustainable value-creation should precede over short term profits.
GLOBALISATION AT RISK
The sustained economic growth worldwide during the last 2 decades has shown benefits of globalization. Although it must be admitted, not for all, and much more could have been achieved if notably on the Doha Development Agenda on  trade more progress would have been made. However, with the current lower growth environment worldwide, unemployment rising and asset values deflating, etc, the popular discontent will rise and may trigger nationalism, excessive self-interest and protectionism(remember the disastrous effects of the Smoot-Hawley Act 1930 which made a Depression out of a recession. 
Competition will increase for markets and important resources: access to strategic natural resources (oil, minerals, metals) and other commodities by notably China, will complicate the geo-political arena. South-south competition for export markets will create new dynamics.
The emerging global cohesion developed during the recent good times, should not be undone during the  more difficult period we are in. The current crisis, “home-made” in the US, has reinforced the notion that our world has become more multi-polar, which in itself is a positive development, but puts more emphasis on the leadership of the international institutions and the role of new global players
An other area of debate will be whose standards on issues like Human & Labour Rights and corruption will prevail in such more diverse, multi-polar world. This is not only relevant for governments, but also for international business, which is expected to apply high standards (as reflected by international treaties or industry-sector standards), but also needs to play on a global level-playing field.
CAPITALISM  UNBALANCED
The concept of capitalism needs to be broadened: Economic Capital (EC) should be considered as just one dimension of our wealth. Other forms of capital need to be considered as they are directly linked: no planet, no people, no profit! Natural Capital and Human/Social Capital should be considered at par with EC. Governments and business are currently operating with a “broken compass” as they do not take into account the value and the costs resp. returns when considering the feasibility of policies and projects . 
We now start to recognize that the (over-)exploitation of our entire ecosystem and the depletion of natural resources (the reserve/production ratio of oil reserves is rapidly declining) must carry a price which must be paid today to compensate future generations for the loss (or costs of substitution) they will be faced with tomorrow. Moreover, world population growth by 50% during the next 50 years, causing new scarcities (eg. water) and pollution (eg. CO2 emission rights), is reinforcing this issue. Already now corporations in energy-intensive sectors need to start taking future CO2 prices into account in their investment decisions and public disclosure policies, because the scarcity of emission rights has been recognized, an active market has been created in the EU and CO2 emission rights now have a price; more regional cap & trade markets for CO2 have been (in the US) or are in the process of being created. 
These “ecosystems”-markets will change the present, economics-only value-paradigm, with winners and losers. As an example, countries and companies with significant carbon-sink potential will benefit. On the other hand, applying the “polluter-must-pay”- principle, CO2 emitters must a pay a price for continuing to be able to do so. The concept of limiting (capping), auctioning and trading emission/ access/user rights  must be further developed beyond CO2, in scope (eg. water)  and scale (worldwide). On the basis of valuing our ecosystems and regulating the access thereto a market will be created for payment for ecosystem-access entitlements and for ecosystem services. We really need to upgrade our performance metrics. In an EU-initiated study “The Economics of Ecosystems and Biodiversity” (to be completed in 2009) a valuation methodology is being developed to attach a measured, monetary value to the stock of ecosystems and biodiversity. 
The same is true with respect to Human/Social Capital: also here the metrics, the value of education, culture, social cohesion, etc. should be established and more prominently included in investment/ development decisions.
A COMING PERFECT STORM
The history of crises illustrates that every next one is new, unexpected, bigger, more complex, with more and diverse parties involved; hence we are essentially unprepared and in uncharted territory, requiring sound, effective and inclusive crisis management. The current financial crisis is such unconventional territory, requiring extraordinary measures by governments. The unfolding global economic recession caused by, or at least accelerated and intensified by the financial crisis is more known territory, although this one is quite serious and with broad impacts, affecting high growth developing countries and also, again, the poor. 
As mentioned before, the solutions to one crisis at hand is often sowing the seeds for the next one. We are typically not good in accurately predicting the timing of the next storm, but we should definitely learn from history and read the signs on the wall.

Consider following scenario: crisis-history teaches us that the biblical 7th  year, the “Jubilee Year”, should be taken seriously. Also, that the month October is particularly prone for the full manifestation of a crisis. So if we look forward to October 2015, what might cause a new major storm to happen? By that time it is clear that MDG Version 1.0 has not been met (also because the current recession will negatively affect  progress which has been made so far), let alone that MDG Version 2.0 ( post-2015; MDG1, i.e. reducing extreme poverty for the other 50%) will not have been agreed within the UN. Notwithstanding the intentions today to make significant progress on the Climate Challenge agenda, in particular on (costly) Adaptation-support for developing countries (estimated at some $75bln p.a.), the execution hereof may well be below the expectations raised and promises made in Copenhagen 2009. The Doha Development Agenda, even if agreed in 2009, may not produce the intended results as individual country’s self-interest and, hence, protectionism will be prime political and economic drivers in a period of sustained lower growth  at max. 4-6% in developing countries, much lower than the 7-8% p. a.  before. Moreover ODA (linked to donor-countries’ GDP), FDI, credit, workers’ remittances and possibly also private foundations funds, will be affected. At the same time, export markets will become more limited and competitive, also between developing countries, government budget deficits, current account deficits (both affecting credit worthiness) and unemployment will increase. 
Within developing countries this will clearly intensify the political debate between the elite, the middle class and the poor how to distribute the available wealth and income (or the lack thereof). In addition, the fundamentals about mankind living “beyond its means” as it concerns our natural resources, ecosystems and  biodiversity, remain the same, and are being reinforced by  the consequences of  climate change, such as extreme and volatile weather conditions (extreme drought, rains and storms) affecting the habitat, health, food production of many millions of notably the poor and unprotected people worldwide. Moreover, in an increasingly politically and economically interdependent and interwoven world the knowledge, the power and the possible lever of the “under-privileged” of this world will increase: the dependence of the elites on imported energy and strategic  minerals & metals will be amplified by eg. business supply & distribution chains. Access to information on market-prices to those (often poor) people at the beginning of the supply chain will cause “fairness” issues. In addition, “new scarcities”, such as water, carbon sink will command a fair market price.

In  other words, the “perfect storm” in October 2015 may be a combination of Malthus and Marx: major disruptions from the “global poor”, lead by populist politicians in a number of developing countries, riding on the wave of broken promises by the elites (be it in New York, Paris, Mumbai or Shanghai), un-met expectations, unrecognized rights  with respect to  decent living (including food, fuel at affordable prices), empowerment, development, inclusion, access and fairness. 
YES, WE MUST & WILL…. NOW

In taking such emerging “perfect storm” scenario more seriously, the issue is what can we do to prevent this to happen and to create a more just, peaceful, fair, inclusive world? Can we stop excessive borrowing from future generations in ecological and financial terms? The current crisis has proven that governments can act decisively and even effectively if extraordinary circumstances so dictate: we are not short of medicine (i.e solutions, capacity, funds), but we need political will to apply it, which we usually only have when the crisis is has manifested itself. Evidently, “the costs of earlier in-action” are much higher at that stage. So how can we prepare ourselves?
First, one of the key issues is convergence of the many different policy roads leading to a better world. All have good intentions, but are hopelessly fragmented in their commitment and execution: this not only true in an international context with the Poverty, Development, Climate and Trade agendas, but also in individual countries where different ministries follow their own secular path, as a result of which the end results are late and poor relative to the urgency, importance and ambitions. Only true political leadership and trusted, effective institutions, recognizing the “return on reconciliation” will change this.
Second, global issues (like Climate, Human Rights, etc) need global solutions, but implementation must be locally: co-ownership of the issues and solutions is of the essence. This also means that “at the top of the pyramid“ those international organizations which are expected to have the global/regional oversight and the capability to analyze and define the policy options and solutions must have a very “inclusive” governance structure, without losing their effectiveness, The Bretton Woods organizations (IMF, WB) are this respect a case in kind.
Thirdly, in the arena of international development cooperation  maximum efforts must be made to enable “at the base of the pyramid” developing countries to mobilize their own capabilities health/sanitation, education, legal & fiscal system, democratic and effective government institution building, domestic financial market, physical infrastructure & communication, entrepreneurship, access to export markets (asymmetric in early stages) . For this finance for development (ODA) must even be increased. To build resilience against the consequences of climate change major adaptation projects need to be initiated and financed.

Fourth, governments must adopt comprehensive sustainable development policies and act on it. For this multi-stakeholder, structured cooperation at policy level is critical, to include business, academia, foundations, NGO’s , civil society (incl. youth). Such Sustainable Development Council (SDC) should  advise the government on development, environmental, climate, ethical issues. Also, a consistent, differentiated regulatory and fiscal framework must be created to incentivize the private sector for sustainable initiatives and penalize or prohibit clearly unsustainable practices.
Fifth, business and consumers should become co-owners of a green (planet) and fair (people) agenda. Certification, labeling (such by Utz Good Inside, Fair Trade, Rainforest Alliance, etc) should be reinforced (and consolidated), creating a generation of critical, informed, sustainable consumers as to the origin and green & fair standards of its content (next to the usual technical specification of the content, safety, etc). Governments should set the stage in their own contracting/ purchasing practices, but also in their regulatory and fiscal interventions; VAT differentiation maybe an important driver to “green” the economy.
Sixth, a company’s business principles and sustainability/CSR performance should be included in annual non-financial reporting (including the carbon- and water-footprint) in accordance with the principles of the Global Reporting Initiative (GRI), and should become a pre-condition for public capital raising at stock exchanges and for loans from major financial institutions (incl. banks, pension funds, etc). This makes sense also for the investor and lender as he will have a more comprehensive risk and opportunity perspective.
Seventh, both governments and business should contribute to redefining the criteria and the performance-metrics of their decisions; the notion “it is the stupid economy…..” should not be taken lightly anymore. The proposals of the TEEB –study, mentioned before and supported by i.a. UNEP, IUCN, should be taken seriously. 

Eight, governments in developed countries and, to a certain degree, the financial sector should be prepared to adopt a more counter-cyclical investment approach: expand in bad times, save in good times to weather events and cycles which are part of business-as-usual. As an example, current low oil-prices resulting in lower retail-prices (at the pump in the US petrol prices have fallen from a high $4/gallon to now $1.70/gallon, negatively affecting the energy conservation and de-carbonisation agendas,  may be an opportunity to introduce a counter-cyclical taxation on gasoline, the proceeds of which to be used for conservation/renewable energy purposes.  
Nineth, in particular the youth, the leaders and workers of tomorrow should be engaged in the Green Economy by creating green jobs. The Youth Employment & Sustainability initiative (YES, Boston) is a promising worldwide initiative in this respect.
Tenth, cities’ programs, competition with awards, consumer oriented green & fair trade exhibitions and fairs, prime time media attention, next to certification and tax differentiation should bring the global, green, fair agenda to the public; to create more than just awareness, to become really engaged.
All these, and more steps, need to be taken at international and national levels with the same sense of priority as the current financial & economic crisis is being addressed. The world is definitely “hot” “crowded” but not “flat” (like the Netherlands, with wide horizons), but rather mountainous (like Switzerland with isolated valleys). But we definitely need to “flatten” it: the grand convergence of peoples,  ideas, policies and actions. 

mrhermanmulder@gmail.com; www.hermanmulder.nl; www.worldconnectors.nl 

Bussum, NL, 7 January 2009

