VALUES’-BASED, SUSTAINABLE, RESPONSIBLE BANKING: MORE THAN EVER…….TIME TO SCALE
By:  Herman Mulder, Independent Advisor, former Head Group Risk Management ABN AMRO (1998-2006), initiator of the Equator Principles
The current financial sector crisis is extraordinary and is being addressed, after the fact, with an equal  extraordinary sense of priority and urgency. The role of the banking system as crucial lubricant for the economy has manifested itself, as have the imperative of trust within and for the sector  and the need for effective, broad-based supervision. The analysis is clear: the crisis is a collective failure of financial markets as well as of  government policies and financial sector regulation  & supervision. 
The Basle II Framework was nearing its completion, although its pro-cyclicality, its limitations (only commercial banks), its under-estimation of liquidity-risk, its reliance on external rating agencies and on internal rating systems hardly tested “through the cycle”, were recognised. Pillar 3 (disclosure to enhance market discipline) was still in its infancy: even among banks the shared information about exposures was opaque, resulting in 2008 in a complete freeze of  the inter-bank market.  
During the last decade the strategic focus in the banking sector  was on scale , hence a drive towards sector consolidation, to increase operating efficiency in a highly competitive banking environment. To reduce Economic Capital, banks were, with support from the leading rating agencies and allowed by auditors and supervisors, offloading (healthy and toxic) assets to unregulated funds and investment vehicles. Short termism and trading became the dominant drivers for operating income.  Innovation and product complexity supported by models concentrated knowledge within a small group of experts, eroding  broad-based, open-box  risk management. The independent risk management functions within the banks were increasingly unable to withstand the commercial pressures. The compensation schemes became a reflection of this environment of black-boxes and excesses. Lastly, mark-to-market value accounting contributed significantly to the crisis when assets became liabilities as major value-impairment had to be recognised, causing the need for significant new capital.
The banking sector was suffering from hubris, it forgot the “Midas touch”, the law of gravity. But more importantly: it forgot itself, its public duty, its social responsibility. And it had to be bailed out by society, which was prepared to do so because it had a self-interest.  But this also gives “society” the right to articulate its conditionality for doing so: banks must operate in support of the communities they are serving, with an eye on short as well as long term perspectives.
The short term perspectives now are clear and challenging: survive by increasing its financial buffer as well as resume lending in a high risk environment to limit the damage of the economic recession. Banks must deleverage and recapitalize, but such efforts are of limited value if subsequently the economy comes to a grinding halt: banks, business cannot survive in failing societies and economies. 
The longer term perspectives are also clear. The world requires values’ based, socially responsible, sustainable strategies to be developed by governments and business, banks included: poverty, climate, water, human rights,social & economic inclusion,  corruption are some of them major issues which need to be addressed with the same sense of urgency and priority as the current financial crisis and economic recession.Moreover,  the adoption of such strategies by banks will help in rebuilding the trust and confidence of its stakeholders.
The issue becomes then prevalent whether voluntary-only initiatives (such as the Equator Principles/EP, Global Reporting Initiative/GRI, Principles for Responsible Investments/PRI) will make the difference. Indeed, they do serve an important purpose, but more scale and “teeth” is needed. On the other hand, regulatory-only interventions may cause a tick-the-box, compliance-oriented approach without much deep, lasting effect. 
A mixture of both must be developed: on the one side governments wanting to raise the CSR bar by banks and by other major financial institutions (funds, insurance sector, asset managers), and on the other hand such institutions, within their own chosen franchise, recognizing their public duty as well as the business value-creation for itself and its clients to take leadership on our key societal challenges
Banks should, to begin with on a national level, adopt collectively a set of Principles in a Code for Responsible  & Sustainable Banking which should be drafted in close consultation with the home government and supervisor; the latter will include compliance with this code in its supervisory oversight. Such Code may include the following public commitments:
(1) Commit to incorporate in mainstream operations the imperative for the banking sector to actively foster social responsibility (CSR) and sustainable development (SD) “in its own sphere of influence”; commit on an annual basis to an explicit percentage of capital to be invested in SD business; commit to an explicit target for generating revenue from SD business; incorporate SD targets in business targets and performance appraisals; raise staff-awareness and create active staff-engagement by special programs;
(2) Mandatory publishing  of own business principles, policies, analytics, risk management procedures, toolkits, performances in  operations; define clear no-go interventions and be clear and consistent; offer an independent “grievance” procedure, allowing stakeholders to challenge the performance of an individual institution;
(3) Incorporate SD issues in research, advisory and lending operations with respect to its public and private sector clients; require from major clients the similar, sector-specific disciplines, including thereby the material contributors to the supply- and distribution chains; emphasize the importance of verification and certification of products and services;
(4) CSR & SD to be an explicit responsibility of a member of the Managing Board; appoint a  member in the Supervisory Board with strong CSR &SD credentials; create an independent Advisory Council to the Board with focus on CSR &SD;

Value’s based, socially responsible,  sustainable banking: now is the time to scale. Social injustice (poverty, rights), our ecosystem at risk (climate, degradation, loss of biodiversity) need urgent and coherent attention by all stakeholders (and we are all….). Thereby, it is also sound risk management and a business opportunity for the future. To my fellow-bankers: welcome back into the public domain, we have work to do!
Herman Mulder, 18 January 2009
