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Foreword

Our oceans are severely depleted, deforestation continues apace, biodiver-
sity is dwindling and concentrations of greenhouse gases continue to rise
rapidly. The lives and livelihoods of the world’s people are under increas-
ing risk as a result of the damage our activities are doing to the ecosys-
tems and environment of the planet. The risks of profoundly damaging
irreversibilities and tipping points are increasing. As a result, inaction is
dangerous: indeed the dangers are intensified by the ratchet effects of
accumulation processes such as greenhouse gas concentrations and the
lock-in of long-lived polluting capital. It is the poorest who are and will be
hit earliest and hardest. But all of us will be profoundly affected by con-
tinuing neglect and delay, including by major movements of population
and the tension and conflict these are likely to bring.

Many or most of our problems lie in combinations of market failure
and irresponsible and short-term behaviour. We have it in our hands to
overcome these problems through sound policy, collaborative behaviour,
a more far-sighted approach to the consequences of our action, and the
processes of discovery about technology, organisation and policy. All of
these reinforce each other. And they can bring advances in material liv-
ing standards, particularly for poor people, greater social and economic
inclusion and equity, and a more attractive and hospitable environment
for us all. In other words greater economic, social and environmental sus-
tainability. Indeed, unless we act to put all three together, each of them is
likely to be undermined.

This book sets out these arguments strongly and clearly. And it shows
the key details of actions and policy that are necessary. The policies are
designed to go to the heart of the problem and particularly the market
failures involved. It shows how the entrepreneurship and creativity of
firms, individuals and communities can be re-orientated away from the
damage caused by distorted markets and irresponsible behaviour towards

actions and discoveries that are economically and socially profitable for
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firms, individuals and communities and the world as a whole. To fail to
correct gross market distortions is to grossly distort markets. If we pursue
these policies we will create a much sounder, stronger and more attractive
way to produce and consume: more secure, cleaner, quieter, more bio-
diverse and more equitable.

Specifically the book argues that UNEP’s Green Economy Initiative
showed that building a new economy—one which promotes economic
development and social equity while reducing environmental risks and
ecological scarcities, is not only possible, it is necessary for sustainability.
But for too long we have been talking about making directional changes
at the “macro” level without recognising that economy-wide changes can
happen only if we build them up from the “micro” level. That means
sound micro-policy which gets to grips with market failure.

This leads us to think about the economy’s largest agents: corpora-
tions. What will change how corporations operate? Like any species, their
“environment” has to change for them to evolve, and that comprises in-
stitutions, policies and prices. But it also requires greater discussion and
social engagement about what works, what is sustainable and what is re-
sponsible in relation to all the relevant stakeholders.

Corporation 2020 proposes four primary changes in what could be
called the “enabling conditions” for the development of a more respon-
sible kind of corporation:

¢ Disclosing externalities: to provide both investors and consumers with
more information to make decisions based on criteria broader than
just shelf price or return on investment.

¢ Resource taxation: taxing “bads” rather than “goods.”

 Accountable advertising: to provide real information to consumers,
rather than just sales pitches.
« Limiting leverage: especially companies considered “too-big-to-fail,”
whose leverage is essentially a negative externality on taxpayers.
Action now is critical. We cannot wait until 2050 or 2100 to make
changes in environmental performance. The science tells us that dramatic
changes must be made to “business-as-usual” within the next decade if we
are to maintain hope of building a sustainable economy.

As we build action we must recognise that:
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* International negotiations tend to speak in generalities and at the
“macro”/country level, but we must also look at the “micro”/com-
pany level for real change to take place.

» Competition often produces efficiency if resources are properly val-
ued, but our current system undervalues non-financial forms of capi-
tal as well as public capital generally.

» We should not be worrying about whether Corporation 2020-type
policies “hurt growth.” Indeed, that is often to misunderstand growth
and development. The policies described are essential if living stan-
dards are to be sustained and the aspirations to overcome poverty are
to be realised. Of course measures of progress must go beyond nar-
row GDP, as most of those who think seriously about development
and living standards have long realised.

* The private sector, civil society, and governments must work together
to make significant changes in “business-as-usual”™—no single institu-
tion nor any “silver bullet” can solve the complex problems we face in

today’s world.

We have it in our power to create a much better, fairer and more pro-
ductive world. We can see the destructiveness of our current path and its
causes. This book sets out clearly what we must do and particularly the
role of markets and corporations. There is no excuse for inaction.

Nicholas Stern
July 2012

The “Green Economy” work of the United Nations Environment Pro-
gramme (UNEP) shows that a new, inclusive green economy is the only
path forward for a truly sustainable world. But a green economy cannot
be realized without first thinking deeply about the roles and responsibili-
ties of the actors involved in building it. Macro-level changes can only be
constructed through the cumulative efforts of many micro-level entities.
As such, the private sector must become the primary agent of innovation
and problem-solving on which governments and other stakeholders de-
pend if we are going to make real strides towards a green economy.
Corporations may have created the situation we are in today, but they

are also the very institutions that are best placed to bring the quantum
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changes which are required for solutions on a global scale. As businesses,
we have a responsibility to move from doing business with collateral dam-
age to doing business with collateral benefits. This movement is critical
because nothing can be gained from the current race to the financial top
if it is coupled with a race to the environmental and social bottom.

Until now, nature’s complexity and the “free services” it provides have
been disregarded and degraded because they escape pricing and do not
trade in markets. Valuing natural capital and reflecting the true cost of
conducting business on nature is essential in the overall “sustainable econ-
omy” equation. Measuring externalities and placing an economic value
on a business’s environmental impacts is not just a question of taking full
responsibility for nature—and hence our quality of life and livelihood—
but also of risk aversion and the search for innovation and new opportu-
nities for the benefit of long-term sustainability. This approach must be
applied to all businesses—to be aware of and to measure their costs to
nature, to draw clear conclusions, and to find appropriate solutions—in
order to move toward a more equitable and sustainable future.

Such an approach is a key focus of this book, and it makes a clear case
for this new business model. Corporations stepping up, being accountable
and leading the way is a belief and vision I share with Pavan Sukhdev and
I hope that it will be a given for the next generation of business leaders to
not even question that business must be a “win-win” for all stakeholders,
including nature and society. Undoubtedly, there will still be competition
in the world of Corporation 2020 but companies will compete more on
the basis of innovation, resource conservation, and serving consumers’
needs, rather than by pursuing tax avoidance, lobbying, and externalizing
costs.

I for one know that the world of Corporation 2020 is one in which I
am looking forward to contributing to business.

Jochen Zeitz
July 2012

Editor’s note: Jochen Zeitz conceived and developed the first-ever Environ-
mental Profit and Loss Account statement which places an economic val-
ue on a business’s environmental impacts across the entire supply chain
during his tenure as CEO and Chairman of PUMA.
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Introduction

Failure is simply the opportunity to begin again, this time
more intelligently.
— Henry Ford

If you search the Internet for the words “I'd like my life back,” you will
find a video of Tony Hayward, the former CEO of BP.' His remarks—not
a great example of corporate diplomacy—made headlines everywhere on
May 30, 2010, just a month after the BP oil spill in the Gulf of Mexico.
Hayward, apparently, was trying to pacify the inhabitants of Venice, Loui-
siana, who had been affected by the spill.

What is noteworthy is not Hayward’s lack of success in placating his
audience, but rather, the context from which his remarks arose. Just a
year before, Hayward had said that “a duty of care” was the key driver
in his professional life.> While readily admitting to BP’s history of safety
disasters in Texas, Alaska’s Prudoe Bay, and elsewhere, he declared that he
had tried ever since his appointment as CEO in 2006 to refocus BP on im-
proving safety, while emphasizing that their primary purpose was to meet
shareholder expectations, not to save the world. Scarcely a year later, he
was responding to a safety failure of tragic proportions—the largest ac-
cidental oil spill in history.’ As a result, BP’s share price had collapsed, wip-
ing out $70 billion of shareholder wealth in less than a month and a half.*

After the Deepwater Horizon disaster, Hayward had another agenda:

damage control. He took issue with findings by at least three separate and
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2 CORPORATION 2020

independent scientific teams that vast plumes of oil measuring up to 22
miles long were lurking below the surface of the sea. BP’s own studies,
he claimed, had found no evidence of such a phenomenon.’ He also had
to answer questions being raised about decisions at the Deepwater Horizon
site just days before the blowout, suggesting that BP managers had not
selected the safest option.°

Was Hayward at fault as a CEO because his company failed to de-
liver on the first of his stated priorities, operational safety, and because
he had thus presided over the worst-ever drop in its shareholders” wealth?
BP had broken no laws, nor had they led the way in asking for regulatory
relaxations for drilling in the Gulf of Mexico, as some US companies had
done.” And yet, BP’s “footprint” on the Gulf of Mexico was immense—
biodiversity lost, beaches destroyed, oyster and sea fisheries damaged,
and nature-based leisure and tourism and local livelihoods disrupted—an
overall environmental cost calculated by one group of researchers to be
as high as $34-670 billion.* The incident led to BP establishing a $20 bil-
lion claims fund.” These are all giant problems, but beyond them, BP’s
future as a company was at risk in the wake of public anger about the
oil spill. So on May 30, Hayward was doing what any CEO does when
his company causes a social problem: trying to contain damage to the
company’s reputation and retain its social licence to operate. Even on this
count, however, BP’s performance got in the way.

BP’s environmental impact assessment (EIA), a prerequisite for ob-
taining rights to drill in the Gulf of Mexico, appeared to be a shoddy ex-
ample of “cut-and-paste” from an earlier EIA. It listed the conservation of
the walrus, a mammal only found in the Arctic, as one of BP’s objectives.
It also suggested Professor Peter Lutz, an expert on the impact of oil spills
on sea turtles, as a “go-to” person in case of an emergency, although the
venerable scientist had died in 2005.

In “The Walrus and the Carpenter,” Lewis Carroll’s famous rhyme
from Through the Looking-Glass, the two fictitious beings in the title lead
a troupe of oysters on an aimless expedition around a beach before de-
vouring them. BP’s sloppy EIA brought forth, in addition to its own two
fictitious beings, destroyed beaches and oyster fisheries along the Gulf of
Mexico, and a corporate culture that did not respond to its own CEO’s

publicly avowed first priority. It also set the stage for operational decisions
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that had just cost society billions of dollars and its shareholders around
$70 billion, not to mention a CEO who made matters worse with numer-
ous public relations gaffes. All this from a company that had spent an
estimated $200 million on a global advertising campaign about BP being
“Beyond Petroleum.”"’

On what kind of imaginary expedition was BP leading an outraged

world? Is this what today’s multinational megacorporations are all about?

A Year Later . ..

A year later, at the end of May 2011, more than twenty Nobel laureates
were gathered together in Stockholm to apply their exceptional minds to
the world’s greatest challenges and to prepare a communiqué for Rio+20,
a major environmental conference which was just a year away."'

To launch their discussions, they held a mock trial of Humanity, in
which the plaintiff was Planet Earth, and the charge was serious damage
inflicted to it by the defendant. Over the next couple of hours, Human-
ity was put through the grinder. Counsel for the defense tried valiantly
to defend his client, but with little success. The Nobel laureates who had
been nominated as “judges” finally ended the trial and declared Humanity
guilty on most counts. They proposed several remedies, including a 1,000-
year period of community service! Enjoyable though this mock trial was
as a humorous start to serious proceedings, it left some worrying under-
tones hanging heavy in the air. Was Humanity actually capable of chang-
ing its ways, let alone willing to change them? If not, then why not? Was
there something pathological about humanity’s suicidal intransigence?
And was it already too late even to bother about discussing the issue?

I attended this event as an expert witness on the “green economy”
and the invisible economics of nature. My only formal observation on
these proceedings was that they were infructuous, because counsel for
the plaintift had failed to call to the box Humanity’s invisible codefendant,
the Corporation, which had been the main economic agent for Humanity
during its sixty-odd years of alleged misdemeanors toward Planet Earth.
Just a year after BP’s staggering oil spill in the Gulf of Mexico, perhaps the
single largest and most talked-about misdemeanor to Planet Earth in the
recent past, why was the Corporation entirely missing from this mock trial

conducted by twenty Nobel laureates?
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The Invisible Foot and Its Visible Footprint

In 1759, the moral philosopher Adam Smith described the market as
having an “invisible hand” that steered the economy and achieved well-
being—some combination of the market forces of self-interest, competi-
tion, supply, and demand."”” One of the main criticisms of his “invisible
hand” hypothesis explaining why selfish market behavior apparently de-
livered social benefits is that it ignores the very significant social costs that
businesses pass on to the wider world: their so-called “negative externali-
ties.”"® Indeed, if market forces are the market’s “invisible hand,” then the
corporation—the economy’s main agent and the market’s main player—
might perhaps be called an “invisible foot.” For what would be the impact
of Smith’s four market forces, in the absence of the corporation?

Without today’s corporations, most supply would either not be pro-
duced or it would be produced inefficiently. Much demand, spurred
today by corporate advertising, would just be missing. Market compe-
tition without its most aggressive agents would be stunted at best, and
of course, self-interest would be diluted by social purpose—this fourth
outcome being perhaps not such a disastrous problem! But the reality is
that the corporation, in all its profit-seeking, externality-churning glory,
is very much the cornerstone of today’s economy. Indeed, it is the sheer
size of its externalities that is making this “invisible foot” recognizable
through its very large and visible “footprint.”

The costs to society of corporations doing “business as usual”—that
is, the so-called negative externalities—are well known. These include
damage to health and natural environments from pollution and toxic-
waste discharge as well as the economic costs and poverty implications
of climate-changing greenhouse-gas emissions. They also include many
non-environmental impacts, such as the loss of livelihoods as local busi-
nesses are gradually replaced by worldwide corporate supply chains and
distribution networks, or the public-health costs of cigarette smoking."
Indeed, among the most transformative impacts of the corporation are
two huge and pervasive categories of negative externalities. The first
is damage to our environmental and ecological commons through un-
constrained greenhouse-gas emissions, excessive waste generation, and

excessive use of energy, land, and freshwater. The second is damage to
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human health through polluting residues, and mismanaged waste, as well
as manufacturing harmful products and promoting their use. A recent
study estimated the environmental and ecological externalities of the top
3,000 stock-exchange-listed companies as close to $2.15 trillion and esti-
mated that economic activity overall has undisclosed costs to society of
$6.6 trillion—in other words, “business as usual” is already costing human
society an estimated 11 percent of global GDP every year."”

My contention in this book is that all material externalities deserve
measurement, disclosure, and management—be they negative or posi-
tive. They are the increasingly visible “footprint” of today’s corporation.
The multi-billion-dollar footprint that BP left on the ecosystems, commu-
nities, and economy of the Gulf of Mexico is just one example, albeit a
powerful and visible one, of the billions of dollars’ worth of negative ex-
ternalities that many corporations rack up every year. But some corpora-
tions, on the other hand, also create at least two huge positive externalities.
Corporations offer skills training that builds earnings potential or “human
capital” for employees. This enables the creation of new relationships and
new communities that build “social capital” among employees, suppli-
ers, and customers. One company, Infosys, creates valuable job skills for
hundreds of thousands of young Indians. Another, Natura, builds greater
economic security and improved family and social status for the million
housewives who are its sales agents in Latin America."®

With such a large, visible contribution to economic development and
growth, and with four such significant and large invisible impacts, today’s
corporation is perhaps the most important institution in modern society.
There are good questions about it and its role in the world, however, that
deserve answers. What defines today’s corporation? When and how was
it born? What drives its singular success and pervasiveness? What prob-
lems are associated with it, and how can society solve them?

“Corporation 1920”

Today’s corporation is something of an anachronism, the result of a long
history of development which began in ancient India and Rome, contin-
ued in medieval Europe, and culminated in nineteenth-century America
and England. However, most of the development of today’s corporation

happened during an eventful century beginning in the early 1820s and
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lasting until early in the twentieth century. These hundred years achieved
limitations on shareholder liability, established corporate personhood,
and unshackled the corporation’s operations from restrictions on time,
place, and purpose, enabling the corporation to engage in any business,
anywhere, for as long as its shareholders desired. These hundred years
also freed the corporation from social purpose, and established the pri-
macy of profits as the corporation’s raison d’etre. A landmark judgment
in the United States (Dodge v. Ford, 1919) affirmed that the purpose of the
corporation was indeed its own self-interest. By 1920, therefore, the cor-
porate form had crystallized as the corporation we recognize today, and
for the purposes of this book, I shall refer to today’s corporate entity as
“Corporation 1920.”

The key drivers of Corporation 1920’s success are demand creation
and expansion, product innovation, and low-cost production. It is char-
acterised by its multinational presence, as well as its success at employ-
ing large-scale and international “price arbitrage” in every aspect of its
operations. It arbitrages raw-material costs by sourcing cheaply from re-
source-rich, ill-governed developing countries in Africa and Asia, or from
Australia. It arbitrages labor costs by hiring labor cheaply from populous
developing countries in Asia to expand its manufacturing capacities. It ar-
bitrages foreign direct-investment benefits from source countries, and in-
vestment subsidies from development-hungry destination countries keen
to grow their manufacturing and services sectors.'” Last, but not least,
it arbitrages demand from rich consumer markets (particularly Western
demand for branded consumer goods) by branding and selling goods at
hefty premiums that translate to substantial profit margins.

As technology is forever evolving, the successful corporation needs
to grow turnover at a rate fast enough to cover the costs of product obso-
lescence (through technological innovation and rapidly changing prod-
ucts—as we see with cars, cell phones, and laptops). Indeed, the most suc-
cessful corporate models (such as Apple) actually build obsolescence into
their product and marketing strategies. The successful corporation also
needs to grow volume to counter competitive losses of margins (such as
air travel in real terms, microchips, etc.). Corporation 1920’s basic mantra
is “more is better.” It needs and feeds that other central mantra of today’s

dominant economic model, “GDP growth.”
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Corporation 1920 has four defining characteristics. First, determined
pursuit of size and scale in order to achieve market dominance. Second,
aggressive lobbying for regulatory and competitive advantages. Third, the
extensive use of advertising, largely unhindered by ethical considerations,
in order to influence consumer demand and, often, to create entirely new
demand by playing on human insecurities and “turning wants into needs”
which can only be satisfied by new products.'® And finally, aggressive use
of borrowed funds to “leverage” the investment that shareholders have
made in their corporation.

Leverage, advertising, and lobbying often combine to drive size, thus
creating positive feedback loops. Size, in turn, creates cost efficiencies and
economies of scale which can deliver more competitive pricing that, in
turn, leads to more sales. In the corporate quest for growth, even without
the excess, misuse, or abuse that so often attends lobbying, advertising,
and leverage, the collateral damage inflicted by corporations on society is
not small. This damage typically leads to three exclusions: the exclusion
of small- and medium-sized companies through lack of access to lever-
age; the exclusion of poor consumers from public alternatives to man-
ufactured and marketed private goods; and the exclusion of competing
new products (especially clean-tech or green alternatives) by means of a
corporate stranglehold on media and distribution networks.

In his book The Corporation, Joel Bakan presents today’s corporation
as a psychopath—devoid of moral compass, relentless in the pursuit of
power and profits, an “externalizing machine.”" Not all commentators
are as damning of today’s corporation, but several have taken issue with
the corporation’s focus on shareholder interests to the exclusion of other
stakeholders,”® with its enormous and growing environmental and social
cost externalities, and with its tendency toward unethical conduct (includ-
ing bribery, inducement, lobbying by connected parties, irresponsible ad-
vertising, and public misrepresentation, among a long list of scandals).”!
All this is justified to achieve business advantage and higher short-term
returns.

It is a moot point whether or not the average corporation shows more
than the average human tendency for unethical behavior. There is no
study that argues that corporations transact to higher ethical standards

than individuals. On the contrary, there are mountains of evidence of
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the distancing or subjugation of individuals’ normal moral compass when
they act on behalf of their soulless corporate employers. Whistle-blowers
in many industries have been effective precisely because they are the ex-
ception and not the norm. They are mostly people who at some stage
in their working lives have become unable to bear the disjointedness of
their personal response from their professional response to situations that
require an ethical stance.

Elinor Ostrom, winner of the 2009 Nobel Prize in Economics for her
work on the significance of community-based management of common-
pool resources (CPRs),” in conversation described the Corporation as a
CPR owned by a community of shareholders.” But it does not appear
to be managed even to their advantage, given the long-term and reputa-
tional costs of most corporate misconduct. Hence, perhaps Corporation
1920 might be best described as a dysfunctional CPR.

This is particularly worrisome when one considers that the archetype
of today’s corporation operates across dozens of national boundaries,
through thousands of employees and hundreds of suppliers, and serving
perhaps millions of people as their customers. Should there be any room
for dysfunctionality at all in the design of the corporation?

Tilting the Field

Corporate proponents of a green economy, low-carbon growth, and oth-
er economic recipes that target the goals of sustainable development are
often frustrated by market-entry barriers and hostile economic policies,
unhelpful laws and taxes, and perverse subsidies. Public policies, public in-
vestment, taxes, subsidies, and laws are sometimes collectively referred to
as “enabling conditions” that could, if properly calibrated, provide fertile
ground for “green” business strategies to take root.** Instead, they usually
face market barriers put up by large incumbents, they are confronted with
consumer resistance to greener products, and they experience the frus-
trating power of enormous subsidies supporting the opposite economic
model—the incumbent “business-as-usual” model, or so-called brown
economy. For example, fossil-fuel subsidies add up to an estimated US$650
billion per year globally, or about 1 percent of global GDP*’ Subsidies for
fisheries—mainly ocean fisheries—represent almost a third of the total

value of fish caught in the oceans. Agricultural subsidies worldwide are
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over a tenth of total agricultural output.” It is hardly surprising, there-
fore, that renewable energy, sustainable fishery, and ecologically friendly
agriculture have a hard time competing with their brown economy al-
ternatives. Country after country provides examples of tax exemptions,
import duties, export incentives, and a plethora of subsidies that favor a
status-quo brown economy. The question begs to be asked: How did the
playing field in so many sectors of the economy get so tilted, and how did
corporations manage to achieve such outcomes?

A globally tilted playing field with around $1 trillion per annum in
subsidies favoring a business-as-usual model over greener alternatives is,
by definition, anything but a free market. Ironically however, an almost
religious fervor for free markets has become the cornerstone of the pub-
lic narrative told by corporations and amplified through advertising cam-
paigns, PR firms, lobbyists, and even shareholders. For example, US cor-
porations activate shareholders across multiple voting districts to flood
the offices of Congressional representatives with phone calls decrying
“legislation against the free market.”

But the free market they seek to preserve is most often the status-quo
market, and their large spending to lobby politicians is fundamentally a
reflection of the value that the status quo represents to their bottom lines.
Indeed, managing the regulatory landscape is among the most cost-effi-
cient ways by which a corporation can sustain its dominance. Corporate
lobbying is a pervasive and potent tool to interact with the regulatory
process in a way that tilts the playing field further in their favor, or alter-
natively, prevents change in the status quo. Often, such change might have
helped to foster a healthier balance among private risks, private gains,
public risks, and public interests.

Although lobbying is part of the operational toolkit for almost all large
companies, it is particularly important for those operating in realms of
public trust, including oil, gas, coal, and other extractive industries. And as
it happens, these corporations are also among the world’s corporate be-
hemoths: of the world’s ten most profitable companies, four sell energy
products and three base their global operations in the United States.”

It is not difficult to see why lobbying is such an attractive proposition
for corporations seeking market dominance and profits, whether through

new competitive advantage or by preserving the status quo. But why
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does lobbying deliver its punch with such apparent ease into the political
world? No doubt party political funding matters, and (in some countries
more than others) corruption in politics and government adds to the suc-
cess of lobbyists. But that is not the case in every nation. Checks and bal-
ances are quite strong in most democracies, and the risks of exposure are
real and politically costly—and yet, in every capital city from Washington
to Wellington, corporate lobbying and influence is visible and successful.

The most pervasive reason for the ease with which corporate lobby-
ing reaches into political decision making is that the corporation today is
the most important and pervasive institution in political economy. The
private sector delivers nearly 60 percent of GDP worldwide,”® employs 70
percent of workers,” and corporate taxes comprise a significant slice of
government revenues.” In other words, the report card for today’s politi-
cians and their “grades” on the subjects of GDP growth, employment,
and deficit management are largely written by corporations. Small won-
der, therefore, that politicians today are so beholden to the corporation,
or that they are constantly looking over their shoulders to check if this
or that policy change might harm the profitability of some business sec-
tor. The last thing they want is that voters see a “failing” grade on their
report card, which would prevent them from getting another term. Small
wonder, too, that “crony capitalism,” the cozy relationship of mutual fa-
vors between businessmen and government officials, is so ubiquitous,’
no matter whether we look at Latin America in the pre-crisis 1970s, or at
Asia pre-crisis in 1997, or the United States pre-crisis in 2007.%* The revolv-
ing door between the US Treasury and Wall Street was just the crowning
refinement of this crony capitalism and it has had a deep impact on the
financial and economic history of our times, especially the financial crisis

of 2008 and the economic recession that followed.*?

Corporation 2020

5> e

Tellus Institute’s “Corporation 20/20” is an international, multi-stakehold-
er initiative that seeks to develop and disseminate a vision and pathway
for the twenty-first-century corporation in which social purpose moves
from the periphery to the heart of the organization.’ In a 2007 position
paper “Corporate Design: The Missing Business and Public Policy Issue
of Our Time,” the authors remark that “business leaders operate today
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inside a corporate design largely inherited from the nineteenth century,
with ownership and governing structures put in place during the horse
and buggy era.”” The report sees the challenge of creating a new kind of
corporation as “the design challenge of the twenty-first century.”

This book reflects many of the concerns raised by the Corporation
20/20 project, and it proposes a composite solution to the problem of
corporate design. Corporation 2020 argues that endogenous changes will
not suffice, notwithstanding exceptional leadership from some corpora-
tions, and that exogenous changes with the collaboration of governments,
businesses, media, and civil society will be required to make a new design
arise from the old. It contends that a safe timeline for these changes (taxa-
tion reforms, leverage limits, externalities disclosure, and advertising stan-
dards) to be introduced into policy frameworks and business practices is
probably the next ten years, rather than the next fifty or a hundred years.*
A new DNA of the corporation must begin to make its presence felt in the
global economy by 2020, by which time we shall be dangerously close to
many planetary limits or will have actually exceeded them. The 2050 or
2100 scenarios that are still reflected in UN climate negotiations and eco-
nomic literature on the subject are too far off to be of any relevance. This
is why the new corporation is termed “Corporation 2020 in this book.
And there is an increasing convergence of opinion that vision, action, and
timelines must converge; “20/20” and “2020” are therefore two sides of
the same coin.

The New DNA That Business Needs

This book makes the case that Corporation 1920 has had its day. What
attributes does today’s corporation need to evolve in order to secure not
only the corporate form but also the future of mankind on our only
home, Planet Earth? What kind of corporate agent, in other words, do
society and the economy need today if they are to forge an “economy of

permanence,”?’

also known as a green economy”® or a sustaining econo-
my,” one which increases human well-being, increases social equity, de-
creases environmental risks, and decreases ecological scarcities?

A new DNA for the corporation needs to have numerous strands, but
our focus will be the four key strands that are likely to make the most

difference: corporate goal alignment with society, the corporation as
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community, the corporation as institute, and the corporation as a capital
factory. As early as the early 1900s, Henry Ford was aligning his company’s
goals with society: he wanted every American farmer and his wife to have
mobility and he wanted the farmer to grow his own fuel—ethanol from
corn, fruit, or almost any biomass. Natura in Brazil prides itself on a com-
munity which is anchored in the company’s relationship with over a mil-
lion housewives who sell the Natura “story” and through that sell their
cosmetics and personal products. Infosys in India has built the largest cor-
porate university ever, and trains over thirty thousand young software
professionals every year—in fact, Infosys is as much a training institute as
it is a corporation. Creating social capital (like Natura) and human capital
(like Infosys) are activities that are very valuable to society at large—not
just to the company. In Japan, more than fifty large corporations maintain
natural forests as their contribution to the society where they do business.
It is the thesis of this book that such activities will make the corporation
of the future a veritable “capital factory”—not just creating one line or
category of capital (financial profit) but a whole array of capitals (physi-
cal, social, human, and natural), and not just for itself, but also (in the
form of positive externalities) for society at large. This behavior at the
“micro” level will make way for a very different world at the “macro”
level, the world of Corporation 2020.

We are not compelled to live with the risks and costs of Corporation
1920 as the main agent of our economy and the most significant institu-
tion of our times. We can instead collaborate to create an environment
for the success of a new species of corporation. Corporations, like biolog-
ical species in a dynamic environment, respond to external stimuli which,
in their case, include policies and prices. They adapt and evolve, with the
strongest and fittest surviving over time. Changing external conditions
such that the input costs of natural and social resources converge with
their true value to society would enable a Darwinian process by which
corporations most able to adapt in this efficient environment would sur-
vive and facilitate the creation of more such businesses. In the long run,
therefore, the social benefits and social costs of corporations’ activities
would be reflected in their accounts as much as possible, thus realigning

the corporations’ profits with society’s gains.
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The World of Corporation 2020

Today’s enabling conditions favor the DNA of Corporation 1920 and en-
gender a brown economy. For our survival and success in Earth’s bio-
sphere, tomorrow’s enabling conditions will have to be at least neutral
if not explicitly supportive of Corporation 2020, which will become the
dominant agent in a global green economy. So what would this “brave
new world” look like, both for these corporations and the economies they
would dominate?

The operating environment for corporations would have changed.
Perverse subsidies would have been reduced, taxes reformed, new in-
centives added, public procurement “greened” and public investments
focused on public wealth—especially ecological infrastructure. Private
ownership and free markets would no longer be considered the panacea
for all ills. Public ownership of the commons and community ownership
of common-pool resources would be understood as economic reality, and
not disparaged as “market failure.” And the private sector would actually
benefit from this improved understanding. Just as trusted corporations
today are contracted to deliver public services such as waste management
or road maintenance, so they would also win contracts to manage com-
mon-pool resources and public reserves such as forests, wetlands, or coral
reefs on behalf of and according to the dictates of their host societies and
communities.

Financial leverage would be limited by regulations which align corpo-
rate interests better with societal goals such as economic stability. At pres-
ent, this task is left largely to investors, with fund managers becoming the
unlikely conscience-keepers of society. Capital adequacy requirements
would be introduced for corporations above a certain size—at present,
they apply only to banks and financial institutions. The idea that car com-
panies, utilities, insurers, and mortgage originators can also be “too big
to fail” would be accompanied by its logical corollary, that public capital
is either invested in or is being put at risk by these corporations, so they
must also conform to prudential capital management standards just as
banks are required to do.

“Selling good, not good selling” would become the norm rather than
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the exception. The legal status of an advertisement would no longer be a
place to hide. Today, an advertisement is a non-actionable inducement (or
an “invitation to treat” in Common Law), and not an actual offer, so in
law there is no automatic recourse to misleading advertising, and specific
product laws or sectoral laws or rules have to be introduced on a case-by-
case basis, such as with advertising for cigarette smoking. Lessons learned
in the context of the tobacco industry would be used to map wider solu-
tions. Advertising would become accountable, and ethics in advertising
would no longer be optional.

A new capitalism would prevail in the world of Corporation 2020,
one recognizing and rewarding the creation of natural, social, and human
capital as well as traditional physical and financial capital. Growth in com-
plexity—rather than just size—would be an underpinning principle of the
emerging green economy. Innovation would be an increasingly important
driver for growth and employment. We can only manage what we mea-
sure; thus national capital stock (not just value-added turnover) would
become central to measuring national economic performance. Interna-
tional projects such as Beyond GDP* and WAVES" would have provided
the launching pad for a system of national accounting that recognizes and
accounts for natural capital—its invisible benefit flows as well as its unac-
counted loss or degradation. Fiscal gap management would not be affect-
ed by a switch to resource taxation for extractive industries, but it would
motivate much greater resource efficiency. Likewise, for non-extractive
but greenhouse-gas-emitting industries, taxing these “bads” would gradu-
ally replace corporate taxes. Near-term green economy forecasts for la-
bor losses would take place, but well-managed transitions would lead to
many more (and more-satisfying) green jobs within a decade.” Econom-
ics and politics would finally be aligned. On all counts—innovation, de-
cent jobs, wealth, systemic risks, and income distribution—Corporation
2020 would gradually build up a successful and green macroeconomy.

The time to begin is now.



CHAPTER ONE

The Legal History of the Corporation

If you would understand anything, observe its beginning and
its development.
— Aristotle

To tell the story of the corporation is to tell the story of a grand bargain
gone awry.

Through history, governments have granted corporations special
privileges such as corporate personhood and limited liability, with the
expectation that corporations would serve the interests of the state and
the broader public. And yet legislative history and the ascendancy of free-
market capitalism have ensured that most modern corporations seek only
to advance their own self-interest. Billions of dollars are spent every year
on corporate and trade association lobbying to tilt the field of commercial
opportunity toward maximizing private financial capital. Responsibilities
of maintaining public capital are ignored, in particular those of natural
capital and social capital, even though these are respectively the ecologi-
cal bedrock and institutional masonry of any successful human economy.
Dire results follow for both the public good and trust in the corporate
institution.

Civilizations have repeatedly recognized the value of corporations.
Henry Ford never visited the great Swedish Stora Kopparberg mine (char-
tered in 1347, the oldest corporation in continuous operation), but he
would have recognized its genius. Ancient Rome’s societates publicanorum
and the Mauryan Empire’s sreni in India arrived at astonishingly similar
approaches to pooling capital and reducing risk. History suggests that the

15
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corporation is one of mankind’s most useful inventions, as essential for
continuity and achievement in commerce as the advent of the written
word was for ideas.

At the same time, corporations have always come with risks, and they
are centrally implicated in many of today’s most serious problems. While
the history of corporations reaffirms their value, it is also replete with
examples of governments struggling to constrain corporate power and
negative externalities. This chapter narrates the history of the legal inno-
vations that have given us today’s corporation.

Early History

The earliest attempts to share risk and pool capital occurred in ancient
Mesopotamia. However, not until the Mauryan Empire in India and the
rise of the Roman Republic did the concepts of limited liability and cor-
porate personhood emerge. It should be said in this context that the early
official accreditation of the corporation into civilized society occurred
unfettered by societal controls designed to protect those outside the cor-
poration. The notion of “undue corporate influence” would not emerge
until nearly the eighteenth century. The early corporation completely
lacked introspection.

From 800 BC to AD 1000 India experimented with a powerful tool: the
sreni. Like later corporations, sreni had dispersed ownership structures,
with shares that could be sold. Unlike modern corporations, sreni oper-
ated under a pro rata system, in which shareholders were liable for the
sreni’s debts in proportion to their investment." When engaging in expen-
sive and risky endeavors, such as international trade, merchants could cre-
ate an entity holding assets separately from its owners.”

The sreni were the engines of ancient India’s economic growth. Be-
cause of their power, they were also highly regulated.” While the security
provided by the Mauryan dynasty fostered the development of the sreni,
it was the fall of the Mauryan Empire in the second century BC and the
emergence of smaller and less centralized states that allowed India’s sreni
substantially to expand their influence, control, and wealth over the next
1,200 years.

Although India’s sreni prove that it is untrue that the invention of
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companies “belongs entirely to the Romans,” Rome did play a crucial
role in advancing the idea that a corporation can have an identity sepa-
rate from its human components.’” Rome’s societates publicanorum, or
“societies of government leaseholders,” were constituted to meet state
goals such as providing public works, manufacturing weapons of war, and
collecting taxes.® Beginning in the third century BC, groups of investors
(the publicani) would bid on state contracts for activities deemed vital for
the advancement of the republic. Although for business done in the pri-
vate sector Rome provided essentially no protection from liability, in the
public sector, government-granted limitations on liability allowed inves-
tors to purchase shares without absorbing personal responsibility. With-
in two centuries of the formation of this business structure, the largest
societates publicanorum resembled modern companies, with hundreds of
limited partners trading their shares on a stock exchange.” These vibrant
exchanges were promoted by the limited liability of investors, with the
tradability of shares in turn encouraging increased capital formation and
corporate growth.®

In ancient Rome, corporations only provided services to the state and
not to private parties. Thus, the state would maintain a strong interest in
ensuring that the firm was managed efficiently and honestly, and it could
readily take action against corporate misdeeds. For business in the private
sector, however, there was essentially no ability to shield the entity from
liability, although the Romans did indeed build some corporate structures
that could be used for general purposes. They developed and made exten-
sive use of a corporate form that looked remarkably similar to that of a
modern public corporation, which could easily have been utilized for gen-
eral business endeavors. The reason that this did not happen might be due
to the high transaction costs for ensuring governance structures sufficient
for protecting investors and the public. After Rome’s transition from a
republic to an empire in the first century BC, the emperors grew wary of
the influence of the publicani, so the state began to take over public works
projects.’ The role of the publicani was limited to collecting taxes, but they
were barred from even this activity by the end of the second century as
Rome entered its slow decline.”” By the fall of Rome in AD 476, the soci-
etates publicanorum had dissolved into the fabric of history.



18 CORPORATION 2020

The Era of the Social Corporation

It would take almost a millennium for governments and commercial en-
terprises to once again develop a robust corporate form within Europe.
The Middle Ages saw the incorporation of Europe’s nonprofit social in-
stitutions, such as churches and universities."" In the case of for-profit cor-
porations, the important limitation of the times was that incorporation
occurred only via royal charter.'” Frequent reference is made nowadays
to a corporation’s “social license to operate,” or its implicit acceptability
to society at large, but royal charter was in essence an early, explicit, and
legal form of a “license to operate,” a contract between society and the
corporation.

The oldest commercial corporation in continuous operation—Stora
Kopparberg—obtained a charter from King Magnus Eriksson in 1347, and
still maintains a strong presence (as Stora Enso) in Northern Europe.”
The evolution of royal charters reached a watershed in 1600 in England
with the creation of the East India Company, which became the first truly
multinational corporation.* Shortly thereafter, in 1602, the chartering of
the Dutch East India Company followed this multinational model, even-
tually becoming perhaps the most powerful corporation ever formed.”
Both of these corporate giants’ charters, as a result of the risks associated
with global commerce, granted shareholders limited liability on ventures
related to their respective investments. More significantly, they also rep-
resented two of the earliest examples of the role of corporate influence
in shaping policy. As attested in the annals of both the British and Dutch
governments, these companies shaped the foreign policies of their respec-
tive countries for nearly two centuries.'

By the early eighteenth century, corporations were increasingly com-
mon and were moving away from a system based on royal charter. In
England, however, the Bubble Act of 1720 banned all corporations not
authorized by royal charter, putting a halt to British corporate evolution.
Ostensibly a response to a series of speculative frenzies, the Bubble Act
was in fact originated by the South Sea Company, which sought to pro-
tect its monopoly. What began as a cynical attempt to manipulate invest-
ment patterns turned into a condemnation of “[a]ll undertakings . . . pre-
suming to act as a corporate body.”" Its official name gives a hint of the
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vitriol heaped on the corporate form: it was entitled “An Act to Restrain
the Extravagant and Unwarranted Practice of Raising Money by Voluntary Sub-
scriptions for Carrying On Projects Dangerous to the Trade and Subjects of this
Kingdom.”'® The Bubble Act meant that England’s Industrial Revolution,
perhaps the most significant turning point in recorded history, took place
outside the corporate form."

Because of this, the next great shift in the corporate model would oc-
cur in the United States. There, every state could issue corporate charters;
in 1832 authors Joseph Kinnicut and Samuel Ames Angell complained of
“an infinite number of corporations aggregate, which have no concern
whatever with affairs of a municipal nature.”* The proliferation of cor-
porations rekindled debate about the relationship between shareholders
and the state, which Justice John Marshall reflected on in the 1819 case,
Trustees of Dartmouth College v. Woodward. In this case, the state of New
Hampshire had attempted to alter the charter of Dartmouth College.”!
In his final opinion, Marshall asked whether the act of incorporation by
the state made it possible for the state to take over the corporation. In oft-
quoted language, Marshall held that “[a] corporation is an artificial being,
invisible, intangible, and existing only in contemplation of law.”** Having
created the corporation, the state could not simply treat it as an extension
of itself.”’

Marshall’s decision established the legal principle that private corpora-
tions can exist in isolation from the state. Though still typically “imbued
with public purpose,” corporations were evolving into more indepen-
dent entities—a trend that would accelerate dramatically in the coming
decades.

Private Enterprise and the Corporation

Traders, merchants, craftsmen, and their guilds were the mainstay of
commerce in medieval times. However, the nineteenth century saw pri-
vate enterprise discover and rapidly embrace the benefits of corporate
personhood and limited liability that came with incorporation. In 1800,
there were just 355 corporate charters in the United States. By 1890, the
number was almost 500,000.** Two legal developments lay behind this
explosion: the advent of general incorporation statutes and the adoption
of limited liability.
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Starting in the 1830s, state-level incorporation statutes in the United
States began to allow individuals to form corporations without special
charters from legislatures.” In 1844 the Supreme Court stated that a cor-
poration “seems to us to be a person, though an artificial one . . . and
therefore entitled, for the purpose of suing and being sued, to be deemed
a citizen. ..."”*

The rise in general incorporation statutes and their increasing popular-
ity with business entrepreneurs and their investors mirrored a rise in lim-
ited-liability acts. Protected from risk, shareholders increasingly bought
stocks as investment vehicles.” The resulting growth of corporations led
to a change in the impacts corporations had on stakeholders. As opposed
to shareholders, stakeholders are those who lack an ownership role in a
corporation, but are still affected by its actions. Historically, corporate
stakeholders were mostly limited to customers, but in the nineteenth
century the growth of corporations expanded the stakeholder sphere. In
particular, the negative externalities of railroads affected larger and larger
numbers of people.” Because of limited liability, defrauded stakeholders
became unwilling creditors for corporations, with no way to seek com-
pensation.” This unintended consequence of limited liability remains one
of the central negative realities of the corporate form today.

At the same time, Britain was also engaging in a debate over limited
liability, though preoccupations with class provided a twist that would
not have been familiar to an American.” With lords and ladies disdaining
industry, commerce was seen as the province of the lower and middle
classes. Partly because of this it was not until 1850 that the House of
Commons appointed a committee to “inquire into the subject of invest-
ments of the middle and working classes.””" In 1855, the English Parlia-
ment passed the Limited Liability Act, which conferred limited liability
on most joint-stock companies.”” While this event would eventually have
profound effects on the way that corporations were structured, it is inter-
esting to note that banks were at first hesitant to take up this form, as their
owners’ unlimited liability was regarded as a “badge of prudence.”® The
banks weighed the benefits that the two systems provided; the new law of
limited liability afforded the value of investor protection, while the previ-
ous system of unlimited shareholder liability could drive business by giv-

ing confidence to depositors that their funds were secure. It was not until
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the failure of the City of Glasgow bank in 1878 over two decades later,
causing 80 percent of the bank’s shareholders to go broke, that banks
realized the value of limited liability and quickly adopted this form. By
1889, there remained only two British banks with unlimited liability.**
A recent extension of the concept of limited liability is the emergence
of “limited liability partnerships” in the United Kingdom.” This shows
that liability limitation has crept into even the partnership form which,
thus far, had not provided safety from losses beyond invested capital to its
owner-partners.

Following the rapid evolution of corporate law in the United States
came competition to attract corporations to particular states. Beginning
in the 1870s, this competition led to major legal innovations. The first im-
portant development, albeit with limited effect, was an attempt by Con-
gress in 1876 to control the influence of corporate lobbying by requiring
the registration of lobbyists with the Clerk of the House of Represen-
tatives.’® The second was the rise of the business judgment rule, which
holds that boards of directors possess powers not delegated by sharehold-
ers. By 1905, the principle was so well established that a court could write
that “it is [the board’s] judgment, and not that of its stockholders outside
of the board of directors . . . that is to shape [a corporation’s] policies. . . .
This principle is not disputed, and the citation of authorities in its support
is unnecessary.””’

Equally important was the decline of the ultra vires doctrine, which
held that a corporation could not act contrary to the powers conferred on
it by the state. The doctrine was a response to the potential for abuse that
came with limited liability.>® Yet competition for commerce now offered
states an incentive to loosen corporate regulations. In 1896, New Jersey
eliminated its prohibition against corporations owning stock in other cor-
porations.”” The spread of corporate laws permitting incorporation for
“any lawful activity” sealed the decline of the ultra vires doctrine.*

Absent the ultra vires doctrine, corporations were not compelled to
meet society’s needs. From 1865 to the early 1890s, large corporate en-
terprises became the norm for American business activities.*' Following
a wave of consolidation, corporations grew even larger, and Americans
got their first taste of the Robber Barons. Names like John D. Rockefell-

er and J. P. Morgan became symbols of both the promise and perils of
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corporate growth. Indeed, the reign of these influential barons” corpora-
tions occurred with virtually no government efforts to control how their
influence was wielded. Despite President Theodore Roosevelt’s use of the
Sherman Anti-Trust Act (which actually existed for nearly 15 years before
its first use),*” it would not be until 1936 that the government took a con-
sistent stance on limiting corporate influence on the political process.*

The Nail in the Coffin

The final blow to the social corporation came with a 1919 Michigan Su-
preme Court case, Dodge v. Ford. Prior to this case, the centrality of the
profit motive of the corporation was like an old wives’ tale—frequently
repeated, but never tested. After Dodge v. Ford, the corporation could exist
only to promote financial gains for its shareholders.

The defendant in the case, Henry Ford, wanted to “employ still more
men; to spread the benefits of this industrial system to the greatest pos-
sible number.”* Ford’s reasoning was that it is better to sell many cars at
a small profit than few cars at a large profit, because “it enables a larger
number of people to buy and enjoy the use of a car and because it gives a
larger number of men employment at good wages.”* The plaintiffs in the
case, the Dodge brothers, were major early investors in Ford, and wanted
a larger dividend. When Ford planned to reinvest cash assets for a plant
expansion, the Dodge brothers sought an injunction.

The decision of the Michigan Court did not alter the law of the nation,
but it did profoundly shape legal and popular perceptions about what it
meant to be a business in modern America. The Court wrote,

There should be no confusion . . . of the duties which Mr. Ford
conceives that he and the stockholders owe to the general pub-
lic. . .. A business corporation is organized and carried on primar-
ily for the profit of the stockholders. The powers of the directors
are to be employed for that end.*

Ford’s appeal for social welfare would not again be voiced so insis-
tently for several decades. Ford emphasized that his company was “an
instrument of service rather than a machine for making money”—but the
twentieth century would indeed be defined by the corporation as money-
making machine.
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As the Dodge brothers and Henry Ford contested the future of cor-
porate control, a parallel shift in corporate law was under way. Corpora-
tions had always presented a paradox. In legal terms, they had some hu-
man attributes. Yet many of the defining qualities of corporations, such as
limited liability, were also distinctly nonhuman. As the twentieth century
progressed, courts increasingly answered the corporate legal paradox by
granting corporations more of the kinds of rights historically reserved
for people.

The originating case for corporate personhood was Santa Clara County
v. Southern Pacific Railroad Co. (1886),"” which went to the U.S. Supreme
Court, and resulted in a statement indicating that the right to set off
mortgages from the taxable value of properties belonged as much to cor-
porations as to people.*® A rush of cases followed, steadily expanding cor-
porate personhood.*” Looking back in 1949, Justice William O. Douglas
wrote that “the Santa Clara case becomes one of the most momentous of
all our decisions. . . . Corporations were now armed with constitutional

prerogatives.””

The Birth of “Corporation 1920”

It is evident from the above that the hundred years from 1820 to 1920
were a veritable crucible in the legal history of the corporation. Heating
this crucible were the entrepreneurial fire of America’s early decades of
freedom, the economic fuel of a vast and still expanding British colonial
empire, and the creative yet disruptive churning of inventions and innova-
tions—giant new mills and factories, expanding railway networks, ocean
liners, automobiles, the telegraph, etc. During this period, the corpora-
tion became the preferred market agent for rapid growth in manufactur-
ing and trade. It was gradually unshackled from its state-granted “char-
ter” history and from its community moorings. It became unconstrained
in time, space, and lines of activity. Its independent identity was legally es-
tablished as “corporate personhood” and became an accepted feature of
everyday business. Its purpose was defined and formally accepted as profit
for its shareholders, and social purpose was no longer a driving force. This
corporation became the main agent of modern, market-centric econo-
mies in the twentieth century, a poster child and champion of free-market
capitalism.
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The corporation that emerged from this “crucible period” embodied
a paradoxical mix of human and nonhuman qualities, which has made it
difficult to address its externalities. Punishments such as fines and penal-
ties, effective in controlling human behavior, were extended to corpora-
tions. However the limitations of this approach can be seen from Baron
Thurlow’s famous comment that corporations have “no soul to damn”
and “no body to kick.” Most modern corporations, nearly human in the
eyes of the law but inhuman in their practices, treat penalties and fines as
simply the “cost of doing business.””’

This new corporation grew from strength to strength in the twentieth
century. It was aided and abetted by governments keen to use the energy
of entrepreneurship and the scale and efficiency of the corporation to re-
set their economies on a path to growth and prosperity from which they
had been derailed—first by the buffeting of the Great Depression (1929—
1930s) and then by the disruptions of the Second World War (1939-45).

It was no small leap of faith for governments to forgo control in this
manner, as the purpose of the corporation had been firmly established as
self-interest (Dodge v. Ford, 1919) and not social improvement. Through
this landmark case, by 1920 the stage had been set for the corporation we
see today: Corporation 1920 had been born.



CHAPTER TWO

The Great Alignment: 1945-2000

The Convergence of Deregulation and Innovations in World Trade
and Capital Markets, and Its Impacts on the Corporation

One of the most significant human commitments of the last
half of the twentieth century has been to economic growth
and trade expansion, and we have been spectacularly success-
ful in accomplishing both.

— David Korten

The period 1820-1919 was in many ways the crucible of today’s corpo-
ration: it gave the corporation identity independent of its shareholders,
empowering it with rights and capacities which were equal to those of
living individuals and it limited the liability of shareholders to their in-
vested capital. After World War II, the power of all these privileges was
force-multiplied by simultaneous waves of deregulation and innovation,
both in world trade and in capital markets. This great alignment of forces
provided the fertile economic soil on which the corporation grew into its
most successful avatar, the multi-billion-dollar, multinational, corporate
behemoth which dominates economies and permeates societies today.
Postwar economic history is largely the history of the rise of free-
market capitalism and its aiding-and-abetting democracies. This eco-
nomic model gradually replaced other forms of economic manage-
ment everywhere: the command and control of communism in the So-
viet bloc; India’s Fabian-socialist, public-sector “commanding heights”;
China’s communism-and-manufacturing revolution and its subsequent
“state capitalism”; and the many resource-cursed economies of Africa’s

25
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electoral and military dictatorships. Several national success stories, some
real and some contrived, are rolled out as icons of success for this expand-
ing economic paradigm.' In most nations with different political models,
a democratization of the political fabric accompanied and helped accel-
erate free-market capitalism—mainly through legislative relaxations that
opened up these economies to increasingly global and deregulated trade
and capital markets, while also, unavoidably, increasing the power that
corporate interests exert in the global marketplace.

The increasing dominance of free-market capitalism had several driv-
ers—from trenchant international political and institutional changes
(such as the introduction of GATT and WTO, and the dismantling of
Bretton Woods, among others) to innovations in world trade (including
two revolutions in logistics and several innovations in capital markets).
The invisible engine that drove this economic transformation and ben-
efited most from these avenues of deregulation and innovation, however,
was today’s corporation. The free-market-capitalist, “brown economy,”
cost-externalizing DNA of Corporation 1920 responded to the benign
enabling conditions in the postwar years and flourished as never before,
becoming increasingly pervasive and powerful.

The Prize of Size

Peter Drucker observed that a century-old “trend toward an employee so-
ciety of big organizations gathered rapid momentum . . . especially, after
World War II.”? This trend can be evidenced in many ways, but perhaps
the simplest is to observe the number of corporations whose revenues
exceed one-tenth of a percent of global Gross Domestic Product as it
rises from under 20 in 1970 to over 120 in 2010 (see Figure 2.1). This is in
relative terms, of course, but if we look at absolute size, the trend is even
more startling: the number of corporations with sales turnover exceeding
$25 billion (inflation-adjusted 2010 dollars) increased from fewer than 20
in 1970 to a staggering 320 in 2010 (Figure 2.2).

It is also worth stating that this trend toward the “bulking up” of cor-
porations was not a result of the private sector as a whole increasing in
size compared to the global economy, as that ratio tends to remain more
or less steady at between 55 and 60 percent (Figure 2.3).

The deregulation in trade and in capital controls that punctuated most
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Number of
Corporations

Figure 2-1  Number of Firms Worldwide with Revenues > 0.1% of Global GDP
Source: Fortune Magazine.
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Figure 2-2 Number of Firms above Threshold Revenue (2010 US$)
Source: Fortune Magazine.

postwar economic history was closely aligned to the goals of the corpo-
ration: the pursuit of private profits in the most advantageous manner
possible. Trade and capital market deregulation provided today’s corpo-
ration with the opportunity to grow. It became a “price arbitrageur” par
excellence in terms of its increasingly unfettered access to cheap natural-
resource inputs, cheap labor markets, subsidized manufacturing capacity,
and perhaps most important of all, rich consumer markets in Europe,
North America, and Japan.

This new era of access prompted the corporation to promote its
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Figure 2-3  Private Sector Contribution to World GDP
Source: IHS Global and OECD.

interests aggressively within the political fabric of these booming con-
sumer markets in order to ensure continued growth. The creation of
the General Agreement on Tariffs and Trade (GATT) and its subsequent
implementation by the World Trade Organization (W'TO) have, in theo-
ry, minimized the impact of corporate influence on trade liberalization
while still lowering worldwide trade tariffs.” In practice, however, this has
not been the case. One of the sharpest criticisms of the WTO is its lack
of transparency during its negotiation rounds, where member nations di-
rectly discuss trade issues affecting the corporate interests of their respec-
tive countries.

It is difficult to quantify the number of corporate lobbyists swarm-
ing around the WTO’s headquarters in Geneva, Switzerland (it does
not require lobbyists to register, unlike Capitol Hill in the United States)
but the number is large. Given the informal nature of day-to-day opera-
tions, many industry groups maintain permanent lobbying offices in Ge-
neva, and often travel to WTO ministerial meetings around the globe.*
Although there was a sharp decline in corporate lobbying during the
WTO'’s recent Doha Development Round of negations,’ this is widely at-
tributed to the substance of the negotiations and may not continue.® The

stalling of this multilateral process and a corresponding rise in bilateral
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trade negotiations suggests that trade lobbyists have not disappeared, but

have merely refocused their efforts elsewhere.

Trade Deregulation and the Multinational Corporation

In the period 1913-1950, during which world GDP had approximately
doubled in spite of two world wars, the volume of world exports tripled
from US$19.5 billion to $60.9 billion. However, this growth in trade was
actually minor compared to what would develop in the coming years.
Only a decade later, world exports had again doubled, to US$127.3 billion.
By 2010, this value would rise more than 300-fold from its 1950 value to
US$18.8 trillion.

The origins of today’s global, multinational, trade-intensive corporate
economy can be found in a 1945 State Department report, Proposals for
the Expansion of Trade and Employment. This report sought to catalog and
characterize the poor decision making by political leaders that had led
to the withering of international commerce since its height in the early
1880s. In doing so, Proposals was designed as a blueprint for unraveling
the preponderance of global protectionism that had emerged in the wake
of the Fordney-McCumber and Smoot-Hawley Acts in the United States,
and also establishing the United States as the uncontested leader in the
global economy:.

Utilizing Proposals as a guiding framework, in 1947 trade officials from
22 major nations convened in Geneva to construct a policy framework
that would become known as GAT'T, ratified on November 18, 1947.
Three days later, officials from 56 nations entered negotiations in Havana,
Cuba, for the formation of the International Trade Organization (ITO),
an institution whose purpose was to act as coordinator and manager of
ensuing GAT'T rounds. Although the ITO as an entity eventually dissolved
shortly following its inception, by the third round of GATT negotiations
in 1951, prewar tariffs and restrictions on the trade of industrial products
had been overwhelmingly dissolved.

From 1945 to 1998, the loosening of international trade law under
GATT yielded annual increases in the real value of world trade of 6.4 per-
cent, almost doubling every decade for five decades in a row. This period
also saw an increase in the volume of world trade relative to production,
from <5 percent to >15 percent of world GDP (see Figures 2.5 and 2.6).°
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Figure 2-4  Value of World Trade (2010 USS$)
Source: World Trade Organization.

Figure 2-5  Value of World Trade as Percentage of Global GDP
Source: World Trade Organization, World Bank.

Two Revolutions in Logistics

World trade grew not only on the back of deregulation, but also on the
back of two major logistics innovations, in shipping and telecommunica-
tions technology. Shipping saw an unprecedented boom with the inven-
tion of the cargo container and the reconfiguration of ports to handle
the rapid transport of cargo containers from ship to barge to rail and
truck. A second era of innovation, even more powerful, came with the
telecommunications revolution and the advent of bar-coding, the Inter-
net, and e-commerce, making it not only practical but even cost-effective
to operate through global supply chains that were tracked and managed
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electronically as part of multinational corporations’ increasingly harmo-

nized, global operations machinery.

The Rise of Containerization

Since the 1800s, merchants had sought an intermodal shipping device that
could be seamlessly loaded and unloaded among train, truck, and ship. Al-
though a number of innovations had been pursued over the course of the
nineteenth and early twentieth centuries, none had been able to escape
purview and rejection by the federal Interstate Commerce Commission
(ICC) in the United States.’

This rejection of containerization technology, and the inertia behind
Congressional expansion of ICC policy, was in part due to the Commis-
sion falling prey to regulatory capture by vested corporate interests that
sought to block a technological advancement that allowed both cheaper
and faster logistics.'’

The rapid development of logistics, however, did not occur purely un-

der widespread corporate influence, but was achieved more organically.
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Figure 2-6  Growth in Containerized Shipping
Source: Jean-Paul Rodrigue, Claude Comtois, and Brian Slack, The Geography
of Transport Systems, 2nd ed. (London, New York: Routledge, 2009).
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In 1940 and 1942, the ICC’s jurisdiction expanded to cover interstate wa-
ter carriers and then freight forwarders, in effect charging the ICC with
coordination for all modes of transportation. In 1956, however, a federal
court ruling removed intermodal containers from the purview of the
ICC. Although specialized intermodal shipping containers had been used
by some railroad companies as early as 1926, it was the insistence of the
US Army from the end of World War II to the Korean War that under-
lined the need for a standardized reusable container to optimize the ef-
ficiency and integrity of long-distance shipping.

By the 1970s, the era of containerized traffic had begun. Volume grew
by leaps and bounds. The number of freight containers handled annually
by the world’s ports increased from 6.3 to 163.7 million from 1972 to 1997."

At the same time, transportation providers turned themselves into
“logistics firms” capable of handling the movement of both products and
information. Mainly as a result of this transformation, the cost of trans-
port as a percentage of the total cost of goods dropped between 1961 and
1999 from approximately 10-12 percent to 1 percent."”” (See Figure 2.6)

Telecommunications as a Force Multiplier

Telecommunications innovations in the postwar years significantly en-
hanced the capacity to track business globally. The invention of bar codes,
electronic scanners, databases, tracking software, high speed communica-
tions networks, and portable wireless devices paved the way for the mul-
tinational corporation to become the natural unit of business. Connectiv-
ity, uniformity, and digitization radically increased the ease with which
goods could be delivered from the factory floor to the consumer with un-
precedented ease and efficiency across countries and continents, and the
multinational corporation was the natural beneficiary of this newfound
ability to size and scale.

The technological developments that have contributed most signifi-
cantly to the emergence of multinational corporations in the twentieth
century have come from the telecommunications industry. At the macro
scale, in the century following the laying of the first transatlantic tele-
graph cable a series of transatlantic telephones began to lay the founda-
tion for modern international telecommunications. Where the earliest

transatlantic cables were galvanic, beginning in 1988 these cables were
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replaced with more-advanced fiber-optic material, enhancing both the
speed and clarity of communications. At the micro scale, the evolution
of cellular telecom systems in the postwar period has contributed tre-
mendously toward building efficient communities within multinational
corporate networks. In the United States, the first generation of analog
cellular networks came to fruition over the extended period from 1947,
when AT&T first requested spectrum for cellular service from the Feder-
al Communications Commission, until 1982 when service authorization
was finally granted.”” After these initial delays, cellular telecommunica-
tions grew by leaps and bounds. In the early 1990s, new high-tech tele-
communication companies began to usurp the market capital of older
industry stalwarts. The transition to a second generation of digital trans-
mission yielded significant improvement in cellular communication cost,
speed, and power efficiency.

The ability to track supply chains changed dramatically with the in-
vention of bar codes and bar code scanners in the mid-twentieth century.
In 1970, four years after its first commercial application, the Universal
Grocery Products Identification Code established the first industry stan-
dard bar code. It would in short order evolve to become the Universal
Product Code (UPC) and give rise to commercial bar code scanners which
could be used to rapidly track, evaluate, and communicate product sales
and supply chain locations that once demanded physical inspection. The
growing ranks of multinational corporations recognized that it was a
means of better monitoring and greater control of product inventory, and
before long, UPC barcodes were found everywhere, from factory ship-
ping depots to retail outlets, from metropolitan megastores to remote
village shops, from the developed world to the developing world. This
innocuous signature of modern producers and distributors of consumer
goods was soon in use almost everywhere anything was bought or sold.

The effects of trade deregulation and innovation on the business of
multinational corporations in the postwar period were palpable. In 1938,
on the eve of World War II, the value of production by firms coordinating
their operations on a global basis (i.e., early multinational corporations)
was only one-third that of total international trade. Liberalization of
trade markets fueled strong growth right through the postwar period to
the point at which, by 1976, the value of multinational global production
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actually exceeded that of global trade.* This was a sign of the meteoric
growth of the multinational corporation in domestic markets as well as
export markets, especially considering how fast trade had expanded dur-
ing the same period.

During the so-called Bretton Woods era of fixed exchange rates in
the 1950s and 1960s, trade innovation and deregulation were the domi-
nant forces driving the emergence of the multinational corporation as
the model of corporate success. An instance of the “great alignment” of
forces during this era, they were supported by exchange-rate stability and
predictability—a nurturing backdrop for the success of multinational cor-
porations’ productivity- and efficiency-driven export strategies. Toward
the end of that period, however, the global financial arrangements set in
place after World War II began to crumble. The forces of deregulation

and innovation found a new playing field: the world’s capital markets.

Capital Market Deregulation

In the period from 1914 to 1945, the global economy was ravaged by a
succession of two world wars, a Great Depression, and a rise in national-
ism and noncooperative economic policymaking. By World War I, the
gold standard was largely abandoned as monetary policy become a mere
agent of domestic political goals, first as means to finance wartime defi-
cits, and later as a tool to engineer beggar-thy-neighbor devaluations un-
der floating exchange rates.”” As a result, in the period leading up to the
war, capital controls proliferated in an effort to guard against currency
crises, and as a result international investment became less pronounced.
Even before the end of World War II, in July 1944 at Bretton Woods
delegates from Allied nations forged what became known as the Bretton
Woods monetary system, which sought to establish a framework for com-
mercial and financial relations among the world’s major industrial states.
This meeting established both the International Bank for Reconstruction
and Development (IBRD) and the International Monetary Fund (IMF).
The Bretton Woods arrangement established a system based on fixed but
periodically adjustable exchange parities. The prime responsibility of the
newly formed International Monetary Fund (IMF) was to act as a source
of hard-currency loans to governments, which were likely to lapse into

recession, in order to maintain a standard fixed exchange rate.
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The IMF initially sanctioned capital controls as a mechanism to prevent
currency crises and runs, lending autonomy to governments by providing
more power to activist monetary policy. However, by the 1960s capital
flows could no longer be restrained. In 1971, President Nixon de-linked
the US dollar from the price of gold, creating a fluctuating US currency
that necessitated a floating-exchange-rate regime, and the Bretton Woods
system was dismantled. IMF control on currency exchanges and capital
flows had given way to private-sector trade and capital flows, with ex-
change rates determined by market forces driven by these same trade and
capital flows. The combination of floating-rate currencies and reforms to
foreign investment rules yielded an international economic system with
greater ability to reduce transaction costs, accommodate market develop-
ments, and stimulate net capital investment. In the process, the multi-
national corporation became the main agent in the growing success of
free-market capitalism.

The advent of capital-account convertibility in the 1970s, the creation
of offshore or “Buromarkets” from the 1960s, and the invention and in-
creasing use of an entire family of financial derivatives from the late 1980s
and early 1990s made financial capital readily available, and also made le-
verage increasingly easy to obtain and increasingly difficult to control. All
these capital-market trends converged to favor the success of the modern
corporation as a large, international, unconstrained seeker and arbitra-
geur of access to resources, capital, labor, and consumers.

Post—Bretton Woods, it was found that floating rates could generally
accommodate market developments, and this encouraged capital flow in-
ternationally. In many developing countries, economic reforms reduced
transaction costs and foreign investment risks, leading to an explosion in
foreign direct investment. This trend was in fact a hallmark of the success-
ful emerging multinational corporation and a reflection of its expanding

access to financial leverage.

The Power of Foreign Direct Investment

As deregulation grew, corporations once constrained to their domestic
markets were now able to establish international footprints. Opportunities
for foreign direct investment (FDI) consisted broadly of two types: green-
field investment, and mergers and acquisitions. Greenfield investment,
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which results in a wholly new operation in a foreign country, was subject
to the demands for knowledge of the host nation’s business and politi-
cal culture and a working familiarity with its investment environment.
Although mergers and acquisitions required a similar body of knowledge
on the front end, it held the greater advantage of allowing foreign firms
a means by which to gain experience operating within international busi-
ness cultures through a foreign intermediary. As an investment strategy,
mergers and acquisitions were easier, more expedient, and less risky to
execute than building greenfield investments from the ground up. They
also provided an operating mechanism to import firm capital, technology,
and management skills as strategic assets in increasing the efficiency of
foreign companies.

Foreign direct investment was driven by a number of factors, among
them business’s aversion to threats of protectionism in important export
markets in the developing world, the shift toward democratic political in-
stitutions and free market economies, and, with the gradual emergence
of a global marketplace, the importance to firms of having a significant
global presence. Another driver of FDI was the accelerating global de-
mand for energy and minerals, which not only fed off and bred bad gov-
ernance, but in some cases also led to “de-industrialization” in natural-
resource-dominated economies in Africa and in Latin America. As trade
liberalization grew under GAT'T, increased FDI was encouraged through
the establishment of government-backed insurance programs to cover
major types of foreign investment risk, the elimination of double taxation
of foreign income, and the relaxation of restrictions on inbound invest-
ment by host nations.

In the 1950s, FDI was confined largely to primary sectors and manu-
facturing, as firms were motivated by access to large national or regional
markets and the opportunity of arbitraging low-cost foreign production
and natural resources. FDI has seen its greatest growth from the mid-
1980s on, most notably since the World Trade Organization established
a set of rules to promote FDI liberalization. With the rise of modern
telecommunications, FDI has become increasingly service-oriented as the
economies of developed nations evolve. In fact, while FDI stock has in-
creased in almost all sectors over the past decades, it has notably grown
even in sectors not traditionally associated with FDI. Between 1990 and
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Figure 2-7  Global Sectoral Composition of Inward FDI Stock
Source: Zbigniew Zimny, “Foreign Direct Investment in the World and in Africa:
Long-term Trends and Current Patterns,” in UNCTAD Virtual Institute
Training Package on Economic and Legal Aspects of International
Investment Agreements (IIAs).

2006, inward FDI increased more than two and a half times in the “agri-
culture, hunting, forestry, and fishing” category, but eight times in the ser-
vice sector as a whole globally—compared to roughly fivefold increases
for inward FDI in manufacturing and extractive industries.'®

Throughout the postwar period, the origination of FDI also shifted
significantly. While FDI origination was dominated by the contingent of
the United States, the United Kingdom, the Netherlands, and France for
the two decades following World War I, the rise of developed economies
in Korea, Taiwan, Singapore, Hong Kong, and China has significantly re-
distributed cross-border capital flows in recent years.

The free-market capitalist view would be that international produc-
tion should be distributed among countries according to the theory of
competitive advantage, and having the capacity to exploit such competi-
tive advantages increases the efficiency of the global economy. In theory,
FDI stimulates home-country economic growth by freeing resources em-
ployed less gainfully and making them available for activities where they
can be used to maintain or build competitive advantage.
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Figure 2-8  Indices of World FDI Outflows, GDP, and Exports
(Base year 1975: 100) Source: World Bank World Development Indicators.

In developing countries, however, the long-term sustainability of FDI-
induced efforts to exploit competitive advantage is not without issue. In
these growing markets, a relative lack of safeguards against illicit lobby-
ing (in the form of bribery) and government corruption creates intense
obligations on the corporation to use FDI responsibly."” While corpora-
tions have created investment mechanisms such as Private Public Part-
nerships and Power Purchase Agreements to safeguard their FDI invest-
ments abroad, they have little to show in terms of institutional innova-
tion (other than basic self-accountability) to safeguard host nations and
their citizens from the negative effects of FDL'® After two decades of FDI
buildup which has seen global FDI rise more than fivefold, civil-society ac-
tivism and (in a few countries) public-interest litigation are often the only
host-nation responses that could be described as “checks and balances.”
This is by no means an outcome that satisfies even the basic principles of
equity or social responsibility, and yet, such a lack of governance is com-
monplace among multinational corporations in host countries across the
developing world.

One further facet of FDI is worth noting, and that is its connection

with the growth of firms’ leverage and their persistent drive to obtain
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capital more cheaply and in larger quantities than the traditional banking
system permitted."” Empirical studies have indicated that the acquisition
of foreign subsidiaries tends to result in an increase in the amount of le-
verage taken on by multinational corporations.*

That point brings us to look at capital markets, and how the forces of
innovation and deregulation in postwar years provided the essential fuel
for the corporation to evolve into the multinational, expanding, leveraged
arbitrageur of resources, labor, capital, and consumer markets that de-
fines its success today.

Financial Innovation: The “Brave New World” of
Euromarkets, Tax Havens, and Financial Derivatives

Technological innovation has dramatically changed the way firms devel-
op, produce, and deliver most goods and services in the economy over any
time period one would care to examine. In a similar vein, entrepreneurs in
the financial industry—driven by the prospect of increased profits—have
continually experimented with and sought out new financial structures
that reallocate risk or amplify returns. These institutions have developed
new financial products to satisfy demand for growth just as older, estab-
lished types of transactions were reaching unprofitable commoditization
or saturation in the marketplace. With each new generation of financial
products, the complexity of the financial system grew and attempts to
regulate these instruments were fought back in order to preserve prof-
its above all. Three of the most prominent examples of financial innova-
tions that came with negative side effects are the evolution of offshore
money markets, tax havens, and financial derivatives. All three are inter-
related and each has played an enabling role for today’s cost-externalizing

corporation.

Eurodollar Markets

The first of these financial innovations was the birth and growth of the
offshore money markets, also referred to as Eurocurrency or Eurodollar
markets. Eurocurrency markets were initially developed by British banks
in the late 1950s to avoid central bank restrictions on the use of the pound
sterling for external loans by conducting transactions in US dollars.” Un-

der these arrangements, banks could offer higher interest rates to attract
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deposits and make loans denominated in dollars. During the 1960s sev-
eral factors contributed to growth in the Eurodollar markets, including
significant demand for offshore dollars by Russia, credit restrictions and
capital controls attempted in the United States and other financial centers,
and differential regulation between offshore and onshore banking opera-
tions. Of these three drivers, the latter—differential regulation—has been
the continuing force behind the growth in Eurodollar markets, as banks
used the vehicle to engage in regulatory arbitrage, taking advantage of
increasingly interlinked financial centers across the world to exploit favor-
able credit spreads. The Eurocurrency deposit market went from virtu-
ally nonexistent in 1960 to over $4.5 trillion on a gross basis ($2.2 trillion
on a net basis) as of March 1988, with a compound annual growth rate
of roughly 20 percent; those amounts compare with a U.S. money stock
(M2) of $2.9 trillion in March 1988.%

National authorities initially attempted to regulate this market but
eventually gave in, and instead structured accommodating rules in order
to court this mobile bank capital. With Eurocurrency unbound by much
regulation, financial institutions were free to use these funds to experi-
ment with the creation of new products and trading schemes not tied
to domestic financial measures and regulations. Eventually, this market’s
evolution contributed to the dissolution of the Bretton Woods fixed-
exchange-rate system, and it has increasingly become a source of short-
term bank liquidity, contributing to the development of floating-rate in-
struments (including those linked to the London InterBank Offered Rate,
or LIBOR). Special-purpose vehicles were created to warehouse many of
these transactions hidden from the prying eyes of regulators and other
interested stakeholders. More innovation ensued, as floating-rate instru-
ments gave rise to the world’s first interest-rate swap, between IBM and
the World Bank in 1981, setting the stage for a swap market that would
reach a total notional value of $866 billion in 1987 and then grow to $250
trillion by mid-2006, representing a turnover roughly five times the GDP
of the world.”” Other forms of derivative contracts sprouted throughout
the financial system, with instruments like the Three-month Eurodollar
Future of the Chicago Mercantile Exchange (CME) becoming the bell-
wether exchange-traded contract, further linking Eurocurrency and de-
rivatives markets.
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Tax Havens

The second of the innovations, tax havens, gained prominence as a natural
extension of the same activities and incentives that gave rise to the Euro-
currency markets: regulatory arbitrage, this time not relating so much to
banking regulation as to tax regimes. Tax avoidance is a practice as old as
taxation itself, and the idea behind tax havens—of governments establish-
ing low hurdles to incorporation and low taxes in order to attract foreign
capital—though not all that new in the 1960s and 1970s, did reemerge
with newfound vigor. The history of tax havens appears to be one of evo-
lutionary financial innovation across geographies, as model after model
of tax favor was tried and subsequently “improved upon” elsewhere. Easy
incorporation regimes in New Jersey and Delaware in the 1880s were pre-
cursors to more-modern tax havens.* Then, in the early twentieth centu-
ry, British courts legitimized the concept of “virtual” residencies, allowing
corporations with few physical operations to incorporate in Britain with-
out having to pay taxes.” Further innovations followed in the late 1920s,
as the Swiss strengthened their banking secrecy and protection laws, and
Luxembourg developed income-tax-exempt holding companies. The next
wave of tax-haven innovation arrived with the birth of the Eurocurrency
market, which resulted in an accumulation of enough critical mass of
mobile capital to set off tax-regime competition paralleling the race to
the bottom in banking standards. Tax havens spread within Europe and
out to dozens of states in the Caribbean and Asia as well. Using reported
data from the Bank for International Settlements, the IMF calculated that
cross-border assets in overseas financial centers (tax havens) totaled $4.6
trillion at June 1999, or about 50 percent of total cross-border assets, and
this didn’t include nonreported information.*

Financial innovation thus resulted in the spread of preferential tax
regimes meant to court corporations whose only demonstrated inter-
est is to maximize profits by avoiding their fair share of taxes (even as
they exploit workers and deplete nations’ natural capital). In some cases,
these tax havens have been used to launder money obtained from ille-
gal activities like drug trafficking. Recognizing the dangers of allowing
such rampant abuse of tax arbitrage, the Organization for Economic Co-
operation and Development (OECD), in parallel with other international

governance institutions, studied the problem and in 2000 issued a report
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titled “Towards Global Cooperation: Progress in Identifying and Elimi-
nating Harmful Tax Practices.”” In it, the OECD tried to infuse stopgaps
on tax-haven member countries by recommending that economic sanc-
tions be used as a deterrent. But because concrete sanction designs were
never released by OECD, and because the imposition of such sanctions
would likely have run afoul of the WTO, the OECD’s efforts never gained
traction. Importantly, though, the OECD explicitly recognized the power
of corporate interests as, throughout its push to limit the detrimental
impact of tax havens in the developed world, it effectively excluded cor-

porate interests from its internal decision making.*®

Financial Derivatives
The third of the significant financial innovations of interest to us is the
financial derivative, a type of financial instrument which can be used by
institutions at once for hedging, investing, and speculating. Derivatives are
securities whose price or cash flows are dependent on or derived from one
or more underlying assets or indices. Thus, the derivative’s value is deter-
mined from fluctuations in the specified “underlying,” as it is often called,
which can include stocks, bonds, commodities, currencies, interest rates,
market indices, or even the weather. Most notably, derivative instruments
are often characterized by little or no initial net investment in the transac-
tion, which enables contracting parties to essentially make highly levered
bets such that gains or losses can be many times the value of the initial
cash exchange (infinitely so, if it involved no initial investment at all).”
Derivative instruments did not come into being recently. In fact, one
can trace early uses of derivatives to the seventeenth century, when com-
modity futures markets emerged for rice in Japan and for tulip bulbs in
the Netherlands during the tulip mania of the 1630s. Futures for many
other commodities sprouted throughout the eighteenth and nineteenth
centuries, although the financial species of derivatives (that is, those not
based on physical goods) had their genesis when the Chicago Mercan-
tile Exchange allowed trading in currency futures. The ensuing wave
of financial innovation produced offspring instruments such as interest-
rate futures, Treasury Bill futures, swaps of assorted types, options on
almost any instrument, “swaptions” (options on swaps), and eventually
the now well-known credit default swap (CDS), a prominent feature of

the 2008 financial crisis. In parallel to the traded-derivatives exchanges,
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over-the-counter (OTC) derivative transactions grew, wherein institutions
contracted with each other for tailored transactions. Figure 2.9 highlights
the explosive growth in OTC derivatives.

Regulators struggled to keep pace with these financial innovations,
and they were often successfully fended off by other institutions or per-
suaded that intervention was unnecessary. Often, fragmented regula-
tory structures left gaps which financial innovators could exploit. The
US Commodity Future Trading Commission (CFTC), created in 1974 to
regulate derivatives transactions affecting commodities, issued its famous
CFTC swaps exemption in 1992, confirming the legality of OTC swaps in
the United States—that is, not treating them as illegal bets—and declar-
ing them outside its regulatory control. Other regulators in Europe and
the United States also refused to impose regulations on assorted types

of derivatives transactions, believing the markets to be best equipped to
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manage their risks. In 1998, Brooksley Born, chair of the CFTC, issued a
proposal to regulate derivative instruments, citing their inherent dangers,
but she was stopped in her tracks by Deputy Secretary of the US Trea-
sury Larry Summers, Federal Reserve chair Allan Greenspan, and SEC
chair Arthur Levitt, all of whom issued a joint statement that same year
condemning derivatives regulation. Derivatives remained a largely uncon-
strained market.

The 1990s saw a large number of spectacular losses, corporate col-
lapses, and bankruptcies closely related to derivatives. Metalgesellschaft
AG, a large and respectable German corporation, lost between $1.3 bil-
lion and $2.1 billion in 1993 from trading in oil futures.’® Barings PLC,
Britain’s oldest investment bank, collapsed in 1995 due to uncontrolled
Nikkei options-derivatives trades gone awry. Long-Term Capital Manage-
ment (LTCM), was driven to near insolvency and eventual buyout by $4.6
billion in losses in 1998, some of which were from trading emerging-mar-
kets currency and interest-rate derivatives.’’ Bankers Trust, a Wall Street
giant, saw its share value drop from $120.63 to $49.19 between July 14
and October 7, 1998, due to rumors of losses (it did end up losing $488
million in the quarter).”” CSFB’s losses in Russia alone were estimated at
over $1 billion in the wake of LTCM’s collapse.”” Scarcely five years after
this avalanche of misfortunes from LTCM’s collapse and the Asian debt
crises, Credit Default Swaps (through a series of operations and control
lapses) caused mayhem for many hedge funds and their bank counter-
parts in the mid-2000s. They were also instrumental in the near failure of
insurance giant AIG in the 2008 financial crisis—AIG survived solely as a
result of a $182-billion bailout from the US federal government, earning
AIG the title of the first “too big to fail” insurance company. Corpora-
tions” exploitation of financial derivatives to magnify their returns shows,
time and again, how financial innovation can be used to circumvent risk-
management safety measures and can lead to excessive leveraging and its

expected consequences.

Outcomes of the “Great Alignment”

The advent of deregulation and technological innovation—both logisti-
cal and financial—greatly increased the ability of firms to achieve relative
autonomy and, in the process, to assert control over their value chain as
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a whole without having to resort to formal integration (also known as
“action at a distance™). Firms found themselves dissolving old hierarchical
forms and engaging in business-process innovation in earnest—as a busi-
ness priority, and not as a luxury for managers with time on their hands.
Global businesses grew to make their money through arbitrage between
prices at the point of production and prices at the point of consumption.
For arbitrage to be possible, and for its exploitation to create business
advantage, the flow between these two places has to be impeded—by
government regulation and borders, by coordination and communication
problems, by transportation costs, and so forth. The strategy of the multi-
national corporation became to arbitrage this “space of flows.”** Cheaply
transportable goods could be sourced from accessible lowest-wage areas;
heavier goods would come from points geographically closer to market.
Capital, of course, flows more easily than either goods or labor, and a
combination of deregulation and financial innovation made this even
easier.

Today, in lieu of moving cash to counter unfavorable shifts in exchange
rates (the original meaning and context of “arbitrage”), entire supply
chains can be reconfigured to move production itself to other regions of
the world. Firms look to balance variables such as labor, inventory costs,
transportation, quality, concentrations of valuable knowledge, and prox-
imity to customers. Firms in different business sectors have very different
“winning combinations” of these diverse factors. It should be noted that
relocation is constrained by the capabilities of the workforce—design,
R&D, and marketing have still largely remained in traditional havens,
while manufacturing has relocated. More recently, however, firms have
been offshoring business-process divisions. Financial services in general
and investment banking in particular have demonstrated the profitability
of this trend, but it remains to be seen how sustainable it is. Rising costs
and declining skills availability in major offshoring destinations such as
India may change the picture. The key point to note is that the increasing
modularity of design and production—and the increasing globalization
of markets, production, ownership, and products—creates an ever-evolv-
ing field. The constant, however, has been the delivery mechanism, and
that is today’s dominant multinational corporate model, or what in this

book is referred to as “Corporation 1920.”
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It all appears to be a globally winning proposition! Reduced trade fric-
tions and transaction costs fed by innovation and deregulation reduce lo-
gistics costs, lower product prices, and increase demand for goods and ser-
vices produced by increasingly complex but increasingly efficient global
supply chains. Unfettered access to global capital provides leverage at the
best available prices to the corporation willing to invest in its own future
success. Increasing consolidation and FDI can free capacity in-country and
can add to more competitive sectors within, and the resulting outsourced
production will increase growth of both wages and demand in destina-
tion countries. More-buoyant economies will arise on either side, both
sides nourishing the ever-expanding, evermore international, increasingly
efficient engine that enabled it all: Corporation 1920.

But is it really all that simple? First, as we've seen, these factors were
enabled by a remarkable congruence, a “Great Alignment” of exogenous
forces in the postwar years, 1945-2000. This consisted of an entire suite
of epoch-marking trade and capital-market deregulations, innovations in
trade facilitation and supply-chain management, and innovations in cap-
ital-market disintermediation. How much of this Great Alignment was
inevitable or natural, and how much was attributable to political choices
and private-sector lobbying, due to corporations and banks seeking self-
interest through unfettered growth? How much of this growth and suc-
cess is repeatable, and for how long? Was the desire for this growth not
also the genesis of increasing leverage, which sowed the seeds of our larg-
est crises and recessions since the 1980s?

And what were the main outcomes of this Great Alignment, and of
the new model of business success that it created, the large multinational
Corporation 1920?

To what extent was this model of corporate success also a model
of resource preemption that institutionalized corruption in developing
countries, of labor arbitrage that carried deep social costs, of FDI invest-
ment subsidies that cost taxpayers in both source and destination coun-
tries, and of an ever-spreading global epidemic of consumerism that con-
verted wants into needs with no thought of resource limits and no heed
of environmental consequences? Did the growth in size of this twentieth-
century baby, like the fattened cuckoo in a warbler’s nest, happen at the
cost of fledglings that were unceremoniously bumped out of their home
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markets, never again to be seen? What losses in market access, economic
diversity, financial inclusion, alternative products, and economic stability
does the success story of this cuckoo chick hide in its billowing wake?

The answer to those questions is the story of Corporation 1920—the
subject of the next chapter.



CHAPTER THREE

Corporation 1920

For years I thought what was good for the country was good
for General Motors and vice versa.
— Charles Erwin Wilson, former US Secretary
of Defense and former CEO of GM

“Who is in charge of bread in London?” asked an impressed but puzzled
Soviet bureaucrat visiting London in the late 1960s." He saw that super-
markets and even small shops had shelves full of bread and that there
were hardly any queues: quite unlike the situation back home in Moscow.
Who managed this? How astonishing that his English friend’s answer was
“nobody”! Of course, that was not strictly correct. Several corporations
invisible to the consumer managed this—they were in charge of produc-
tion and distribution, working collaboratively in a sophisticated supply
chain from farm to mill to bakery to transporter to supermarket.

Almost everything you use or consume, including this book, has such
a supply chain built behind it, and every aspect of production and distribu-
tion along this supply chain is most probably managed by a corporation
and transacted at market-determined prices at every point along the way.
So much that is taken for granted is the result of the success of a market
system that produces and delivers our needs through the work of today’s
corporations—especially large multinational corporations.

The fact that multinational corporations today deliver a vast array of
products and services along complex global supply chains, across coun-
tries and continents, to societies at various stages of development is proof

49
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enough of their success in making these goods available at affordable pric-
es. The fact that names such as Unilever, Ikea, Sony, IBM, and Nokia are
household names throughout the world demonstrates the power, reach,
and value of such organizations.

As we have already seen, Corporation 1920 is typified by its ability
and success at employing large-scale “price arbitrage” in every aspect of
its operations. All this is not without costs, however. A paper by Kelly
and White, cofounders of the Corporation 20/20 Initiative, describes four
major problems with today’s corporations:*

o Short-termism, reflected in an “endless quest for short-term earn-
ings, heedless of long-term social costs” . . . which is “virtually
on autopilot.” The constant scrutiny of stock analysts, employ-
ee stock options, and speculative interest from hedge funds all
result in enormous pressures on executives to produce and prof-
it quickly

o Company transience, manifested in the search for the cheapest
locations for production and the rapid pace of mergers and ac-
quisitions, has led to the corporation being detached from local
communities and lacking in loyalty to any nation.

o Wealth disparities, exemplified by the enormous gap between
CEO packages and the lowest-paid employee, by multiples as
high as 500 or 1,000

 Lack of accountability, due to diversified ownership and the ubig-
uitous “business judgment rule” (established since the late nine-
teenth century, which grants decision-making power on corpo-
rate policy to corporate boards and management, not to share-
holders), as a result of which, shareholders have little power to

influence company decisions

Three of these four problems are part the very nature of Corpora-
tion 1920 and the free-market-capitalist, “brown economy” model that it
needs and feeds. Short-termism, company transience, and compensation
disparities are each the result of the free-market, profit-seeking model
of the modern corporation, and are in that sense integral to the legal
history of the corporation, which has established its purpose as being

self-interest. The fourth problem is a problem of agency, of true owners
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being distanced from what they own. This too is bound up in the cor-
poration’s legal history and the introduction of limited liability, as it en-
couraged widely-held corporations with small, working-class sharehold-
ers (the term “ha’penny stocks” derives from an apocryphal coal miner’s
investment of just half a penny in industrializing England). All of these
problems reflect the fact that as an outcome of its legal history and the as-
cendancy of free-market capitalism, today’s corporation has consciously
and legally ceased to have either a de facto or de jure “social purpose,”
replacing it with a narrower focus on optimizing shareholder value.

If the main problems inherent in today’s corporate model have their
genesis in its legal history, what makes these historically rooted design
flaws deliver such massive social costs today? What are the defining char-
acteristics of the successful Corporation 1920 that contribute most to
converting legal design into social costs? The answer would be size, lever-
age, advertising, and lobbying. These four create a powerful toolkit for what
has been aptly described as “a relentless pursuit of profit” by constructing
or influencing demand, increasing product distribution, reducing product
costs, creating product opportunity and competitive advantage, financ-
ing business growth and creating positive feedback loops among all these
drivers of traditional corporate performance.’

Big Is Beautiful

Traditionally, the drift toward greater size has been justified to reap econ-
omies of scale in production, but there are other drivers. Size is both an
aspiration and a measure of success for the multinational corporation.
Size and success are not always positively correlated; indeed, the econ-
omist Ronald Coase presents a nuanced view of size as a form of market
failure. His argument, in simple terms, is that production is possible with-
out any organizing institution, so in theory, if markets are efficient (a big
if), those best at providing a good or service most cheaply are already do-
ing so and it should always be cheaper to contract out than to hire.* Cor-
porations (or “firms,” in his landmark paper “Nature of the Firm”) only
emerge when an entrepreneur begins to hire a large number of people,
leading Coase to ask why and under what conditions we should expect
firms to emerge. Coase explains that there are transaction costs to using
the “efficient” market (i.e., the cost of obtaining a good or service via the



52 CORPORATION 2020

market is actually more than just the price of the good). Other costs in-
clude search and information costs, bargaining costs, the costs of keeping
trade secrets, and policing and enforcement costs, all of which add to the
cost of procuring something from the market. These costs suggest that
large firms will arise when they can arrange to produce what they need
internally and find commercial advantage in avoiding these transaction
costs.”

In essence, Coase saw the corporation as a way to circumvent market
inefficiencies and transaction costs, arguing that very large corporations
are the result of market failure rather than market success.® Two inter-
esting implications for the potential size of both Corporation 1920 and
Corporation 2020 follow. First, an improved legal system and the ability
to enforce contracts lead to a large number of smaller companies that
contract with each other rather than do things themselves. Second, im-
proved communications can allow large organizations to extend manage-
ment over huge geographies even while they can encourage outsourc-
ing. Apple Inc. is a prime example where a design and brand specialist
has become a global giant without owning the heavy infrastructure of a
global giant. However, the more common model of the pursuit of size is
perhaps best illustrated with an example from almost a century ago, the
Ford Motor Company.

Ford’s “1920” Footprint

Although the Ford Motor Company in its early days was far ahead of its
time in many aspects, its early history was a very much a pursuit of size
and scale, a characteristic of Corporation 1920. It also demonstrates the
monstrous appetite for raw materials of large corporations even a cen-
tury ago. A close look at one resource—wood—helps to tell this story.”
The original Model T used a surprising amount of wood (mostly maple,
elm, and ash) in its construction: about 250 board feet, or a whole tree, for
each car. This added up to a need for 25,000 acres of forest per year. Ford
was conscious of both the cost savings and the brand image it could reap
by minimizing its impacts on these forest resources. The company used
innovative and frugal techniques for minimizing waste of wood in order
“to use every part of the tree except the shade.” Ford also bragged about

its selective harvesting techniques, in which it did not cut down any trees
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smaller than ten inches in diameter; however, the true extent to which it
used this practice seems to be limited. Thus, we see that, like most cor-
porations today, Ford in the early 1900s addressed the social impacts of its
operations on the environment in part through true process changes and
in part merely through public relations campaigns.®

This gigantic footprint was inevitable because of Ford’s large-scale
production model, driving economies of scale through mass production,
which defrayed the fixed costs of factories and machinery, and broke
down the production process into its smallest tasks so that labor inputs
were simple and replaceable. Ford mechanized car making as far as pos-
sible to reduce labor inputs. At the same time, Ford led the market in high
factory wages, encouraging employees to buy the Model T. This system
of both mass production and mass consumption came to be known as
“Fordism,” and was best exemplified in the period of the 1940s through
the 1960s, during which many in the United States benefited from sus-

tained economic growth.’

The Unlimited Liabilities of the Limited Liability Corporation

Leverage is essential for corporations that need to finance their growth
and supplement shareholder capital with credit, in order to ensure that
the availability of shareholder capital not become a limitation on growth.
Limited liability alone may not have sufficed to power the last century
and a half of economic progress, were it not for the power of leverage,
which was provided competitively to corporations by a financial sector of
increasing depth and sophistication.

On the other hand, financial leverage also fueled all of the last four
major economic crises in the world, including the Latin American debt
crisis, the savings and loan crisis in the United States, the Asian debt crisis,
and the recent housing-sector-led global financial crisis. It has also served
to force-multiply the “brown economy” and increase the vulnerability of
economies to asset bubbles."” Used appropriately, leverage can balance
financing risks and support the steady growth of enterprises and econo-
mies. Used in ill-advised ways, a central feature of the near—global finan-
cial meltdown of 20089, leverage overexposes organizations to downside
risks and creates or magnifies negative returns for corporate stakeholders

and society at large.



54 CORPORATION 2020

One question that holds the key to the way forward is this: Should
freedom from limits on leverage (a global norm for the private sector)
also apply to the public sector and to nonfinancial companies considered
“too big to fail” (TBTF), despite the systemic risk they represent to the
larger economy and their de-facto recourse to the public purse?

High leverage enables institutions to grow to a size that can be consid-
ered “too big to fail.” A TBTF institution usually refers to a bank or other
financial institution that federal regulators determine is too important to
be allowed to fail in a disorderly manner without protecting at least some
creditors. Some of the factors that contribute to TBTF status include size,
interconnectedness, and the degree of public visibility."! In practice, how-
ever, institutions from any industry can grow to become TBTF: mortgage
originators (e.g., Fannie Mae), insurance companies (e.g., AIG), car com-
panies (e.g., General Motors), banks (e.g., Citigroup), investment banks
(e.g., Goldman Sachs), airlines (e.g., the airline industry in 2001), and even
hedge funds (e.g., Long-Term Capital Management in 1998). Beyond pre-
senting an increase in systemic risk for the economy, the implicit TBTF
status of very large institutions also creates a problem of moral hazard.
The managers of those institutions have increased incentives to take on
leverage-related risk when they know their worst-case-scenario losses will
be socialized.

In addition, the expectation of government bailouts can effectively
lower the firm’s cost of borrowing, further encouraging risk-taking be-
havior. Leverage by banks is part and parcel of their business—they exist
to create credit, after all—and it is by and large well controlled by bank
regulators. However, there is an untenable assumption behind society’s
current model of leverage that controlling this “source” of leverage cre-
ation is sufficient to control the misuse of leverage down the chain—by
corporations and by consumers. Recession after recession has proved that
assumption false. And the extent to which uncontrolled leverage can feed
corporate misbehavior is best illustrated with the iconic example of En-

ron, an energy company.

Enron’s Abuse of Leverage

Enron pursued risky investments under highly leveraged structures, seek-
ing short-term profits without regard to the long-term viability of these
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deals. Enron’s executives booked many such deals into special-purpose
vehicles whose accounts were not disclosed, in order to avoid the glare
of public scrutiny.'” As the company levered up it grew to be the seventh
largest company in the Fortune 500," and its total revenues jumped from
$31 billion in 1998 to $101 billion in 2000."*

During 2001 Enron’s leveraged con game unraveled spectacularly. Be-
ginning in the spring of that year, analysts became increasingly skeptical
of the company’s lack of transparency. Enron’s CEO resigned abruptly in
August 2001, the company announced a significant quarterly loss soon af-
ter, an SEC investigation was launched, and by the end of the year Enron
filed for bankruptcy"

Turning Wants into Needs

A third defining characteristic of Corporation 1920 is advertising—which
as an industry is a very small global business, although it commands an
inordinate share of the world’s attention. For 2012, global advertising
turnover is estimated at about US$500 billion, smaller than the combined
turnover of just two retail giants, Walmart and Carrefour!'® The United
States (which accounts for 25 percent of global consumption) contrib-
utes a significant chunk of $180 billion to global advertising turnover—37
percent of the global total. Hence much of the following discussion of
advertising is about American advertising.

The power of market research and advertising as a growth driver for
business is second to none. It converts wants into needs, sometimes creat-
ing new needs that are nothing more than brand desires, with no func-
tionality."” The essentials that you actually do need may include a handbag,
and you may want a branded bag, but marketing and advertising will con-
vince you that what you need is a Prada bag. What you need is just daily
transportation to the office, but clever marketing convinces you that what
you really need is a Toyota Lexus, because such a car tells your colleagues
something positive about you. Thus advertising has created a need for
Prada bags and Lexus cars, a market demand for branded goods.

An advertisement’s legal form is not an offer, but an “invitation to
treat”—a subtle, even quaint, but descriptive phrase. Someone acting on
an advertisement is not accepting an offer, and is therefore legally not

concluding a contract. Without contractual liability, the advertiser can be
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right or wrong, misleading or informative, but it is generally not liable for
what is in effect just an opinion. Unless there is a regulation or law against
misleading advertising, an advertisement can say practically anything and
still not be actionable by a misled or an aggrieved party. For example,
carbonated drinks are habitually advertised as “thirst-quenching,” though
this is not an objective claim. It is interesting, if academic, to ponder how
Coke or Pepsi might respond to a proposed regulation to expunge the
concept of “thirst-quenching” from their advertisements. At the time of
writing, the EU Commission was in the process of introducing “claims
regulation” for advertising such that food companies can only make ad-
vertising claims supported by science. The impacts of such regulation
could be far-reaching.

Corporations lobby extensively to avoid regulations or constraints on
advertising, and the emergence of a few forceful regulators in developed
economies (in particular, from the US Federal Trade Commission [FTC])
is in part a reaction to that trend. The FTC has had a mixed record in at-
tempting to regulate advertising, but let us begin by looking at one of
their successes.

In 2003, the FTC established a National “Do Not Call” Registry to
constrain unwelcome telemarketing calls, which numbered more than 16
billion such calls a year and had clearly become a too-frequent annoyance
and disturbance to daily life.'® The National “Do Not Call” (DNC) Regis-
try gave US consumers a simple means to significantly reduce the number
of such calls. By doing so it shifted power from companies to consumers, with
immediate and profound impact.” Within three days of the DNC Regis-
try’s launch, over 10 million numbers were registered, and within a year,
DNC registrations had grown to 62 million.”

Corporate lobbying contributed to some of the FTC’s starker failures.
In 1978, the FTC proposed a ban on TV advertising of highly sugared
food (which exposes children to serious risk of tooth decay) at times when
the TV audience is mostly “older” children (defined as between ages eight
and twelve).”' They also proposed a ban on all television advertising when
the audience was mostly children “too young to understand the selling
purpose of advertising” (i.e., children under eight). The failure to inter-
nalize the potential health damage from sugared food was in fact a clas-

sical example of “market failure”; however, corporations lobbied against
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these FT'C proposals on grounds that they were “anti-market,” and this
utterly illogical point was amplified by media detractors.

Corporate lobbyists nevertheless succeeded in preventing such legisla-
tion on various grounds: that it prevented free access to information to
adults as well, that identifying time slots was impracticable, that viewer-
ship is mixed at any time, that parental guidance must be respected, etc.
While voluntary standards were attempted, they did not succeed, and so
the FTC gave up on this battle.”” However, a much longer and more seri-
ous war had recently been won: the ban on cigarette advertising on televi-
sion and radio.

Or had it?

Tobacco’s Misuse of Advertising

The liberating social climate of the 1920s and ’30s gave tobacco compa-
nies an opportunity to exploit the ideas of emancipation and power in
order to recruit an untapped female market. Earlier considered a social
liability, cigarettes were turned into a desirable product for women to
openly indulge in as an expression of freedom and gender equality. The
American Tobacco Company in the1920s saw the additional potential in
selling cigarettes as an appetite suppressant, since slimness was part of
the allure of the emerging model of the modern woman. Their brand
Lucky Strike’s campaign—“Reach for a Lucky Instead of a Sweet”—was
successful in getting women to see smoking as a means of weight control,
a positioning that led to a tripling of sales for this brand in the first year
of this advertising campaign. A “want” had been turned into a “need” by
playing on a fundamental human insecurity, and advertising had success-
fully influenced the minds of a vast new consumer segment: women.
Cigarette advertising had in fact been on the radar of the FTC since
the 1930s, when it tried to prevent companies from making health
claims about smoking, but constraining legislation would not come for
another 40 years. In 1964 the FTC announced that any cigarette adver-
tisements that did not disclose health risks are “unfair and deceptive.”
This landmark conclusion eventually led to the ban on cigarette adver-
tising on TV and radio in 1971. And while this societal reaction was in
motion, in 1968 the Philip Morris Company took the women’s mar-

ket segment to new heights with the help of Leo Burnett, a Chicago
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ad agency. They launched Virginia Slims, the first cigarette designed spe-
cifically for women. The company had spent nearly a year, and millions of
dollars, to develop the new brand “for the independent woman of today.”
The company further exploited women’s desire for independence with
the tag line “You’ve come a long way, baby.”

Smoking-related cancer, its tragedy and its public health costs, now oc-
cupies the public mind, but the health risks of smoking were known even
in those early days. Were Philip Morris and their agency, Leo Burnett,
ethical in launching Virginia Slims? What kind of cigarette advertising,
launched in the midst of a national move to legislate against cigarette

advertising, would have constituted accountable advertising?

Tilting the Field

The fourth key characteristic of Corporation 1920 associated with its so-
cial costs is the nature and use of corporate lobbying. The word “lobby-
ing” needs definition in the context of this book. Here it refers to the use
of persuasion with government or industry regulators or lawmakers to
create advantage through laws, regulations, taxes, and public investment,
in order to promote private profit. The fact that lobbying is meant to
create private advantage implies that it is by nature inequitable. The chal-
lenge for regulators is to create checks and balances on it.

Lobbying is as ubiquitous in business as the pursuit of profit itself.
It presents an outstanding return on the investment of senior executive
time. Managing the regulatory landscape is among the most cost-efficient
ways by which a corporation can seek preferential treatment, or main-
tain exclusions that stymie competition and thus sustain its dominance.
Corporate lobbying is a pervasive and potent tool for interacting with
the regulatory process in a way that tilts the field further in their favor,
or alternatively, prevents any change in the status quo. Often, a proposed
change might have helped foster a healthier balance between private risks,
private gains, public risks, and public interests.

Although lobbying is part of the operational tool kit for almost all
large companies, it is of particular importance for those operating in
realms of public trust, including the oil, gas, coal, and other extractive
industries. These corporations are also among the global behemoths: of

the world’s ten most profitable companies, four sell energy products and
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three base global operations in the United States.”” US electric utilities,
for example, hold over $600 billion in assets and generate annual sales of
around $260-300 billion.**

Clean Coal’s Unclean Lobbying

It should come as no surprise that this economic power translates into
influence. Legislative processes for the Waxman-Markey Bill featured 770
business groups lobbying Capitol Hill.” While the United States debated
this bill in 2008, energy-intensive industries spent over $100 million on
public relations and hired 2,340 registered lobbyists to shield their interests
against climate legislation in the US.** Moreover, the American Coalition
for Clean Coal Electricity (ACCCE) spent $38 million on public advertis-
ing to convince the US public that coal was a reliable, safe energy source
too important to let climate legislation impact the industry.” The ACCCE
also hired a small public relations firm which forged letters from com-
munity organizations to members of the US Congress who represented
key votes on the Waxman-Markey Bill. Despite being made aware of the
deception well before the vote, neither the ACCCE nor the management
of the errant firm called the members of Congress to whom these forged
letters were sent until after the vote.” As it happens, this particular scan-
dal was investigated by NGOs and exposed by the popular media, but
similar tactics are common around the world. Not every nation has civil
society organizations energetic enough or a press that is fearless enough
to research or report these stories. However, in the aftermath of the 2010
Supreme Court case Citizens United v. Federal Election Commission, efforts
to limit political influence in the United States will be significantly more
difficult in the years to come. The Court ruled in this case that the First
Amendment to the Constitution allows corporations and unions to raise
unlimited funds for political campaigns, as long as they maintain their

“independence” by not directly contributing to candidates.

Australia’s Super Profits

By its very nature, lobbying raises questions of ethics. The ethics are par-
ticularly poignant when lobbying on behalf of extractive industries, be-
cause they are in business to mine resources that were “public wealth”

before they were leased or licensed or encumbered by governments in
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favor of these lobbying corporations. So what is a “fair price” for such an
encumbrance? Should the public risks and costs typical of mining indus-
tries be ignored when setting these prices? And should the price be a fixed,
long-term royalty oblivious of the paths of inflation, supply scarcities, and
market prices, or should it be a variable royalty based on these drivers
of mining profitability? Can “free markets” really determine “fair prices”
that satisfy the principles of ethics and public equity? Finally, does aggres-
sive corporate lobbying by extractive industries increase or decrease the
chances of ethics and equity being applied in such executive decisions?

Any influence that distorts price in favor of private interests at the cost
of public interest deserves to be a focus of more rather than less public
scrutiny and regulatory control, and yet rarely is this the case. When a
government actually tries to reverse a historic inequity, observe the cor-
porate calisthenics!

In mid-2010, Kevin Rudd’s new Australian Labor Party government
proposed an additional tax on mining profits, in the face of a sharp escala-
tion in commodity prices, especially coal. Their rationale was straightfor-
ward and very clearly stated: to return super-normal profits on extracting
the public wealth of Australia to the people of Australia, and to do so by
taxing these extractive industries” windfall profits and lowering the corpo-
rate tax rate generally by a few percentage points.”” Wasn't this perfectly
reasonable?

Not so, said the mining companies. They launched a lobbying and
advertising blitz, appealing to public sentiment. They said Rudd’s gov-
ernment was “killing the goose that laid Australia’s golden egg!™* (Did
Australia’s coal and gold companies actually lay down the subsoil assets
of Australia, or did they just get licensed to exploit them?) They claimed
the government was destroying jobs (even though employment in mining
was drawing Australia’s labor force away from acquiring higher skills—a
drag on growth according to Australia’s Department of the Treasury).
They argued that “Australia’s exports would be decimated!” (Should Aus-
tralia not aspire to export anything except minerals, a fate which even the
most resource-cursed, least-developed nations would consider beneath
their dignity and destiny?)

The most remarkable thing about such blatantly false rhetoric was

that most Australians actually believed it. Kevin Rudd became politically
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vulnerable and paid the price. He had to resign and his deputy took over
his party and his premiership. Perhaps this happened because Australians
had inherited a belief in the principle of “finders keepers,” a legacy of
the days of their gold riots in the nineteenth century when gold min-
ers refused to pay tax on profits because they saw the gold they mined
as “theirs.” Or perhaps it had to do with the clever messaging through
some very effective advertisements by the mining companies. Or perhaps
it was a combination of these factors. The fact remains that an appropri-
ate tax reform was stymied by a combination of lobbying and advertising
by vested interests, especially Australia’s coal mining giants.

One can see why lobbying would be such an attractive proposition for
corporations seeking dominance and profits. But why has lobbying been
able to rise to such heights in the political world? Political-party fund-rais-
ing surely has a significant role, and in some countries corruption magni-
fies lobbyists™ success. But checks and balances are quite strong in most
democracies, and the risks of exposure are certainly politically costly—
and yet corporate lobbying and influence likely exist in every capital city
around the world. Why is this so?

Put simply, the main reason that corporate lobbying has such clout in
political decision making is that the corporation is the most important in-
stitution in political economy. The private sector delivers nearly 60 percent
of GDP worldwide® and employs 70 percent of workers;** further, cor-
porate taxes provide a significant share of government revenue.” There
should be little wonder that they have such power over the politicians and
bureaucrats whose decisions impact their behavior and performance.

The Consequences of Corporation 1920

This chapter identifies and outlines the four defining characteristics of
the successful Corporation 1920 (size, leverage, advertising, and lobbying),
which contribute most to converting its legal history and design into so-
cial costs. The examples given above show that these social costs are of
various kinds: environmental damage (e.g., Ford’s forest footprint in the
1920s, ACCCE promoting fossil fuels in the 2000s), health damage (e.g.,
cigarette advertising, sugared foods advertising to children), and private
profits at the expense of public losses (exceptional profits of Australian

mining companies vs. suboptimal royalties for Australia’s public funding.)
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In addition to such forms of social costs, note these additional four
general types of “exclusions” that result from the characteristics of size,
leverage, advertising, and lobbying:

1. The exclusion of poor consumers from “natural public-good”
alternatives to marketed products

2. The exclusion of small and medium enterprises (SMEs) through
lack of access to leverage

3. The exclusion of competing products by a stranglehold on mar-
keting and distribution networks as well as public infrastructure

4. The exclusion of competing products by vested-interest

lobbying

An example of the first kind, the exclusion of those who do not have
the wealth to buy market goods and services from their access to natural
public goods alternatives is an effect seen most painfully in small-scale
farming. Subsistence farming, in traditional contexts, benefits from the
nutrient and freshwater flows from natural areas such as forests and wet-
lands. Furthermore, it has been shown by a research study of 286 eco-
logically-friendly farming projects covering several million farms in over
50 developing countries that yields in these farms increased 79 percent
as a result of using simple ecologically-friendly farming techniques.*
Most such farming, however, is under the threat of conversion to a con-
ventional model of heavy use of fertilizers and pesticides, which is often
government-subsidized. Corporations in the businesses of selling seeds,
fertilizers, and pesticides benefit from the sale of their products to poor
and subsistence farmers, but the jury is out as to whether the farmers
themselves benefit. Indeed, they may well improve their traditional farm-
ing models even more simply with the help of better information and
training and relying on what comes free from nature: freshwater cycling,
soil enhancement, pollination, pest control, and other “ecosystem servic-
es” of the ecosystems where they live and farm. Indeed, if ecologically
friendly farming were rewarded or intensive farming penalized for respec-
tive economic gains and losses of valuable ecosystems caused by their
farming models, then the invisible but compelling economics of small
farming might be better appreciated.

The exclusion of small and medium enterprises (SMEs) from equitable
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access to financing has become a serious concern across the world. This
occurs not just in developing countries, such as India, where development
banks have divisions dedicated to promoting such financing and where all
scheduled commercial banks are given mandatory portfolio targets for
“Small Scale Industry” (SSI) lending. It also applies in the developed world,;
for example, the British government is considering a new state-owned
bank specifically to finance SMEs, because they are habitually excluded
from being given sufficient leverage by “mainstream” banks. Institutions
such as the US Small Business Administration partially mitigate the bias
of large financial institutions toward large companies, but in times of re-
cession it is the small companies that suffer most dramatically from credit
freezes and rising costs of capital, owing to their perceived higher risk.

The third exclusion—from media, distribution, and other infrastruc-
tures—has many examples. Incumbent products and technologies usually
get priority—all the way from product placement on shelves in super-
markets to public infrastructure. In the case of organic foods, there has
been a constant debate for years about whether these should be placed
in a separate corner of a supermarket, specifically for consumers who
are disparagingly referred to as “greenies,” or placed together with com-
parable (but perhaps more cheaply priced) food alternatives. The sale of
electric cars suffers everywhere from a lack of investment in infrastruc-
ture to charge or exchange their batteries on city routes, whereas at the
same time, governments continue to invest billions in building roads and
highways, which are in fact today’s largest invisible subsidy for private
fossil-fuelled transportation.

Perhaps the most powerful examples of exclusions relate to the fourth
category, those caused by lobbying, and this is because creating exclusions
is in essence the central goal of corporate lobbying.” The case of tetra-
ethyl lead (TEL)—whose use in gasoline was discovered by General Mo-
tors (GM)—illustrates this vividly (exemplifying both exclusions 3 and 4
above). No matter how much one objects to GM’s ethics, one has to ad-
mire the consummate deftness with which the company handled the TEL
issue through its use of information, misinformation, and disinformation
to ensure that the solution of engine “knock” was the one most profitable
for its patent holder, GM, even though it was not the cheapest for human
health (not by any stretch of the imagination), nor was it the cheapest or
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the only technological solution available at the time. Corporation 1920
behavior was in fact already well established by the mid-1920s.

The Story of Leaded Gasoline: Fooling
All the People, All the Time®

The youth of today may not be aware that gasoline ever had lead in it,
because after 20 years of political struggle, the sale of leaded gasoline of-
ficially ended in the United States in 1995.” It seems obvious that remov-
ing the lead from gasoline was the smart choice, as lead can ravage the
nervous system (especially in young children), and as today’s vehicles do
not need the octane boost that lead provided. But even those who well
remember the fight to remove lead from gasoline in the 1970s and 1980s
may not be aware that the political saga in fact began six decades prior.

In 1921, researchers at General Motors discovered that the chemical
known as “tetraethyl lead” (TEL) could be added to gasoline to increase
the octane rating, which would help to prevent engine “knocking”—the
result of gasoline burning wrong, through detonation rather than defla-
gration.”® TEL was brought to market in 1923, but it wasn’t widely known
that it was being added to gasoline until 1924, when a number of workers
at a Standard Oil refinery in New Jersey “went violently insane and then
died.””

In a move that will be all too familiar to those who concern themselves
with the modern version of the corporate denial of wrongdoing, both
GM and Standard Oil insisted that TEL was not dangerous to the public,
that the only risk was in handling the material in high concentrations.
And likewise, though the federal government was well aware of the issue,
they were unable or unwilling to do anything about it. As it happened, the
true damages of lead to human health were confirmed over time.

An interesting corollary to the TEL story is that in fact another “anti-
knock™ additive has been around since before TEL was even invented.
Ethyl alcohol, or ethanol, is the same type of alcohol that is found in
beverages, and it can be produced from a variety of crops, including corn,
sugarcane, and potatoes—in fact, any sugar-bearing plant product that
ferments. When blended with gasoline, ethyl alcohol can be used as a
fuel for automobiles, and it has the beneficial effect of reducing engine
knocking. It is not widely known that Henry Ford’s Model T vehicles
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were originally produced to run on both gasoline and ethanol. Ford be-
lieved that not only would ethanol allow the majority of the US populace
to fuel their own cars, but it would also solve the farm crisis of the 1920s
by increasing demand for farm products.

Though there were certainly disadvantages to ethanol as well, it is
clear that powerful corporations were the true reason that TEL stuck
around for so long in our fuel, polluting the environment and damaging
the health of generations of people around the world. Thus, the TEL
story perfectly illustrates the ability of powerful corporations to exclude
considerations of broader social welfare from their cost-benefit analyses.
It should be evident that the defining characteristics of these powerful
corporations were all too well defined even a century ago. Today’s corpo-
ration is truly Corporation 1920.



CHAPTER FOUR

Through the Looking Glass
of Corporate Externalities

True Measures of the Corporation

“The time has come,” the Walrus said,
“To talk of many things...”
— From “The Walrus and the Carpenter,” in
Lewis Carroll’s Through the Looking-Glass

The Deepwater Horizon oil spill in the Gulf of Mexico in 2010 damaged
fisheries and tourism, destroyed miles of beaches, and hurt thousands of
livelihoods. It is an example of the so-called negative externalities of cor-
porations. Externality refers to the impact of a transaction or activity on
any person or institution that did not explicitly agree to this transaction
or activity. Such third-party impacts can be either benefits (positive exter-
nalities) or costs (negative externalities). While externality is a general term,
and its agent can be a person, company, or government, in common use it
usually refers to the impact of corporate activities.

The litmus test of whether such an impact is an externality or not
is whether its perpetrator accounted for it when deciding to undertake
that activity. If it did not, then the third-party impact of the activity is an
externality. Thus, if the impact on marine biodiversity and ocean fisheries
caused by a company releasing pollutants into the ocean did not figure
in the benefit-cost calculations of that company, that impact is an exter-
nality. However, if law required a company to pay the full price of these
damages, then those impacts would be accounted for in its benefit-cost
calculations while considering the decision. In such case, the externality

would have been “internalized” and would no longer be an externality.

67
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The key point to note about corporate externalities is that, although
they represent costs to society, they are difficult to control because they
are not illegalities, at least not at the time they were caused.

This chapter discusses how the generation of externalities obscures
the true value and sustainability of corporations. The next chapter illus-
trates specific solutions to enable corporations to measure and dissemi-
nate this true value, which is a better reflection of their performance than
current financial statements. The sections below describe the rationale
behind corporations’ large and increasing negative externalities as well as

their long-term risks.

“Because That’s Where the Money Is”

According to urban legend, Willie Sutton, the immaculately dressed bank
robber who robbed more than a hundred banks over a forty-year career,
was once asked why he robbed banks and succinctly replied, “Because
that’s where the money is.”" Fittingly, then, activity-based costing in man-
agement accounting is known today as the “Willie Sutton rule”: it should
only be applied “where the money is,” that is, in the largest expenses of
an organization.” This rule illuminates the logic that underlies corpora-
tions” continual efforts to profit from avenues such as carbon emissions
and freshwater use where costs are either unregulated or unrecognized,

because “that’s where the money is.”

Corporate Externalities and the Natural Environment

Chapter 1 established the raison d’étre of corporations as self-interest: to
profit and to survive. Calvin Coolidge observed that profit and civilization
go hand in hand,’ a sentiment echoed by Samuel Gompers, the English-
born American labor leader and first president of the American Federa-
tion of Labor (AFL), who said that “the worst crime against working peo-
ple is a company which fails to operate at a profit.”* From the perspective
of a corporation’s production process, the natural environment is viewed
no differently than inputs such as labor, with the exception that it is avail-
able for free or at least much more cheaply than its economic value, if a
free market existed for that natural resource. Thus, the corporation has
the incentive to overuse cheaply available natural resources instead of

pursuing another business route which might be the most cost-efficient



Through the Looking Glass of Corporate Externalities 69

strategy for society as a whole. At its most fundamental, this is the heart
of the environment’s externality problem—our inability to price natural
resources at an amount that reflects their true value to society. The causes
of this inability are complex: uncertainty associated with the benefits of
ecosystem services which makes them difficult to evaluate, the “public
goods” nature of many ecosystem services such that they escape valua-
tion and defy pricing, and the lack of legal or institutional imperatives to
measure and manage externalities, among other reasons.

It is important to mention here that the true value to society of some
resources could well be infinite or impossible to price, such as the value
of human life. A poignant example comes from the Dongria Kondh tribe
in India, consisting of about 8,000 people living in the Niyamgiri Hills in
Odisha. They have been battling a mining permit that gave a subsidiary of
the British company Vedanta Resources plc authorization for an open-pit
bauxite mine on Niyam Dongar, the hill that the tribe revere as the seat
of their deity, Niyam Raja. These hills contain the forests that this com-
munity depends on for its livelihood (Dongria means “dweller of donga”
or “hill” in the Oriya language), and is integral to their sacred beliefs.’
Valuing these hills based on the forest resources that would be lost if min-
ing were to proceed clearly does not, and cannot, fully account for its
loss, because this is a matter of human rights. Since the property rights to
the land are with the tribe, their valuation ought to have prevailed. The
“price” of these hills, to this community, could well be infinity, rather than
the effective $2 billion value that the mining company put on its use if one
accepts at face value its statement about how much investment it had to

deny India as a result of losing its license.*

Externalities Can be Positive

Any discussion of externalities needs to be balanced. Corporations are
at least in part responsible for some externalities that are both enormous
and unquestionably positive. For centuries, traders and entrepreneurs,
and their modern avatar, the corporation, have been the harbingers of
technology, information, and ideas. In the twentieth century this effect
was explosive: innovations ranging from pharmaceuticals to the Internet,
ideas ranging from Fordism in the West to the Kaizen system that Toyota
cites as its philosophy.
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One of the oldest and most benign externalities exerted by corpora-
tions has been the spillover from technological research and development
(R&D). R&D and other investment by a corporation can generate ben-
efits to other firms in the same industry as well as other industries, par-
ticularly in sectors where technology is developing rapidly. For instance,
in 2002 Sung-Bae Mun and M. Ishaq Nadiri analyzed information technol-
ogy (IT) externalities of 42 US private industries for about 50 years begin-
ning in 1948.” They found that I'T externalities help explain a considerable
part of the growth in productivity for several other industries, particu-
larly the services industry. Other research finds that foreign direct invest-
ment (FDI) can generate positive spillovers through technology transfer
in manufacturing industries in developing countries such as China,® and
that domestic sectors are the main beneficiaries of these spillovers. Fur-
thermore, recent research from economists at Stanford and LSE estimates
that gross social returns to R&D are at least twice as high as the private re-
turns.” R&D is thus a classical “public good” in which investment is likely
to be less than socially optimal, since the (private) entity who invests in
it does not reap all the benefits. Government intervention in the form of
R&D subsidies can help ensure that corporations have the incentives to
invest in research that has powerful ripple effects in the growth of the
wider economy.

Corporations have also indirectly contributed to ideas that have
changed the world powerfully for the better, such as microfinance—
which stemmed from a business model that sought to provide a service
while ensuring efficiency and financial sustainability. The entire premise
of social entrepreneurship is founded on sound business principles that
seek low-cost, innovative, and sustainable solutions that provide goods
such as decentralized energy and health, and that facilitate a billion peo-
ple at the bottom of the economic pyramid to participate in and benefit
from the global economy:.

Two immense positive externalities of corporations are the human-
capital creation they can facilitate through training their employees and
the social capital they can create by fostering new communities—among
employees, or suppliers, or customers.

Modern corporations spend billions of dollars on staff training, and

while the rationale of increasing employees’ human capital is for them
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to direct their enhanced skills toward creating value for the corporation
itself, employees often take their newfound skills to new jobs with com-
pensation premiums that are a direct result of this training. The American
Society of Training and Development (ASTD) estimates that US organi-
zations spent over $134 billion on employee learning and development
in 2007 alone." Even estimated at very low staff turnover rates of 1-3
percent per annum, that is on average a positive externality of $1.3—4 bil-

lion, the amount spent on training that firms did not directly benefit from.

Infosys: Positive Externalities in Human Capital

A leader in creating human capital has been Infosys, an iconic example
of a corporation with leaders who thought “forward and fast,” creating a
corporation that is impressively close to the vision of Corporation 2020.
Infosys started with an initial investment of about US$200 in 1981; by
May 2010 Infosys had a market capitalization of about US$33 billion." It
was listed on the Bombay Stock Exchange in 1993, and its sales and earn-
ings have grown at a compounded rate of 70 percent a year on average.'
Winner of innumerable Best Employer titles, it extended offers to about
3 percent of the staggering 1.3 million job-seekers who applied to work
at Infosys in 2007."

Its primary training campus in Mysore is the largest corporate univer-
sity in the world."* As of 2007, Infosys’s Global Education Center had the
capacity to house about 4,500 trainees at any given time, and over 15,200
employees are trained here annually.” With the recently added second
Global Education Center in 2009, the Infosys now has the capacity to train
14,000 employees at a time.'

The campus is a remarkable testament to the vision that built and
navigated Infosys through the many changes in the Indian economic sce-
nario. It spans over 330 acres, including about 140 acres of green cover
providing habitat to 63 bird species and over 45,000 trees. The residences
have solar water heaters, there is a biogas plant in its pilot phase, and the
elegant, eclectic architecture makes it easy to forget that thousands of
people live and work here. Just walking around is inspiration enough to
extend one’s imagination and abilities and to reach for something truly
extraordinary.

Simply due to the sheer scale of its training initiatives, Infosys is
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Table 4-1 Total Value of Human-Capital Externality (HCE) Generated
by Infosys Cohorts

2012 2011 Annual Change
Number of Employees 149,994 130,820 14.66%
Value of Human Capital
Externality (in million USD) 1,408 1,151 22.36%

Source: GIST Advisory, 2012.

probably one of the largest generators of human-capital externalities in
the world, even though its attrition rates are well below industry average.
They thus enhance the earning potential of thousands of people, and not
all of them contribute to Infosys’s value because some leave to work in
organizations elsewhere. Thus, to the extent that employees trained by
Infosys gain human capital through training and then leave to work for
other organizations, the company generates a positive externality for so-
ciety by enhancing human capital for which it receives no economic gain.

The human capital externality generated by Infosys was worth over
$1.4 billion in 2012 (Table 4.1). Infosys’s spectacular human-capital gen-
eration has been its value added to the economy, although there are no
requirements to report this. Infosys does disclose such measures in its an-
nual financial statements, a practise that ought to be emulated.

The leadership that molded Infosys into this kind of corporation em-
phasizes the importance of “earning the respect of all stakeholders,” and
as founder-CEO Narayan Murthy emphasized in his retirement address,
Infosys has “demonstrated that businesses can be run legally and ethical-
ly; that it is possible for an Indian company to benchmark with the global
best; and that any set of youngsters with values, hard work, team work,
and a little bit of smartness can indeed be successful entrepreneurs.”"”
This ethos and respect for their community is reflected in the many di-
mensions of the excellence that often follows such drive, ranging from a
98 percent buyback rate from their customers, and exponential growth,
as well as innumerable awards for technical excellence, employee satisfac-
tion, and partnerships, and even a special mention by Bill Clinton in 2000

when he praised India’s achievements in the technology sector.
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Natura: Positive Externalities in Social Capital

Natura, Inc., is a Brazilian cosmetics company that generates large posi-
tive externalities through its unique distribution model, which they have
turned into a core business strength. Natura operates using a direct-sales
business model with housewives as its sales agents, and it has harnessed
and strengthened community ties into an economically rewarding in-
stitution. Analogous to the investment in community infrastructure by
Toyota, Natura has generated positive externalities in local Brazilian com-
munities by contributing to the enhancement of social networks and pro-
viding economic security to the women it employs, most of whom have
no other employment. This strengthening of the social fabric is Natura’s
first positive externality.

Natura employs about 1.2 million sales agents, almost all women. It
empowers women economically and trains them to become skilled sales-
people, many of whom go on to represent other companies, including
Natura’s competitors. Future-oriented corporations like Natura frequent-
ly train large numbers of employees and enhance their earning potential.
If Natura trains an employee who goes on to work and earn elsewhere,
the newly created skill of the employee is a second positive externality.

Third, by operating in a manner that enables these women to work
part-time, Natura is in a sense mitigating a labor-market bottleneck. Jobs
usually come in the form of a certain number of hours paying a certain
wage, depending on factors such as skill and experience. Many women,
particularly in developing countries, choose not to participate in the labor
market since jobs that match their preferences and skill set and that have
flexible hours are difficult to come by. According to a recent Internation-
al Labour Organization study, “Among married couples with children,
men'’s paid working hours tend to increase while women’s paid working
hours decrease.” It points out that in Malaysia, an estimated 23 percent of
women stop doing paid work entirely due to the demands of childcare.'
By enabling women to participate in the labor market in a flexible man-
ner, Natura is filling a gap in the market. Furthermore, to the extent that
they are spurring other firms to consider providing this kind of part-time
employment opportunity, they are creating positive externalities for the
people who participate in these jobs as well as for these other firms.



74 CORPORATION 2020

Finally, by empowering women economically, Natura may have ini-
tiated powerful ripple effects on children’s and household welfare more
generally. Intra-household economics studies how the income that each
member brings into the household changes the type and amount of goods
that the household as a whole buys. The premise is that each member of
the household may have different preferences for goods, and since the in-
come contributed by each member is a factor that affects their bargaining
power, women'’s earnings affect the household’s final choice of goods and
services. Beyond income, institutional factors can be determinants of bar-
gaining power. Studies have shown that the effects of giving government
assistance to women rather than men can be quite different. For example,
the PROGRESA program in Mexico is a conditional cash-transfer pro-
gram that gives households economic incentives to ensure that children
attend high school and receive regular health checkups. The program was
set up to transfer money to women. Studies found that this policy led
to an increase in the demand for goods closely affecting children’s wel-
fare, a 156.3 percent increase in the proportion of household expendi-
ture allocated to children’s clothing and a 10.1 percent decrease in the
proportion of household expenditure allocated to alcohol and tobacco."
A Brazilian study found similar effects, including much lower probabili-
ties of infant mortality if government economic assistance was given to
women.?® Thus, there is reason to believe that Natura’s business model
is generating positive socioeconomic externalities for local communities,
with long-term positive impacts on society in Brazil and other countries
in Latin America.

A second key positive externality from corporations is the community
that they create by bringing together hundreds of people in the work-
place, and the social network that is fostered as a result. Additionally,
corporations can invest in communities above and beyond balance sheet
considerations, nurturing social networks and contributing to the devel-
opment of local infrastructure that benefits entire cities. Consider the his-
tory behind the Toyota Corporation.

The town of Koromo in Japan was a vital point in the silk trade dur-
ing the second half of the nineteenth century. After a crash in silk prices
that devastated its economy, it was revived in part by a local Koromo resi-

dent looking to diversify out of the family textile business, the Toyoda
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Automatic Loom Works. That resident was Sakichi Toyoda and the com-
pany he founded was the Toyota Motor Corporation. Toyota constructed
new infrastructure and increased employment, and its success revived
the economy and the community to the point that the town changed its
name to Toyota in 1959.” The story of Toyota is remarkable but carries a
dual lesson—that a reversal of fortunes can also reverse such public rec-
ognition of a positive externality. When Toyota cut 9,000 jobs, the town
responded to the “negative externality” of such significant job losses by
changing its name back to Koromo.

Not only does the corporation spread its culture economically, co-
workers often become friends, and the board of directors can resemble
elders guiding the group to conform to the ethos of the organization.
An International Labour Organization study describes how, in the 1970s,
the century-long trend of shrinking number of hours in an average work
week in the United States was reversed.”” It reports that

the share of employed, 25-to-64-year-old men who usually work 50
or more hours per week on their main job rose from 14.7 percent
in 1980 to 18.5 percent in 2001. . . . For college-educated men, the
proportion working 50 hours or more climbed from 22.2 percent
to 30.5 percent in these two decades. Between 1979 and 2002, the
frequency of long work hours increased by 14.4 percentage points
among the top quintile of wage earners, but fell by 6.7 percentage
points in the lowest quintile.”

The study also stated that “about 22 percent of the global workforce,
or 614.2 million workers, are working ‘excessively’ long hours.”* Wom-
en’s labor-force participation has contributed to this trend. Thus, people
are spending increasingly more time at work in the company of people
they work with. While it may be argued that this creates more stress
among the employed and adds to the numbers of the unemployed, it is
also creating communities within the workplace.

Negative Externalities and “Net Value Addition”

Of course, the modern corporation is also responsible for immense nega-
tive externalities, the largest of which is, most likely, its impact on the
environment.” Many corporations undertake processes that have regular
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negative impacts on the environment, such as air pollution or deforesta-
tion. Sometimes these impacts are rare, catastrophic events, like BP’s oil
spill in the Gulf of Mexico. One study estimates that $74.3 billion in an-
nual damages are caused by local air pollutants in the United States each
year, and these are just those pollutants for which regulation has been
prevalent for years.*

Furthermore, a recent study estimates that “the largest industrial con-
tributor to external costs is coal-fired electric generation, whose damages
range from 1.4 to 3.5 times value added” for the United States economy.”’
That study only considered six major local air pollutants (sulfur dioxide,
nitrogen oxides, volatile organic compounds, ammonia, fine particulate
matter, and coarse particulate matter), and, in the case of the electricity
sector, carbon dioxide emissions. If markets could account for such im-
pacts of pollution as human morbidity, they would in theory never allow
a situation in which an industry continues to operate while its costs of
operation are several times the value added from its operations. Unfortu-
nately, markets do not account for such externalities, and coal-fired elec-
tric generation, as Willie Sutton would remind us, is where the money is.

Thus, we see that because crucial externalities such as water pollution,
land-use change, and climate change are not taken into account, some
industries in the current economic structure actually have lower value
added than the gross external damage they impose on society—the prices
of these environmental damages are simply not set optimally, due to the
absence or incompleteness of markets for these environmental goods and
services.

So what is a corporation’s true value, as opposed to that reflected by
its current accounting measures? One illuminating measure is the True
Economic Value Added, or TRUEVA (see Table 4.2).® This measure in-
tegrates the conventional concept of Economic Value Added with the
economic valuation of the environmental impact of a corporation’s ac-
tivities in order to arrive at a measure that reflects its “contingent environ-
mental liabilities and their ability to finance such exposures from operat-
ing surpluses without impairing their ability to attract and retain capital.”
TRUEVA reveals that off-the-books liabilities such as the abatement cost
of emissions and effluents can be a substantial source of risk for industries,

especially when regulation is suddenly strengthened. For instance, it could
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cost General Electric billions of dollars to clean up the PCBs released in the
Hudson Valley, and it did cost ExxonMobil billions to clean up the damage
caused by its oil spill in Alaska’s Prince William Sound. The authors of
TRUEVA, Robert Repetto and Daniel Dias, quote a recent estimate of U.S.
emissions of approximately 7.4 billion metric tons of carbon dioxide and
posit that this may create a potential off-the-books liability of about $100
billion. A corporation with such significant off-the-books liabilities clearly
faces higher economic risks than one that internalizes more of these costs.
Thus, the true economic value added of a corporation “subtracts from the
firm’s operating surplus not only its costs of capital but also the environ-
mental damages it imposes elsewhere in the economy.”*

Repetto and Dias have estimated the value of the airline and electricity
companies, using only a limited set of environmental externalities. They
included the cost of emissions of carbon dioxide, sulfur oxides, and nitro-
gen oxides from commercial airplanes and electric generating facilities,
finding that even with this limited definition of externalities, several com-
panies have negative true rates of return on their capital, illuminating the
extent of risk exposure of these companies to regulation.

The size of negative externalities is significant, and this is reflected in
these TRUEVA numbers, the largest of which are in the negative billions
of dollars. The ten largest corporations from this study sample are listed
in Table 4.3. These numbers illustrate the risk undertaken by some of the

Table 4-2 Summary of Economic Indicators

Includes
Environmental
Economic Indicator Abbreviation  Externalities?
Net Operating Profits after Taxes NOPAT NO
Conventional Economic Value Added  EVA NO
True Economic Value Added TRUEVA YES
Conventional Rate of Return on Capital ROC NO
True Rate of Return on Capital TrueROC YES

Source: Repetto and Dias, 2006.
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Table 4-3 Ten Corporations with the Lowest TrueROC

TrueROC TRUEVA ROC

EVA

NOPAT

Company Name (%) (millions $) (%) (millions $)  (millions $)
Allegheny Energy Inc -14.2 -1,526.0 4.1 -13.5 341.7
Westar Energy Inc -13.9 -642.0 5.8 48.2 203.2
American Electric Power  -12.3 -4,853.4 5.0 135.0 1429.6
Cinergy Corp -12.1 -1,987.0 4.8 11.2 568.3
Great Plains Energy Inc -10.8 -394.5 8.6 95.1 217.2
DPL Inc -7.6 -429.2 6.3 53.6 218.2
Xcel Energy Inc —/.7 -2,231.2 3.7 —-135.5 680.2
Southern Co 7.0 -3,353.3 6.3 411.0 1779.7
Reliant Energy Inc -6.1 -1,316.6 1.0 -419.5 125.6
Ameren Corp -5.3 -1,458.4 5.5 97.2 790.4
Source: Repetto and Dias, 2006.
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largest corporations of the world, by refusing to consider the impacts of
their actions for long-term welfare and eventually their profitability.

In Table 4.3, TRUEVA shows that the true value added of many en-
ergy companies in the United States in 2004 was negative, and TrueROC
underscores the risk exposure of these companies to environmental regu-
lation. For the 34 companies for which Repetto and Dias listed results, the
average conventional rate of return was 4.86 percent, whereas the true
rate of return was -2.44 percent. Interestingly, there is almost no cor-
relation (0.003 in fact) between the conventional rate of return on capi-
tal (ROC) for these companies and the true return on capital (TrueROC)
(see Figure 4.1). ROC versus TrueROC is truly a “scatter” diagram. Thus
a company’s conventional ROC provides no information regarding their
true rate of return to society.

This TRUEVA study was a ground-breaking work that highlighted
how exposed companies were to the risk of environmental regulation
changing, and how inefficiently (from a society-wide perspective) they
were operating, causing major inefficiencies and vast environmental cost
externalities to the economy and to society.

Voodoo Economics and Negative Externalities

One particular industry with considerable environmental externalities is
palm oil. Palm oil is an ancient commodity native to West Africa. The
first oil-palm plantations in this region were established by colonial Eu-
ropeans primarily to produce oil for candle making and as machine lu-
bricant, demand for which had escalated after the Industrial Revolution.
The first oil palms in Asia were planted in 1848 by British colonial traders
in a botanical garden in Java as ornamental plants. They flourished in the
clement growing conditions, and soon the economic logic of plantations
in this region was understood. As plantations were established and then
scaled up in Southeast Asia, technological advances in the hydrogenation
of oils, and later in the refining and transport of oils, diversified the list of
final products for which the oil was used, including margarine. Oil-palm
plantations were also scaled up post-World War I as rubber plantation
owners sought to diversify out of the slumping rubber market. The total

area under oil palm increased from over 6,000 hectares in Sumatra in 1919
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t0 32,000 in 1925, doubling again to 64,000 hectares in 1930, with Malaysia
experiencing similar growth spurts in area under oil palm.”

Today, palm oil is a commodity used in hundreds of products, rang-
ing from soaps to processed food to napalm, with production levels rising
over 115 percent in the top 20 producing countries from 1994 to 2004.”"
Indonesia is currently the world’s largest producer, surpassing Malaysia
in 2009 by increasing its area under oil palm from 200,000 hectares in
1967 to 3 million hectares in 2000, and then to over 5 million hectares in
2010.”> Most of the increase in plantations in both Indonesia and Malay-
sia has come at the expense of the deforestation of rainforests that are
on peat bogs. The result has been biodiversity loss in one of the world’s
most biodiverse regions; land degradation and the resulting loss of the
abundant ecosystem services provided by these forests; and, when forests
are cleared and the land drained to make it ready for planting, the release
into the atmosphere of large quantities of carbon stored in the peat bogs.

None of these costs are taken into account by private companies
when deciding whether land should be converted from rainforests to an
oil-palm plantation. What is accounted for are the gains from timber con-
cessions that occur when this deforestation happens, and the manner in
which they are evaluated would make any economist feel as though she
had been transported into Alice in Wonderland. The economics of palm
oil seem to get “curiouser and curiouser”; the companies claim that tim-
ber sales make the palm oil production profitable. Even without accounting
for all the externalities that large-scale deforestation causes (which these
companies certainly do not), this is a puzzling claim. It is analogous to
claiming that someone makes so much money selling hats, that their shoe
business is profitable.

The gross profitability of logging (gross since it does not account for
externalities) is the single largest factor that makes palm oil production
profitable—this is clear in the breakdown of profits from palm oil cul-
tivation (see Figure 4.2), where “plantation,” i.e., logging profits, is said
to form 50-60 percent of the profits, with “downstream oleochemicals”
forming a small secondary category comprising about 10-18 percent of
the profits.”” The dark corollary of this is, of course, that continued de-
forestation is required for palm-oil production to be consistently “profit-
able,” since continued cultivation on the same plot of land won’t yield
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their largest profit component, the timber. It is an unsustainable version
of slash-and-burn agriculture on steroids, undertaken by corporations
that have no stake in maintaining the land. A 2007 UNEP report projected
that the unsustainable use of land would lead to the loss of most Indone-
sian forests by 2022.*

This deforestation is the reason why Indonesia is the world’s third larg-
est greenhouse-gas emitter, and unlike in most of the other top emitters,
in Indonesia deforestation and peat emissions cause a large portion—80
percent in 2005—of its GHG emissions.” It is also the cause of large-scale
biodiversity loss, including some species that are endemic to this region,
such as the Sumatran tiger, Sumatran and Bornean orangutans, Asian el-
ephant, and Sumatran rhinoceros, all of which are now classified as en-
dangered or critically endangered.’® In some cases, the establishment of
plantations has meant displacement of local communities, which in itself

causes negative externalities by adversely impacting their livelihoods and
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their social fabric. The list of corporations that buy palm oil produced
in this unsustainable way is long; the largest such corporations include
Unilever and Proctor & Gamble, and to a lesser extent, Nestlé.>”

In 2008, Greenpeace activists, dressed as orangutans, scaled Unilever
headquarters in London, Rome, Amsterdam, and several other cities, dis-
playing banners that urged the corporation to abstain from destroying
forests. This act was simple (albeit dramatic), and its effect equally dra-
matic: Unilever committed to sustainably sourcing all of its palm oil by
2015, and Proctor & Gamble soon followed suit, along with several other
large corporations.

Corporations are increasingly sensitive to public opinion, particular-
ly given the risks of alienating their customer base. A 2010 Greenpeace
report® linking palm-oil supplier Sinar Mas to palm-oil sourcing derived
from illegal deforested land led to losses of tens of millions of dollars in
lost contracts for the company, when several companies including Nestlé,
Unilever, and Burger King canceled their contracts.” Interestingly, though,
several of these companies had contracts with Cargill, which in turn had
a supply contract with Sinar Mas, which meant that some amount of
their supply continued to be contaminated with unsustainably produced
palm oil.

What is meant by “sustainable” palm oil is of course another matter,
and the power that a corporation has over its suppliers and its ability to
monitor them are key determinants of the feasibility of a sustainable
palm-oil standard. The 2004 Roundtable on Sustainable Palm Oil (RSPO),
an initiative to promote sustainable procurement practices, was a step in
the right direction, but it has already been dubbed “Really Slow Prog-
ress Overall” by environmental activists. Corporations have cited prob-
lems with enforcing and monitoring sustainability standards with negli-
gent suppliers, a situation exacerbated by the fact that even the largest
corporations are small global buyers of this commodity.

The environmental externalities looked at so far are those imposed
by corporations in day-to-day operations. A conspicuous example of a
recent, catastrophic negative environmental externality imposed by a cor-
poration is that of the 2010 BP oil spill, whose negligence regarding safety
precautions contributed to not only the occurrence of one of the biggest

environmental disasters in history, but also to its needless exacerbation.
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I chose this example not because it is typical (corporations clearly do not
routinely cause environmental disasters of this scale), but because it il-
lustrates the immense power of the corporation and the widespread pos-
sible impacts of myopic corporate practices on industry and on society as
a whole.

“The Time Has Come,” the Walrus Said . . .

On April 20, 2010, there was an explosion on an oil rig in the Gulf of
Mexico, killing 11 people, injuring 17, and exposing the vulnerability of
ecosystems and humans caused by the deep sea drilling process. It wasn't
the world’s first experience with such oceanic oil spills, nor was it a first
for British Petroleum, which had caused a 2006 oil spill in Prudhoe Bay,
Alaska. That spill was the result of a dime-sized hole in a pipeline, and it
caused a loss of about 267,000 gallons (a million liters) of oil. At the time,
BP was fined about $20 million under the Clean Water Act.”’ Its Gulf of
Mexico spill was, however, the worst ever in terms of environmental and
economic impact, and led to BP setting aside $20 billion for the damages
caused to ecosystems and coastal communities.

The numbers associated with the 2010 oil spill were staggering: over
50,000 barrels escaped every day before the well was finally capped,
and the 170 million gallons of crude oil that dispersed into the ocean"
amounted to more than the daily use of the UK, France, and Greece com-
bined.” The oil reached Louisiana shores in a few days, then Mississippi
and Alabama, and then Florida, decimating marine life along the way and
damaging about 650 miles of shoreline.*

BP swung into “damage control” mode almost immediately, unfor-
tunately concentrating mostly on the PR aspect. They brandished a 582-
page emergency-response document in their official responses, which,
while discussing the possibility of a spill in the Gulf of Mexico solicitously
claimed the capability to save “seals, sea otters, and walruses.”* Not a
single walrus died in the oil spill of course, because no walruses live in
the warm waters of the Gulf of Mexico. This appears to have been a
“cut-and-paste” error in transcribing from a drilling EIA in the North Sea,
where the species is relevant, and if that is indeed the case, it raises ques-
tions about the seriousness of purpose being applied in preparing these
important risk-management documents.
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BP’s emergency response plan also listed Professor Peter Lutz, an
eminent authority on sea turtles who passed away in 2005, as a national
wildlife expert to be contacted in event of an emergency spill in this 2009
plan. This was in addition to listing a number of wildlife organizations
that are no longer in existence, as well as “primary equipment provid-
ers for BP in the Gulf of Mexico Region [for] rapid deployment of spill
response resources on a 24 hour, 7 days a week basis” which included
websites that link to Japanese home-shopping-network pages.* And the
authors of BP’s plan appear to have taken the power of positive think-
ing to altogether new planes: the scenarios they considered were about
ten times worse than the actual spill, and yet, in their scenarios, biodiver-
sity and beaches were unharmed and water quality was impaired only
marginally and temporarily.*

This tale of phantom organizations rescuing imaginary creatures and
all of this leading to happy endings must have been a gripping read, since
this plan was not only approved by the federal Minerals Management Ser-
vice (MMS), but appears to have reassured the MMS so much that it even
gave 27 further approvals to the industry for offshore drilling in the two
weeks following the catastrophe.” If some of the investigated cases of
gifts and favors received by MMS employees from oil companies are any
indicator of the cronyism between MMS officials and oil company em-
ployees, then such untimely generosity in new approvals is not altogeth-
er surprising. For example, if gifts include a ride in a private aircraft to
take an MMS official and his family to the 2005 Peach Bowl, perhaps the
chances of this official approving the next proposal become somewhat
enhanced.” The sordid saga continued: it was reported that some MMS
employees accepted drugs (crystal methamphetamine) from oil company
employees, and another was found negotiating a new job with an oil com-
pany while still ostensibly inspecting that oil company. All these instances
were abuses the inspector general mentioned as being under investigation
in a 2010 report on the MMS.*

In the Gulf, meanwhile, the spill had affected about 82,000 birds; about
6,000 sea turtles; nearly 26,000 marine mammals, including dolphins; and
an uncountable number of fish and invertebrates.”® Hundreds of endan-
gered sea turtles were killed. It was sadly ironic that some of these were
Kemp’s Ridley sea turtles, a species that in 1979 was airlifted to the Gulf
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Coast from Mexico during an oil spill caused there by the exploratory oil
well Ixtoc I.”!

Impacts on biodiversity often have significant economic dimensions,
although their “economic invisibility” usually results in these dimensions
being ignored—a common consequence of the way our national and cor-
porate accounting systems fail to reflect public natural wealth.’* Disasters
such as the Deepwater Horizon oil spill can suddenly reveal these economic
dimensions in a shocking way after the fact, as was the case with fishing
and tourism in the Gulf. The fishing industry in Louisiana, in the midst
of recovering from Katrina and the economic recession, took a blow in its
peak season, as did the seafood-processing and tourism industries, which
may well be long-term setbacks since it may take decades for these ecosys-
tems to recuperate.” The National Oceanic and Atmospheric Administra-
tion (NOAA) shut down about 23 percent of the $2.4 billion seafood-pro-
duction industry because of the oil spill.** The food-processing industries
in other states were affected as well, such as the oyster-shucking plants in
Virginia and Alabama.” It has been estimated that if the spill cut Florida
tourism in half, it would cost 195,000 jobs and $11 billion in a single year
alone.”

Such significant human and economic impacts could not but elicit a
political response. Not surprisingly, the White House issued several state-
ments to the effect that they were monitoring the situation closely and
holding BP’s feet to the fire. However, public perceptions that the tough
talk was not being followed up by action were reinforced by some local
political responses. Bobby Jindal, Louisiana’s governor and a passionate
advocate of “small” government who had once proudly proclaimed that
he would reject $100 million of stimulus money to increase unemploy-
ment payments,”’ now gave numerous peevish interviews citing lack of
funds and federal government support as an impediment for rehabilitat-
ing the coastline. Jindal was active in the recovery plans, particularly re-
garding construction of new barrier islands to keep the oil from reaching
the wetlands,’® an unlikely hero of the moment given that in 2006 he had
introduced a bill that would open the entire US coastline to deep-sea drill-
ing (the Deep Ocean Energy Resources Act). Indeed, a few days after the
oil spill he sent a letter to President Obama decrying the new ban on off-

shore drilling as killing “thousands of Louisiana jobs.” The government
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put a moratorium on deep-sea drilling—for six whole months, before
actually increasing the territory allocated to the same.

Once again, we need to ask: were BP’s distressing actions and respons-
es just unfortunate outliers, outrageous exceptions to a more sensible
norm: Apparently not. To begin with, we cannot even give BP sole credit
for the inanities in their contingency plan. Interestingly enough, Exxon-
Mobil and Chevron have replicas of this particular tour de force as their
contingency plans, too, including the walrus references and the contact
number of the deceased Professor Lutz.*

BP tried to avoid responsibility for punitive-damages claims from
parties harmed by the spill, but this attempt was foiled by a judge who
“dismissed claims filed under state law because they were ‘pre-empted
by maritime law, or ‘don’t allege physical damage to a proprietary inter-
est.””*' But in doing so, it was following a traditional pattern of behavior:
working on behalf of its shareholders while neglecting its stakeholders
and society at large. That is precisely what a Corporation 1920 is meant
to do.

The fundamental point is that BP’s actions were exactly what you
would expect of a Corporation 1920. Its responses showed the doctrine of
self-interest as against social responsibility as being central to its purpose.
This was evident in the nature of its responses: opacity, delays in divulging
information, laxity in preparing itself against a sizeable risk, and delays in
seriously responding to a disaster that occurred as a result. BP did not
fundamentally change its behavior by learning from this expensive catas-
trophe, and focused instead on trying to avoid its culpability. It remained
committed to lobbying for more freedoms for offshore drilling; legislative
pressure groups that oppose regulation of offshore drilling continued to
be engaged.®* It could be argued that all of these were myopic actions that
gambled unreasonably with company resources and were therefore ques-
tionable even from the narrow perspective of shareholder value.

More importantly, though, these actions of BP gambled with society’s
resources, and even though that is not a “right” that the corporation was
formally accorded by society, there is nothing in regulation today that
prevents them from doing so. Forward-thinking regulation might stop
companies from causing such potential losses to society, but a Corpora-
tion 2020 would consider regulatory compliance as the least effort it must
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make, and would look beyond that to insure itself and the society it serves
against catastrophe.

For a Corporation 2020, the so-called regulatory envelope is a bound-
ary from which to steer clear—but not so for a Corporation 1920, whose
behavior is typically to explore the boundary of the regulatory envelope,
constantly testing it in search of competitive advantage and more profit,
occasionally breaching the envelope and bearing the fines and penalties
that ensue, and then describing them as “the cost of doing business.” In
contrast, Corporation 2020 behavior is to not just meet but exceed pru-
dential norms, and sometimes indeed to design new and additional con-
straints that reinforce the underlying purpose of such regulation. How-
ever, to achieve such behavior change, reliance merely on endogenous
drivers such as profit opportunities or visionary CEOs appears somewhat
optimistic. Might some form of mandatory disclosure of externalities
to investors, customers, and civil society help the transition? Perhaps, as
Lewis Carroll’s Walrus said, “the time has come,” and we must bring the
term externality out of its hiding place in economics textbooks and into

public discourse.

The Sting in the Tail

As BP’s experience shows, externalizing risks and costs is not always a
one-way street. The sting in the tail can sometimes be quite harmful to
the body corporate. When it comes to internalizing externalities, chance
can succeed where design clearly failed. Accurate policy design would
have ensured that BP’s risks were well covered, its contingency plans well
formulated, and its potential externalities internalized. That, we know,
didn’t happen. Comprehensive measures to avoid the spill were not in
place, and once it occurred, the contingency plans were revealed to be
grossly inadequate, a situation exacerbated by its efforts to deflect blame
and underplay the seriousness of the spill. Thus, it chanced that BP had to
pay $20 billion to cover the damages from the spill, a move that highlight-
ed that when design falls short, chance sometimes leads to corporations’
being compelled to internalize externalities.

A too-often-observed corporate willingness to explore the regulatory
envelope for competitive advantage and profits, and to apply Willy Sut-
ton logic by seeking to exploit the benefits of negative externalities, can



88 CORPORATION 2020

boomerang quite badly. The diversionary tactics employed by the tobacco
industry beginning in the 1950s and 1960s did delay consensus regarding
the link of smoking to cancer in the short term, but eventually resulted
in class-action lawsuits costing billions of dollars. The 1980s campaign
by the oil industry to keep lead in petrol was equally unsuccessful in the
long term. More recently, the Indian Supreme Court ordered Hindustan
Agro Chemicals Pvt. Ltd., a chemical company, to pay nearly $47 million
in compensation for neglecting to pay its 15-year-old initial fine of $8.5
million, a very expensive slap on the wrist.”

Corporate actions that create negative externalities include not mere-
ly their passive responses to current institutional structures; corporations
actively lobby and engage government to influence laws that will allow
them to continue externalizing the consequences of actions on consum-
ers and society in general. In the United States, for example, businesses
contribute nearly three quarters of all political donations, with about 25
percent coming from finance, insurance, and real estate companies. The
remainder comes mainly from corporations involved in pharmaceuticals,
communications, construction, agribusiness (especially tobacco), energy
and natural resources, transportation, and defense.*

Lobbying expenditures are over and above these party political con-
tributions, and can be quite substantial. For example, in 2008, energy
and mining industries spent millions of dollars on public relations to hire
nearly 2,340 registered lobbyists to prevent climate legislation.”

Advertising expenditures to convince consumers not to change dam-
aging behaviors, or to promote a lifestyle or products which can be value
propositions only in a world of unaccounted and unaccountable exter-
nalities, can also be quite extravagant.® Even the funding of research is
subject to corporations’ cost-externalizing motivations. At present many
corporations are still funding campaigns aimed at raising doubts regard-
ing the science of climate change. However these campaigns are crum-
bling slowly, as it becomes increasingly clear that the experts behind such
studies are very rarely unbiased. While all this effort and spending on
political contributions, lobbying, and spreading disinformation and mis-
information through advertising and biased research may be financially
beneficial in the short term for the corporation, it rarely makes for good

long-term business strategy.
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A similar tension between short-term profits and long-term costs can
be observed in the way risky actions are undertaken for an apparent cost
saving, while exposing the company to greater long-term risks and costs.
Halliburton, the company charged by BP to manage that fateful oil well,
chose to forgo a $500,000 sound-activated valve that would shut down the
well if an explosion occurred, a decision that policy-makers at the time
supported, saying “that the switches, which cost $500,000 were too much
of a burden on the industry.”*” After the oil spill, BP set up a $20 billion
escrow fund to cover the damages caused by the spill, which the Obama
administration clearly stated was not a “cap” on BP’s liability.*® The cost-
benefit calculation of the sound-activated valve might have looked quite
different if ecological value-at-risk had been calculated and factored in by
Halliburton or by BP, but of course that was not done.

If misaligned or myopic incentive structures can create opportunities
for corporations to arbitrage for profit, they often create long-term envi-
ronmental damages that affect society as a whole. As a result, the same
corporation can behave differently regarding the same issues in differ-
ent economic and social environments. Hindustan Lever has widespread
CSR activities partnering with local communities in India to enable wa-
ter harvesting, whereas its parent company, Unilever, is one of the major
corporations undertaking palm-oil production in Indonesia, an industry
notorious for causing widespread deforestation, resulting in land degra-
dation, biodiversity loss, and colossal greenhouse-gas emissions. Whole
Foods, Inc., a proud paragon of the organic and sustainable food move-
ment that reported $4.6 billion in sales in 2009,” nevertheless has come
under fire for being staunchly anti-union to its more than 62,000 “team
members.””’ Apple Inc., a darling of the corporate world, producing in-
tuitive, user-friendly, unquestionably cutting-edge products, has scored
low on company-labor relations” and transparency in disclosing their
environmental externalities (urging shareholders to vote against resolu-
tions that require it to publish a CSR report detailing its approach to
greenhouse-gas emissions, toxics, and recycling in 2009).”> Thus, we see
that the world of corporate responsibility is often not as straightforward

as one might imagine.
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Our explorations of Natura, Infosys, Unilever, and BP demonstrate that
the impacts of the “externalizing” that corporations undertake can be im-
mensely far-reaching, both positively and negatively.

It is becoming increasingly clear that careful handling of externalities,
and efforts to internalize them as much as possible, are hallmarks of a fu-
turistic, intelligent, and adaptive corporation, much like considering the
impact of one’s current actions on the future is a hallmark of a futuristic,
intelligent, and adaptive individual. These are the corporations that not
only respond to expectations regarding regulation, but engage policymak-
ers meaningfully to ensure that regulatory certainty is combined with
progressive policy, instead of concentrating resources on narrow-minded
and myopic lobbying that guarantees short-lived opportunities at best.

There is an increasing realization that “third-party consequences” is
not a sufficient way to describe corporate externalities, as these activi-
ties often actually affect the corporations” own operations in the future.
Today, the linkages of economic activity are so extensive that the effects
of myopic decisions can be felt everywhere, including by the perpetrator
of negative externalities. Overexploitation of natural resources compro-
mises corporations” own supply chains; pollution shows up in employ-
ees” health bills; and lost productivity and unsustainable practices erode
customer bases.

In the following chapter, I shall discuss in detail some of the next-
generation initiatives engaged in by companies close to the Corporation
2020 vision, and how they and new regulation are redefining the econom-
ic landscape. These actions ensure efficiency not at the narrow scale of
a firm or an industry, but at the much larger scale of the economy and
society as a whole, minimizing the exposure of corporations to resource
scarcities and regulatory risks.



CHAPTER FIVE

Incorporating Externalities

Using Markets, Smart Regulation, and Corporate Disclosure

Sunlight is said to be the best of disinfectants.
— Louis D. Brandeis

An economist and a physicist are walking down the street when the physi-
cist points to a $20 bill on the sidewalk and exclaims, “Oh look, there’s a
$20 bill lying there.” Without breaking his step or slowing his stride, the
economist responds, “Can’t be. If it was, someone would have picked it
up already.”

We've seen the positive and negative externalities that corporations’
operations, supply chains, and investments often cause. Measuring these
externalities enables us to evaluate the impact and longevity of their ef-
fects. For instance, regarding greenhouse-gas emissions: we know that
the half-life of CO, is about 38 years; it is established that industry ac-
counts for nearly 20 percent of global CO, emissions;' and it is possible
to estimate the risks of climate-change damage to the economy.” Thus,
the question arises: How are such negative externalities to be reduced or
eliminated, in the best interest of society?

Fortunately, there is considerable scope for aligning incentives such
that corporations take more responsibility for their actions. Corpora-
tions, not unlike biological species in a dynamic environment, respond
to external stimuli—mainly policies and prices. They adapt and evolve,
with the strongest and fittest surviving over time. Setting incentives such
that corporations’ costs of using natural and social resources reflect their
true value to society can enable a Darwinian process by which those
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corporations best able to adapt would survive and facilitate the creation
of more such businesses. In the long run, therefore, the social benefits and
social costs of corporations’ activities could be reflected in their accounts
insofar as possible, realigning the corporations’ profits with the goals of
society. This chapter describes a set of solutions driven by responsible dis-
closure of externalities as well as the necessary action to lead to their
reduction.

Gold at the Rainbow’s End?

The feasibility and scalability of a more holistic model of economic func-
tioning in which some corporations stay far ahead of others thanks to
their sustainability-correlated bottom line has long been a matter of con-
siderable debate. Are corporate “Wave Riders” real, or just wonders of
the moment?’ Is the observed correlation between corporations’ stock
performance and their environmental performance a causation or just a
correlation due to both being directed by talented management? Does the
fact that some corporations make money and yet generate positive exter-
nalities imply that all corporations can do the same? From a theoretical
point of view, is it possible that there are economic gains to the corpora-
tion from managing its negative externalities better? Corporations need
to know that the benefits they can gain are real—and not see them as an
economist sees stray $20 bills. What solutions would maximize the re-
turns of economic activity to society and to the corporation? Is regulation
good or bad, or rather, when is regulation good or bad?

This chapter starts to develop a comprehensive tool kit of solutions
that will facilitate a corporation’s evolution. Some of these tools can be
utilized by individual corporations, tools that include comprehensive ex-
ternalities accounting and filling market gaps such as consumers’ willing-
ness to pay for sustainably and ethically produced commodities. Other
tools can be utilized by corporations collaborating to create and develop
markets by, for example, finding synergies where one corporation’s waste
is bought by another as raw material, thus reducing materials waste and
increasing economic efficiency. These strategies require the emergence
of economies of scale, an increased level of information in the market,
and the correct pricing of resources to reflect their true economic scarcity

and impact on society. (This last is particularly important. If regulation
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were to get prices right, corporations overall would benefit even if action
by any one corporation may be insufficient.) There is a need and an ap-
propriate role for regulation in this regard, and we’ll look at instances of
regulation that attempts to achieve these objectives and ensure that prices
are correct, risk is explicit, and economic activity results in value added—

not subtracted.

Are Those $20 Bills on the Sidewalk?

A natural question about the principles of 2020 corporations is wheth-
er those that have some of these characteristics perform better in the
short run and the long run, or even whether they perform better at all,
regardless of the time frame. Even if they do perform better, the causal
interpretation still does not follow immediately. Are more “internalizing”
companies better performers, or are better performers more able to “in-
ternalize,” perhaps due to other comparative advantages they enjoy? It
is interesting to consider how corporations that do undertake initiatives
such as paying fair wages when not required to do so under regulation, or
internalizing the cost of their environmental footprint, perform relative
to their peers. While it would be worthwhile to study an entire spectrum
of measures for leaders and laggards within industries, that question is
beyond the scope of this book.

Some Are Leaders

There are several corporations that have turned the “internalizing” of
what would normally be external damages into profit by identifying the
potential to cut costs through efficiency measures or to cater to consum-
ers who are willing to pay somewhat higher prices to ensure that the
goods and services they consume are sustainably and ethically sourced at
all points on the supply chain. Some corporations first created markets for
sustainably produced commodities and then fulfilled this demand. The
Body Shop, now a cosmetics giant, began with a single shop in Brighton,
England, in 1976. Twenty years later and quite a while before sustainable
and ethical production became mainstreamed into consumer conscious-
ness, they introduced Footsie Roller, their first Community Trade product
and an antecedent of today’s Fair Trade products. As of December 2009,

their products were in over 2,550 stores, 1,100 of them company-owned,
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and their sales totaled nearly $1 billion.* For a cosmetics company, The
Body Shop has exerted enormous effort on initiatives that some would
think hurt its financial bottom line. It was their “"Against Animal Testing”
campaign in the 1990s that contributed in no small measure to a ban on
animal testing for cosmetics and their ingredients in the United Kingdom.
They were the first global retailers to join the Board of the Roundtable
for Sustainable Palm Oil. They have been involved in scores of other cam-
paigns to promote environmental and social issues, collaborating with a
wide range of institutions such Greenpeace International, Amnesty Inter-
national, the United Nations Environmental Program, and MTV.” While
The Body Shop was founded and run on extra-financial principles, it has
become quite profitable by identifying that all in all, most consumers care
about the environmental and social impact of their goods and services.
The outdoor clothing and gear company Patagonia also faced choices
when it first began, and it chose to rise to these challenges. When Pata-
gonia discovered that their early climbing tools were defacing landmarks,
they replaced these products with ones that didn’t cause damage. Today
they are involved in a host of environmental initiatives including sourc-
ing organic cotton for their products and, indeed, transforming their sup-
ply chain for cotton, minimizing their energy footprint, engaging with
environmental organizations, and donating 1 percent of their profits to
causes they support. Many of these activities are typically associated
with corporate social responsibility, but Patagonia’s robust growth and
loyal, expanding customer base illustrate that there are significant busi-
ness returns to playing nice. Their mission statement reads: “Build the
best product, cause no unnecessary harm, and use business to inspire
and implement solutions to the environmental crisis.” They are proud
to claim that “Staying true to our core values during thirty-plus years in
business has helped us create a company we’re proud to run and work
for. And our focus on making the best products possible has brought us
success in the marketplace.”® Starbucks’ efforts to build the fair-trade cof-
fee market provides another good example of a corporation that helped
create and then fill a niche market, one that continues to grow in the
United States, even though it is still only a small portion of Starbucks’
total sales. Imports of fair trade coffee to the United States grew at 75
percent in 2004, 35 percent in 2005, and 45 percent in 2006.” Despite the
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recession, the global fair-trade coffee market continued to grow in 2008,
with sales increasing 14 percent.®

Some Have Leadership Thrust upon Them

Of course, not all corporations run headlong into sustainable production
with genuine enthusiasm. As we've seen, many of them do create impacts
both good and harmful that are not reflected in their financial accounts
and often not on any of their public statements. Negative externalities are
rarely accounted for unless the media picks up on them. In such cases,
corporations clean up because they have to, or they risk losing customers
and their reputation. Growing consumer awareness of how a product is
produced often results in corporations having to clean up their act and re-
duce the (often unnecessary) harm they are causing. Rainforest Alliance’s
campaign to highlight the fact that loans that were facilitating rainforest
destruction in the Amazon persuaded Citibank and many other financial
institutions to adopt the Equator Principles, a set of environmental and
ethical conditions that must be fulfilled by loan applicants to qualify for
loans by these institutions. Global Witness’s campaign against conflict
diamonds mined under dangerous and destructive conditions while fi-
nancing civil war facilitated the establishment of the Kimberley Process, a
government—civil-society—industry coalition to stop these diamonds from
entering the market (although Global Witness left the Kimberley Process
in December 2011). There are many more stories of environmental and
social organizations raising consumer awareness and causing corpora-
tions to clean up, and these are usually infused with the nice underdog-
wins feeling. However, it’s also illustrative that most of the corporations
that were targeted and that changed their practices made money in the
end, usually by harnessing some of the consumer’s willingness to pay for
ethically produced products.

Such cases can be puzzling, particularly to neoclassical economists.
They are stories of the $20 bill on the sidewalk—if any advantages to cor-
porations acting more responsibly truly exist, why haven't they yet picked
up on them? After all, if these companies could make money from activi-
ties that are environmentally sustainable and ethically sound, why aren’t
they acting on them already? And if this is true, why do we need regula-
tion at all? In some instances, overcompliance has been very profitable
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indeed; BP’s commitment to reduce its greenhouse-gas footprint at the
time of the Kyoto Protocol netted it $630 million when it then sold gas
from the oil fields that it would have otherwise flared.’

One reason for corporations failing to take advantage of such oppor-
tunities to do well by doing right is the absence of simple market and price
discovery. Since real-world markets are fraught with information deficien-
cies among other imperfections, it can take time to discover that there is a
market for your waste and that such a market is accessible. Nonetheless,
some corporations are discovering the economic benefits of being less
wasteful, and are finding that one organization’s waste is another’s input.
Dow Chemical’s energy-efficiency investments in Louisiana averaged a
return of 204 percent between 1981 and 1993, and corporations with as
wide a range of operations as Anheuser-Busch Breweries and DuPont
profit from selling their waste."

The poster child of such profitable and externality-considerate initia-
tives is General Electric, leading the way on “lean manufacturing tech-
niques” that attempt to minimize resource use per unit in production,
scaling up renewable energy technologies and revolutionizing ways in
which energy-use systems can be made more efficient through a wide
array of methods that even include social media. GE’s ecomagination
product sales surpassed $20 billion in 2009, and its investment fund in
clean-technology companies crossed the billion-dollar mark in 2007. GE
employs nearly 300,000 people in 160 countries,'" and the company has
won scores of awards for being a frontrunner in many aspects of its op-
erations, including its ranking as one of the World’s Most Admired Com-
panies by Fortune magazine every year since 2005."

These activities are illustrative of a process of market evolution and
development, either through realizing that there is demand for what cor-
porations would otherwise have sold as waste, or more important, for
understanding increasing resource scarcity and the increasing returns to
using technology that would either use fewer resources, or using avail-
able, renewable energy resources. As scarcities become more apparent,
there are increasing returns to investing in technologies that address these
scarcities. Despite the recession, profits from GE’s ecomagination brand
grew a whopping 113 percent between 2005 and 2009, to $7.1 billion,

while revenues grew 200 percent."
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What is vital to note here is that in many instances, these corporations
have performed astronomically well while playing odds stacked against
them, given the taxes and subsidies in place that still favor the older
market structures.

Can Accountants Save the World?

Our current understanding of the extent to which corporations cause ex-
ternalities is fuzzy at best. There is a common aphorism in business man-
agement that “you cannot manage what you do not measure.” Perhaps
a concomitant truth is that “what you measure, you will most probably
manage.” Most governments are fixated on measuring classical GDP and
managing GDP growth, foregoing many more holistic and relevant mac-
roeconomic indicators such as Inclusive Wealth and Green GDP—which
is what happens when you are measuring the only thing that you know
how to measure.

The first solution in the tool kit for change is a better accounting
framework, one that reflects both positive and negative externalities in a
corporation’s financial statements and thus makes transparent not only its
holistic impact on the economy, society and the environment, but also its
exposure to risks of resource constraints and regulation. Setting up such
a framework internationally would be no mean feat, but it is in the realm
of the possible; after all, there is an international accounting framework
for all large corporations, the International Financial Reporting Standard
(IFRS) of the International Accounting Standards Board (IASB). One
complexity arises out of the diversity of externalities—freshwater pre-
emption, human health costs, climate-changing emissions, and biodiver-
sity losses, for example—and the diversity of circumstances in which they
take place. Different industries have differing impacts on human health or
ecosystems. Different ecosystems and their locations produce varying lev-
els of public benefits, and the size of the economic losses associated with
such benefits depends inter alia on the socioeconomic circumstances of
those affected. Studies have shown that such complexities create challeng-
es, but they are not impossible to overcome. The estimation and valuation
methodology that addresses them can be researched and laid down.™

The next link in this chain is standardization. Although there may

be a dozen ways to calculate the freshwater externalities of a cement
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plant—across locations, ecosystem types, and types of cement plants—
there should not be 12 accounting standards. On the contrary, there
should be one, with clear parameters and simple enough for the indus-
try to use. After an externalities-estimation methodology has been de-
scribed and standards set, there is the need for assurance and disclosure,
the need to audit and to report on the measure of the externality. A sig-
nificant movement toward one report (rather than separate financial and
sustainability results) led by A4S and GRI has formed a body of senior
experts to describe a “One Report” standard for such disclosures.” Re-
cently, the Institute of Chartered Accountants of England and Wales
began hosting a “TEEB for Business Coalition” whose main task was to
calculate corporate externalities. Remarkably, within a year of formation
this coalition has been recognized and funded by the governments of the
United Kingdom and Singapore, as well as the Gordon and Betty Moore
Foundation, a large US philanthropic institution. An ambitious program
of first prioritizing and then quantifying the top 100 global externalities
is currently being launched. A mechanism of this type ensures that inves-
tors are adequately aware of the broad set of relevant risks faced by any
corporation with large externalities, as opposed to the narrower risks that
are currently reported.

There are, of course, any number of questions that remain. What
should be done about transactions that are conducted in the market but
do not reflect the actual value of the resource to society, often due to pric-
ing policies? Clean water is a good example of a resource that is usually
underpriced on the market relative to its scarcity, mostly due to political
considerations. It is not only advisable but necessary for a forward-think-
ing corporation to price these resources accurately, and the tools for do-
ing so are already becoming available in the form of better valuation tech-
niques and geographical data on local availability. The TRUEVA study
provided an example of research that calculated the true economic value
added of several corporations, collecting data on their resource use and
establishing the frequent negative impacts. Even better examples are two
corporations well ahead of the pack, Puma and Infosys. Both corpora-
tions are leading the process of change and are well positioned to realize

the economic benefits of doing so.
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The Cat That Roared

In 2011, Puma became the first company in the world to construct an
environmental profit-and-loss account that mirrors regular accounting
profit-and-loss accounts.

“I believe we need to move out of the era of business that causes col-
lateral damage, and into the era of business that causes collateral ben-
efits,” says Jochen Zeitz, executive chairman of PUMA and chief sustain-
ability officer of PPR Home, a sustainability initiative poised to move far
beyond standard corporate-responsibility efforts. Puma partnered with
Price Waterhouse Cooper to value their greenhouse-gas (GHG) emis-
sions, and with Trucost for their water use. This breakthrough initiative
measures, monetizes, and aggregates the negative externalities caused by
Puma’s GHG emissions, and thus its contribution to climate change, as
well as its water use, land-use change, air pollution, and waste along its
value chain.'® Interestingly, the value of its water use was not set as the
market price where it is used, which rarely reflects its true scarcity value,
but through a process of modeling that accurately reflects the true social
cost at its source. This straightforward, careful, no-smoke-and-mirrors
approach is the product of a corporation that is forward-thinking and
adaptable, which recognizes that its long-term benefit is to harmonize its
operations with society’s welfare and not focus on short-term arbitrage.

Puma’s approach illustrates how visionary leadership can translate
into initiatives that redefine the role of the corporation, advancing it to
the next stage of its evolution while transforming the rules of competitive
advantage. Puma carefully analyzed the direct impacts of its operations,
as well as impacts at four tiers along the supply chain. Its environmental
externalities are valued at $188 million, most of it from sources early in
the supply chain.'” The next step in its goal of fully integrating exter-
nalities into its accounts would be to measure social impacts such as com-
munity cohesion and diversity and gender equality, followed by positive
externalities such as job creation and productivity growth." These would
enable the formation of a comprehensive environmental profit-and-loss
account, which could be integrated into its main financial accounts. The

formation of these accounts would provide vital information regarding
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Puma’s operational strengths and weaknesses, the company’s potential to
increase efficiency and cut costs, and most importantly, its sources of risk
to the production and distribution processes. As Alan McGill, partner in
Price Waterhouse Cooper’s Sustainability and Climate Change practice,
commented, “Fundamentally, this analysis is about risk management for
the environment, and for business, because you cannot separate the two.”
Such accounts also provide the benchmark for setting and achieving
sustainability goals. A goal of 100 percent sustainable packaging and 25
percent reductions of carbon, energy, and water by 2015 would contrib-
ute to the reduction of Puma’s supply-chain risk related to sudden price
increases of underpriced resources due to regulation, and would prevent
depletion of free or underpriced resources. Puma has already begun to
engage its manufacturers (or its Tier 1 supplier levels), and aims to en-
gage suppliers along its entire supply chain, especially since the suppliers
turther along the supply chain have the largest environmental impact.
Other studies that value positive externalities are also becoming avail-
able, including one conducted by GIST Advisory for Infosys, as discussed
in the previous chapter. As we've already seen, Infosys generates enormous
human-capital externalities as it trains thousands of employees annually, as
well as when those employees leave Infosys to join other companies post-
training. GIST Advisory estimated this human-capital externality using a
variety of scenarios for the salary growth and attrition rates of employees
who comprise this externality, as well as discount rates. It is clear that this

positive externality is enormous, estimated at over $1.4 billion in 2012.

Getting to Voluntary Disclosure

Progressive programs like the international, nonprofit Carbon Disclosure
Project (CDP) are a first step in getting corporations to include the full ex-
tent of their externalities in their main financial statements. Formed more
than ten years ago, it now houses the largest database of GHG emissions
and energy use in the world, with more than 3,050 companies voluntarily
responding to its enquiries in 2010, up from 235 in 2003." Its programs
also include institutional disclosure regarding water use as well as a pro-
gram to help local and national governments minimize the GHG impact
along the supply chain of public procurement programs. In 2011, for the
first time, the majority of responding companies reported that they had
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embedded climate-change actions as part of their business strategy.*
Companies measure and report their GHG externality, one of the most
significant negative externalities caused by corporations, as measured by
the value of social damages through climate-change impacts. CDP not
only creates a repository of the corporations’ emissions, but it also works
with them to reduce their environmental footprint, identifying opportu-
nities for GHG reductions along their supply chain. It is an enlightened
initiative, and its clients include corporations as diverse as Walmart and
Dell. While it is an important step in a larger process of full disclosure, it
does not require the corporation to include the value of its GHG impact
or any other externality in its financial statements. Corporations engag-
ing the government proactively would not only gain a degree of certainty
upon which to base long-term investment decisions, but they also gain
economic and political support to streamline these regulatory initiatives,
in the form of subsidies and tax breaks.

Another recent and noteworthy development is that of private com-
panies that evaluate the extent of corporations’ externalities. Trucost
PLC, a British finance-research firm has been one of the front-runners of
this movement, engaging with corporations to develop mostly confiden-
tial databases that enable them to estimate a corporation’s externalities
and thus the extent to which their operations are at risk of regulation. A
recent study by Trucost estimated annual environmental costs from glob-
al economic activity at about $ 6.6 trillion, or 11 percent of global GDP
in 2008. To gauge the extent of risk exposure of companies, Trucost con-
structed a $10 billion hypothetical fund and “invested” it in the MSCI All
Country World Index, which includes over 2,400 listed companies in coun-
tries at various levels of development. They found that the costs of exter-
nalities were over 50 percent of the earnings, suggesting that over half the
earnings were exposed to the risk of regulation that would require
corporations to internalize the costs of their environmental damages.

It is also becoming apparent that investors are becoming interested in
the environmental, social, and governance indicators of companies. Per-
haps investors perceive corporations that perform well on these indica-
tors to be under careful management or more diversified, and thus less
risky. The reasons notwithstanding, recent research from Harvard Busi-
ness School shows that investors are increasingly seeking out nonfinancial
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information about companies and they are most interested in such
indicators as these.”'

What is also clear is that companies are increasingly listing resource
scarcity such as water and regulatory risk along with their future profit-
ability risks,”” as well as concerns about increased consumer-awareness
issues on broader issues surrounding corporate externalities.” Further-
more, consumers are increasingly willing to pay higher prices for ethically
and sustainably produced commodities. In a lecture titled “Doing Well
by Being Green,” Professor Geoffrey Heal from the Columbia Business
School described an experiment conducted at the ABC Department Store
in Manhattan. The study looked at two sets of towels made by compet-
ing brands, both sustainably produced using organic cotton and under
fair-trade conditions, though no information in this regard was initially
provided to consumers. One set of towels was then so labeled, with the
result that sales of the “green-labeled” brand rose by 10 percent and later
fell to pre-labeling levels only when price was increased by 20 percent.
After removing the labels from the first set for a period, the second set of
towels was labeled as having been produced under environmentally and
socially conscious conditions, which also resulting in rising sales. Clearly,
there exists a demand, in some cases unmet, for goods and services that
are produced under environmentally sustainable and fair-labor condi-
tions. Another illustration of this can be found in the 106 percent annual
average increase in the demand for Rainforest Alliance Certified coffee
from 2003 through 2006.*

Overall, there seems to be an increasing understanding among the
major stakeholders of a corporation—investors, managers, and consum-
ers—that corporations’ externalities can both cause a significant impact
on society and can leave the corporation exposed to resource scarcity and
regulatory risk. An accounting framework that takes into account these
risk exposures and makes explicit the magnitude of these externalities
is the obvious and necessary next step in the evolution of financial ac-
counting. These frameworks are already being developed at a rapid pace
by forward-thinking corporations such as Puma and by institutions such
as the Global Reporting Initiative (GRI). GRI promotes the importance
of developing and disseminating comprehensive reporting guidelines to
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enable corporations to report their impacts on numerous dimensions, in-
cluding those relating to the environment, local communities, labor prac-
tices, and product responsibility. GRI is constantly updating its reporting
frameworks to reflect newer knowledge of ecosystem valuation and de-
velopments on other performance indicators, and interestingly, it has seen
a tremendous response from organizations in the developing world.

Reporting mechanisms like the CDP and the GRI guidelines are ex-
tremely progressive in their objective to ensure that a corporation’s im-
pacts on society and the environment are stated explicitly, and mecha-
nisms such as these have contributed to the evolution of Puma-like profit-
and-loss accounts that monetize externality. An accounting framework
that accounts for this scarcity value and opportunity cost comes closer
to measuring the value of the resources used to society. It also ensures
that resources can be put to their most profitable use while documenting
corporations’ risk exposures to resource scarcity.

And What about Actuaries?

Over time, historical events have informed the processes regarding the
level of disclosure that corporations are required to undertake. Risk-
sharing mechanisms have been characteristic of economic and social
interactions for thousands of years. In 2000 and 3000 BC, Chinese and
Babylonian ship captains divided their cargoes among several ships while
navigating treacherous waters in order to maximize the probability that
at least some of their cargo would survive. In Ancient Iran, Achaeme-
nian monarchs ran a form of public insurance for expensive assets. The
famous Code of Hammurabi, which dates to about 1700 BC, included an
insurance policy in the form of loans to attenuate losses caused to traders
of goods in transit.”’ As commerce has expanded, increasingly efficient
mechanisms have been deployed to reflect and mitigate risks associated
with economic activities.

From its very inception, the insurance industry has been an essen-
tial actor in encouraging industries to disclose risk exposures faced by
them, at least those risks that the insurance industry may be called upon
to reimburse. On September 2, 1666, the Great Fire of London began
in Pudding Lane at King Charles’s favorite bakery. It spread across over
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80 percent of London, burning more than 13,000 houses over four days
and leaving 200,000 people without homes or workplaces. It also sparked
the opportunity for the creation of the first insurance company.”® It
was the brainchild of a Dr. Nicholas Barebon (interestingly christened
If-Jesus-Christ-Had-Not-Died-For-Thee-Thou-Hadst-Been-Damned Bare-
bon), who became engaged in and then won a price war with the govern-
ment. The company offered a limited liability contract of up to £5,000
and, in return for a premium, promised to rebuild the client’s house in
event of the fire, as well as employed “watermen and other lusty Persons
... in liveries with Badges” to serve as a fire brigade.” Even the earliest
premiums reflected the risk associated with specific building materials
and encouraged the use of relatively fire-safe materials—for instance, the
premium was 2 percent of the rental value for brick, but 5 percent for
wood.”® Thus, from its very inception, the insurance industry provided
economic incentives for clients to undertake actions that would make
them less risk-prone, or to mitigate the “moral hazard” problem. This, of
course, is reflected in current premium pricing as well.

The mandate of the insurance industry to minimize risk is easily seen
in the reporting requirements it requires its clients to undertake. Cor-
porations usually need to submit detailed financial reports of activities
undertaken, including assets acquired and divested, in order to ensure
that their risk profile does not change drastically from one period to the
next.” Insurance jargon refers to risks as “exposures,” since they lead to
loss or reduction in the value of the insured resources, typically by natu-
ral hazards or negligence. If the TRUEVA measure became an additional
disclosure requirement from insurers, it could be used to deny or restrict
access to valuable resources that the firms are currently using either for
free or at rates cheaper than future regulations might stipulate. Such dis-
closure to insurers would also include positive externalities that a firm
generates, such as the human-capital formation or community networks
that it is responsible for but does not profit from, but which does help to
secure its social licence to operate. A balance sheet of this form, one that
comprehensively represents the full extent and impact of a firm’s activi-
ties, forms the cornerstone of the initiatives that a dynamic and futuristic
corporation must undertake.
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Regulations, Taxes, and Subsidies as Enabling Conditions

Tax and subsidy structures for businesses are supposed to encourage in-
vestment and economic activity in avenues that benefit society. If there
are externalities in place, the economic logic of these taxes and subsidies
is quite obvious. And yet current subsidies in most countries, particularly
in the energy sector, favor fossil fuels and coal-fired power plants, which,
as we've seen, often have a negative value added. Despite these lopsided
economic incentives—lopsided since they are at odds with what would
maximize returns for society and the economy—some corporations such
as GE have innovated and profited. Their efforts have translated into a
first-mover advantage where they have used their head start in technol-
ogy development to capture large market shares and define the newer
directions for the development of these technologies.

Tax and subsidy structures that incorporate more of the externalities
that economic activities caused would be closer to the raison d’étre of gov-
ernment support for businesses and would reflect more closely the ac-
tual economic returns to different technologies and processes by changing
their prices to reflect their entire costs and benefits, inclusive of externalities,
to society.

Getting these prices right, and receiving government facilitation of
investment into economic conditions that generate positive externalities,
would also facilitate the development of economies of scale that occur
at the industry- and economy-wide level, instead of just the level of one
corporation. In other words, there are instances where something that
would not have been profitable for one firm to undertake generates prof-
its for all concerned firms if conducted at an aggregated level. This is the
ethos behind the new wave of industrial parks such as the Dow Value
Park in Germany and the Kalundborg industrial ecology park in Den-
mark.’® Their aim is to synergize production processes by way of mate-
rial flows as well as technologies, thereby facilitating economies of scale
by minimizing transaction costs. Finding buyers for recyclable materials,
negotiating prices, and organizing transportation logistics are all made
easier by an agglomeration of industrial facilities with complementary
production processes. These economies of scale also exist for knowledge,
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and over time R&D spillovers can have significant impacts on productivity
for industries and entire economies.

Regulations

There are several recent policies that illustrate how the regulatory en-
vironment is shifting toward regarding environmental risk generated by
corporations as a major source of production risk, one that should be
transparently reported to all its stakeholders. There is a strong case to be
made for incorporating ex-ante mechanisms in corporations’ operations
that measure, report, and minimize the net negative impact of corpora-
tions on society, instead of the current ex-post measures such as trying to
account for the impacts caused by an oil spill. Corporations that strive
only to achieve the minimum standards stipulated by policy increase their
relative risk exposure to regulation and resource scarcity that can run into
trillions of dollars.

There are several notable regulations that attempt to directly address
negative externalities, especially those caused by obesity and smoking.
The state of New York has had high taxes on tobacco in place for several
years. In 2010, it increased them significantly, to $4.35 per cigarette pack,’
proposing that the increased revenues be used to finance an expansion
of the State Children’s Health Insurance Program, or SCHIP.** In Octo-
ber 2011, Denmark introduced a tax on foods high in saturated fat that
is equivalent to about $3.00 for every 2.2 Ibs of saturated fat, enough to
increase the price of a cheeseburger by about 40 cents.”” France swiftly
followed suit with a tax to raise the prices of sugary drinks, supplement-
ing it with initiatives to limit the amount of mayonnaise and ketchup in
school cafeterias.** The economic logic behind these taxes seeks to ad-
dress classic externality effects of goods and services that cause ill health
and thus impose a burden on society in the form of morbidity and mortal-
ity health costs, lost productivity, and disutility from illness. Most of these
costs are seldom borne solely by the individual, especially in countries
where health care has government support. This is true even in coun-
tries not usually considered to have very large government intervention in
the health sectors. According to recent research from the journal Obesity,
“The annual cost of obesity to the US health care system could now be
as high as $147 billion . . . 23% of this total was financed by Medicare and
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19% by Medicaid . . . [and] between 22% and 55% of the state-level costs
of obesity are financed by the public sector via Medicare and Medicaid.””
Such taxes attempt to internalize the costs of products that impose tre-
mendous negative externalities on society and thus to ensure that society
consumes these goods in optimal quantities.

There have been several instances of regulation that recognized the
need to internalize environmental externalities, from the emissions-trad-
ing programs under the Clean Air Act in the United States in the 1990s
to the more recent EU Emissions Trading Scheme’s carbon-trading pro-
gram. Opponents of such regulation often assert that “the market will
take care of it.” Which would be true if such a market existed. Which it
doesn’t. The need is to create a market, which is precisely what such regu-
lation does. Another objection is that environmental regulation causes
economic losses through labor movement across sectors. While this is
likely to be true, for such regulation to be harmful to society the costs
need to be higher than the benefits, which is unlikely in a well-structured
policy. Recent research from Columbia University found costs of $9 bil-
lion in forgone earnings of labor in newly regulated plants under the
Clean Air Act Amendments for the six years after the change in policy.
While this is doubtless significant, the health benefits from this regulation
are estimated at between $160 billion and $1.6 trillion, several orders of
magnitude higher.’

Recent progressive state-level policies notably include New Mexico’s
environmental reporting rules that require large and medium emitters
to report GHG emissions as well as those of local pollutants such as sul-
fur dioxide (SO,), nitrous oxide (N,0), and some particulates.” The new
wave of regulation that identifies and targets externalities is very present
in developing economies. China, for instance, recently instituted a ban on
logging that was causing downstream freshwater losses. India is imple-
menting a pilot emissions-trading program in several states, drawing on
expertise from MIT professors and using the lessons learned during the
implementation of US emissions-trading programs.*®

Even recent regulatory proposals, coming in the wake of the financial
crisis, that are aimed at better financial governance include provisions that
may have significant implications for supply-chain risks of certain corpo-

rations. Section 1502 of the Dodd-Frank Act requires corporations that
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come under the jurisdiction of the SEC to report whether the sources of
the minerals they use in their production process includes areas where
conflict mining may occur, such as the Democratic Republic of Congo.
Companies are also required to report on the due-diligence measures
undertaken to verify the sources of these minerals.”

One of the primary beneficiaries of this requirement would be the
semiconductor industry, whose supply chain would be extremely vulnera-
ble to risks regarding some of these metals. Such progressive measures un-
derscore both the fact that regulatory frameworks may begin to regulate
different sources of risk and also the importance of developing forward-
looking corporate strategies to avoid being locked into unsustainable
investments, whether financial, environmental, or otherwise.

Regulation that targets negative externalities to supply chains would
also be crucial in cases where any one corporation is unable to enforce
sustainable sourcing. This could be due to its small market share as a
buyer of raw material. For example, even though Unilever is the world’s
largest buyer of palm oil, it buys only 4 percent of global output. Such a
small share means that it is less able to enforce sustainable practices on
its suppliers, although it can still have an impact on regions where it is a
larger buyer. Unilever has, in fact, had trouble with non-complying sup-
pliers after its commitment to source sustainable palm oil, including one
that was a member of RSPO.*

When a buyer’s small market share impedes its ability to ensure best
practices by its suppliers, the case can be made for regulation that would
benefit all corporations in the industry by reducing any one corporation’s
monitoring costs, as well as any costs around searching and switching
suppliers, creating industry-wide economies of scale.

Some regulation seeks to implement a more comprehensive account-
ing system that would give a truer picture of a corporation’s health
and future challenges. The 2005 EU Accounts Modernization Directive
(AMD) mandates medium and large companies to produce an “enhanced
directors’ report” that would include, in addition to key financial indica-
tors, “at least a fair review of the development and performance of the
company’s business . . . together with the principal risks and uncertain-
ties that it faces,” as well as, “where appropriate, analysis using other key
performance indicators, including information relating to environmental
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matters and employee matters.”* While the “where appropriate” clause
is slightly puzzling (when is it not appropriate to include performance
indicators regarding environmental and employee matters?), it is a posi-
tive step toward regulation that would facilitate a standardized reporting
mechanism that includes the monetized value of the company’s exter-
nalities, both positive and negative, into its financial accounts. It is this
final step that would ensure that the economy as whole is accounting
correctly for its assets and liabilities, including all forms of capital (as will
be detailed in Chapter 9).

In customizing the EU AMD, the UK initially went a step further—it
distinguished between reporting by listed and non-listed companies, with
more stringent reporting requirements for the former, emphasizing that
companies with shareholders had responsibility to provide more infor-
mation. The requirement noted that “the Government believes that the
shareholder base of quoted companies—typically large and diverse—has
different and additional needs to that of private companies, hence the re-
quirement to prepare more fulsome, and more forward-looking review
than that required under the [EU Modernisation] Directive.”* In Novem-
ber 2005, the EU watered down this requirement, citing reporting costs.
(As an aside, the cost of reporting is an excellent example where econo-
mies of scale of knowledge would prevail, but were not allowed to kick
in.) Interestingly, not all the business community supported this weaken-
ing of the reporting requirement. The new avatar of this regulation, the
UK Companies Act (2006) was very similar to EU AMD, in stipulating that
the business review must, to the extent necessary for the understanding
of the development, performance, or position of the company’s business,
include

a) the main trends and factors likely to affect the future develop-
ment, performance, and position of the company’s business;

b) information about (1) environmental matters (including the
impact of the company’s business on the environment), (2) the
company’s employees, and (3) social and community issues, in-
cluding information about any policies of the company in rela-
tion to those matters and the effectiveness of those policies; and

¢) information about persons with whom the company has
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contractual or other arrangements that are essential to the

business of the company.*’

The existence of a uniform reporting mechanism established by com-
bining leading current research on externalities valuation and risk assess-
ment would ensure awareness of the current and projected magnitude of
a corporation’s operations, supply chain, and investments’ external im-
pact on society, economy, and capital stock (defined broadly, not narrowly
as is currently done). It would also enable corporations to identify sources
of negative and positive impacts that they can target with ease and facili-
tate the economies of scale for human capital as required for reporting.
Finally, it would facilitate resource allocation and regulation that would
help to get the prices right—that is, to reflect true economic scarcity and
externalities of commodities.



CHAPTER SIX

Accountable Advertising

Whether ot not the standard of living made possible by mass
production and in turn by mass circulation is supported by
and filled with the work of us hucksters, I guess is something
that only history can decide.

— Leo Burnett

Advertising is a very small global business with an inordinately high share
of voice. Global advertising turnover is estimated to be around US$500
billion, less than Walmart and Carrefour combined.’ However, everything
we buy, everything corporations sell, every commercial message that me-
dia projects into our conscious and unconscious minds every day of the
week, every week of the year, was designed and placed there by market-
ing and advertising companies. Marketing and advertising converts wants
into needs, sometimes creating new wants out of human insecurities,
which are then skillfully transformed into new consumer needs that must
be met. It would not be an exaggeration to say that advertising is the
single biggest force driving consumer demand today.

However, advertising agencies and practitioners of the craft gener-
ally do not see themselves as a business per se, but rather, as professional
consultants assisting their business clients. They understand the ethics or
externalities of their clients’ businesses but generally do not take a stand;
they are there to carry out their clients” will. Many advertising profession-
als believe that they are hired guns and hence not entitled to opinions. In
other words, ethics in advertising are at best an aspiration, most often an

option to be exercised when it suits the client, and at worst, an oxymoron.
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How did such a situation arise? If advertising is not a business sec-
tor, then what is it? And if it is a business sector, as this chapter argues,
then what are its main “externalities”? If there are negative externalities,
what can be done to manage or reduce or eliminate them? Does anything
need to be done at all, or will the fast-changing nature of the “advertiser-
consumer-business” relationship achieve the changes we seek for Corpo-
ration 20207 These are the key questions addressed by this chapter on
making advertising accountable.

We begin with a telling example of how advertising influences con-
sumption, turning human insecurity into a want, then converting that
want into a need that just has to be met, and then profiting from the con-
sequent surge in consumer demand and sales. This is the story of the
marketing of cigarettes to women, an example of “good selling, but not
selling good.”

The Smoke and Mirrors

With the outbreak of World War I, American women were experiencing
growing responsibility and freedom in their homes, as well as a larger role
in society as wartime employees. An increasing number were using ciga-
rettes as an instrument to challenge traditional ideas about female behav-
ior. With the right to vote in 1920 came the need to share male symbols
of social behavior, and smoking in public was one of those things that
signified equality to many women of that generation. The American to-
bacco industry seized upon this liberal social climate of the 1920s and 30s
and exploited its themes of emancipation and power in order to recruit an
untapped female market.” The cigarette, a social liability until that time,
was turned into an acceptable and desirable commodity for women to
indulge in openly.

The opportunity that the women’s market presented was recognized
by Percival Hill, the president of the American Tobacco Company. Hill’s
innovation was to market cigarettes as an extension of femininity—char-
acterized in those days by bobbed hair, short skirts, and, most important,
slim waistlines.* Lucky Strike’s campaign (“Reach for a Lucky Instead of
a Sweet”) was successful in getting women to see smoking as a means
of weight control.’” After one year, this campaign led to more than a 300
percent increase in sales for the brand.*
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Almost 100 years have gone by but some things have not changed.
Women still want to be slim and therefore desirable, and this idea is at the
heart of most claims targeted at women. However, while brands such as
Camel and Lucky Strike had advertising that was targeted at women, the
key demographic nevertheless continued to be male.

Noticing further potential, in 1968 Philip Morris launched “Virginia
Slims,” the first cigarette designed specifically with the female consumer
in mind. From a slimmer cigarette to a pack design that was slim and pas-
tel and meant to slip easily into a purse, Virginia Slims were targeted at
women. It is reported that the company spent close to a year and millions
of dollars on research and development to get the right mix of marketing
elements. The proposition for the brand—"“for the independent woman
of today”—was brought alive with the tag line “You’ve come a long way,
baby.” The brand’s first test market was a six-month trial in San Francisco,
California. It was soon apparent that Leo Burnett, the Chicago-based ad-
vertising agency which designed this campaign, had hit a bull’s-eye. In
less than two months after Virginia Slims was first released, the brand
had already achieved a 1.1 percent market share in San Francisco, which a
Philip Morris internal document refers to as “nothing short of a smashing
success.”” Thus, the decision was made to roll out the brand countrywide
across the United States.

During the 1960s and "70s, feminism and female liberation were com-
mon themes in these advertisements. Often a reference was made to
women who in the "20s had faced censure from their menfolk for having
been caught smoking in public.® Usually these ads compared women’s
smoking to ideals such as the right to vote, thereby creating a strong posi-
tive association in the minds of women who had just discovered their
freedom. The advertising industry certainly knew which buttons to press.
Market research, diagnostic research, psychologists, sociologists, anthro-
pologists, and every possible stream of science would be called upon to
understand the consumer and build communication that addressed or

exploited their fears and inadequacies.

Studies have shown a direct link between tobacco advertising and con-
sumption. In 1990, New Zealand banned tobacco advertising and spon-
sorships, and sales dropped by 7.5 percent.” This statistic may seem su-
perfluous, as it may appear to confirm what is obvious, but it is relevant.
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It illustrates the remarkable resistance of tobacco advertising to buckle in
the face of half a century of mounting evidence of tobacco’s damaging
impacts on human health.

Ensuring that cigarette advertising did not mislead consumers would
have been an obvious strategy to contain public health damage and costs.
However, it is salutary to learn how hard the tobacco industry fought
to misrepresent the impacts of tobacco on human health, and for how
long they succeeded in preventing any action to constrain misleading ad-
vertising. Since the 1930s, tobacco advertising had actually laid claims to
health benefits from smoking, a stance that concerned the Federal Trade
Commission (FTC). But it was not until 1957 that the US Public Health
Service took a stand on this issue, with Surgeon General Leroy E. Burney
announcing that there was a causal relationship between smoking and
lung cancer." Even so, no legislative action followed. It was not until four
years later, in 1961, when four major health NGOs wrote to President
John E Kennedy on the subject, and won his concern and support, that a
commission was called to launch an investigation on the matter. Finally,
in 1964 a report on smoking and health was published by an advisory
committee to US Surgeon General Luther L. Terry, after a 14-month-long
evaluation by a team of 150 experts of over 7,000 scientific papers and
articles on the subject. On the basis of this report, the FT'C concluded that
cigarette advertising that did not disclose the health risks of smoking was
“unfair and deceptive.”"" The tobacco industry beseeched Congress for
protection and further delayed legislation on tobacco advertising.

At last, on January 2, 1971, almost 40 years since the matter had be-
come a concern of US national agencies, tobacco advertising was finally
banned from television and radio in the United States.

Despite the ban, and thanks to smart advertising and trademark ex-
tensions, big tobacco brands continued to occupy center stage. Creative
ingenuity flowed from the best brains in the advertising business, and at
each stage, the advertising industry stayed one step ahead of legislation,
bending the law but never quite breaking it. In 1997, many years after the
United States had banned tobacco advertising, the United Kingdom was
all set to legislate a similar ban. At this critical moment, the advertising
firm Saatchi & Saatchi created a campaign for a tobacco brand called Silk
Cut. These ads pictured scissors cutting through purple silk with the Silk
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Cut logo on it. Once the ban was announced, Silk Cut removed their logo
from the advertisements, leaving only the image of the silk with an artis-
tic cut through the middle. Even without the logo, a staggering 98 per-
cent of surveyed consumers associated these product-less advertisements
with Silk Cut.'” Advertising had followed the letter of the law but not its
spirit—one of the oldest tricks in the book of unethical business conduct.

In 2006, tobacco companies spent around $34 million per day in mar-
keting their products in the United States.”” Today, advertising and mar-
keting expenditures (so-called ad spends) have reduced because the av-
enues available have been reduced. When advertising on mass media was
banned, agencies responded by raising the bar on sponsorships. This pe-
riod saw the rise of the sporting event built around the concept of lifestyle
marketing. Specialized units were set up to push the regulatory envelope
and get marketers to spend more and more, despite the advertising ban.
The advertising industry is known for its ability to balance on the fence.
Agencies are only too happy to spend tobacco dollars. The justification
is that cigarette manufacture is a legitimate business, and therefore its
promotion is equally legitimate.

But when we look deeper, cigarettes are certainly not as legitimate
as they would have consumers think. When the medical payments for
the health effects of smoking are tallied, the result is about $72.7 billion
per year, according to health economists at the University of California."
Dorothy Rice, the coauthor of the report pointed out that the 1993 bill
for smoking-related disease costs in California alone was $8.7 billion. New
York followed closely with an estimated $6.6 billion in costs. Overall, the
health effects of smoking accounted for 11.8 percent of total medical ex-
penditures in the United States. Estimating (conservatively) that the rest
of the world added another $72 billion to the annual cost of caring for
tobacco related health problems, we are looking at a global spend of close
to $150 billion per annum, and this based on 1998 costs. This is more than
four times as large as the total profits of the top six tobacco companies."

The question begs to be asked: if the cost of a cigarette reflected the
true cost of the impact of that cigarette on the lives of those who smoked
it, their families and associates, and the taxpayers who pay for some of
these health bills, who then would make cigarettes, and who would want
to smoke?
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In the Master Settlement Agreement (MSA) established in 1998 be-
tween the attorneys general of 46 states and the four largest US tobacco
companies (Philip Morris USA, R. J. Reynolds Tobacco Company, Brown
& Williamson Tobacco Corp, and Lorillard Tobacco Company), these
companies agreed to pay a minimum of around $206 billion over the first
25 years of the agreement.' In doing so, they were not only accepting their
liability but also affirming that the sale of tobacco products remained lu-
crative business. But this amount pales in comparison to the estimated
health costs, which, even if one conservatively assumes no increase in
the extent of health care for smoking-related diseases over 25 years, and
inflation at current low levels, would amount to $2.35 trillion during this
25-year period, or over 11 times the amount committed by these four
big tobacco companies. When discounting is also taken into account, this
ratio of costs to payments grows to over 14 times."”

Big Tobacco could never have popularized cigarette smoking without
the help of advertising. Images linked to smoking cigarettes have always
been carefully composed and orchestrated. The post-coffee cigarette, the
postprandial cigarette, the postcoital cigarette, the pre-interview cigarette,
the post-interview cigarette—the time was always right for a smoke, and
advertising ensured that you knew it. Generations of advertising execu-
tives have built these associations in our minds, and they continue to do so.

The narrowed gaze, the subtle pout, smoke curling lazily from the
end, a symbol of freedom and desire—all these are images from adver-
tisements. It was the advertising industry that built gratification into the
very core of tobacco. It made Marlboro a symbol of machismo and Vir-
ginia Slims a mark of femininity. This ability to give nearly identical prod-
ucts completely different identities is a demonstration of the power of
advertising, as well as its ability to shrug off any responsibility for the
consequences.

Babies Make Good Business

There are many stories about advertising and its ability to turn a blind eye
to the negative side effects of selling products to people who do not need
them or indeed for whom they could be harmful. An iconic example is
advertising for infant formula, a category that has unashamedly exploited
the most visceral of emotions, the love of a mother for her child.
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In West and Central Africa, 56 percent of child deaths could be avoid-
ed if children were not malnourished.” One of the best means of infant
nourishment is breast milk. It is a widely accepted fact that an infant who
is exclusively breast-fed for the first six months of its life builds immu-
nity and the ability to withstand infections." Breast milk is available to
most infants regardless of economic circumstance. Many communities
have wet nurses to help out when a mother has problems lactating, thus
ensuring that the infant gets the proper nourishment required to build
antibodies. However, the rate for exclusive breast-feeding in the region,
according to a 2007 UNICEEF report, was a mere 20 percent, among the
lowest in the world. This downward spiral started in the late—1960s and
early "70s, when baby-food manufacturers aggressively promoted infant
formula on the grounds that it made babies healthier! Mothers would
spend money that they could ill afford on buying infant formula. Because
of poverty, expensive infant formula was often diluted more than was
recommended, using water of unreliable quality. Poor hygiene and lack
of bottle sterilization compounded the problem. Water-borne bacteria
and germs added to the building catastrophe. The risk of malnutrition,
disease, and death gets magnified if babies are deprived of the nutrition-
al and immunological properties of breast milk and simultaneously ex-
posed to the dangers of artificial feeding. Not surprisingly, infant mortal-
ity rates went through the roof, not only in Africa but also in other lesser-
developed nations. A UNICEF estimate places the risk of diarrhea death
to a formula-fed child in unhygienic conditions as seven times greater
than the risk to a breast-fed child.”

In the 1970s, policy makers internationally began to recognize the link
between the decline in breast-feeding worldwide and the marketing of
commercial breast-milk substitutes. Dr. Cicely Williams, a pediatrician in
Singapore in the late 1930s, was among the first to see the connection. In
a 1939 speech to Singapore’s Rotary Club titled “Milk and Murder,” she
pointed out that infants were dying because of inadequate feeding prac-
tices. She asserted that “misguided propaganda on infant feeding should
be punished as the most criminal form of sedition, and those deaths
should be regarded as murder.”'

In 1970, in Sierra Leone, a survey counted 246 radio commercials

for three infant formulas in one month. And billboards in Nigeria still
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featured a chubby smiling baby and a can of SMA formula with the tag-
line, “Welcome to Nigeria, where SMA babies are healthy and happy.”*

In 1981, the landmark International Code of Marketing of Breastmilk
Substitutes was established by the World Health Assembly to regulate in-
fant formula marketing, including strict restrictions on advertising.” Un-
fortunately, many companies continued to advertise infant formula milk.
The resultant low level of breast-feeding accounts for an estimated 1.4
million deaths in children under five every year.** These mothers who
stopped breast-feeding thanks to infant formula advertising would not
have known that, according to advertising doyen David Ogilvy, “Advertis-
ing reflects the mores of society, but does not influence them.”” For they
had certainly been influenced, and their babies were paying the price.

It is probably no coincidence that, as with the ban on tobacco advertis-
ing, it took modern society 40 years to move from recognizing the harms
from Corporation 1920-style advertising of infant formula milk to any

actual legislation to ban such advertising.

Small but Shrill

As the examples of tobacco and infant formula both demonstrate, ad-
vertising may be a very small industry, but it is disproportionately loud,
powerful, and pervasive. Advertising executives love to read about them-
selves and their industry. In a developing but small market such as India,
where advertising turnover in 2010 was around US$5 billion, or just about
1 percent of the global total, the industry has eight print magazines and
over fifteen e-magazines!*

The world of advertising is full of stars and divas. These men and
(a few) women are known the world over and enjoy a disproportionate
amount of presence and power in the public space. For example, there is
significant media attention to an interminable slanging match between Sir
Martin Sorrell and Maurice Levy, heads of the world’s leading media and
advertising titans, WPP and Publicis Groupe. Do the top two houses in
any other industry engage in so much controversy or get so much media
coverage? And Sir Martin Sorell’s economic predictions (e.g., his descrip-
tion of the recession as “bath-shaped” with a “corrugated bottom”) may
be of little more than conversational value, but they still feature promi-

nently in the financial press. The question begs to be asked: How much
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does such coverage correlate with the influence of these advertising titans
on the revenue generated by media?

And moreover: What is it about advertising that makes it such a hot
topic, and a subject of general interest? Why does the whole world, even
those not involved in the sector, think they know a lot about advertising?
Perhaps it is because this is one activity that touches the lives of each and
every human being on the planet—with no exceptions. Advertising, in
some form or fashion, is part of our daily lives no matter who we are, or
where. Even tribal communities living far away from the modern consum-
erism of the city dweller are exposed to advertising. Seeing what the Jones
have, and desiring it, is human nature. Markets and business enterprise
are cornerstones of human endeavor, and advertising has a role to play in
both. From prehistoric barter to modern-day manipulation through mass
media, the essence of selling your wares is the ability to make them desir-
able. Indeed, the whole industry is cloaked in an aura of desire. It is this
universal appeal of advertising that ensures it gets more than its fair share
of coverage and attention, and helps deliver its visible success.

On the positive side, when advertising is consciously used for social
good, the power of this allure is not forgotten. Adam Werbach, the CEO
of Saatchi & Saatchi S, when interviewed for this book emphasized that
their mission was “making sustainability irresistible.” He wants “to make
[sustainability] something that people cannot resist having in their com-
panies, in their daily lives, in the way they work, in the way they play. To
make them understand that this is not just something that we have to
do, like accounting, [but rather] something we want to do, because . . . it
makes our lives better, it’s something that’s critical to the future, and it’s
something that we do because we’re proud of it.”*

The other factor ensuring that advertising gets center stage is its ability
to provoke. Modern society has become increasingly intolerant of non-
conformists, and the “middle path” (a phrase from Buddhist philosophy)
has become the norm, though not quite in the manner intended by Lord
Buddha. Advertising, however, is one area where provocation is not just
tolerated but is indulgently encouraged. Clients want their advertising
agencies to think out of the box. Sometimes they may pay the price for it,
as happened in the case of the anti-tobacco advertisement “No More Kill-
ing” that was created by a Chinese agency and which ended up offending
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everyone, including nonsmokers. Or the advertisement for breast cancer
that was considered too horrifying and so was banned by the authorities.”
On the other hand, the Benetton campaign (“Unhate”) is a great example
of how advertising can shock and provoke and get people to talk and fo-
cus not just on a brand, but on issues that otherwise would have been lost
to the man on the street.””

Thus the industry can provoke debate and direct attention in which-
ever direction it chooses to. Advertising is an incredibly powerful tool that
can be used to either build or to break. This is why there is a crying need
for advertising to be accountable and for the advertising industry to drive
accountability among clients and marketers.

As we saw from the tobacco case, advertising knows which buttons to
press. There have been many instances when this ability to mold opinions
and change behavior has been used for the greater good of society. One
of the more-recent examples was the campaign run by the local authori-
ties in Beijing to curb spitting on the streets prior to the Olympic Games.*
The campaign was developed by Ogilvy Shanghai and is reported to have

had significant impact on the citizens of Beijing.

Advertising: A Waning Power?

The advertising business is becoming more and more cutthroat and seems
to be staring at a bleak future. Commission income (the dominant model
of charging clients a percentage of media spending) is decreasing. Many
advertisers have switched from commissions to fixed fees. Furthermore,
big advertisers are looking at a higher percentage of the agency revenue
coming from performance-based fees. “Perform or perish” seems to be
the mantra of the day.

It is this very visible segregation that helped companies such as Proctor
& Gamble, Unilever, Coca-Cola, and Anheuser Busch lead a sea change in
advertising agency compensation systems in 2009. P&G is reputed to be
the first major advertiser that moved away from the traditional commis-
sion system to performance-linked compensation. They are a highly in-
novative consumer-products company that has over the years changed the
rules of the game both within and without. Out of their total sales in 2009
of $79 billion, $7.6 billion was spent on agency fees and media expenses.
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From among its roster of agencies, the Publicis Groupe alone receives
around $900 million annually from P&G,” which represents about 15 per-
cent of Publicis’s annual revenue.” It is thus understandable that P&G
would have considerable impact on the advertising agencies it employs.

In early 2009, Unilever also made significant changes to its agency
compensation model, led by its new CEO, Paul Polman.” In 2008, Unile-
ver had spent $7.2 billion globally on advertising and promotions. Agen-
cies were informed that the new upfront profit margin of 5 percent, in-
stead of the previous rate of 10 percent (with the possibility for bonuses),
was not negotiable.*

According to Emma Cookson of the global advertising firm BBH,
the advertising industry has for years been “approaching and avoiding”
a change in how it is paid, but may not be able to do so much longer. In
2009 Coca-Cola announced that it would use a “value-based” compensa-
tion system that pays agencies for results achieved, rather than inputs and
media costs.”

Unfortunately, many agencies frown upon such performance-linked
remuneration because this makes them accountable. While agencies be-
lieve they build businesses and brands, they would ideally like to de-link
remuneration from performance. When P&G decided to implement their
sales-linked compensation structure, the agencies were up in arms. Ironi-
cally, there was even argument about whether sales had more to do with
distribution than advertising. The lack of tested metrics was also voiced as
a concern with the proposed system. P&G stuck to their guns and wisely
used common industry platforms to gain traction for their revolutionary
ideas. A number of other advertisers decided to follow suit. Today many
of the large corporations across the globe pay as much as 50 percent of
their total fees on performance-linked parameters.

This focus on effective message-delivery to consumers has an unpleas-
ant side effect, which is probably best described as having a “tiger by the
tail.” In home, out of home, at work, at play, in sickness and in health,
advertising messages chase you wherever you go. For many consumers,
advertising is becoming the bane of modern existence. Consumers are
finding advertising more and more intrusive and so there are opposing
forces at play. Consumer resistance has built up and in some cases vocal
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consumer resistance has resulted in legislation to control advertising, if
not ban it entirely. Telemarketing companies have had to face consumer
ire in market after market. Controls have been imposed in most developed
markets and consumers have the opportunity to opt out with schemes
such as the Do Not Call Registry in the United States.

Advertising is constantly looking for new avenues to talk to consum-
ers, but increasingly consumers want to shut down the cacophony or at
least “talk back.” A wonderful example of this two-way interaction is the
Bubble Project. For this project, conceived in 2002, artist Ji Lee printed
15,000 blank stickers that looked like “speech bubbles” from comic strips,
and pasted them on advertisements throughout New York City, thus al-
lowing passers-by to write in their reactions, thoughts, and witticisms.

The manifesto of the Bubble Project talks about how “communal
spaces are being overrun with ads. Train stations, streets, squares, buses,
and subways now scream one message after another at us. Once consid-
ered public, these spaces are increasingly seized by corporations to prop-
agate their messages. We the public, are both target and victim of this
media attack.” As a result of the project, consumers became engaged
in reclaiming the public “commons” and converted “corporate mono-
logues into open public dialogues.”” The Bubble Project grew popular
and found imitations springing up in Argentina, Italy, and other countries.

In other parts of the world, legislation has intervened to keep pub-
lic spaces “public.” In 2007, Sdo Paulo (one of the world’s largest cities)
became the first major city outside the communist world to ban almost
all outdoor advertising.*”® In a city with two conflicting identities—it is
both the commercial capital of Brazil and the epicenter of gang violence
and extensive slums—S3ao Paulo’s Lei Cidade Limpa (“Clean City Law”)
is now considered an unexpected success. As part of this law, nearly all
outdoor advertisements, including billboards, outdoor video screens, and
ads on buses, were all torn down, and the size of storefront signage was
regulated. The law was enforced with nearly $8 million in fines, and de-
spite protests and legal challenges, more than 70 percent of city residents
welcomed the move. In fact, even the head of Brazil’s largest advertising
company, Grupo ABC, said, “I think it’s a good law. It was a challenge for
us because, of course, it’s easier to simply throw garbage advertising all

over your city.”*
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Advertising Accountability and Corporation 2020

Advertising carries enormous significance in distinguishing a Corporation
1920 from a Corporation 2020 because of its power to persuade people
to consume in ways that they would not have done if they had not been
enticed to do so. Simply, advertising fuels consumption, turning previous
“wants” into new “needs,” but the ecological footprint of the products that
meet these needs can and should be carefully considered by a Corpora-
tion 2020. Irresponsible consumerism cannot be a recipe for well-being,
but the age-old question of “who will bell the cat?” is often raised. The
Corporation 1920 response would be to hide behind the belief systems
of free-market fundamentalism and proclaim blind faith in “market forc-
es.” However, as Jochen Zeitz (Executive Chairman of PUMA and CEO
of the Sport & Lifestyle Group of PPR, interviewed for this book—see
Www.corp2020.com) points out, “Consumerism has been invented by the
corporation, so it’s our responsibility to change consumerism and make
it more sustainable.” He considers protestations of consumer unwilling-
ness as “lame excuses,” and he seeks innovative ways to make consumers
excited about the opportunities for responsible consumption that “busi-
nesses—in particular, the branded-goods businesses—have to take as a
challenge.”

This challenge is to a significant extent a measurement challenge, be-
cause a product’s footprint through its life cycle is not easy to measure.
However, such measurement is being attempted in earnest by several
large corporations. If a company can provide a net positive impact on
society (holistically measured after accounting for externalized costs) by
producing a particularly popular product, then that is a Corporation 2020
reason for doing so.

It should be noted that advertising is also the means to inform the
public not only of a product’s existence, but also of its benefits and its
harms. Corporation 2020 advertisers ought to follow the principles that
underpin many of the ethical advertising standards in existence today and
should not misinform an audience of a product by showcasing its benefits
alone, but should instead communicate the risks involved in the use of
the product. However, in a Corporation 2020 context, advertising must
be more accountable for the ways it fuels consumption and for the real
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outcomes that this consumption has in the long run—both in individual

people’s lives and in society overall.

Rising Consumer Power and the Changing Balance

On the March 15, 1962, President John E Kennedy made a speech to
Congress equating the rights of the ordinary American with national
interest. He said, “If a consumer is offered inferior products, if prices are
exorbitant, if drugs are unsafe or worthless, if the consumer is unable
to choose on an informed basis, then his dollar is wasted, his health and
safety may be threatened, and national interest suffers.”*” He claimed for
the American consumer four basic rights:

1. The Right to Safety—consumers should be protected against the
marketing of hazardous goods.

2. The Right to Choose—competition is necessary for consumers to
have access to a variety of products and services. If this is not
possible in a given industry, government regulation will provide
adequate quality and service at fair prices.

3. The Right to Information—consumers should be given the neces-
sary facts for an informed choice and protection against fraudu-
lent or misleading information.

4. The Right to Be Heard—consumer interests should receive full

consideration in the formulation of government policy.

By introducing these consumer rights, President Kennedy reflected
the reality that US consumers were the economy’s main driver, and yet,
they lacked coherent voice or visibility in Congress. The 1980s and "90s
saw the consumer movement take hold across the world. Consumer ac-
tivism took off, supported by legislation and civil-society organizations.*
Even the developing world saw an upsurge of activism. Many corpora-
tions realized that being perceived as a company committed to consum-
ers’ interests could become a competitive advantage, and this was the pe-
riod when “guaranteed money back if not satisfied” become a standard
marketing ploy. Unfortunately consumers were getting more and more
confused with the plethora of choices and the claims and counterclaims.
How do you decide which product is right for you?
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Enter the Internet, and its ability to get information across to all strata
of society.

It is fascinating to see how “the Net” has changed the way consumers
react to brands. There has been a clear and demonstrable change in the
power equations between corporations and consumers. In a single min-
ute 694,445 search queries are launched on Google alone!* Consumers
no longer need to take advertising or the products they use at face value.
The Internet has changed the way people select their brands, and it has
provided a platform for exchange of news and information and opinion.
It has liberated consumers from the burden of selection based on manu-
facturers’ sales pitches. Increasingly, consumers seek peer reviews before
purchasing products. The impact of peer opinions is felt most when one
looks at products that are targeted at youth, the demographic that spends
the most time on the Net and constantly uses the Net as a decision-mak-
ing tool. Every 60 seconds, 1,200-plus ads are posted on Craigslist. These
advertisements are a clear indication that consumers are talking to each
other.

The speed with which information is shared among like-minded peo-
ple is amazing. The Net has become an instrument of transformation—
witness the “Arab Spring” of 2011, which demonstrated the power of the
Net to facilitate communication at all levels and across all channels.

The Net has empowered consumers and given them the ability to talk
back to corporations and indulge in occasional arm-twisting. One of the
best examples in the recent past was the Verizon backflip. Verizon decided
to charge its customers a $2 “convenience” fee on all payments that were
made online and on the phone. The policy was to go into effect on Janu-
ary 15, 2012, and was announced on December 29, 2011. In less than 24
hours, thanks to the flood of negative feedback from consumers, Verizon
had to withdraw the proposed charge.*

Today’s consumer is not willing to put up with manufacturer mumbo
jumbo or advertising that is misleading. The ability to talk back empow-
ers two-way communication and cocreation. Imagine a situation where a
company made just the packaging and a basic product, and then encour-
aged consumers to decide what it contained? That is exactly what Apple

has done. The majority of the applications (“apps”) that are available for
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Apple gadgets are created by consumers and companies that have abso-
lutely no connection with Apple. This ensures that Apple users get access
to a talent pool that would have never been possible had it all been done
by the company itself. Consumers, in turn, give feedback on the apps,
based on their personal experience of the application. This level of cocre-
ation is not common but increasingly smart manufacturers are seeing the
value that they can generate by harnessing the power of the consumer as
a creator.

We are seeing the impact of cocreation on the advertising industry
and it is not a pretty sight. In a first-of-its-kind move, in August 2009 Uni-
lever—the giant consumer products company—dumped its agency of 16
years, Lowe London, and put its brand Peperami in the public domain by
inviting creative solutions from thousands of people rather than the hand-
ful who would have worked on the brand at Lowe.** A prize of $10,000
was offered to the winner. By April 2010, bolstered by the success of the
initiative with Peperami, Unilever put another 13 brands out into the
public domain for crowdsourcing.”

Bob Garfield—journalist, advertising commentator, and author of the
book The Chaos Scenario (2009)—put it brilliantly when he said,

The yin and yang of mass media and mass marketing—so mar-
velously, mutually sustaining for 400 years—have decoupled. The
digital universe that pried them apart is itself a marvel, shifting
power from the few to the many and altering human behavior, not
to mention economies, on a grand scale. The question for busi-
ness—as well as government, religion, science, politics, academia,
and every other institution hitherto operated from the top down—

is what to do now.*

Garfield coined the term “listenomics” to describe the trend toward
businesses using open-source techniques to find ideas for product devel-
opment, marketing, production, and many other activities that have tra-
ditionally been controlled by isolated departments. These companies can
alternatively be viewed as encouraging or co-opting these forces, depend-
ing on one’s viewpoint. “Listenomics” is part of a set of principles that
enabled traditionally organized society and industry to take advantage of
the shifts that threaten the powers that be.
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A market like India epitomizes the new reality of the digital age. It
is estimated that there are 112 million Internet users in India, although
only 12 million with access to it through broadband connections.”” In
2010, more than 35 million Internet users accessed the Internet via mo-
bile phones instead. This number is pegged to grow to more than 250
million by 2015.* India’s recent crusade against corruption in public life
was fueled by the mobile phone and the Internet. Twenty million calls
were received in support of the anticorruption fight.* Consumers have
changed. Technology has given them the ability to interact with brands,
services, and corporations. The smartphone is changing the world as we
knew it, one user at a time.

Corporations have to learn that what was traditionally the target con-
sumer is no longer a passive recipient of communication. She is paying
attention not only to corporate advertising for a product, but also to other
consumers’ views, and contributing her own. Today’s consumer is creat-
ing advertising—positive and negative. “Listenomics” is changing the way
consumers accept messaging, and it is time that corporations understand
the nuances of this changed dynamic. Both streams of communication
are important—and that is the fundamental change in the environment.
This is something that goes completely against the grain of the adver-
tising industry, which for the longest time was used for one-way com-
munication. Could it be that the time has come for corporations to seek

protection from the consumer?

Recipes for Accelerating Change

This book argues that serious change in advertising will come endoge-
nously—through the changing balance of power between consumer and
producer. However, this is an evolutionary process, and will take time—
several decades perhaps. But what can be done over the next decade, out
to 2020, given the urgency of reform in the corporate world? This section
outlines a set of recommended recipes for change: two principles and four
strategies.

The first principle for advertising that is founded in equity, one that
goes beyond what any industry self-regulation or governmental standards
require, is that corporate advertisers treat all consumers as equal irrespec-

tive of which markets they are in, developing or developed. As developing
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countries grow into emerging markets in which many multinational
corporations see growth opportunities, less-sophisticated industry and
governmental standards usually mean that there is more opportunity for
shaping consumer behavior in ways that are not considered responsible
in more-developed markets. The story of selling baby milk food in Africa
is a telling example. Accountable advertising means not exploiting such
“opportunities.”

Second, as with other aspects of Corporation 2020, transparency and
disclosure are key principles in its advertising, too. A robust practice of
disclosure around advertising can improve the comparison between cor-
porate bodies and also push them to be more accountable. An annual “Ac-
countable Advertising Report” would reveal which relevant industry stan-
dards have been used, provide a place to share newly created corporate
principles on responsible advertising, and most importantly, be a vehicle
for companies to differentiate themselves from, and be better than, their
competitors. Formalizing the practice helps make it a priority. Ideally, this
would be published as a policy disclosure statement in annual statutory
reports, although one can see why companies would prefer to club this
with the corporation’s CSR report.

In parallel to these two principles, using information to inspire chang-
es in behavior—this time from the consumer side—is also critical to
Corporation 2020 advertising. Advertisers can use their unique assets as
adept communicators to provide additional information to consumers,

nudging them into making more responsible consumption decisions.

1. Disclose life span on the product and in all advertisements.
This tactic has the potential to reduce overconsumption driven
by people not using their products to their fullest potential. It
would drive individuals to question whether they really need
a new version of an item or whether they should purchase an
item that has such a short life span in the first place. By commu-
nicating this information to consumers directly, companies are
also incented to compete on the life span—in which consumers
are bound to think that more is better.
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2. Disclose countries of origin on the product and in all adver-
tisements. On the product itself, this should be a simple visual
that highlights all of the countries in which any part of the prod-
uct was produced. Consumers would be able to discern from
such a simple visual representation just how global a footprint
that specific product has, and while this simplifies a more formal
life-cycle analysis process, its simplicity is what makes it effective
in getting people to avoid products that are too global in nature
and have too many “airmiles” in their assembly.

3. Recommend on the product itself how to dispose of it. One
of the more recent trends in sustainability is product take-back
programs. Building on their value, advertisers should commu-
nicate how to dispose of a product when advertising it, so that
consumers recognize the residual or waste value of the product
they are purchasing and the responsibility they have to dispose
of it properly. This action essentially brings previously unrec-
ognized costs to the forefront, and it also would encourage
companies to make take-backs easier.

4. Voluntarily commit a “10 percent development donation”
on total advertising spend in developing countries. This rec-
ommendation for Corporation 2020 advertisers is specific to the
developing world, in which the exponential growth in consum-
ers signals unprecedented levels of market potential for multi-
national corporations. To offset “footprint™ expansion in local
economies, advertisers could support local sustainability proj-
ects through a 10 percent “ad dollars to development dollars”
commitment. Similar to the “1 percent for the planet” standard
that many companies have adopted in recent years, this 10 per-
cent for development would be based purely on ad spend. The
benefit of a proportion like this is that companies might be in-
cented to spend less on advertising, which in some cases may
reduce consumption. More importantly, however, it is an action
that links back to the “Accountable Advertising Report,” giving
advertisers another platform to showcase how they are acting as

responsible corporate citizens.
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Whither Advertising?

In August 2011, Gallup polled 1,000 Americans ages 18 and older to check
their view of 25 different industries. Those surveyed could provide three
different responses: positive, negative, or neutral. The PR and advertising
industries were combined for this research, and the results were shocking:
37 percent of those polled had a negative view of advertising, as compared
to the computer industry, of which only 10 percent had a negative view.”

An early-December 2011 press release by Gallup shows that only 11
percent of those polled rated the honesty/ethics of advertising profes-
sionals as high. Advertising is sandwiched between stockbrokers at 12
percent and telemarketers at 8 percent. Accountants, on the other hand,
were at 43 percent!’!

It is rather unfortunate that the practitioners of advertising are them-
selves immensely critical of the industry, and with good cause. David
Ogilvy has said, “Advertising is a business of words, but advertising agen-
cies are infested with men and women who cannot write. They cannot
write advertisements, and they cannot write plans. They are helpless as
deaf-mutes on the stage of the Metropolitan Opera.””

The advertising industry has been a very inward-looking business with
two key drivers, profit and passion, in equal measure. With the increas-
ing consolidation of the business, the profit motive is taking the lead, and
passion is left adrift as an additional extra. The psychology of the Adver-
tising Animal is that s/he knows it all. This is partly fueled by the nature
of the industry. People in advertising are supposed to know not just their
business but their clients’ business too. An agency often has just 30 days
in which to build a campaign for a brand that it previously knew nothing
about! This creates a huge sense of superiority. Balance this with a huge
sense of insecurity experienced by the industry, thanks to the fact that
close to 90 percent of a creative person’s ideas get turned down. Often
advertising accounts move to a new agency when the team handling the
business moves. Client dissatisfaction with their agencies is at an all-time
high. It has become common for marketers to review their agency re-
lationships every two years. Business moves when people move and ac-
counts are more often than not on the verge of being pitched. As a result,

most people in advertising have a schizophrenic existence. This is partly
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a defense mechanism that stems from the insecurity caused by most of
their ideas being turned down. On the other hand, because they believe
they are at the cutting edge of style and technique, big egos abound in
advertising, and their self-confidence is rooted in results.

Advertising can and does mold attitudes and opinions. It has the ability
to change human behavior and has been used as a means of social engi-
neering. Recognizing this fact, David Ogilvy has said, “Political advertis-
ing ought to be stopped. It’s the only really dishonest kind of advertising
that’s left. It’s totally dishonest.””?

It is this power of advertising that needs to be rediscovered by practi-
tioners of what Bill Bernbach calls the art of persuasion. Unfortunately,
many practitioners of this art regard advertising as just a handmaiden of
the corporation. It pursues and enacts the vision of the corporation, cre-
ates demand, drives brand values, builds imagery, facilitates consumer
engagement and involvement—but all of this at the behest of the corpo-
ration, regardless of the impact on society or consumers. Advertising is
largely agnostic—even amoral, if required—in the execution of its duties,
as we see from innumerable examples, foremost among them being to-
bacco and infant formula. An extended arm of a large organism, whose
brain is the corporation, advertising needs to reflect the views and objec-
tives of the corporation. But this model is broken and it needs to be fixed.

The reality of today’s world is one of cocreation, co-ownership, and
collaboration. No longer does media just carry messages to consumers.
Consumers have begun to create their own messages and content. One
of the most fascinating developments in recent times has been the con-
sumer’s ability to shut down the influx of messages, whether it is on TV
through TIVO or on the Net by blocking pop-ups or outdoors through
consumer activism. This is going to increase as consumers get bombarded
more and more. An average American is exposed to over 3,000 advertising
messages per day’* No wonder consumers want to block irrelevant mes-
saging. Instead of continuing to bombard people with ads, the advertising
industry has an opportunity to reinvent itself and the business by turning
to the populace for inspiration

In short, it comes down to this: advertising has not changed much
over the past 100 years; why should it change now? Because if it does not
change, it faces extinction—that’s why.
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The tobacco lobby never thought that a day would come when smok-
ing would be banned in public places and even on the streets. Baby milk
food manufacturers never thought that they would have to face controls
brought about by legislation. Milk producers across the states never
thought that Walmart would stop buying milk that came from cows that
had been given growth hormones. Advertising agency partners of P&G
never imagined that P&G would ask them to report their own carbon
footprint and use this as a metric for rewarding performance.

The advertising industry is mature. It is time for it to start breaking
free from Corporation 1920. Hiding behind the coattails of Corpora-
tion 1920 was only natural, but Corporation 2020 has no coattails. The
time to break free is now—because the consumer and social media will
empower a new form of advertising.

“Curiosity about life in all of its aspects, I think, is still the secret of
great creative people,” said Leo Burnett, the man who created many ad-
vertising icons that we all know: the Jolly Green Giant, the Marlboro Man,
the Pillsbury Doughboy, and Tony the Tiger.” It is time for the advertising

industry to be curious about its own future.



CHAPTER SEVEN

Limiting Financial Leverage

If I owe you a pound, I have a problem; but if I owe you a
million, the problem is yours.
— John Maynard Keynes

The advent of limited liability was a key driver of the success of cor-
porations and for economic development, as it allowed entrepreneurs
and their financiers to test new business ideas without taking unlimited
financial risks.' Limited liability alone, however, would not have powered
the last century and a half of economic progress if it were not for the
power of leverage, which was provided competitively to corporations by
a financial sector of increasing depth and sophistication.

Of course, financial leverage has also fueled all of the last four major
economic crises in the world, including the Latin American debt crisis, the
savings and loan crisis in the United States, the Asian debt crisis, and the
recent housing-sector-led global financial crisis. It has also served to force-
multiply the “brown economy” and increase the vulnerability of econo-
mies to asset bubbles.” Used appropriately, leverage can balance financing
risks and support the steady growth of enterprises and economies. Used
in ill-advised ways, leverage overexposes organizations to downside risks
and creates or magnifies negative returns for corporate stakeholders as
well as creating systemic risks and costs for society at large.

This chapter explores the risks associated with leverage, the current
framework for managing financial leverage, and ways in which we can
improve corporations’ use of leverage in order to reduce systemic risks.
The key questions addressed are, Has unconstrained leverage been a

driver of systemic failures? Can leverage be limited by better regulation,
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and if so, who should be regulated—only bankers, or also corporations?
Should freedom from leverage limits, a global norm for the private sector,
also apply to the public sector and to companies considered “too big to
fail” despite their de facto recourse to the public purse? Could limits to
leverage reduce systemic risk and better align corporate interests with so-
cietal goals? At present, many regulators are shying away from addressing
these questions and their related challenges, leaving the better interests of
society to be resolved by the “invisible hand” of markets. In other words,
investor behavior is expected to determine how much leverage is appro-
priate, with fund managers becoming the unlikely conscience-keepers of
society. Unfettered markets were never meant to solve social problems,
and yet society’s responses (and sometimes even regulators’ responses)
seem to assume that the opposite is true.

Capital-adequacy rules currently apply only to banks and financial in-
stitutions, with the global deregulation binge of recent decades weaken-
ing an already sensitive last line of defense. Large corporations are able
to take on aggressive risk positions in everything from commodities at
the core of their business to structured derivative bets at or beyond the
periphery of their business model, thanks to free markets and the ready
availability of bank financing. However, two steps can be taken to im-
prove corporations’ use of leverage. First, we can reevaluate and rebuild
the financial sector’s regulatory infrastructure to better monitor systemic
risk and control of leverage. Second, we can explore regulatory options
for nonbanking corporations that include reasonable limitations on lever-
age for organizations with substantial exposure to financial leverage. Any
corporation (be it a bank, a mortgage lender, an insurer, or a car maker)
that is considered “too big to fail” is in effect placing public capital at risk,
and, for that privilege, it must at least set aside some of its own capital
funds as a cushion against unexpected losses. Achieving these two steps
will also encourage efficient management of capital raised and will re-

duce the market economy’s exposure to runaway asset bubbles.

The Benefits, Risks, and Costs of Financial Leverage

We can define financial leverage, in general, as any contract-based mecha-
nism through which an entity gains access to assets by using funds provided
by others or by putting at risk a lower amount of its own equity capital. For
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the average institution, financial leverage includes taking out loans, issu-
ing bonds, and leasing assets. However, more sophisticated variations of
financial leverage include executing bank repurchase agreements (repos),
issuing insurance policies or guarantees, and entering structured deriva-
tives transactions. All of these activities greatly magnify the impact of a
given amount of equity capital. The downside of leverage is that it also
increases the amount of risk and the size of potential losses, because the
provider of funds will usually take security or ensure that it has first pref-
erence in claims (sometimes referred to as “seniority” of claim) on the
assets acquired, if things indeed do go wrong.

Leverage enables a corporation to make investments or incur expens-
es it would not otherwise have been able to undertake, based on its exist-
ing resources. Apart from the general advantage of allowing businesses to
use resources beyond their subscribed capital and earned reserves, finan-
cial leverage has some additional positive effects: it expands consumers’
purchasing power;’ it enables entities to finance projects that they oth-
erwise would not have been able to execute; it helps corporations grow
their scale of operations in order to lower production costs; and it fuels
economic expansions through the collective increase in expenditures that
it has enabled. From the perspective of an investor, “plain vanilla” debt in-
struments (bonds and commercial paper—that is, relatively simple forms
of leverage) also provide investment vehicles that have lower risk as com-
pared to equity, and so leverage using debt issuance also contributes to
investment diversification.

However, despite the aforementioned positive attributes, the use of
high financial leverage also imposes a negative externality on parties not
involved in a given transaction when financial distress or default sets in for
the levered entity. Employees lose jobs, suppliers and vendors lose sales
or collections and possibly face default, governments lose revenue, other
enterprises feel the effects of reduced economic activity, and even foreign
institutions are affected through trade. Ben Bernanke, current chairman
of the US Federal Reserve, has observed that “firms’ leverage decisions
create externalities at both the microeconomic and macroeconomic lev-
els” that will not be taken into account in private capital-structure deci-
sions.* The unravelling of Enron, for example, had much to do with its

excessive use of leverage.
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Enron was originally born in 1985 out of the merger of several natural
gas production, transmission, and marketing companies. Enron borrowed
heavily in order to finance the merger, despite the fact that deregulation
and increased competition in its markets was already putting pressure on
the company.’ Under the leadership of CEO Kenneth Lay and executive
Jeftrey Skilling, Enron developed an extensive energy-trading business
over the late 1980s and 1990s that became a platform for Enron’s growth
into new areas. Driven by fierce internal competition, a single-minded fo-
cus on current earnings, and high expectations from Wall Street, Enron’s
executives and managers pursued risky investments under high-leverage
structures in order to grow their revenue and profits without regard to
the long-term viability of these deals. In order to keep their leverage ratio
down and potential liabilities and losses out of view, Enron’s executives
used “special purpose entities”—which were not consolidated into the
company’s financial statements and about which little was disclosed—to
stash away many such deals and contracts.® As the company secretly le-
vered up, it wasn’t subject to capital constraints and, thanks in part to its
murky accounting practices, it grew to be the seventh largest company
in the Fortune 500,” with total revenues rising from $31 billion in 1998 to
$101 billion in 2000.°

During 2001, Enron’s leveraged con game unraveled as analysts started
to grow skeptical of the company’s lack of transparency. Skilling, Enron’s
CEO at the time, resigned abruptly in August; the company announced a
significant quarterly loss in October; and the SEC opened investigations
into Enron’s accounting practices. Enron restated its prior-year financial
results in November, reducing its income by $591 million and booking an
additional $628 million in liabilities as of December 31, 2000. It eventually
filed for bankruptcy in December 2001.” Enron’s misdemeanors ended
up costing more than 19,000 employees their jobs and many creditors a
significant portion of their receivables, as financial claims were expected
to be settled at roughly one-fifth of their original value.'® Many stockhold-
ers lost a large portion of their investment, with Enron’s stock tumbling
from a high of just over $90 in 2000 to less than $1 by December 2001."
With 62 percent of the assets held by Enron’s 401(k) employee retire-
ment plan consisting of Enron stock at year-end in 2000, and employees
restricted from selling their 401(k) plan’s shares in Enron during fall 2001
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as the stock’s price collapsed, many employees lost their retirement sav-
ings. The effects of Enron’s excesses rippled throughout the economy;, as
energy prices increased because of reduced trading liquidity, and power
development projects were put on hold due to transparency concerns
and the rising cost of credit."” Enron is a case study not only of reck-
less and fraudulent behavior, but also of the externalized damages that a
corporation’s leverage seeking can impose on society.

Because high leverage enables institutions to grow their balance sheets
significantly beyond constraints on their ability to raise equity capital, it
also facilitates institutions’ growth to a size that can be considered “too
big to fail” (TBTF). Some of the factors that contribute to TBTF status
include size, interconnectedness, and degree of public visibility."> A TBTF
institution usually refers to a bank or other financial institution that fed-
eral regulators determine is too important to fail in a disorderly manner
without the federal government intervening to protect its creditors and
stave off ripple effects on the financial system and the wider economy.
However, in practice, an institution from any industry can grow to be-
come TBTF. The following is but a small sample of institutions that have
received TBTF support or bailouts from the US government: Fannie Mae,
Freddie Mac, AIG, Chrysler, General Motors, Citigroup, Bank of Amer-
ica, Goldman Sachs, Bear Stearns, most of the airline industry (in 2001),
Long-Term Capital Management, Lockheed Corporation, and Penn
Central Railroad. Beyond presenting an increase in systemic risk for the
economy, the implicit TB'TF status of very large institutions also creates
a problem of moral hazard, because the managers of those institutions
have increased incentives to take on leverage-related risk if they know
their worst-case scenario losses will be socialized. In addition, the expecta-
tion of government bailouts for a TBTF firm could effectively lower the
firm’s cost of borrowing, further encouraging risk-taking behavior. High
leverage is a dominant enabler of TBTF status.

Excessive leverage feeds the market manias that lead to asset-price
bubbles by enabling overconsumption of goods and services when they
are in high demand. Access to this allegedly “cheap” capital can drive sky-
rocketing asset prices initially, but eventually the market adjusts, often
triggering an abrupt correction or, worse, an economy-wide recession.

Research from the McKinsey Global Institute suggests that rising leverage
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is a good proxy in detecting asset bubbles, and for good reason.'* McKin-
sey reported that long periods of deleveraging typically follow financial
crises, which usually exerts a drag on subsequent economic growth. An-
other McKinsey study found that recovery in US employment levels after
recessions is taking longer and longer: 15 months for 1990, 39 months
for 2001, and a projected 60 months for 2008." In other words, the cost
to society of asset bubbles (and the leverage that fueled them) is getting
higher in terms of the increasing length of time it takes labor-market
dislocations to heal.

Crises and Leverage Are Common Bedfellows

Financial leverage has represented, at the least, an amplifier of financial
and economic crises around the world and, at the most, a primary driv-
ing force behind some of them. The power of leverage to turn economic
stability into ruin when pursued in excess has been proven time and again
by corporations, sovereign governments, and individuals alike. Many a fi-
nancial crisis and ensuing economic recession has been either triggered—
or its effects significantly worsened—by financial leverage. This includes
all of the last four major financial crises experienced around the world,
those being Latin America’s debt crisis (caused by excessive lending to
sovereigns to tide over balance of payments gaps caused by the 1970s oil
price shocks), the savings and loan crisis in the United States (driven by
unsound and overextended lending and poor supervision of savings and
loan institutions), the Asian currency crisis (resulting from indiscriminate
and risky leverage by Asia’s private sector), and the so-called Great Re-
cession of 2008 (a real estate price bubble driven by rampant credit-risk
taking by mortgage lenders and further amplified by highly leveraged fi-
nancial instruments). In all of these cases, leverage played a central role in
contributing to asset bubbles that subsequently burst and in prolonging
recessionary impacts as a result of the process of de-leveraging.'

5> e

Latin America’s “lost decade” of the 1980s was amplified by leverage,
in that instance not by corporations but by sovereign governments. Latin
America’s debt-service load grew significantly as the US dollar appreci-
ated and interest rates skyrocketed, leading to more borrowing just to
pay high interest, a common problem created by excessive debt. Banks,

in pursuit of profits, continued lending despite warnings by experts and
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regulators. Along the way, regulation that would have prevented banks
from reaching certain concentrations of risk in foreign sovereign loans
was written flexibly to favor the existing lending practices.”” Mexico de-
faulted on its obligations in 1982 and many other Latin American coun-
tries, seeing the writing on the wall, approached banks to restructure their
debts. Altogether, 27 countries owing a combined $239 billion attempted
to reschedule their loans. Banks suffered significant losses, but with regu-
lators’ aid they were recapitalized over that decade. The idea of “too big
to fail"—born as a policy option during the early 1980s during the debate
over Continental Illinois’s imminent collapse—grew deeper roots in the
response to the Latin American debt crisis.

The savings and loan (S&L) crisis in the United States was also driven
by unsound and excessive lending practices, coupled with lax regulatory
oversight and exemption from more stringent banking standards. S&L
institutions were small, innocuous, depositor-owned banks that accepted
deposits and made home loans to their members at low cost. However,
with the high interest rates of the 1970s and early 1980s, depositors be-
gan to withdraw funds. The combination of increasing interest rates and
an increasing maturity mismatch between loans and deposits resulted in
large losses for the industry, with many S&Ls failing in the early 1980s."®
Regulators and legislators came under pressure to keep the industry alive
and improve its profitability, so S&Ls were gradually given powers to in-
vest in a widening array of financial products, and to lower their capital
requirements. Legislation sponsored by the Reagan administration in the
1980s eliminated statutory limits on the loan-to-value ratio, thus allowing
investment in commercial mortgages, commercial and consumer loans,
and leases. Some state jurisdictions, looking to compete with federal stan-
dards in a regulatory race to the bottom, allowed S&Ls to invest 100 per-
cent of their deposits in any kind of venture. S&Ls were thus encouraged
to grow in size and defer closure as they pursued high-leverage strate-
gies in the false hope that doubling their bets would enable them to re-
coup previous losses. It was the classic gambler’s trap, ironically aided and
abetted by regulatory relaxations that encouraged more risk rather than
less. The final cost of resolving failed S&Ls was estimated at $153 billion,
including $124 billion from federal taxpayers."

Asia’s debt crisis provides yet another case study in the dangerous
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effects of unconstrained leverage. Asia’s 1990s asset bubbles were cre-
ated by “hot money” that was drawn into the “Asian Tiger” economies
and then used to incur significant private debts. Often those private debts
were effectively subsidized by implicit guarantees from sovereign govern-
ments, creating significant moral hazard.” In the absence of depth and
liquidity in local money and debt markets, corporations and banks were
borrowing cheaply in US dollars and relying heavily on the expectation of
stable currency pegs to the US dollar. Over the period 1991-97, the aver-
age rates of growth in bank lending across Malaysia, Indonesia, Thailand,
and the Philippines were as high as 25 percent per year. Bad debts piled up,
and the collapse of finance companies in Thailand led first to an equity
market shock in Thailand, and then a ripple effect that led investors to
lose confidence and withdraw investments, fueling currency speculation
and depreciation and a negative spiral that brought these soaring econo-
mies unpleasantly to the ground for years.

And finally, leverage was at the heart of the largest financial crisis of
our times, which triggered the so-called Great Recession of 2008, the
most serious economic setback since the Great Depression of 1929. The
2008 financial crisis can be traced to the emergence and collapse of a real-
estate price bubble that was driven largely by rampant credit risk-taking
by lenders. This risk-taking was amplified by highly leveraged financial
instruments such as mortgage-backed securities, collateralized debt ob-
ligations, and credit default swaps. Low interest rates, easy and available
credit, and benign regulation were some of the key factors that caused the
asset bubble.”! Calls by critics to rein in debt or regulate the markets while
the bubble was being created were unfortunately ignored. Institutions in-
volved in mortgage markets (Fannie Mae, Freddie Mac) grew to propor-
tions that afforded them TBTF status. Once heavily indebted homeown-
ers started falling behind on payments and facing foreclosure, the price
bubble in the housing market began to deflate and unravel. As payment
defaults hit the web of financial instruments that the financial sector had
created, write-downs and losses started piling up and soon unhinged the
entire financial system. Credit markets seized up.

And what started as a housing/financial sector problem became a
broad economic one. Real gross domestic product declined significantly,
job losses ensued, and in the United States the government was forced
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to pass into law a $700 billion financial bailout bill in October, 2008, to
protect institutions it deemed “too big to fail.” A further stimulus pack-
age of $787 billion was enacted to help turn around a downward-spiraling
economy, and even more support has been provided since. Despite all
this, at the time of writing, economic recovery still eludes us and the un-
employment rate still hovers around 9 percent—further illustrating the
point that the societal costs of leverage-fueled crises fall heavily and for
a long time on third parties who are not the ones who caused the prob-
lem. And as pointed out earlier,”” setting the stage for the 2008 crisis was
an increasingly globalized and rapidly growing financial sector, increasing
liquidity in preceding years, and increasing complexity of financial instru-
ments (driven by innovation and deregulation in the closing decades of
the twentieth century),” all of which contributed to the rampant use of
leverage, and finally, to a short and cataclysmic period of de-leveraging
that became the greatest financial crisis of all time.

With such close links between crisis and excessive leverage, one would
not exaggerate in suggesting that where there is one, the other is usually
nearby.

Controlling Leverage

In a market-driven capitalist economy, the business enterprise is generally
tasked with making its own financial and operational decisions as part
of the process of providing goods and services in the pursuit of profit.
Financially speaking, the firm’s managers are influenced only by self-im-
posed corporate-governance mechanisms, by the mandate provided by
the firm’s owners, and by the market’s perceptions of the firm’s ability to
provide a return to its investors. Naturally, there are always regulations
that a corporation must adhere to, including issuing financial statements
if the entity is listed in public exchanges or submitting to the oversight of
agencies if it engages in specified regulated activities. However, only in
selected sectors—finance in general, banking in particular—are a firm’s
finances actively monitored and somewhat constrained by a more rational,
external arbiter—governmental institutions.

The theory behind banking- and financial-sector regulation stems
from the correct assumptions that these sectors are crucial for stable eco-

nomic growth and that systemic risk in the financial system needs to be
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regulated by constraining leverage. The recurrence of financial crises,
however, points to continued deficiency in the institutional management
of systemic risk and leverage. Capital adequacy requirements at banks
have not prevented financial crises and conflicts of interest, and a lack
of transparency has created hidden coves for risk to accumulate. Addi-
tionally, since nonfinancial corporations are subject to almost no leverage
constraints, managers are able to make leveraged bets, and if statutory
disclosure requirements and investor scrutiny are a problem, managers
can utilize off-balance sheet transactions and structured derivatives to
disguise transactions that in fact generate even more leverage. We must
first examine leverage as it is controlled in financial institutions, and then
also assess how it is monitored, if at all, for nonfinancial corporations. It
should be noted that regulatory schemes vary by country and can some-
times be quite complicated. Thus, the aim here is to provide just a brief
overview of common regulatory frameworks and selected illustrative reg-
ulatory schemes, as well as their impact on private-sector leverage, and
not to account for every regulatory system in the world.

Banking is a sector of critical importance for the economy due to its
functions as both payment-clearing mechanism and repository for a sig-
nificant proportion of individuals® and corporations’ liquid assets. It is a
relatively uncontroversial proposition that banking institutions need to be
actively supervised to ensure the solvency and liquidity of the financial

system as a whole, both being prerequisites for economic prosperity.

Reserve Requirements

Central banks are the primary but not the only vehicle through which
governments supervise their banks. One of their mechanisms for con-
straining bank lending is to impose reserve requirements on them. Cash-
reserve requirements represent the fraction of banking deposits (demand
deposits and interest-bearing accounts) that are required to be retained
either as cash in the bank’s vault or as a balance directly with the central
bank. In addition, there may be liquidity reserves (government securities
and treasury bills), also expressed as a fraction of deposits. Reserve re-
quirements help limit the leverage in the banking system as a whole. They
also help reduce the risk of liquidity problems. As a frame of reference,

the US reserve requirement was 10 percent for deposit amounts over a
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specified balance,* while the European Central Bank’s was 2 percent.”
Due to their far-reaching economic effects, however, reserve require-
ments are usually not high overall, and they are infrequently changed by
major central banks. The Reserve Bank of India, a conservative and ac-
tive manager of banking-system risks and money supply, is one of the
exceptions: cash-reserve ratios (CRR) in India have been in the range 3-10
percent, and liquidity reserves (SLR) have been as high as 25 percent for
decades. Their prudence has often been criticized as excessive, but India
was one of the very few countries whose financial system was neither

affected by the Asian debt crisis nor by the financial crisis of 2008.

Capital Adequacy Ratios
Whereas cash-reserve ratios are akin to using “brute force” to preempt
bank liquidity away from markets, capital adequacy ratios are a more sub-
tle device, in that they use the economic disincentive of raising the capital
costs of leverage to achieve similar ends. A capital-adequacy ratio limits
an institution’s financial leverage by requiring the firm to have a mini-
mum amount of capital—including ownership equity and other forms of
long-term capital—based on a specified percentage of the firm’s assets. In
the United States, simple forms of capital-adequacy ratios, such as requir-
ing capital to be, say, 5 percent of assets, were used by various regulatory
agencies during the 1960s and 1970s, with more complex forms of capital
ratios defining the multiple tiers of capital arising over the ensuing de-
cades. Similar trends occurred in parallel in the European countries. Seek-
ing greater regulatory coordination, the central bankers of the G-10 na-
tions that formed the Basel Committee on Banking Supervision produced
the first Basel Capital Accord in 1988 for banks to conform to guidelines
on capital adequacy.”®

The first Basel Accord (“Basel I") required a minimum ratio of 4 per-
cent for Tier 1 capital (composed mainly of ownership equity) to risk-
weighted assets and 8 percent for Tier 1 plus Tier 2 capital—which in-
cludes subordinated debt and other capital. Basel I assigned risk weights
to different types of loans and assets depending on each asset class’s risk; a
higher risk weight would imply higher required capital, with most “held-
for-sale” or statutorily held government debt having a risk weight of 0

percent. This system was implemented during the early 1990s in many
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countries around the world. However, there were and still are concerns
about “regulatory arbitrage” by banks. More and more structured asset
categories got the benefits of being classified as “government” to attract
the lowest regulatory capital provisions, and risks shifted to off-balance
sheet instruments. These and other imperfections prompted an overhaul.””

A revised “Basel II” framework was released in 2004 with a more so-
phisticated (and less open to regulatory arbitrage) system of risk-weight-
ing, providing banks with three optional approaches to calculate risk-
weighted capital, ranging from simple and prescriptive (for small banks)
to an internal ratings-based approach with regulatory approval for sophis-
ticated banks. It also included stress testing and supervisory oversight as
well as emphasizing disclosure and market discipline, relying on market
efficiency to punish institutions for excessive risk-taking. Many criticisms
were levied against the Basel II framework: that it was portfolio invariant
(that is, it did not adjust for diversity of risk across institutions) and called
for a “one-size-fits-all” approach; that it did not account for concentra-
tions of risk; that it allowed the use of subjective risk inputs by banks; that
it depended on regulators having near perfect foresight; and that it did not
account for market imperfections, among other issues.”®

The 2008 financial crisis, which came about just after Basel I was im-
plemented in Europe, seemed to justify these criticisms and implied that
Basel II was ineffective. This prompted calls for development of new Basel
guidelines, generally referred to as Basel IIl. Among the changes sought,
not surprisingly, were requirements for more equity capital. Basel III also
asked to strengthen the capital treatment of securitizations; supplement-
ed the risk-based capital requirement with a “leverage ratio” that includ-
ed off-balance-sheet exposures; provided measures to limit excess credit
growth; required stronger risk-management governance at institutions;
required additional disclosures to increase transparency; and introduced
new liquidity and funding ratios, among other initiatives. Leverage and its
systemic risk implications were at last being recognized as a harsh reality
that needed serious corrective attention, after decades of international
financial deregulation.

National and local bank regulatory authorities also often implement
other restrictions or regulations on banking institutions. Many countries

levy fees on banks to fund deposit-insurance systems to protect unwitting
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depositors in the event of bank failure. In the United States, Federal De-
posit Insurance Corporation (FDIC) insurance reduces the risk of bank
runs even as it creates moral hazard, given that banks” downside risk is,
in effect, subsidized and that depositors have less incentive to monitor
banks’ activities or riskiness. Banks are also often regulated in terms of
ownership structure and in what financial products they can offer. A case
can be made that risky capital markets and investment-banking prod-
ucts should be offered from separate legal entities, and not from clearing
banks (those involved in deposit taking and lending, and more central to
the functioning of the mechanics of clearing and settlement). The United
States had such regulation in place (the Glass-Steagall Act),” but the trend
toward deregulation in the 1980s and 1990s—exemplified by the Financial
Services Modernization Act of 1999 in the United States (commonly re-
ferred to as the Gramm-Leach-Bliley Act)—greatly weakened the grip of
regulators over bank risk-management, setting the stage for worldwide
crises in the 2000s.

Other types of financial institutions are also regulated to differing de-
grees, including investment banks, hedge funds, mutual funds, and insur-
ance companies, to list a few. The extent of control and oversight exerted
for these market segments, however, is much lower than it is for banking,
and it varies considerably by type of firm and/or instrument, depending
on how the regulatory boundaries are established. For example, invest-
ment banks’ brokerage operations in the United States were subject to the
oversight of the Securities and Exchange Commission (SEC), and there
was a delicate balance of voluntary processes that were acceded to by the
investment banks to avoid full-blown regulation. In 2004, the SEC allowed
the five largest investment banks to expand their leverage ratios beyond
the previously existing leverage-ratio limits. This allowed Bear Stearns
and other banks to quickly attain leverage ratios of 33-to-1 and higher be-
fore the troubles started.”® Thus, investment banks had much looser cap-
ital-adequacy requirements than commercial banks. Hedge funds were
even less regulated prior to the 2008 crisis, bearing out pundits’ continued
criticism of their lack of transparency and volatility-inducing specula-
tion. Mutual funds and insurance companies have requirements that vary
significantly by jurisdiction, but many of the regulations affecting them

relate to fees, operational processes, and disclosure.
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Regulation of Nonfinancial Corporations

Nonfinancial corporations are generally not subject to regulation of their
financial decisions or fiscal condition. The rationale for not regulating
the finances of nonfinancial corporations is the premise that free-market
participants can make more efficient capital-allocation decisions in their
pursuit of maximum profits. Measures that we could very loosely refer
to as “financial regulation for nonfinancial firms” are therefore surgically
aimed at a few areas like financial disclosure, corporate governance, fi-
nancial reporting, and the like. There are few examples of jurisdictions
where comprehensive financial regulation of nonfinancial companies is
practiced.

One interesting case of nonfinancial corporations’ leverage being
monitored actively is that of India’s “consortium banking” or “multiple
banking” arrangements. Under these schemes, banks form lending groups
that share key financial information about their corporate borrowers, in-
cluding information about their credit ratings, financial exposure, securi-
ties outstanding, and compliance with financial covenants. This sharing
of information enables the group to reduce the information asymmetries
that sometimes plague lenders as well as minimizing the possibility that a
borrowing firm can play banks off one another in order to take on more
risk than is advisable. The Reserve Bank of India, which cooperates with
the Indian Banks’ Association, issues circulars that outline banks’ respon-
sibilities in consortium-banking arrangements. Ultimately, these arrange-
ments serve to reduce the risk of corporate and bank failures.

In a 2011 interview with the author, Mr. Romesh Sobti, managing
director and CEO of IndusInd Bank, talked about the success that India’s
banking regulatory approach had in preventing the 2008 financial crisis
from significantly affecting its economy.’" Mr. Sobti credited India’s cen-
tral banking controls on leverage, but also the existence of consortium
banking, for the stability of India’s financial system. As Mr. Sobti em-
phasized, “the premise of this [consortium banking] structure is need-
based financing,” meaning that the bank consortium actively assesses the
capital needs of a corporation and constrains leverage to what is neces-
sary. The corporation must adequately explain what the money is for,
and the consortium does transaction-based auditing to see where the
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money goes. Unfortunately, Mr. Sobti observed, “as India became more
globalized, bankers started criticizing this scheme,” adding, “but I think
a strong case has come back that [consortium banking] was the way to
go.” It is clear that consortium banking had proven to be an effective
model in a large emerging market for cost-effective leverage control in
nonfinancial sectors.

Barring such notable exceptions, nonfinancial corporations are rela-
tively unconstrained in how they use and manage leverage. Corporate
charters, articles of incorporation, and bylaws determine the legal ca-
pacities of corporations, but they tend to be structured as general docu-
ments that do not spell out the intricacies of how a firm will finance
itself or whether certain types of financial transactions will be barred or
constrained. Mature corporate jurisdictions do not prescribe any given
capital structure or limits on leverage. Rather, these legislative architec-
tures outline corporate capacity and how it may be exercised by delegat-
ing authority for various purposes and functions depending on the na-
ture of transaction. As such, managerial discretion is applied to proposed
financial transactions at every level of the enterprise, and the question
of incurring leverage at a nonfinancial corporation is really a function of
managerial judgment subject to external commercial constraints im-
posed by investors.

Given the scarcity of internal hard limits on leverage at nonfinancial
corporations, external stakeholders play a role in influencing a firm’s le-
verage. Shareholders, banks, counterparties to contracts, and other credi-
tors continuously pore over the details of publicly available documents
outlining the enterprise’s financial condition in order to determine its fi-
nancial health and potential borrowing capacity. Participants in the capital
markets, as well as the firm’s other stakeholders, decide whether a cor-
poration is worthy of additional lending. Free-market evangelists would
argue that those external stakeholders acting in their own self-interest
should serve as an effective control on leverage. There are reasons why
market discipline, while it sounds nice in theory, often fails in practice.

Modern welfare economics and the First Welfare Theorem tell us that
the private market provides a Pareto efficient outcome under four strictly
applied conditions:
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1. There are no externalities.

2. The market is for private (not “public”) goods.

3. Market participants have perfect information and the market is
not incomplete.

4. There is perfect competition.

Failure to meet any of the conditions enumerated above enables the
possibility of market failures, yet even a cursory look at these four con-
ditions suggests they are seldom met in the real world. The economy is
replete with large externalities in many areas of public goods. Many cat-
egories of “public goods” are large and central to human well-being and
economic development (law and order, communal harmony, a bearable
climate, ecosystems that maintain soil fertility and freshwater availability,
etc.), and are by no means so small or peripheral that they can conve-
niently be ignored. Market players are often neither perfectly informed,
truly independent, nor perfectly competitive. We can add to the mix of
departures from theory the existence of “individual failures” when people
act irrationally, which happens often and serves as the focus of the thriv-
ing field of behavioral economics. From a financial-leverage perspective,
particularly thorny problems can arise in two of these areas: imperfect
information and individual failure.

Information asymmetries are said to exist when one party has more or
better information than the other. In the context of financing decisions,
the managers of a corporation have a distinct information advantage over
the firm’s lenders and counterparties due to managers’ intimate knowl-
edge of the company and its prospects. It is notable that this information
asymmetry also exists between the firm’s managers and its owners, creat-
ing what is known as the principal-agent problem. The current legal and
regulatory framework tries to address information asymmetry by pro-
viding for a system of consistent accounting and reporting rules that re-
quire fair measurement and disclosure. It also requires financial auditors
to provide independent attestation on management’s financial reporting
in order to reduce the risk of error and misrepresentation. Separately,
credit-rating agencies perform financial risk-assessment that helps reduce
the information-asymmetry problem in the private market. Credit-rating
agencies provide meaningful signals about the health of an enterprise to

potential counterparties.
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These systems of monitoring and control are not without shortcom-
ings. Accounting standards have often failed to provide enough transpar-
ency around risk when it comes to complex financial transactions, deriva-
tive exposures, and off-balance-sheet vehicles. Enron’s financial exploits
come to mind as a glaring example of such limitations, and even when
accounting guidelines are updated, some new financial innovation will
surface that evades their purpose. Further, although most financial audits
achieve their objectives, auditors can occasionally miss red flags if they
become complacent about a client company or face budget pressures that
motivate leaner audit procedures. As such, auditors can fall prey to the
same biases that affect corporations.

Credit-rating agencies were previously assumed to be independent
sources of information that helped lenders and counterparties assess fi-
nancial risk. However, one of the critical lessons of the 2008 financial cri-
sis was that credit-rating agencies failed at providing an unbiased, objec-
tive assessment of risk, as they handed out AAA ratings on toxic mortgage
instruments in exchange for more business and/or higher fees. Thus, the
holy grail of transparency—itself a precondition to the market’s effective
management of leverage—seems to be a moving target. Moreover, as fi-
nancial innovation continues to increase the complexity of transactions,
it often (as a corollary) reduces transparency, given that more complex in-
struments are more difficult to understand. Even the most brilliant minds
and experienced financial experts failed to properly appraise the risks that
accumulated in the financial system leading up to the 2008 financial crisis.
Such information asymmetries played a central role in the crisis’s creation
and unfolding.

The other significant factor mentioned above is individual failure,
which refers to the fact that individuals sometimes act in ways that can be
considered irrational or seemingly against their best long-term interest.
Irrationality in human behavior is a well-established fact that has been
researched by many economists, psychologists, and social scientists. How
can irrationality affect financial decisions? One way is when a herd men-
tality takes over an industry or, worse, an entire economy, leading cor-
porate managers to be biased for or against certain strategic or financial
transactions in a way that defies common sense.

Two illustrative examples of irrational thinking (which are especially
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relevant to the leverage—financial crisis connection) are the assumed im-
possibility in models used by mainstream rating agencies of the US hous-
ing market ever declining in value, and the conclusion by market profes-
sionals that mortgage-backed securities in subprime loans to people with
little or no equity in their homes deserved a AAA rating. Irrational think-
ing can lead managers to take on excessive risk and leverage. When we
combine these forces with the challenge of aligning incentives, we have a
recipe for disaster.

The principal-agent problem arises when a principal (for our purposes
here, the shareholders or owner of a firm) hires an agent (corporate man-
agement) to advance the principal’s interests, although the principal will
necessarily have incomplete information about the agent’s motivations
and actions. Under these conditions, moral hazard or conflicts of inter-
est can arise that will be detrimental to the principal. The corporation
cannot guarantee that the employee’s interests are completely aligned
with its own. To address the situation, corporations try to use different
mechanisms to align employees’ interests with stockholders’—bonuses
or commissions, performance reviews, prospects for promotion or firing,
stock-option plans, etc. Nonetheless, corporate managers can sometimes
game these incentive systems in order to maximize their short-term pay-
offs without considering the damaging long-term effects of their deci-
sions, as is often the case with risk taking and leverage.

Although we can presume that corporate managers do not wish nega-
tive financial consequences to befall their firms, the problem of moral
hazard in the context of leverage is acute because the manager is at least
partially insulated from the risks to which he or she commits the enter-
prise. In other words, the losses faced by managers when they make bad
bets (i.e., damaged reputation, demotion, firing) are dwarfed by the fi-
nancial losses faced by their enterprises. It is quite possible that corporate
managers take risks on behalf of their firms that they wouldn’t take on
themselves, or with their own money. Thus, the incentive problem can
only be partially addressed, at best, by corporations’ legal contracts with
their employees, and this results in a breakdown of the efficient-market
theory. It’s worthwhile to note that this breakdown can and does occur on
both sides of a transaction: the borrower takes on debt that it might not
be able to pay and the lender makes a bad investment.
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Figure 7-1  Ratio of Structured and Long-Term Debt to Shareholders’ Equity
Note: Data was obtained in April 2012 for most recent fiscal year, for
global public companies with over US$1b in assets and US$1b in revenue
(nearly 5,000 companies). Source: Thomson ONE.

A related problem with financial leverage is that when a firm increases
the proportion of its assets funded by debt it lowers its share of equity at
stake. This distorts incentives further by encouraging more risk-taking
behavior. After all, if you have very little skin in the game, you feel better
about betting big. If you lose, you stand to lose a small amount compared
to the outsized gains you would have made if you had succeeded. This
is how leverage has been managed at some large corporations that have
failed—like a betting game on margin.

It is well known that certain industries tend to be predisposed toward
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utilizing higher financial leverage than others, although there is always
variation among individual firms within each industry. Some industries,
such as utilities, tend to exhibit higher levels of debt not only because of
their large needs for long-term project financing but because their quasi-
monopolistic business models afford them relative stability and security
of cash inflows. Other industries, such as pharmaceuticals, tend to rely
much less on debt, reflecting the higher risk profile of their investments.
Any discussion about appropriate levels of leverage should incorporate
these sectoral differences in companies’ borrowing capacity, given that
not every firm, and indeed not every industry, is created equal. Figure 7.1
shows the average leverage ratios by industry sector, giving us a sense of
the variation in leverage across industries.

Since leverage is hardly managed or controlled in any significant way
for nonfinancial corporations, it is only limited by managerial discretion
and creditors’ willingness to lend, with the lending process fraught with
pitfalls. In the United States and many other countries, leverage is actu-
ally incentivized via the tax deductibility of interest and other types of
financial losses. This tips the scale all the more toward nonfinancial cor-
porations seeking leverage and, to the extent there are regulatory gaps,
by financial institutions. Despite some controls on leverage found in par-
ticular sectors, corporations are given relatively free rein to incur leverage
as they see fit.

Toward a New Leverage-Management Framework

Current approaches to managing leverage have resulted in corporations
overextending themselves financially and contributed to significant insta-
bility in the global economy. Economists recognize the destabilizing ef-
fect that leverage can have on the macro economy, and we have seen the
negative externalities that it imposes on third parties not involved in the
transactions. Our global frameworks for managing leverage at the sys-
temic and corporate level need to change fundamentally. Excessive faith
has been placed on the skill and intentions of corporate managers across
all sectors, from finance to manufacturing. Markets can provide an ef-
ficient first-best solution to many problems, but they often fail when con-
ditions are suboptimal and they do not address disparities in income or

wealth distribution. Policy is necessary to address market shortcomings,
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and the tools to improve our risk-management performance are within
reach. More solutions are being contemplated and implemented at this
time, while others have not yet reached policy-makers’ drawing boards.

The global financial regulatory landscape is changing in response to
the 2008 financial crisis. Basel III is but one example of the evolution of
global banking regulatory standards, and in the United States a strong
push for reregulation of the financial system was made with the passage
of the Dodd-Frank Wall Street Reform and Consumer Protection Act in
2010.

The Dodd-Frank Act holds that nonbank companies can be subject
to regulation if they are deemed to pose a risk to the financial system.
It pushes for stricter rules as companies grow in size and complexity,
and prohibits banks from engaging in significant proprietary trading on
their own account. It requires large and complex financial companies to
submit plans for orderly shutdown, which is a way of recognizing the
negative externalities of too-big-to-fail companies that pursue high-risk
strategies. In the same vein, it prohibits Federal Reserve lending to indi-
vidual companies, as a way of mitigating moral hazard. It provides the
SEC and CFTC with authority to regulate over-the-counter derivatives,
requires central clearing and exchange trading for them, and provides
regulators the ability to impose margin requirements on their trades.*”
Dodd-Frank also enacts other regulatory changes for mortgage lending,
brings hedge funds and credit-rating agencies under the oversight of the
SEC, and improves rules on executive compensation and corporate gov-
ernance. These changes are steps in the right direction to better monitor
and control leverage, addressing the market failures in finance. However,
such regulation is needed across national boundaries; otherwise, it will
at best create competitive disparities or at worst encourage the most af-
fected corporations to reengineer their global business models in order to
avoid US regulation.

In a return to older wisdom, there may need to be put in place new
banking controls that restrict banks from engaging in transactions periph-
eral to the primary purpose of banks as lenders and financial clearers.
Banks should be precluded from engaging in investment banking and in-
surance activities—which are inherently riskier than ordinary lending and

can prove destabilizing to the credit system. This used to be the case in
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the United States before the Gramm-Leach-Bliley Act of 1999 eliminated
those barriers, under pressure of intense lobbying and in the aftermath of
Citicorp’s initially illegal merger with Travelers Insurance Group just one
year earlier. The Glass-Steagall Act of 1933 that had obliged the separa-
tion of banking activity from trading and capital markets activity did have
sound roots in systemic risk-management thinking, and such regulation
needs to be reconsidered.

In addition, constraints should be enacted to prevent banks from trans-
acting in inappropriate or risk-multiplying derivatives in the guise of risk
management. Similarly, constraints are needed to identify and reconsider
leverage ratios and to disclose derivatives whose fundamental purpose is
large unrecorded financing. This could be achieved by highlighting the
purchase or sale of derivatives that generate such forms of risk, and by
requiring banks to submit risk analyses to their respective regulators for
ratification within a certain number of days after engaging in a derivative
transaction. Failure to comply could result in fines, and any transactions
not so ratified and recorded could be unwound. To prevent the adverse-
selection problem that played a role in bringing the world economy to its
knees, additional constraints should be placed on securitization transac-
tions. To that end, regulation could require banks to sell securitized assets
(other than some classes of exchange-listed and traded securities) only
on a “with-recourse” basis, such that they retain a significant portion of
the downside risk and are therefore disincentivized from relaxing their
lending standards to make a quick buck.

Capital requirements for banks also need to be made more stringent in
order to recognize event risk and to enforce the use of capital as backing
for unexpected events. The proposed framework of Basel III appears to
begin addressing this need. Decisions about capital adequacy need to be
taken out of the hands of banks, which in many places around the world
define their own risk-measurement standards, a fatal flaw of the Basel
II regulatory model. Such a model has proven ineffective, as banks have
either failed to recognize their own biases in risk-weighing their assets or
deliberately understated such risks.

Measures also need to be taken to actively monitor and limit bank-
credit growth, which also plays a role in money creation. A study should

be conducted to determine what levels of credit in an economy are
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excessive, and triggers should be put in place for regulators to require ad-
ditional bank capital in periods of high credit. Both would help to reduce
the pro-cyclicality of the current banking regulatory system. Further, the
use of an absolute leverage ratio regardless of risk-weights of assets—as
proposed in Basel III—is a productive idea, as banks can currently game
the asset mix to increase their leverage by engaging in offsetting transac-
tions that shift risk to other nonregulated sectors. An absolute leverage
ratio represents a simple and effective solution to prevent manipulation
of the more complex capital-adequacy measures.

Banks should also be required to share basic credit and counterparty
information with other banks that are part of the central banking system,
so that the market for credit is free of the information asymmetries that
enable large corporations to play banks off one another. This is akin to
the formerly thriving “consortium banking” arrangements of the United
Kingdom and India, in which banks shared such information about their
borrowers, collectively enabling themselves to assess credit risks more ef-
fectively. The central bank of each country could serve as a clearing house
for this information within its banking system, and the central banks
could further consolidate this information to create a global database
that could be consulted in order to gauge the credit risk of multinational
corporations. These mechanisms would help increase transparency and
reduce systemic as well as corporate-level risk.

Significant improvements can also be made to manage leverage more
effectively in the nonfinancial sector. Nonfinancial corporations have in-
creased their use of debt instruments and derivatives over the last few
decades, increasing the risks for themselves and their stakeholders. Many
such institutions have used leverage as a growth mechanism, potentially
reaching “too big to fail” status in terms of their size and interconnect-
edness. We need to take measures to control leverage at nonfinancial

corporations in order to ensure they remain healthy and viable.

Eliminating Perverse Subsidies: Tax-Deductibility of Interest

One of the significant incentives for corporations to increase their use
of debt is the tax deductibility of interest expense in many jurisdictions,
which effectively subsidizes debt at the expense of equity capital. Interest

payments are a return to the providers of debt capital, just as dividend
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payments are a return to the providers of equity capital. However, interest
payments are deductible for tax purposes in the United States and many
other countries, whereas dividend payments are typically not deductible.
This creates a clear incentive for companies to lever up, with the govern-
ment effectively subsidizing a portion of the cost of debt. Ironically, this
creates a distortion in the capital markets. The Modigliani-Miller Theo-
rem, first introduced in 1958, posited that in well-functioning markets the
market value of a firm (debt plus equity) depends only on the income
stream produced by its assets, and that such market value is not affected
by the firm’s capital structure.”” This holds in theory because increasing
the proportion of debt in a firm makes equity capital riskier, which raises
the equity capital’s required return without affecting the firm’s weighted
average cost of capital. When debt is tax-advantaged, however, the firm
trades off between the benefit of the tax subsidy and the risk of firm de-
fault when selecting its capital structure. Too often, managers are tempted
to use “cheap debt” to enhance returns at the expense of higher risk.

A relatively attractive and simple solution would be to impose limits
on the tax deductibility of interest expense for nonfinancial corporations
by phasing out or capping the total amount of interest deductible. This
would at least reduce the distortion in the market that favors and finances
heavy indebtedness. An alternative would be to impose a surcharge or tax
on the amount of a firm’s total liabilities that exceeds a certain threshold.
For example, a surcharge of 1 or 2 percent could be levied on the amount
of a firm’s total liabilities that exceeds $25 billion. Proceeds from the sur-
charge could be used to reduce the public debt of the sovereign nation
that imposes it. They should not be used to establish a “bailout fund,”
which would create a moral hazard should corporate managers come to
expect its use to support failing firms. It is also important to recognize
that once a firm has attained TBTF status, no government can make a
credible promise not to intervene if it runs into financial difficulty, be-
cause forbearance will only result in wider economic distress. Thus, it is
probable that the prospect of a large firm defaulting will result in govern-
ment intervention, making it preferable that the often untidy democratic
process is used to transparently provide support to the firm through laws
or statutes, and under public pressure and scrutiny not to insulate man-

agers and owners from loss. In such a system, moral hazard is reduced.
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Moreover, given that it is likely that public debt will be incurred later on to
support the failing firm or provide countercyclical Keynesian stimulus to
a sagging economy; it is desirable to reduce debt before leverage-induced
calamities hit.

Making It More Difficult to Become “Too Big to Fail”

Another available option would be to mandate minimum capital-ad-
equacy ratios and leverage reporting requirements on all such firms
above a certain size, perhaps $50 billion in market capitalization, so that
corporations considered too large or too interconnected do not jeop-
ardize the economic system should they fail. The minimum capital-
adequacy ratios can be tailored to different industries, considering that
some industries that are natural monopolies—like utilities—can man-
age a higher debt load than other entities whose risk profiles are more
skewed—Ilike biotechnology or pharmaceuticals. For example, regula-
tors would consider the inter-industry variations in leverage that we saw
in Figure 7.1. These requirements would only apply to entities above
the predetermined size so as to not overburden small businesses or busi-
nesses whose potential individual default would have no measurable

impact on the economy.

Strengthening Disclosure Requirements

Improved disclosure requirements need to be enacted for off-balance-
sheet obligations and derivative transactions. Proper measurement and
reporting of leverage is critical to the effective control of leverage at non-
financial firms. One essential disclosure that should be required in corpo-
rations’ financial reports is the maximum amount of loss or exposure on
derivative contracts to which the firm would be subject in a worst-case
scenario, as well as a probability estimate of such a worst-case scenario.
Since corporations sometimes enter into and exit or unwind financial
transactions within a given reporting period (thus avoiding period-end
disclosure), firms could be required to file simple information reports for
all derivative transactions with notional or potential future cash-payment
amounts over a certain threshold amount. This would improve the timeli-
ness of disclosure of this critical information, which is often delayed until

quarter- or year-end, and sometimes not disclosed at all.
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Constraining Leverage from Acquisitions
Mergers and acquisitions, commonly referred to as “M&A,” represent an
important source of leverage around the world, especially when they take
the form of leveraged-buyout (LBO) transactions, which involve the heavy
use of debt. Companies are acquired for a variety of reasons relating to
operating and financial synergies—including the desire for economies of
scale, diversification, and greater market power. Each of the last three
decades has witnessed a distinct wave of mergers characteristic of their
time. In the run-up to the 2008 recession, syndication, structured finance,
and collateralization, combined with easy credit, fueled a massive M&A
wave. Global M&A volume peaked in 2007 at an all-time high of $4.7 tril-
lion,* then decreased in 2008, and was in the process of rebounding in
2010 to $2.4 trillion (see Figure 7.2 for previous decades’ data).”
Although the majority of M&A transactions are financed with cash
or stock or a combination thereof, merger-related leverage can be quite
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large in absolute terms. Approximately 14,000 LBOs took place in 2007,
up from 5,000 in 2000 and 2,000 in the mid-1990s.* LBOs typically have
leverage ratios of at least 4 or 5 and higher. In some cases, LBOs have
been financed with up to 97 percent debt, such as Campeau’s acquisition
of Federated Department Stores in 1988, which ended in bankruptcy.’” It
is sometimes the case that LBOs are undercapitalized from the outset and
later file for bankruptcy, with lawsuits being filed by aggrieved creditors
based on allegations of fraudulent conveyance, such as was the case with
the 2007 LBO of the Tribune Company.”® LBOs often use complex capital
structures, including senior secured debt, subordinated debt, unsecured
debt (often high-yield, sometimes “junk bond” status), bridge financing,
and preferred equity.” Even in non-LBO M&A activity, studies have indi-
cated that the financial leverage of combined firms increases significantly
following mergers,* and that mergers increase default risk.*' Figure 7.3
shows the increase in debt that typically occurs in firms post-merger, im-
plying a propensity to take on more leverage, and hence more risk, in
order to deliver the stated goals of deal and to meet the expectations of
new owners.

Given all this, it would be sensible to ensure that very large acqui-
sitions do not result in excessive leverage that creates excessively large
negative externalities and market shocks. We should not wait for such a
shock to occur before we begin to take precautions. M&A transactions
that exceed a given transaction amount—such as $10 billion—should be
subject to review and approval by that country’s central bank (the Federal
Reserve, in the case of the United States) in order to ensure the amount of
leverage used is not likely to sink the company in debt and create down-
stream economic ripples. The central bank could propose modifications
to the transaction’s capital structure in order to achieve a better balance
of risk and return if it deems the transaction to be too risky as drafted.
If the transaction happens across borders, multiple central banks could
coordinate their reviews. One reason why the central bank should per-
form the review is that, in many countries, central banks have a level of
independence from political processes and industry influence that is dif-
ficult to achieve or replicate elsewhere. Another is that the central bank is
primarily concerned with the stability of the economy and should temper

market participants’ sometimes overly optimistic projections.
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Figure 7-3  Industry-Adjusted Debt Analysis
Source: Aloke Ghosh and Prem C. Jain, “Financial leverage changes associated
with corporate mergers,” Journal of Corporate Finance 6 (2000).

Incentive and Compensation Systems
Finally, changes need to be made to corporate incentive and compensa-
tion systems in order to address the issue of misalignment of incentives
and the pressure that managers face to produce short-term results.

The relative rise in compensation in the financial sector seen in Figure
7.4 is largely due to the rise in investment banking compensations. Wall
Street and City investment banks epitomize a culture of large perfor-
mance bonuses that regularly attract the attention of the press and civil
society. Precrisis, it was the sheer size of their bonuses, not only for CEOs,
but also star traders and deal-makers. Now society’s shock is directed
more at the resilience of this culture in the aftermath of the financial
crisis and the too-big-to-fail support that the financial system enjoys. The
realization that investment banks offer significant rewards for financial
entrepreneurship on the upside but do not penalize it on the downside
is proving difficult for society to accept. This asymmetry sits oddly with
market philosophy as well, where risks and rewards tend to be correlated.

There are three important drivers of this asymmetry, which should
be discussed more openly by central bankers and financial regulators as
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Figure 7-4  Compensation in Financial and Nonfinancial Sectors of
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Source: Financial Crisis Inquiry Commission, data from Bureau of
Economic Analysis, Bureau of Labor Statistics, CPI-Urban

a means of injecting more fairness into incentive and compensation sys-
tems. They relate respectively to the profit-inelasticity of bonus pools, the
inadequate provisioning for derivatives risk, and the ethical issues around
the nature of these bonuses.

Investment banking bonus pools—the amount to be allocated from
earnings toward total annual bonuses—are typically negotiated with the
boards of directors in advance, usually as a percentage of divisional earn-
ings. The logic is to encourage entrepreneurship and an “equity” culture
by aligning the objectives of the firm and its employees. In good times,
such percentages create a bounty that is spread among deserving high-
performers. When times are bad, however, it is not necessarily the case
that poor performance receives punishment. Through years of delivering
profit and reinforced habit, the high-performer has become a “million-
dollar guy,” a “five-million-dollar guy,” etc. If an investment banking firm
“pays him down” in a bad year, the palpable fear is that he’ll pick up his
boots and join the one next door, taking his team with him. Such fears,
preying upon not just managements but boards as well, are the reason

that bonus pools are not as performance-elastic on the downside as they



162 CORPORATION 2020

ought to be in a fairer world. Attitudes need to change, but it will not just
happen; it will require openness, criticism, public debate, and both good
and bad press. Even if only gradually, leading bankers and their regula-
tors can and should bring about an industry-wide attitude change in the
principles and practises of setting and carving up their bonus pools.
Second, the measurement of performance that is rewarded by invest-
ment-banking bonuses is often less scientific at the unit, desk, or individ-
ual level than an outsider might imagine, especially when it comes to the
accounting around derivatives. Provisioning for the future costs and risks
of derivatives is both an art and a discipline that is not widely known or
implemented, resulting (in the worst case) in performance being record-
ed without ever being realized.” Moreover, performance is often dou-
ble- or even triple-counted toward team and individual evaluations. For
example, structured-derivative-deal profit is often “triple-counted” when
it comes to bonus rewards—toward the salesperson who persuades the
client to buy the derivative, the derivatives structurer who designs the
trade in the first place, and the trader who has to book and risk-manage
risks from residual mismatches that are commonplace for any complex
structured derivative. If the derivative that was structured and sold car-
ries regulatory risk—the risk of the derivative being torn up or forcibly
unwound at a loss because it was post-hoc found to be inappropriate or it
fell afoul of a new financial regulation—whose bonus pool should reflect
the reputational and actual costs of such an unwinding? The trader in
such a situation might argue that his profit write-off is sufficient punish-
ment. Would structuring performance, or sales performance, account
for this loss as well? Or would they hide behind the fact that, at the time
of trading, the transaction had passed muster with the bank’s compli-
ance process? There are no industry standards for such issues, which
therefore adds to the “ad-hoc-ism” that plagues bonus culture at invest-
ment banks. It is high time these issues were brought out into the open,
discussed, and resolved in order to move the industry forward to areas
of real challenge. In addition to regulatory risk and its related trade un-
winds and reputational impacts, there can be other impacts on society
that are not accounted for in reward and compensation. For example,
whose performance will reflect third-party costs (the negative externali-

ties) if a company engaged in socially valuable work ceases operations
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thanks to being sold an adventurous, but mislabeled, risk-management
product that caused an unmanageable loss?

The final area of improvement aims at the heart of the ethics of bonus
culture. Is a bonus a prize, a reward offered after the event for the past
year’s good performance in the interest of the firm? Or is it a bribe, an
inducement to deliver another great year of performance and seek your
next bonus? My observation is that, over the last two decades, the “prize”
nature of bonuses has increasingly given way to the “bribe” nature of bo-
nuses, with senior managers increasingly buying peace, team stability, and
future performance by offering an inducement in the guise of a reward
to their top performers. In other words, it becomes somewhat academic
what you actually made last year and in what context, for what the firm
needs is performance next year, and here is evidence that we consider
you the person to deliver that performance. Once again, these are very
real issues with not enough public visibility. Recently, in spring 2012, we
have seen a shareholder backlash against top-executive pay, with a few
CEO resignations as a result of their compensation packages not being
approved.” However, the malady runs a lot deeper than just at CEO level,
and for it to be cured, we need industry dialogue, disclosure, and trans-
formation of scale that mere shareholder objections at some AGMs may
not be able to achieve.

Incentive and compensation systems have a lot to do with the kind of
culture one finds oneself in. Consider Spain’s Mondragon Cooperative
Corporation and you will find that the ratio of CEO pay to lowest-paid
employee is not over 500:1, as it often is in London investment banks, but
somewhere around 15:1. This is not an argument for investment-banking
bosses” packages to be equal to those of other industries and across bor-
ders, but it is an argument for them to come out and openly engage in
systemic change, rather than hide behind curtains of confidentiality in the
dark shadows of short-term self-interest.

Moving Beyond Markets

Our global economic system appears to have premised economic growth
on the incurrence of leverage upon leverage upon leverage, at the finan-
cial, corporate, and consumer levels. When de-leveraging finally comes

during crises, the consequences are disastrous and the system collapses
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under the weight of organizations that were allowed to become overlever-
aged. Often they are defended from collapse because they are considered
too big to fail. In the end, taxpayers and citizens bear the consequences
as bailouts, layoffs, and bankruptcies cleanse the system of imprudently
incurred risk. Many corporations today have come to suffer a collective
amnesia regarding the license to operate that is granted them by society,
and they have forgotten how to create value by truly innovating. Instead
of seeking returns by developing new products and services or opening
new markets, many corporations today incur excessive leverage solely to
boost their returns. Their increased return comes at the price of increased
risk. In essence, leverage has become the lazy manager’s tactic for increas-
ing short-term share prices. This is why we must remain ever vigilant of
corporations’ overuse of leverage.

Leverage is not well-monitored, well-managed, or well-controlled
in our current economic system. Financial and nonfinancial institutions
have used their political might effectively over the last few decades to en-
sure that governments the world over stay out of businesses” financial
matters, and they succeeded in turning back or staving off regulation in
a variety of areas. Unfortunately, global efforts at financial deregulation
have seldom ended well, and we have witnessed the repeated failures of
financial markets that were always supposed to arrive at the right balance.
We must realize that markets alone cannot solve all of our problems. We
must seize the opportunity to make changes to the regulatory system
and ensure leverage is not misused by corporations to the detriment of
society. Achieving better control of leverage will dramatically reduce its
negative spillovers and result in a growth trajectory that will be much
more stable, sustainable, and just.



CHAPTER EIGHT

Resource Taxation

Taxing the Bads, Not the Goods

Taxes, after all, are dues that we pay for the privileges of
membership in an organized society.
— Franklin D. Roosevelt

In the midst of significant efficiency gains from the continuing revolu-
tions in information technology, consumers forget easily enough to look
up from the screens of their rapidly improving (and rapidly replaced)
computers, laptops, smartphones, and tablet devices to realize that our
complex modern existence ultimately stems from the same old basics:
cutting, burning, and digging.

Global consumption of almost every principal industrial commodity
increased dramatically during the second half of the twentieth century,
driven mainly by a quadrupling of household consumption between 1960
and 2000. World energy production has skyrocketed, as access to energy
served as a critical input behind the 242 percent economic expansion of
the last four decades. According to the International Energy Agency, be-
tween 1973 and 2009, world energy consumption nearly doubled from
the equivalent of 4.6 billion to 8.4 billion tons of oil." Fossil fuels—coal,
petroleum, and natural gas—represented over 80 percent of global en-
ergy consumption over this period.

Growth in energy consumption is forecast overwhelmingly from de-
veloping countries (see Figure 8.1). The energy profile for projected world
consumption is increasingly carbon-intensive and ecologically intrusive
(Figure 8.2). As a result, CO, emissions from 1970 until 2008 doubled from
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Figure 8-1  World Energy Consumption (1990-2035)
Source: U.S. Energy Information Administration, “International Energy Outlook,
2011,” www.eia.gov/ forecasts/ieo/more_highlights.cfm#tworld.
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Source: U.S. Energy Information Administration, “International Energy
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Figure 8-3  Global CO2 Emissions (kt) (1970-2008)
Source: World Bank World Development Indicatots.

15.6 million to 29 million tons (Figure 8.3).> Most of this increase in en-
ergy use has occurred and will continue in the developing world, where,
if material living standards were equal to those of the average American,
the natural-resource inputs required to enable this consumption would
exceed five Earths’ worth of additional raw materials.’

Global mining production follows similar increase patterns as energy
and materials use. Extraction of the precious minerals seen in Table 8.1
has nearly tripled globally from 1.1 billion to 3.1 billion tons between
1970 and 1999. Even if the economy has become more resource-efficient
in the production and utilization of minerals, the increases in absolute
mining volumes are staggering, as shown in Table 8.1. Mining of copper,
lead, zinc, and iron ore have increased dramatically between twice and
three and a half times.* Nearly all of these minerals come from virgin ore.
Even though the price of recycling commodities has decreased with tech-
nological advancements, virgin ore largely remains cheaper, and in the
case of copper, for example, the proportion obtained from recycling has
actually dropped from 20 percent (1980) to 13 percent now. As with en-
ergy resources, vast increases in absolute volumes of minerals produced
means that mines have shifted increasingly towards areas with valuable
ecosystems and rich biodiversity, thus adding to the cost externalities of
resource extraction.
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Table 8-1 Global Mineral Production (1970-2009)

1970 2009 Absolute  Relative
Extraction Extraction Increase Increase
Mineral (Tons) (Tons) (Tons) (%)

Copper 5,900,000 15,900,000 10,000,000  269%
Bauxite 57,800,000 199,000,000 141,200,000  344%

Zinc 5,460,000 11,200,000 5,740,000  205%
Iron Ore 769,000,000 2,240,000,000 1,471,000,000 291%
Tin 232,000 260,000 28,000 112%
Nickel 628,000 1,400,000 772,000  223%
Tungsten 32,400 61,300 28,900  189%
Lead 3,390,000 3,860,000 470,000  114%
Silver 9,360 21,800 12,440 233%
Lithium 73,100 301,000 227,900 412%
Mercury 9,790 1,920 -7,870  -180%
Gold 1,480 2,450 970  166%
Platinum 132 445 313 337%
Graphite 393,000 1,090,000 697,000  277%
Lime 97,000,000 299,000,000 202,000,000  308%
Potash 18,200,000 20,800,000 2,600,000  114%
Salt 146,000,000 280,000,000 134,000,000 192%
Zirconium 399,000 1,160,000 761,000  291%

Source: United States Geological Survey, “Mineral Commodity Summaries,” minerals.
usgs.gov/minerals/pubs/mcs/.

Resource taxation is about targeting materials and energy efficiency;
it aims to rewire corporations to use fewer resources while delivering the
same or higher levels of products and services. For years economists have
de facto justified perpetual consumption on the assumption that the mar-

ket will naturally revalue finite resources according to scarcity, in effect,
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slowing or preventing resource exhaustion while promoting technologi-
cal innovation for alternatives. In so doing, they have generally ignored
the externalities of resource extraction, especially the loss of ecosystem
services from hitherto preserved natural areas where mining occurs.
Once again, the familiar theme of private profits and public losses raises
its head, and one sees ample evidence of the Corporation 1920 penchant
for internalizing incomes and externalizing costs. Research repeatedly
demonstrates that we have failed to allocate natural capital effectively in
the economy, ignoring or obfuscating scarcities and risks until it is too
late. We don’t want to find out what “too late” means for the potential
crises from climate change, freshwater shortages, or fishery losses.
Indeed, while conventional reserves of everyday energy and mineral
resources are peaking, instead of shifting energy and raw-material extrac-
tion or production increasingly toward “unconventional” resources, we
see the same old resources getting extracted at greater and greater social
costs. Remote but ecologically precious areas, such as Alaska and the Arc-
tic for oil, or the Niyamgiri Hills of Odisha for bauxite, continue to get
opened up for the simple reason that society lacks the institutional capac-
ity to properly value ecosystems and biodiversity.’” The economic invis-
ibility of nature becomes the unwitting battleground of blind business-as-
usual profit seeking on the one hand and eclectic conservation-sensitive
public economics on the other. It has become largely a matter of chance
leadership and geopolitical circumstance as to which side wins any par-
ticular battle and where. The war, however, is still clearly being won by

business-as-usual.

Perverse Subsidies and Resource Extraction

For decades, governments have repeatedly injected monetary steroids
into the perpetual-consumption economy.® Instead of allowing consum-
ers to bear the true costs of the energy and raw materials they consume,
politicians have thrown the public wallet at extractive industries to keep
consumer prices low. This market distortion has addicted consumers to
low product prices, and substantially weakened the business case and in-
novation for low-resource-use technologies.

A joint study between IEA, OPEC, OECD, and the World Bank es-
timated that consumption subsidies related to fossil fuels amounted to
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$557 billion in 2008.” IEA analysis found further that removing all subsi-
dies by 2020 would reduce primary energy demand 5.8 percent, with a
subsequent drop in carbon-dioxide emissions of 6.9 percent compared to
a baseline in which the subsidies in place today remain constant. Such a
reduction equals the current emissions of France, Germany, Italy, Spain,
and the United Kingdom combined.®

In addition to consumption subsidies, nearly $100 billion was provided
to producers of fossil fuels in 2008, meaning that over $650 billion—nearly
1 percent of global GDP—was spent on subsidizing the energy resources
that account for the vast majority of the world’s greenhouse-gas emis-
sions, conventional air pollution, and water pollution.” While subsidies
are largely politically motivated and intended to be handouts to the poor
in developing countries, the reality on the ground is often different. The
chief economist of the International Energy Agency, Fatih Birol, reports
that of global energy subsidies for fossil fuels, only 8 percent of funds
reaches the bottom 20 percent of income groups; over 80 percent of sub-
sidies end up supporting those with medium and higher income levels."
A case in point can be seen in the gasoline subsidies in Mexico, one com-
ponent of an estimated $25 billion fuel-subsidy program in 2008,'" only
5.9 percent of which benefited the bottom 20 percent of the population
that year, while 41 percent reached the top two deciles.'” These market
distortions have had profound impacts on the global environment while
locking these countries into a resource-intense economic pathway."

As documented by the World Bank, 35 countries receive at least one-
fifth of their GDP or government revenues from natural-resource extrac-
tion and related exports.'* Companies that use these cheap resources
hardly need subsidies. In the United States, a gallon of gasoline is cheaper
than a gallon of orange juice or even, in some instances, bottled water.
As these companies race to the top of the market hyped up on economic
steroids, society and the environment sink along with any financial in-
centives that would stimulate technological and policy development to
decouple resource consumption from economic growth.

The case for investigating, disclosing, and reducing fossil-fuel subsidies
could not be clearer, stronger, or more urgent. Recent G-20 communiqués
(London, Pittsburgh), UN reports (UNEP’s “Towards a Green Economy”)



Resource Taxation 171

and a growing number of serious voices from civil society have argued
that this must be done. It is to be hoped that momentum for action on this
front will build further at Rio+20. However, removing subsidies for fossil
fuels is only part of the picture, and for only the “energy” side of the chal-
lenge of resource extraction. Subsidy removal alone will not reverse the
climate-change impacts of fossil-fuel use, and big challenges will remain
with minerals. The need to examine other mechanisms urgently such as

resource taxation is therefore especially pressing.

The Rationale for Resource Taxation

Taxing the resource base of our predominantly brown economy—coal,
petroleum, and many other minerals—can steer the market away from
resource-intensive growth and toward smart-technology industries in re-
newable energy, clean water, new and better materials, and waste man-
agement. Resource taxation would force a revaluation of resources, in
turn allowing us to manage, not simply extract, natural assets. Resource
taxation will not only reduce the resource-intensity of consumption, but
it has the additional potential to generate new revenues and save the ex-
pense of perverse subsidies, and to generate additional financing that can
be used for high-priority areas such as education and health care—or it
can be applied against the rising cost of nature’s resources.

Such a “double dividend” taxation framework is needed now more
than ever. In the wake of the 2008 financial crisis, global government debt
has ballooned to nearly $40 trillion.” The uncertain investment climate
has US corporations alone holding over $1.2 trillion in cash.'® Public trust
in business is badly shaken. As Robert Shiller aptly points out in his book
Animal Spirits, capitalism is a powerful vehicle for change, but one with
significant blind spots if not properly guided. As corporations look to rein-
vest and rebuild, it is essential that market signals and market governance
decouple profit maximization from resource consumption if we are to
transition to a “green economy” and aim for sustainable development.
For governments, this points toward a transformation in the tax system,
taking the burden of taxation away from profits and toward resource use.
For corporations, this places emphasis on the most progressive source of

consumer surplus and customer satisfaction: innovation.
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The central nervous system of Corporation 1920 undoubtedly feels
costs, but until ecological capital is properly valued, it is virtually blind
to the costs of our ongoing environmental losses. We are not going to
value natural capital by depending on grants from charitable donors and
government sponsored research; we must build a business case for private
enterprise, the most powerful problem-solving tool in the history of hu-
mankind, to conserve, recycle, and innovate instead of cutting, digging,
and burning. Revaluing natural resources can connect their costs to the
corporation’s bottom line and transform private business into a problem-
solving entity compatible with the needs of the twenty-first century.

The philosophy of free markets and small government has long de-
monized taxation as a job-killing, “socialist” redistribution tool that robs
from the rich in order to feed the inefficiencies of “big government.” Like
any tool, however, taxes are only good or bad depending on how they
are used. Using taxes to revalue natural resources positions an innova-
tive Corporation 2020 as a successful protagonist of twenty-first-century

capitalism.

Pricing Public Wealth

Setting prices for natural-resource extraction is by no means simple, not
least because it raises issues of ethics and equity. Natural resources are
usually “public wealth” before they are leased or licensed or encumbered
by governments in favor of corporations. What, then, is a fair price for
such a contract between the government as society’s agent on one hand
and the corporation on the other, one that balances private profitability
with a fair return to the citizen? Should it be set on a long-term basis, as
a fixed royalty rate oblivious to the paths of inflation, supply, and mar-
ket prices, or should it be variable based on these drivers of profitability?
Can “free markets” ever determine fair prices that satisfy the principles
of ethics and public equity? These are difficult questions, but they must
be tackled and answered in order to create any semblance of a balance
among corporate profitability, public financing, and fair returns to the citi-
zen for whom every extra dollar of royalty or resource tax can be a dollar
of personal taxes reduced.

First, though, it would be appropriate to size and understand the
nature and dimensions of our global resource-extraction challenge.
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The Size of the Pie

Taxes are part of the costs consumers pay for products, but they are usu-
ally levied either at the point of sale (a value-added tax) or importation
(through duties and excise taxes), or as the general tax on a producer’s
profits (as corporate tax), or some combination thereof. They are much
less often levied at the point of extraction of any public wealth, at the
mine (as mining royalties).

Let us imagine that the minerals most used in our daily lives, such as
petroleum, coal, iron, copper, and bauxite, were taxed as a percentage
of their total value.”” How much revenue could be raised? The “Global
Resource Tax Assessment” (Figure 8.4), presents one calculation for 32
minerals, levying a theoretical 4 percent tax on their 2009 global com-
modity value. It suggests that $104 billion annually can be raised. While
this analysis assesses a tax based on percentage of total value, other ap-
proaches are possible. Taxes might, for example, be based on specific so-
cial or environmental damages associated with the extraction or use of
the mineral.

A closer look into one sector—coal—provides several insights into the
necessity and the feasibility of shifting taxes from profits to resources.
Coal is one of the most geologically abundant global fuels, with sizable
deposits geographically distributed across the globe. In the mid-1970s, in-
ternational trade in coal amounted to less than 300 million metric tons."
According to the World Coal Association, global coal trade since then has
grown sixfold to over 1.8 billion tons in 2009."” Moreover, coal’s promi-
nence in the current and projected Asian energy mix emphasizes the need
to revalue this fuel according to human and ecological damages.

In 2009, the ten largest US public coal companies produced nearly
720,000 short tons of coal. For the same year, these firms paid a total of
close to $530 million in US federal income taxes. These aggregate num-
bers, however, mask key details. First, these companies’ 10-K reports reveal
that three of them—Arch Coal, Alpha Natural Resources, and Westmore-
land Coal—didn’t pay any taxes at all that year; rather, on net these firms
received payments from the US federal government.”® Thus, we see that the
actual taxes paid by these companies, as a percent of the estimated value

of the coal at the average world price, varies from —2.1 to 11.5 percent.”
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It is therefore possible that a flat resource tax of 4 percent on coal ex-
traction, free of loopholes, could actually reduce the total tax that some
coal mining companies pay. It should be noted that the 4 percent rate
chosen for this analysis is not the only rate that could be decided upon by
policymakers; the actual rate chosen might depend upon the details of
each jurisdiction. Overall, that 4 percent tax would nevertheless increase
total tax revenues from $528 million to $947 million.” The placement of
this flat tax on the coal mined, instead of on corporate profits, would
encourage development of cleaner energy consumption in the upstream
economy, and the tax revenue could go toward reducing income taxes for
upstream industries or providing funds to remediate coal’s damages to
human health and the environment, or indeed it could be returned to the

citizens of the United States as a tax rebate.
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Figure 8-4  Global Resource Tax Assessment (4% of 32 Commodities at 2009
Prices) Source: Data from US EIA, World Coal Association, and USGS.
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Linking specific ecological or societal damages to resource taxation
largely encourages companies to shift production toward more socially
responsible extraction. As a crude example of translating such measure-
ments into practice, taxation could incorporate the fact that petroleum
sourced in the rainforests of Ecuador has the potential to inflict signifi-
cantly more ecological damage than petroleum drawn from the deserts
of the Middle East.”” Similarly, resources could be taxed according to a
global pollution index linked to a resource’s production and use in rela-
tion to, for example, climate change. The exact nature of such policy
frameworks, however, is less important than our understanding that
environmental and economic science provides us with tools to attach

ecological and environmental value to our consumption.

Toward a New Economic Model

Contrary to popular perception, reconstituting our economy from one
based on perpetually increasing resource extraction toward one of re-
source conservation does not require a sacrificed standard of living. This
is a myth propagated by decades of postwar consumerism, which estab-
lished a belief system that posits unconditional faith in free markets and
the corporation as society’s champion.

The market needs to move from failures to freedom. Opening innova-
tion means liberating the market from interference—Adam Smith’s “in-
visible hand” has for decades been locked in all too tight a handshake with
corporate lobbyists who ensure that entrenched interests are protected.
Imagine Bill Gates trying to launch the personal computer revolution
in a world where the mainframe computer manufacturers received over
$100 billion annually in government subsidies.* Taxing key resources em-
phasizes the need for efficiency and accelerates the retirement of inef-
ficient technologies, stimulating the innovation and deployment cycle.
Raising living standards while avoiding the consumption of “five Earths”
for a population of 9 billion people in next 30 years will require Joseph
Schumpeter’s notion of “creative destruction” to reach an unprecedented
scale. Without it, we cannot secure the constant innovation necessary to
address the economic invisibility of natural and social capital.”

Some of world’s largest and most profitable companies rooted in

the extractive economy will no doubt continue to defend society’s bad
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consumption habits and to argue in favor of business as usual and against
any tax reforms. They do have a point, because no matter what the threat
from our culture of perpetual consumption, policies of taxing natural
resources have to be implemented with care, precision, and a deep un-
derstanding of national contexts, or they risk harming the economy. The
story of the consumption of coal and resource-extraction policies regard-
ing coal in three countries with different political systems, different levels
of subsoil resources, and different economic and social behaviors, is tell-
ing. For reasons which will become clear, I will label the United States
the “consumer,” Australia the “producer,” and Germany the “manager.”*
These three powerful societies are responding to the present challenges
very differently. Let us begin with the consumer.

The Capital of Consumption

With less than 5 percent of the world’s population, the United States con-
sumes more of many natural resources, particularly energy resources,
than any country, consuming over 23 percent of the world’s coal, 21 per-
cent of the natural gas, and 24 percent of the world’s petroleum.”” Yet
the United States raises the second-lowest amount of environmental tax
revenue as a percentage of GDBP, including energy taxation, in the Orga-
nization for Economic Co-operation and Development (OECD), second
only to Mexico.” Its electricity and gasoline prices are well below Europe-
an levels. US consumption of raw materials reached 23.6 metric tons per
American in 2000, a level 51 percent above the average consumption in
Europe.”” Compared to 1970 averages, the typical US home has increased
in size from 1,500 to nearly 2,400 square feet, despite a decrease in total
home occupancy rates, meaning that Americans must consume more and
more energy to heat, cool, and power their homes.” The iconic American
“McMansion” defines the enormous extent of US consumption, which is
unprecedented in any period of human history.

Few resources tell the US story of consumption and the need for taxa-
tion better than coal. Coal-fired power generates approximately 50 per-
cent of US electricity supplies.” Coal production is driven by the electric-
power sector, which accounts for over 90 percent of US coal consump-
tion today, compared with only 19 percent in 1950.*> Coal’s prominence
remains largely unchecked, even if coal-fired power projects have lately



Resource Taxation 177

experienced significant delays.”” US regulatory process continually fails
to price coal at levels reflective of the fuel’s damages to human health
and the economy. Senior economists recently found that the economic
damages of coal-fired power exceeded value-added by a factor of 2.2,
meaning coal-fired electricity’s current prices are vastly too low.** A study
from the Harvard Medical School suggests that these hidden costs of coal
might add an additional $0.17 per kilowatt-hour to an average cost of
residential electricity, rendering the full costs of coal-fired power around
$0.25/kWh.”” The study also found that the human health effects from
coal-fired power emissions of particulate matter, sulfur, nitrogen oxide,
mercury, and other toxins, cost the US economy from $65 billion to $217
billion a year.”® In addition, the public-health burden associated with coal
mining in Appalachia alone totals more than $74.6 billion per year.”” A
comparison of these estimates with data from the US Center for Disease
Control makes it clear that the externalities of coal-fired power kill more
Americans annually than drunk drivers.*

Despite 100 years of technological innovation, the US power industry
remains strongly centralized around coal, even if this paradigm has slow-
ly shifted in recent years. Alexander Graham Bell would hardly recognize
the modern telephone, but Thomas Edison would find today’s central-
ized power system relatively similar to that born in 1882 at his Pearl Street
Station. Over two-thirds of the energy content of coal is wasted as low-
grade heat, radiated into the atmosphere. US power companies delivered
electricity at 30-33 percent efficiency from inputs to consumers during
the 1960s—virtually the same efficiency found today.** Advanced coal-
fired boilers in Germany and increasingly in developing countries, such as
China, routinely achieve efficiency levels near 44-45 percent.” How can
such a massive industry with such financial power experience almost zero
efficiency gains and sit outside international norms?

A large part of the answer is fairly simple, as the Waxman-Markey
Bill’s short political life aptly demonstrates. Since Samuel Insull and John
D. Rockefeller, the United States has been the land of Big Energy. Com-
monly referred to as a “natural monopoly,” the electric-power industry
comprises a patchwork of mining, electricity generation, and transmis-
sion operators that produced annual sales of around $260 billion.*" This

translates into influence, and the result is that the power industry has
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too rarely been forced to undergo change. Legislative processes for the
Waxman-Markey Bill, the first serious US legislation proposed to address
climate change and energy security, provoked over 770 business and inter-
est groups to lobby Capitol Hill in 2008.** These groups spent millions of
dollars on public relations to hire approximately 2,340 registered lobby-
ists to shield against this climate legislation that intended, in part, to price
energy according to externalities.”

Unregistered lobbying efforts also occur through more overt subter-
fuge—for example, through “astroturfing” campaigns (lobbying through
the guise of a grassroots movement), which, in the age of electronic me-

dia, have become extremely successful.*

A notable example is that of a
conservative PR/lobbying firm’s creating a YouTube video entitled “Al
Gore’s Penguin Army,” produced to look like an amateur video spoof co-
inciding with the release of Al Gore’s 2006 documentary An Inconvenient
Truth.®

Between 1998 and 2011, electric utilities as well as oil and gas com-
panies spent almost $3 billion on lobbying,* four times as much as on
research and development (R&D). Coal industries’ R&D expenditure ac-
counted for only 0.1-0.3 percent of sales, outranked by nearly every other
industry.¥ Traditionally, electric utilities have retorted that, as regulated
entities, they are unable to justify R&D expenditures in their ratemak-
ing. Yet, for an industry that considers itself indispensable, the notion that
utilities have plenty of cash on hand to influence Congress but come up
broke on R&D lacks credibility. Power-company leaders often complain
that cooperation on large-scale research projects across such a historically
fragmented sector borders on the impossible, but most utilities have been
strongly and consistently able to coordinate their lobbying in opposition
to climate legislation.

The American Coalition for Clean Coal Electricity (ACCCE), a special-
ized lobbying group that addresses climate policy on behalf of the coal
industry, uses its $45 million annual budget to inform every American
that coal is the optimal fuel for electricity generation.*® Influence spend-
ing has led to outrageous and even insulting violations of public trust.
The ACCCE became embroiled in a scandal in which a subcontractor sent
falsified letters pretending to be from grassroots stakeholders to Repre-
sentative Edward Markey, a principle author on America’s first legislative
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climate initiative, to portray the bill as disadvantaging the poor and mi-
nority groups.* Public campaigns have not stopped at targeting politi-
cians. Groups such as the “Friends of Coal” in West Virginia, a top US
coal-producing state, even produced a coloring book for distribution in
local elementary schools, and the ACCCE funded a commercial in which
lumps of coal sang Christmas carols. The commercial received such
ridicule from the press that it was eventually removed from television.”

The Benefits of Taxing the Bads, Not the Goods

What if coal were priced even in part according to its externalities? What
would this mean for the average global citizen, or the average Ameri-
can? Such questions are complex, and test the limits of economic and
environmental understanding, but reviewing the numbers is important
if we want to size a future for natural resources. The global resource
pie shown in Figure 8.4 provides the revenue available from taxing coal
mined, which, if set at even 4 percent of its 2009 market value would
raise $9 billion per year. For the United States specifically, it would raise
about $3 billion annually. Although these sums hardly compensate for
the economic damages caused by coal, they would surely contribute to
accelerating the adoption of more efficient energy resources.

Levying taxes on resources upstream (at the mine) or downstream
(in manufacturing and consumption) offers potentially different levels
of economic efficiency. Taxing coal-fired power instead of coal itself of-
fers further insights. During 2009, American coal-fired power plants pro-
duced approximately 1.7 trillion kilowatt-hours, the standard measure-
ment of electric power.”" Electricity taxes on coal-fired power of even
an arbitrary $.02 per kilowatt would raise $35 billion for the American
public. At a tax rate of $.17, which is the value of coal-fired power’s dam-
ages per kilowatt-hour calculated by the Harvard study, it would generate
closer to $300 billion.”*

In 2008, the approximately 8,300,000 energy consumers of “Middle
America” filed income taxes with an adjustable gross income between
$75,000 and $100,000.>° Their taxes raised almost $66 billion, with an aver-
age payment of $7,802.”* Taxing coal-fired electricity even at the $0.02 rate
would enable an income tax refund of over $4,000 to every one of them,
or could be used to benefit those in lower income tax brackets.” Since the
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average American consumes approximately 12,000 kilowatt-hours a year
of electricity,’® the tax could impose a direct cost to consumers of at most
$250, which is easily refunded in lower property or income taxes.””

Of course, this direct-consumption premium admittedly ignores cost
increases for products manufactured in the United States that heavily rely
on underpriced coal-fired power. Firms often rely on razor-thin margins
to manufacture profitably, and they remain sensitive to the price of elec-
tricity. So instead of allocating the entire tax benefit from coal-fired power
to consumers, the tax could help manufacturing pay for efficiency im-
provements and worker-training in new, efficient technologies. This has
been done in high-cost manufacturing countries such as Germany, which
has improved the financial health of energy-intensive industries subject
to aggressive climate policies. Instead of coal being a barrier to the clean
technologies that will redefine the twenty-first century, taxes from coal

can pay for the transition.

Australian Finders, Keepers

“Today is a significant day for Australians and the Australians of the fu-
ture who want to see a better environment,” remarked Prime Minister Ju-
lia Gillard on the narrow passage of Australia’s first government program
to price carbon dioxide emissions. Parliamentary opposition leader Tony
Abbott responded immediately, “We can repeal the tax, we will repeal the
tax, we must repeal the tax. This is a pledge in blood. This tax will go.”*

Abbott’s blood pledge reflects the deepening political polarization of
Australia’s natural-resource and environmental policies. How could such
arich, modern country see such extreme views on resource and pollution
management? How do Australia’s resource policies affect the business
community and social welfare?

The answers lie at least in part with former Prime Minister Kevin
Rudd. The story of Rudd’s term as prime minister of Australia is one of
the democracy’s great twenty-first-century dramas. Following a long ten-
ure of conservative leadership, Rudd and his Labor party swept into office
in 2007 on a “Yes, We Can” message comparable to the one that propelled
Barack Obama’s ascent to the White House. The Rudd government’s first
act was to sign the Kyoto Protocol and pursue domestic policies to reduce
Australia’s greenhouse-gas emissions. To enable that goal, Rudd sought
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to renegotiate the social contract between Australia’s extractive industries
and the public by increasing corporate taxes on mining companies. Lib-
eralism seemed at last to march across Australian politics, but Rudd did
not look back to gauge how many were following his green policy parade.
Few political spectators at the time could have imagined that the most
popular prime minister in Australia’s history would soon be removed
from office by his own party and have his policy initiatives watered down
by his successor, Julia Gillard, at the behest of large corporate interests.

If the United States is the world’s fossil energy “consumer,” Australia
is its “producer.” Australia is essentially the world’s mine; few countries
have struck the geological lottery as richly. Where it once lamented be-
ing tucked away in the corner of the Asian-Pacific region, Australia now
finds itself at the center of a massive natural-resource economy that feeds
rapidly developing Asia with energy and minerals. With 38 percent of the
world’s nickel, 33 percent of the lead, 28 percent of the zinc, 25 percent
of the brown coal, and 38 percent of the uranium, Australia commands
an immense mineral-resource base that has caused its economy to boom.
Australia also has 20 percent of the world’s silver, 16 percent of the indus-
trial diamonds, 15 percent of the iron ore, and 13 percent of the gold.”
According to the Department of Foreign Affairs and Trade, natural re-
sources account for well over A$50 billion in trade annually and repre-
sent Australia’s largest single sector by export value. Of Australia’s top 25
merchandise and service exports, twelve are minerals.*

Ever since Australia’s nationhood in 1901, the prevailing attitude to-
ward mining mineral resources can largely be described by the old adage
“finders, keepers.” Private extraction companies have operated with gen-
eral disdain for the idea of paying for access to resources that belong to
the people of Australia.

A case in point is gold. Incredibly, gold was not taxed in Australia un-
til 1991, depriving the Australian people of hundreds of millions of dol-
lars in tax revenue.®' Gold production in Australia exploded from 27 tons
per year in 1982 to 157 tons in 1988, earning A$2.7 billion from exports
in 1988 across a market increasingly focused on exports. As gold prices
appreciated considerably in the 1980s, the Australian newspaper The Age
published an influential editorial stating that “Australian taxpayers are

theoretically subsidizing gold mining companies to the tune of millions



182 CORPORATION 2020

of dollars each year. . . . Economically and morally there is no reason for
the tax-free status to remain.”*

As The Age went on to state, such a pattern of public risk and private
gain sends the wrong message to business about resource consumption.
Corporations should not access public resources as though they were
limitless geological ATMs. In the face of a rising Asia, the constraints of
the world’s natural-resource markets accelerated a boom-and-bust cycle
in global commodity markets. A government review of taxation in Aus-
tralia, known informally as the Henry Review after Rudd’s Secretary of
Treasury, Ken Henry, found a vast difference in the taxes levied and cor-
porate profits from extracting Australia’s natural resources, as shown be-
low in Figure 8.5. BHP Billiton reported half-year profits of in excess of
$23 billion in 2011.% Similarly, Rio Tinto showed profits for 2010 over
$14.3 billion, and Xstrata, the world’s largest coal exporting company,
revealed profits over $5 billion.*

Global mining companies operating in Australia have made excep-
tional profits by mining and selling Australia’s mineral wealth, but have
refunded only a small fraction of these earnings back to the Australian
citizen. While the Australian government received only an additional A$9
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Resource Taxation 183

billion in taxes from mining companies over the past ten years, profits
were nearly A$80 billion.” Compared to taxes in Norway, Great Britain,
and other OECD countries, Australia appeared to be giving away its natu-
ral resources virtually for free. Rudd’s government sought to correct this
imbalance. Under the direction of Secretary Ken Henry, the Department
of Treasury put forth an analysis that suggested that the government pro-
pose a 40 percent tax on resource “super profits,” along with a redistribu-
tive cut in corporate tax rates from 30 percent to 28 percent. The mining
companies’ response was deliberative and sharp—it included misleading
advertising campaigns and intense political lobbying, all of which resulted
in Kevin Rudd losing his party’s support and his premiership. Rudd’s failed
tax was a defeat for the people of Australia, and a lesson on the difficulties
of renegotiating the social contract involving private extractive industries
and publicly owned resources. In the final analysis, it remains a sobering

reflection on the significant challenges of taxing resource extraction.

Germany: Conserving, Recycling, and Innovating

If the United States consumes resources, and Australia produces them,
Germany manages them. Home to the world’s fifth-largest economy with
an annual GDP over $3 trillion, Germany produces automobiles, chemi-
cals, machinery, and power-generation equipment iconic of the world’s
best-quality industrial goods. Germany typically ranks as the world’s
fifth- or sixth-largest emitter of greenhouse gases. Beyond only modest
deposits of coal and natural gas, Germany is devoid of nearly all energy
and mineral resources. Feeding the German economy requires significant
imports of natural resources. Around 60 percent of Germany’s primary
energy supply is imported.®® Having lost out on the geological lottery, the
entire German economy is focused on producing high-value goods from
ever-fewer inputs—in other words, it is focussed on efficiency.

Despite energy-intensive industry representing 44 percent its eco-
nomic output—compared to only 30 percent in the United States”—Ger-
many produces $6,300 per ton of oil equivalent, over $1,000 more than
the United States for the same energy input.”® The official motto of the
German Energy Agency is Effizienz Entscheidet, or “Efficiency Decides,” a
slogan that captures the essence of Germany industry. How Germany has
translated efficiency into resource management provides an example as to
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how business, public policy, and environmentalism combine to maximize
corporate, natural, and social returns.

Since the 2011 tragedy at the Fukushima reactor in Japan, the eyes of
government policymakers the world round have focused on Germany.
Chancellor Angela Merkel’s government led the country toward perma-
nently phasing out nuclear power immediately following Fukushima.®”
She has recommitted Germany to an energy future organized around
renewables and a national target of reducing greenhouse-gas emissions
by 40 percent within the next 20 years, easily the most aggressive low-
carbon path of any industrialized nation. Walking away from fission and
the internal-combustion engine, both products of German science, the
country is embarking toward a low-carbon energy future that, according
to CEO Heinrich Hiesinger of ThyssenKrupp, is “an effort comparable to
reunification”” in terms of financial costs and political dedication.”

The key to Germany’s energy transition rests on how the country
will manage natural, financial, and social resources. Taxation continues
to play a starring role in this story, as Germany has relied on it to address
many of its complex resource problems. In 1999, faced with a fiscal crisis,
the Germany legislature passed the Ecological Tax Reform Act, which
imposed gradually increasing surcharges on petroleum products and elec-
tricity.”* As a result, Germans continue to pay among the highest prices
in the world for energy. In 2011, gasoline in Germany cost approximately
$8 a gallon”—more than twice American prices—with taxes representing
about 63 percent of the total.”* Compare this to the United States, where
taxes represent only about 16 percent of the total price of a gallon of
gasoline.” In addition, German electricity prices are generally three times
the rate a typical American would pay. A second bill, the Germany Re-
newable Energy Law, adds $10.50 in annual costs for feed-in tariffs in sup-
port of alternative energy sources, particularly solar and wind power.”®

The German government has strategically invested its revenues back
into the economy. In 2003, tax reform raised nearly $24 billion, most of
which went toward reducing pension contributions by some 1.7 per-

cent.””

Funds boosted employment by reducing the payroll tax rate from
42.3 percent to 34.6 percent of gross wages.”® After consulting with in-
dustry, the government funneled tax funds into areas considered critical

for the German economy. Between 2001 and 2006, the Kreditanstalt fiir
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Wiederaufbau (German Development Bank, KfW) Program for Energy
Efficiency in Buildings issued over 450,000 loans totaling approximately
$36 billion.”” Over $1.2 million housing units were offered subsidized
loans based on resource taxation.*

The results of such investments are powerful. The program is cred-
ited with helping to create a million new jobs while cutting home energy
consumption in half. Budget analysts estimate that for every euro of gov-
ernment subsidy, the program attracted over nine euros in loans.*" Al-
though at high costs, German renewable electricity production increased
from 6 percent of the electricity supply in the 1990s to over 10 percent in
2009.% Meanwhile, German companies and research institutions submit-
ted between 30 and 40 percent of global patent applications in efficiency-
product development.®

Assuredly, Germany’s approaches to taxation are not without faults,
or political controversy. Even still, the country offers an example of how
tax revenue—if spent strategically—can enrich both public and private

interests.

Reconciling Economic and Ecological Efficiency

The ecological realities of the twenty-first century necessitate a reorgani-
zation of the production and consumption of natural resources. Design-
ing sound and fair taxation polices is a huge challenge, and political solu-
tions are rarely perfect. Yet we cannot let the desire for perfection become
the enemy of the greater good in designing programs to revalue resourc-
es. Time is of the essence. Moving from cutting, digging, and burning
toward conserving, recycling, and innovating is not free or frictionless.
Warren Buffet once remarked that price is what you pay, value is what you
get. The ability to obtain value is available to us.

Three main facts justify increased taxation of natural resources. First,
resources are rarely priced according to the damages caused by the re-
source’s extraction or use. For example, coal mining causes damages to
local water and air resources, while the combustion of coal results in
damages to human health and the environment far beyond the mone-
tary value of the electricity produced. The externalities of extraction and
production are underwritten by the public.

Second, resources are finite, and while technology has improved access
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to new resources, ultimately demand and supply mismatches for critical
resources such as petroleum, coal, natural gas, copper, and other min-
erals can cause severe economic shocks. Swings in the prices for petro-
leum and other commodities over the past years provide ample evidence
that companies cannot forecast business effectively without certainty in
resource markets. Regulatory certainty plays as great a role as geology
in economic stability. Resource taxation prepares the economy for vola-
tile commodity markets. In Northern Europe, where gasoline is taxed up
to three times more at the pump than in the United States, volatility in
petroleum markets is much less of a political or economic crisis. Assur-
edly, high oil prices are a drag on the European economy. Still, decades of
high gasoline prices have conditioned Europe to produce substitutes to
oil-based transportation, mainly in the form of public transportation and
well-planned, walkable cities. Countries and corporations that prepare for
resource-price variability add versatility to their bottom line.

Third, well-designed taxation drives innovation, and that should be a
key goal of any reform. Shifting the tax burden from “taxing the goods”
to “taxing the bads” aligns taxation with rewarding resource efficiency
and not resource use. This is not to say that the extractive industries
have not found cost-effective innovations to deliver resources faster and
more cheaply to consumers the world wide. The aim of such innova-
tion, however, has been value-addition through higher and more efficient
extraction, rather than value-addition through less extraction. This has
impeded innovation into lower-resource products and services. GE’s
“ecomagination” initiative and other large companies’ efforts to address
the constraints presented by the twenty-first century capture the essence
of innovating a way out of serious challenges. We might be cutting, dig-
ging, and burning decades into the future, but at least we can do so with
a focus on resource conservation. Taxation can tip the pricing threshold
such that recycling is more profitable than mining and the negative exter-
nalities on the environmental and human health are properly accounted
for by business.



CHAPTER NINE

Corporation 2020

The New DNA of Business

Power and machinery, money and goods, are useful only as
they set us free to live. They are but means to an end. For in-
stance, I do not consider the machines which bear my name
simply as machines. If that was all there was to it I would do
something else. I take them as concrete evidence of the work-
ing out of a theory of business, which I hope is something
more than a theory of business—a theory that looks toward
making this world a better place in which to live. . . .

— Henry Ford

So much has been written by so many excellent authors on “tomorrow’s
corporation” that it may appear surprising that anyone would imagine
that still more is needed. Three reasons tell us otherwise. The first is that
change won’t just happen. There is too much optimism built around ex-
amples of forward-looking corporate CEOs and incomplete models and
anecdotal observations of correlation between corporate sustainability
and corporate success. Second, there are no elegant or easy solutions.
There are too many single-themed or dominant-themed theses describing
how we can transform corporate purpose and behavior. Too many people
tell us that transformation is already well under way, often arguing that it
is all about transparency, or all about ownership, which underrepresents
the complexity and extent of the challenge we have on our hands. No one
institution alone, be it government or civil society or the market or the

corporation itself, can overcome this challenge. Third, the challenge is
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too often presented as an environmental challenge or a social justice issue
or both. But it is in fact a challenge of survival for the corporation itself,
for the modern economies that corporations constitute and operate, and
indeed for human civilization as we know it. This is urgent: significant

transformations must begin within this decade.

It Won’t Just Happen

My first point of disagreement with the recent wave of discussion is that
it relies too much on a conviction about the imminence of revolution
or redesign or reform of today’s corporation, drawn from correlations
between improved corporate performance and an increased corporate
focus on sustainability. Usually, this correlation is a result of some combi-
nation of lower costs, higher efficiency, product innovation, and business
model innovation, thanks to the business following a more sustainable
path. Sustainability is viewed by some as “the key driver of innovation.”’
Others promote a movement described as a “green wave” in which smart
corporations or “wave riders” catch on early and profit from better prac-
tices.” These convictions are all informed by well-considered theses and
evidenced by iconic examples of “new corporate DNA,” but at the same
time, the weakness of such theses is reflected by the “wave riders” that
have not come through the last decade with flying colors.

Those hoping for such kinds of endogenous change appear to be
declaring victory too early. The reality is that despite these correlations
between sustainability and corporate success, endogenous change (the
idea that corporations can and should drive sustainability “from within”
because it is good for them) may not be enough. It is too dependent on
the continuing inspiration and initiative of a few corporate leaders play-
ing on a field heavily tilted against them and still dominated by tens of
thousands of firms that are sustainability laggards. And there are still a
trillion dollars of subsidies supporting fossil fuels, intensive agriculture,
and trawler fishing, even though governments are well aware of the risks
and social costs of climate change, have ample information on pesticide
and fertilizer impacts on human health, water bodies, and biodiversity,
and can see the impact of open-access pelagic fisheries on the remaining
stocks of fish in the seas.

Second, corporate ownership—which in theory determines the
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direction taken by companies—is less and less in the hands of individuals
or communities and increasingly in institutional hands (an estimated 70
percent),” mostly mutual funds and pension funds for whom performance
means quarterly returns. The culture of “twos and twenties” (2 percent
commission, 20 percent share of capital gain) fostered by mutual fund
managers and hedge funds has taken a deep hold on the psyche of the
entire landscape of investment management, so much so that even insti-
tutional investors who have “natural” reasons to be thinking long-term
and measuring long-term performance (such as life insurers and pension
funds) are instead overly focused on their short-term performance.

As a result, most corporations are still powering ahead and feeding a
brown economy, one that does not increase social equity and does not de-
crease the persistence of poverty and does not reduce environmental risks
and ecological scarcities. Most corporations are still hard-wired to deliver
their best performance in a brown economy. NGOs, change agents, and
deep thinkers may rail against such corporations and call them “dino-
saurs” or “monsters,” but the reality is that they comprise most of the
economy, and there have not been large enough changes in the operating

environment for them to either evolve and survive, or quietly go extinct.

There Are No Elegant Solutions

There are too many elegant and well-argued theses for corporate evolu-
tion, redesign, or reform which underrepresent (and thus avoid address-
ing) the complexity of the challenge on hand. This complexity is deeply
engrained in the legal history of the corporation, in postwar economic
history, and in the ascendancy of democracy and free-market capitalism.
It is also inextricably linked to our prevalent systems of subsidies and in-
centives for a brown economy, an economic model which has delivered
progress for a century and a half in the Western world, and is now provid-
ing growth and development worldwide but exposing the whole planet to
unacceptable social and environmental risks.

In The Naked Corporation, Don Tapscott and David Ticoll make the
case that the Internet and social media are forcing businesses into an age
of transparency toward shareholders, customers, employees, partners,
and society.* Financial data, employee grievances, and internal memos

regarding environmental disasters, product weaknesses, and scandals are
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all publicly available if one knows where the information is held. Tapscott
and Ticoll argue that transparency is revolutionizing business and forc-
ing it to engage with and demonstrate values-based decision making, as
against just a short-term-profit focus. Transparency is indeed a vital devel-
opment and it is a theme that touches some key planks of change that this
book advocates. Disclosing corporate externalities in statutory accounts
is about increasing transparency, as is control and disclosure of lobbying
and “revolving door” hiring, for example. Transparency alone, however,
is not going to transform the way business is done. Penalties for a lack of
transparency are too few, regulations are still needed, and taxation and
subsidies need urgent reform.

The changing face of consumer choice is a vital driver of change. Asa
result, advertising may not have the privilege of remaining values-neutral
and unaccountable for much longer. Corporate culture is certainly in the
cross-wires of society, although I hesitate to go as far as Dov Seidman’s
How, which argues that consumers are increasingly driving sustainabil-
ity by being sensitive to the values and culture of the corporation which

produces what they consume—the “how” of business.’

There Is Real Urgency

Until the problem of the redesign of economic agency is resolved, we
cannot hope to see a “green economy” emerging around the world. Put
simply, the earth’s surface is a bundle of complex interacting systems
that nurture humanity and feed our economies. The rapid growth of the
postwar years and its resultant onslaught of “cutting, digging, burning” is
pushing against this complex system at many levels.

To put it bluntly, Corporation 1920 cannot and will not deliver a green
economy. And without a green economy, there is every risk that we shall
breach planetary boundaries, or safe operating limits for human society
to inhabit the biosphere.

As Johan Rockstrom from the Stockholm Resilience Centre and his
colleagues explain, there is not one planetary boundary (greenhouse-gas
emissions are the boundary most prominent in the public mind nowadays)
but several planetary boundaries to consider, and to complicate matters,
they are not independent but connected. Such limits might already have
been crossed in the realm of atmospheric emissions and biodiversity loss.
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And there are already many examples of the onset of these large-scale
changes, including the death of coral reefs, widespread desertification,
and extreme weather events.

At the same time, there are risks in other directions: excess nitrogen,
shortages of rock phosphorous and potash (both key fertilizers), freshwa-
ter scarcities, ocean acidification . . . the list is long. It has become clear
that 2020 is about as long as we have before we must embark on a wave of
reforms that collectively can bring the economy and humanity back on a
safe trajectory. In 2009 Dr. Pachauri, chair of the IPCC, wrote:

We [in the IPCC] have estimated that to stabilize global tempera-
ture increases at just 2° to 2.4° Celsius, we have only about seven
years to turn around global emissions of greenhouse gases like
carbon dioxide. By 2015 they’ll have to peak. By 2020, we’ll need
to put in place a 25-40 percent reduction in greenhouse-gas emis-
sions. That’s a huge challenge. . . . But I believe these emissions
reductions are possible. We've carried out assessments of the sort
of mitigation strategies needed and find that the costs are really
minimal. The necessary technologies are here. . . . There will be
some discomfort during the transition to lower-carbon technolo-
gies, but at the end of the day, we’ll be better off. And our children
will be much better off.®

Thus, if it won’t just happen, and as there are no simple or elegant
solutions, and if it is indeed an urgent survival challenge, then what is
the change agenda that will get us the green economy that our survival
requires, and the emergence of Corporation 2020 that will be its main
agent?

Business needs a new DNA—but what is it, and how can we all col-
laborate in order to engineer its ascendancy in the very real context of
today’s ownership patterns, market systems, and democracies in the very
short time we have on our hands?

The New DNA of Business

J. N. Tata, the nineteenth-century industrialist and founder of India’s cor-
porate behemoth, the Tata Group, believed that “in a free enterprise, the
community is not just another stakeholder in business, but is in fact, the
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very purpose of its existence.”” This philosophy continues to be part of
the corporate credo of the Tata Group to this day, reflected in a comment
from Ishaat Hussain, Finance Director of Tata Sons, the group’s holding
company: “The narrow shareholder definition will allow you to grow fast
but will have you fade just as fast. If you look at stakeholder value, then
you are taking a long term view of the business.” Hussain’s view is that
the change that is needed “has to come from within. It has to be part of
your DNA.”®

The need to redesign the corporation to make it fit for the future—
to make it operate by the dictates of a different DNA—has been felt by
many corporate leaders, corporate houses, and thinkers over the last few
decades. Corporation 20/20, a recent initiative by the Tellus Institute to
promote the need and importance of corporate redesign and to devise
solutions, is a vision and a set of six principles for corporate design for
the corporation of the future and its enabling institutions—governments,
market regulators, industry bodies, and civil society. Allen White and
Marjorie Kelly of the Tellus Institute have assembled insights from over
300 leading thinkers in business, civil society, finance, labor, and law on
how the tenets of sustainability, equity, and good governance could be
worked into a new design for the corporation.” Their first and foremost
principle for corporate repurposing and redesign is that private enterprise
should be harnessed for public benefit. This is the antithesis of the cost-ex-
ternalizing behavior of Corporation 1920, whose DNA often leads it to
reap private profits from converting or preempting or destroying public
wealth, through public costs in the form of its negative externalities.

For almost a century now, like a recessive gene, the “social purpose”
of a corporation has been visible only sporadically, in the strategies and
cultures of a handful of forward-looking corporations. The aberration in
the history of the corporation is not found early in its 2,800-year-old his-
tory, but rather, in the nineteenth and twentieth centuries (to be precise,
the period 1819 to 1919, the “crucible” period from the first introduction
of limited-liability corporations in the United States). During this cen-
tury the corporation, empowered by its legal history and encouraged by
a postwar global alignment of the forces of deregulation and innovation
in trade and capital markets, broke away from its community moorings,

freed itself from social purpose, and reinvented itself as the perfect agent
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of free-market capitalism. Its successor, Corporation 2020, needs to al-
low this recessive “social purpose” gene to express itself once more, with
corporate goals being aligned with the goals of society.

There are many examples of this “social corporation” already begin-
ning to happen. Banking might nowadays appear to be an unlikely busi-
ness with which to demonstrate corporate good behavior, but here is
some evidence. Banco Santander, a multinational bank based in Spain,
is a veritable giant in Brazil. Over the past decade, Santander has merged
with or acquired several other banks, including Brazil’s Banco Real, and
it now has over 50,000 employees in Brazil, with a total global headcount
of 170,000. Fabio Barbosa was Banco Real’s president for 16 years, then
served another three as president of the merged entity Santander, before
moving on to lead the Brazilian publishing house Abreo. The sustainabil-
ity philosophy of Santander in Brazil has evolved from performing acts of
corporate social responsibility to seeking social change.' It grew from Fa-
bio Barbosa’s vision of a “social corporation” with social motivation be-
yond mere profit. He asked the company to answer two questions: What
type of human being do we want to develop? and What type of society do
we want to build? Barbosa introduced to Banco Real the concept of “pro-
tagonism,” or promoting behavior change in the society in which the bank
operates. “Be a Human Protagonist” is the slogan adopted by Santand-
er’s managers, who are trained by their Human Resources Department
to weave sustainability into the fabric of the business. Santander clearly
walks the walk: 57 percent of their middle managers and 39 percent of
senior managers are women, breastfeeding facilities are provided in two
buildings, and maternity leave includes a considerable 39 weeks of mater-
nity/statutory pay."' Their risk-management function recognizes “socio-
environmental risk” as a formal risk category, and socio-environmental
performance is used as an indicator for credit concessions as well as cli-
ent and supplier acceptance, a practice implemented across the entire
wholesale bank by 2010, for their client-adoption due-diligence. They take
exceptions very seriously; since 2009, relationships with six clients were
interrupted on the grounds of poor socio-environmental performance
following a full review of their 3,900 corporate relationships.

Such integration of socio-environmental performance is indeed

rare in the international banking world, but it has enormously positive
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implications. Just imagine what would have been the impact of Wall Street
and City investment banks holding 100 percent reviews of their corporate
client base for socio-environmental performance? How might “relation-
ship interruptions” of the kind implemented by Santander, Brazil, have
affected the liquidity raising and credit ratings of BP, Texaco, Vedanta Re-
sources PLC, and other corporations that have evidenced questionable
socio-environmental performance? And how might that have directed a
change in their behavior?

Itat Unibanco, the largest private bank in Latin America, has also made
sustainability a cornerstone of their business strategy. Indusind Bank, one
of the leading Indian private-sector banks, has done likewise—across all
customer segments, covering private and corporate banking customers.
The power and potential of targeting consumers through theirbankersisa
relativelynewidea, anditisnotvisiblebroadly enoughininternationalretail
banking other than in a few firms.

Aligning corporate goals with those of society, or “social purpose,”
never really left some very old corporate houses (e.g., the Tata Group)
despite evolving corporate legal history, and it has resurfaced in some new
ones. In addition to the banks named above, this book evidences such a
realignment of goals in many corporations that were created in postwar
years, including Natura and Infosys. But no commentary on this phenom-
enon would be complete without a mention of this vital strand of Corpo-
ration 2020 DNA to be found in the Ford Motor Company in its early days.

Henry Ford and Goal Alignment with Society

Early versions of Ford’s original Model T ran on both ethanol and gaso-
line. Henry Ford considered biofuels to be the energy of the future, and
his vision was that farmers could grow and use their own corn-based eth-
anol for their Model-Ts. In 1925, during the height of Prohibition in the
United States, he said,

The fuel of the future . . . is going to come from fruit . . . weeds,
sawdust—almost anything. There is fuel in every bit of vegetable
matter that can be fermented. There’s enough alcohol in one year’s
yield of an acre of potatoes to drive the machinery necessary to

cultivate the field for a hundred years."
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Even though price and supply considerations led to ethanol being
phased out as the Model-T’s fuel (instead becoming an octane-enhancing
additive to gasoline), Ford never fully abandoned his belief that sustain-
able fuel sources would one day be viable. He continued to promote al-
cohol fuel even while its viability was being sapped by the temperance
movement (that is, Prohibition, 1919-33). Henry Ford could see then
what it has taken humanity another three-quarters of a century to real-
ize: that there is a difference between sustainable and unsustainable fuel,
and that gasoline cannot be the fuel of the future. Imagine the history of
energy and the course of human and planetary history if Henry Ford’s
vision had prevailed, and gasoline had not become the main fuel option
for almost all cars today?

Though we have already seen (in Chapter 3) that the early Ford Mo-
tor Company had an enormous footprint, Henry Ford was zealous about
eliminating waste. He wanted his company to make something out of
everything that would otherwise be “scrap” or “waste.” During the 1920s
and "30s, Ford’s River Rouge plant in Dearborn, Michigan, recycled and
reused coke, scrap wood, blast-furnace slag, pellets, and crates. Wood-
en cartons in which batteries were packed by suppliers were made to
specifications such that they could be reused as gearbox covers.'” Ford’s
plant even had a vehicle disassembly operation! Henry Ford insisted that
a business existed not to make profits but to provide a service to the pub-
lic, and that waste reduction was the single most important way his com-
pany could cut costs and continue to sell its cars at a profit."* Although
he did not speak in terms of “reducing the social costs of unmanaged
waste” or “increasing resource efficiency,” as a Corporation 2020 CEO
might do today, Henry Ford ranks tall among the best of them. Ford
Motor Company under his direction embodied an essential strand of the
DNA of Corporation 2020: goal alignment with society.

Henry Ford also believed that the primary purpose of a corporation
was not profit, but the betterment of society, including the community
defined by the Ford Motor Company itself, its employees, and its cur-
rent and future customers.” By 1916, Ford had reduced the price of the
Model-T from its original $850 by almost half, mainly to make the car
affordable to more Americans, and especially Ford’s own employees. That

led to his investment of company resources being challenged in court by
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the Dodge brothers (who owned a significant 10 percent of Ford Motor
Company) and to the historic judgment in 1919 that overturned Ford’s
executive decision and firmly established the legal principle that “the pur-
pose of a corporation is its own self-interest.”'® The law is blind, it is said,
and it was certainly blind to Henry Ford’s vision of a corporation whose
goals were aligned to those of society at large. By a curious twist of des-
tiny, this very court case (Dodge v. Ford, 1919) completes a transformative
century at the end of which, by 1920, today’s corporation had received
its fully coded DNA."” How poignant it is that this crucible-like period
which forged the corporation as we know it is lined with the legal ashes of

Henry Ford’s shattered vision of the corporation as a “force for good.”"®

The Four Strands of a New DNA

Goal alignment with society (and through that a reemergence of “social
purpose”) is an essential feature of Corporation 2020. However, if new
DNA is indeed going to transform Corporation 1920, it will need to have

not one but four major strands:

1. Goals that are closely aligned with those of society

2. A vision of the corporation as a capital factory

3. An understanding of the corporation’s role as a community

4. A commitment to developing the corporation as an institute of

learning

We’ll now turn to each of these strands in more detail and explain

how they are interwoven and interdependent.

Goal Alignment with Society

The goals of Corporation 2020 are the goals of human society: increased
human well-being, increased social equity, improved social and commu-
nal harmony, reduced ecological scarcities, and reduced environmental
risks. Goals clarify purpose, which answers the question Why are we
here? Objectives define milestones toward our stated goals and answer
the question What should we aim to do and by when?

Financial capital accretion (through profitability) is undoubtedly a key
objective for Corporation 2020, which ensures its financial sustainability

while pursuing these goals, but it is not the only objective. There are other
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important goals, not just those determined by the corporation’s share-
holders, but also those determined by the corporation’s stakeholders, the
public, those who are impacted by the corporation.

These beliefs are not new—they have been held in varying forms by
business leaders for at least a century. We saw this in Henry Ford’s belief
that the primary purpose of a corporation was not profit,”” but the uplift-
ing of society, and in the irony of Corporation 1920 being built atop the
legal ruins of Ford’s desire for goal alignment with society.

Corporation 2020 is a type of evolved company, one which will sur-
vive and succeed because it is genuinely value-additive and because it se-
cures corporations’ social license to operate. Indeed, Corporation 2020
has a “constrained” social license to operate—because it is held account-
able for its negative externalities and faces the risk of losing its freedom
from taxes or penalties being imposed on these externalities if they grow
larger and socially unacceptable. Corporation 2020 behaves in ways that
are designed to deliver performance to shareholders and positive benefits
to stakeholders. In that sense, and only in that sense, Corporation 2020 is

a return to the “social corporation” concept of bygone years.

Corporation 2020 Is a Capital Factory

Tomorrow’s corporation needs to be a capital factory, not just a goods-
and-services factory. It creates financial capital through its operations,
but without depleting (and ideally, while growing) natural capital, social
capital, and human capital. Instead of a single-goal, cost-externalizing ma-
chine maximizing financial capital for its own shareholders, it maximizes
financial capital, human capital, social capital, and natural capital for its
shareholders and its stakeholders. It is rewarded for doing so by tax relief,
policy incentives, staff commitment, and customer loyalty. All this sounds
lovely, but can this vision square with traditional microeconomics?

In traditional microeconomics, firms are viewed simply as machines
or factories, using labor and raw materials (sourced from “land”) to pro-
duce goods and services. This “machine” view of firms is a useful start-
ing point to understand modern production processes. In order to view
the corporation through the lens of any sustainability metric, however,
we need more. The traditional view can be polished to include subtleties
such as life-cycle analyses and pollution impacts, but to really understand
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the corporation holistically, in terms of what it does or does not do for the
economy and for society, one needs to think in terms of capital, and an-
swer a key question: What is the impact of the corporation on the wealth
of a nation or of the world?

Wealth comes in many forms, and its financial measure is called capi-
tal. Man-made assets and money are identified as physical and financial
capital, and corporations use and generate both in good measure. There
is, however, a larger world of capital that drives economies and human
societies. The belief system that underlies free-market capitalism holds
that marketization is nearly always desirable and that any inability to mar-
ketize public goods is a form of market failure. The reality is that public
goods and services, by their very nature, are generally not delivered or
priced by markets. And yet they do have value, including economic value,
which is usually not visible to policy makers and businesses because no
markets exist to price these values. This economic value can, however,
be represented with shadow prices or accounting prices. Recognizing,
demonstrating, and sometimes even capturing such value in economic
terms—by the exchange of money—are ways of bringing such public
goods and services into the fold where they matter.

The reinvestment of profits into new capital is the key to growth in
any venture, whether it is on the scale of an individual or a corporation
or a nation. A new definition of capital would state that anything that
facilitates the production of income is capital. This is intuitive, but not
often explicitly expressed in a business world where relationships, ideas,
and natural resources are as important for producing income as physical
and financial capital.

The more traditional view sees natural resources falling under the
category of “inputs” to production, or simply “land.” It fails to take into
account the myriad services that nature provides that are undeniably ben-
eficial and income-producing. Studies such as “The Economics of Ecosys-
tems and Biodiversity” (TEEB) provide numerous examples of services
that are provided by natural systems. They demonstrate not only that
ecosystem services can become household income, but in expanding the
scope of what is considered capital, they show that we must expand the
notion that capital is always privately held. In reality, many types of capi-
tal are able to produce positive returns to a large group of people or to
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society as a whole, but cannot provide income to individual private inves-
tors. An example of public capital would be public health. If overall health
in society were to improve, citizens’ capacity to earn would increase by
losing fewer days to illness (which can be measured in socioeconomic re-
search, in the form of disability-adjusted life years). Protected areas pro-
vide another example. They can increase the flow of essential goods and
services to poor rural communities by increasing nutrient and freshwater
flows from forests and wetlands to the farms and provide flood preven-
tion and drought-control benefits, leaf litter for their cattle, and fuelwood
for cooking. In the absence of good stewardship of such capital, there can
arise a general neglect and a “tragedy of the commons” as resources get
exploited because they are owned neither privately nor communally. The
point is that responsibility for capital creation and maintenance across all
forms of capital, the resource optimization of public wealth and private
financial capital, is a shared responsibility of communities, governments,
and corporations, and that its “shared value” will not be optimized if
corporations do not see it as an important business objective.*

Profits are just one dimension of the economic value transformation
achieved by corporations as a result of their operations. The belief in
“shared value” requires that our conception of costs and benefits needs
to be expanded to be holistic. As Michael Porter and Mark Kramer ex-
plain it, “shared value” is not about philanthropy; it is about developing
an economy that will continue to work for companies and society in the
long term.** Triple-bottom-line accounting is one way of assessing the
net value addition of corporations for society, but the complexities of
the estimations involved and limited exogenous pressure (which is not
very visible thus far from governments or accountancy bodies) has meant
that the incentive to produce such accounts has been minimal. Puma, the
branded sportswear maker, leads the field in this regard, having published
a set of triple-bottom-line accounts (valuing their social costs of carbon
emissions, freshwater usage, pollutants, land-use, and waste) in 2011. In-
ternational initiatives such as the TEEB for Business Coalition and the
International Integrated Reporting Council seek to rectify this situation,
but they are still in their early stages.

There are certainly instances in which investing in public capital—ei-

ther human, natural, or social—can provide positive private returns to
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the organization making the investment. Infosys and Google are clear
examples.

These positive private returns can come in new forms, such as savings
on materials or energy use, better public relations, a larger applicant pool
when hiring, less need for avoidance of taxes and regulations, less spend-
ing on lobbying, and the satisfaction of being responsible citizens. Some
might question the last benefit, but a corporation is little more than a
group of individuals and it stands to reason that sentiments such as the
pride and responsibility of managers can be reflected in the actions of a
corporation.

Corporation 1920, the old corporation, aims to maximize the physical
and financial capital that it owns. Corporation 2020, on the other hand,
recognizes that human capital, social capital, and natural capital are just
as able to produce income as is financial capital. It is past the point of
needing to view human and natural capital as ancillary to financial capi-
tal. It even recognizes that its true performance includes its creation or
destruction of public wealth—be it natural or social capital—and not only
its operating results in terms of owned financial capital. This is the central
premise of “three-dimensional capitalism™: that we must think beyond

the traditional boundaries of what can be considered to create value.*

Corporation 2020 Is a Community

The loss of “community” around the world is a palpable result of our
dominant economic model.* Tribes are rare nowadays, and the village
community has been emaciated by labor mobility and long hours. Popu-
lation migration from villages to towns is a global phenomenon, and we
are increasingly entering an urban age. However, urban communities—the
neighborhoods of old towns and cities—have also gradually lost their iden-
tity and pull. This is partly due to advances in communications and trans-
portation, partly due to increased labor mobility, but also due to a market-
place that treats labor and skills as commodities and results in people either
working the equivalent of two jobs or none at all. Corporation 2020 can
be a modern-day community, tied by a shared culture created by its values,
mission, goals, objectives, and governance. It can (and in the best of today’s
companies it already does) re-create the sense of belonging that has been
lost due to the forces of modernization and globalization.
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Recognizing the corporation’s community moorings and doing what
it can to build its business in the interest of this community is a key com-
ponent of Corporation 2020. The role is not newly engineered—it has
been present for at least two millennia. Throughout much of their his-
tory, governments have granted corporations, from the sreni of ancient
India and the societates publicanorum of Rome,” to the joint stock corpo-
rations that built Britain’s infrastructure for the Industrial Revolution,
privileges that were held in check by a simple maxim: serve the public
interest as a “social corporation” constituted for the benefit of society. In
nineteenth-century India, J. N. Tata, founder of the Tata Group, believed
that: “In a free enterprise, the community is not just another stakeholder in
business, but is in fact, the very purpose of its existence.”*® This philosophy
continues to be part of the corporate credo of the Tata Group even to
this day. Ishaat Hussain, finance director of Tata Sons, the group hold-
ing company, clarifies: “This is not just altruistic; there is a lot of self
interest as well. [The corporation] needs the goodwill of the people, its
employees and customers.””’

Peter Drucker wrote that “The organization is . . . more than a ma-
chine. . . . It is more than economic, defined by results in the marketplace.
The organization is, above all, social. It is people. Its purpose must there-
fore be to make the strengths of people effective and their weaknesses
irrelevant.”?®

Michael Hammer, cocreator of the “Six Sigma” business-process re-
engineering route for organizational value addition through a dual focus
on clients and operational risks, wrote that “an organization is more than
a set of products and services. It is also a human society, and like all soci-
eties, it nourishes particular forms of culture. . . . Every company has its
own language, its own version of history (its myths), and its own heroes
and villains (its legends), both historical and contemporary.”*

Both Drucker and Hammer are describing what I term the community
nature of tomorrow’s corporation, built from a community of networks
of relationships instead of a rigid, hierarchical, transfer-priced army of
production units making goods to sell. This is, of course, related to the
idea that the corporation’s purpose is wider than just growing private
financial capital creation for shareholders. In that sense, the community

nature of Corporation 2020 relates to its nature as a capital factory whose
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goals are aligned with those of society—two other characteristics of

Corporation 2020 that we have commented on above.

Corporation as Community: Natura

Founded in 1969, Natura today is Brazil’s largest maker and seller of fra-
grances, cosmetics, and personal products. They are highly profitable:
gross profit exceeds $400 million on a turnover of $2.7 billion. As a strate-
gy, they source as much as possible naturally—around 80 percent of their
formulae come from the rainforest, double what used to be the case 15
years ago, and this is quite unique. Its distribution strategy is also unique:
Natura uses no shops! Their distribution model is relationship-based sales
to friends, relatives, and neighbors by over a million housewives (Natura
calls them “consultants”), who earn almost $900 million per year in con-
sulting (sales) commissions (i.e., around one-third of Natura’s turnover
of $2.7 billion after sales commissions). These housewives in Brazil and
neighboring countries are part of a silent cultural revolution, bringing
employability and spending power into the hands of women in Latin
America, which has historically been a male-dominated society.

Natura’s CEO, Alessandro Carlucci, collectively refers to their million-
plus consultant-housewives, the millions of customers of these house-
wives, thousands of Natura employees, and hundreds of Natura suppli-
ers, as Natura’s “community.” In Brazil and Latin America, Natura is a
powerful example what it means for a corporation to be an alternative

form of community.

Corporation 2020 Is an Institute of Learning

Tomorrow’s corporation must be an institute of learning and skills training,
providing employees with an increasing base of knowledge and skills with
which to add value to the corporation, and add to their earnings profile.

The annual positive human capital externality created by Infosys due
to its formal training programme and its culture of people development,
measured in terms of the value added to employees who leave the firm
each year and apply learned skills elsewhere, is estimated at nearly $1.4
billion. That is equal to over half of the annual gross profits, or financial
capital, created by Infosys for its shareholders. Infosys is truly a human-
capital factory.



Corporation 2020 203

Today there are many corporations which, because of their size and
significant annual trainee intake, do have large training programs. The
notion of being an institute, however, takes it to another level. It requires
an organizational culture of people development through a program that
may have permanent or outsourced faculty or both, and a structure that
is known and accepted by management and employees as meaningful,
relevant, and of high quality. It is a senior-management commitment to
use this program to build their employees into professional citizens of
the future and develop their human capacities, not only in their narrow
job skills but broadly, in their line of work and focused on their particular
interests or talents. And of course, it also includes building their income-

earning potential as skilled employees.

Pathways for Corporation 2020

Although more and more companies are willing to experiment with a
broader set of goals than shareholder value, and more objectives than
quarterly or annual profits, incentives are not aligned to make that think-
ing mainstream. This is because investments in public wealth rarely yield
private returns, and private returns remain the only legal and widely ac-
cepted yardstick of company performance. In such cases, the need for
new rules becomes apparent. These new rules could be in the form of
regulations on disclosing externalities, new taxation structures, revised
standards on advertising practices, laws to register new corporate forms
such as B Corps, and checks on lobbying, to name a few.

These new rules, regulations, taxes, and incentives together comprise
“enabling conditions” for Corporation 2020. They are related to and not
dissimilar in concept to the enabling conditions of a green economy,** and
they are focused largely around four major planks of change chosen to
deliver the best return on mandate, effort, and investment.

Measuring and disclosing the externalities of corporations—resource
use, pollution, and social impacts—is an essential step in encouraging
the transformation of the corporation. As explained in Chapters 4 and
5 of this book, without measuring these external impacts and requir-
ing corporations to provide information on them to the public, today’s
corporation is able to get away with converting public capital to private
capital and calling it profit. The disclosure of externalities, however, will
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allow innovative firms to reap the benefits of innovation and genuine
capital production.

Excessive or misused leverage has been at the heart of each of the last
four major financial crises.”’ The practices of large financial institutions
and other corporations (this list includes mortgage houses, insurance
companies, car makers, and even airlines) which are now considered “too
big to fail” need to be subjected to checks and balances that are appropri-
ate in the context of the use of public funds (used for bailouts) as against
private capital (used to invest in market equities). Chapter 7 discussed
how moving toward a better set of standards and capital requirements
for leverage will help to pave the way for the corporation of the future to
become a safer producer of capital, and avoid yet more crises involving
the excessive use, misuse, or abuse of leverage.

Shifting taxation away from taxing profits toward taxing resource ex-
traction will do much to promote responsible use of nonrenewable natu-
ral capital. If such a change is tax-neutral, it will align incentives in such a
way as to spur efficiency and innovation in resource and energy use.

Finally, advertising will be made more accountable—mainly because
of an Internet- and social-media-induced change in the power balance
between producer and consumer as to who has more say in product adver-
tising. The consumer is indeed gaining ground, and leading corporations
are spending more on smart listening and less on adding decibels and
megabytes to be heard above the din of Corporation 1920 advertising. In
addition, governments need to encourage evolving best practices in ad-
vertising, which will enable corporations that truly are Corporation 2020s
to benefit from their early leadership.’> The current lack of regulations
for the advertising sector has lead to a situation in which mere “green-
washing” (i.e., exaggerated reporting or advertising of a token effort at
sustainable business behavior as though it were a material achievement)
often edges out truly ethical and responsible corporate leadership. Super-
ficial packaging or bad practices should not be allowed to masquerade as
virtue, and good companies should easily be able to inform consumers of
their genuine and demonstrable merits.

The four planks of change advocated by this book—accounting for ex-
ternalities, accountable advertising, limits to leverage, and resource taxa-

tion—are selected in terms of their potential impact. They are not the
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only solutions in the tool kit for change, but without them other changes
might just not be sufficient. Among other solutions, a position paper pre-
sented by the Corporation 20/20 initiative’ lays out a number of tools
that can be used by various groups—investors, large business, small
companies, civil society, government, labor, and media—to bring their
principles to fruition, including the following:

 “Circuit breaker” opportunities, which arise whenever a com-
pany needs the permission of the government for licences or
changes in regulations or fiscal incentives. These opportunities
can be exploited to give more power to communities and labor
as a means of refreshing (or withholding) the company’s “social
licence to operate”

+ Changes in government procurement to reward responsible
companies and shun irresponsible companies—in essence, a
call for government policies to “walk the walk.” This recom-
mendation, in effect the greening of public procurement, is also
advocated by the United Nations Environment Programme
(UNEP)*

+ Changes in government investment policies, again in a similar
vein to the green-economy investments proposed by UNEP in
2011

* Introducing more effective laws to limit corporate lobbying and
campaign contributions

 Addressing the “ownership” driver of corporate behavior with
practical solutions, such as allowing only long-term investors to
have voting rights; increasing short-term capital-gains taxes; and
requiring some minimal target ownership of their companies

by employees

The nature and powers of ownership, and how it can influence be-
havior to align a corporation’s goals with those of society, is a vast sub-
ject, one that has been dealt with extensively by other authors, and one
which remains extremely important. I do not believe there is enough time
left for society to achieve material change in direction through propagat-
ing “B Corp™ status in other important jurisdictions around the world

(it is progressing well in several states in the US), because the challenge
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of achieving changes in charter and legal purpose for the typical large
MNC, operating across the dozens of jurisdictions and countries, is quite

forbidding.

Alternative Ownership Structures

Very few institutional owners have more than a token interest in the “long
term” or “public interest,” as is evident in their constitutions, their in-
vesting behavior, and their performance metrics. As financial investors,
they exercise their shareholder votes either to reinforce short-term per-
formance optimization, or they remain on the sidelines when the debate
turns to public interest.

Ownership models are critical determinants of corporate behavior,
and different forms of ownership and control can have very different out-
comes in terms of positive and negative externalities—respectively, public
interest and public costs. Some of these alternative ownership models al-
ready exist.’® For example, the New York Times is family controlled while
being publicly owned, and its mission is to create an informed electorate.
John Lewis Partnership, a major retail chain in the UK, is 100 percent
employee-owned, and its purpose is to optimize the wealth and well-
being of its employee-partners. Grupo Nueva, a conglomerate (forestry,
freshwater, cement) based in Chile, has a mission of sustainable develop-
ment in Latin America and is controlled by a trust charged with blending
philanthropy and business operations.

Another model of business organization that succeeds time and again
in converting private enterprise into public interest is the cooperative.
Many success stories can be found. The Anand Milk Union Ltd. (Amul)
of India, launched in Gujarat in 1946, was used as a model for national
expansion by the National Dairy Development Board in 1965, turning
India’s chronic milk shortages into a milk surplus while adding to the
incomes and livelihood security of millions of poor farmers across the
country. Organic Valley, a farmer-owned cooperative in the US, is jointly
owned by around 1,200 farmers and is operated in their wider interest.

Iconic of the cooperative and its potential for Corporation 2020 be-
havior is Spain’s Mondragon Corporation.” This cooperative was started
1956 by a Jesuit priest, Don José Arizmendiarrieta, and based on the prin-
ciple “Don't risk jobs to protect capital—risk capital to protect jobs.””* It
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began quite modestly as a company formed by five students from Don
José’s Business Ethics class in their employment-starved home state of
Mondragoén, in Basque Country. They raised $361,000 to buy Aladdin
Kerosene Heaters, which they moved to Mondragén to provide their con-
stituents a handful of new jobs. From those humble beginnings, Mon-
dragon Corporation has grown to a complex of over 250 companies with
revenues of over $24 billion.” Mondragon’s corporate values are coopera-
tion, participation, social responsibility, and innovation—nothing very dif-
ferent from those we see posted as the values at most large corporations.
But unlike most such organizations, Mondragon was conceived from the
outset as a community of enterprise bound by shared values that posi-
tion social outcomes above profits. And as one examines their operating
principles in key areas, however, it becomes obvious that they could not be
more different than the typical Corporation 1920.
These principles are as follows:

* Power Structure. All employees are equal shareholders, each with
one vote, and they elect a board of directors, which in turn
hires their management team. Their community nature came
through the 2008 financial crisis with flying colors, growing
income 6 percent and recording a profit while absorbing the
shocks throughout its diversified business.*

e Financial Structure. All workers invest savings in the cooperative,
repayable on retirement. A bank (credit union) is part of the co-
operative, and it finances new jobs in the Mondragén area. Cre-
ating jobs has priority over growing return on investment. Of
the 103 cooperatives created over the thirty years from 1956 to
1986, only three were shut down—a survival rate of 97 percent,
dispelling fears that there is more than an ordinary credit-risk
downside to their business model.*!

* Education and Training. Community-centered, focused on busi-
ness skills and practical work programs for all, Mondragon is
very much a Corporation 2020 institute in nature.

o Pay Scales and Equity. From 1955 until 1980, the top salary could
not exceed six times the lowest salary. If management wanted
a raise, everyone got a raise. In comparison, the US ratio of pay

was 116 to 1 in 1955 and it has since increased to an estimated
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600 to 1. Recently, Mondragon ratios were increased to 15 to 1
because the rest of Spain has realized how good Mondragon

managers are and were hiring them away!

Examples such as Grupo Nueva, the New York Times, John Lewis,
and Mondragon are powerful because they show that different organiza-
tional forms can and do take shape and conduct business in new, socially
constructive ways. They create positive externalities and mitigate nega-
tive externalities by providing skills for their employees, build societal
awareness, nurture the economies of local communities, and often place
sustainability as a central plank of their strategy.

All of these examples are already very large corporations, so the key
question is this: Are they merely icons of enthusiastic corporate evange-
lism or are they indeed replicable and scalable? In other words, will these
models ever become mainstream and, indeed, the norm for sectors such
as retailing, manufacturing, mining, or even oil and gas? On that vital
issue, I believe the jury is out, but I do not hold high hopes.

Changes in ownership patterns may take ages, as they are evolutionary,
often arising in a Schumpeterian transition from the commercial death
of the current model to the commercial success of alternative models.
To deliver results by 2020, however, we have to address two fundamental
realities: the required change will have to be achieved by legislation and
not by gradual evolution, and it will be resisted every inch of the way by
powerful incumbents. Institutional shareholders are not likely to support
such changes any more than turkeys vote for Thanksgiving or Christmas.

Nonetheless, behavioral change can be fostered, to at least some ex-
tent, by enforcing a new standard for performance metrics for the in-
stitutional investor community, metrics based on financial-accounting

standards for the statutory annual reports of corporations.

Corporation 2020’s “Theory of Change”

We live in a complex but increasingly democratic and free world and cor-
porations are increasingly integral to most of it. Corporations have to
change; however, changes do not happen simply because they seek vi-
sionary, virtuous, or profitable outcomes, or some combination thereof.

If a particular change is profitable, and if it does not absorb corporate
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managerial bandwidth at the cost of other equally profitable changes,
then chances are that particular change will indeed happen.

The rub is that it is not always the case that the four major planks of
change described in this book, or any of the others that are laudable, are
automatically and immediately profitable in the traditional “quarterly
P&L” sense that does not account for externalities. Enabling conditions
that help to internalize externalities—rules, regulations, taxes, subsidies,
etc.—are within the power of governments to change, but they are too
beholden to today’s corporation to do so on their own. So it is back to
the wide and complex world—informed and activist citizens and NGOs,
visionary Corporation 2020 leaders and their inspired colleagues, elector-
ally secure and visionary politicians, well-intentioned and powerful bu-
reaucrats, and a host of human institutions—to collaborate in ingenious
ways to create those enabling conditions such that Corporation 2020
grows increasingly successful, and Corporation 1920 becomes gradually
unable to compete. And as most of these changes are positively reinforc-
ing, the best outcomes may arise from such collaborations seeking to fire
on all cylinders at once.

This may not sound simple, and indeed it is not. Complex problems
require complex solutions.

It might result in an unsettling cacophony of changes over the next
few decades at various levels and scales—and most probably, it will. There
will be a period of turbulence when the economy contains both types of
corporations, competing in a rapidly changing environment. This may
be startling for human society, but it is a perfectly normal situation in the
natural world. As environments change, dominant species decline, and
emergent species become dominant. Pursuing changes in the business
environment in four key arenas—externalities, leverage, advertising, and
resource taxation—will create the business conditions that allow a new
type of corporation to flourish. These are the enabling conditions needed

for the DNA of Corporation 2020 to dominate our economy.



CHAPTER TEN

The World of Corporation 2020

We have always held to the hope, the belief; the conviction
that there is a better life, a better world, beyond the horizon.
— Franklin D. Roosevelt

The previous nine chapters have sought to explain the need for, the at-
tributes of, and the pathways toward Corporation 2020. Yet, just as bio-
logical organisms both shape and are shaped by their environment, so do
corporations respond to and influence the world in which they operate. It
is time to expand our perspective in order to consider the broader changes
necessary to bring about Corporation 2020 and the nature of the world
that Corporation 2020 will in turn help to create.

The Decade of the Great Unraveling

We live in interesting times. The transition from the world of Corpora-
tion 1920 to that of Corporation 2020 is showing signs of significant tur-
bulence, not smooth transition. There is increasing divergence between
the fortunes of Corporation 1920 and the macroeconomy it produces:
Corporation 1920 powers on while its world does not. The ever-ascending
CEO pay packages of underperforming corporations came under pres-
sure in spring 2012 from different quarters—that is, from the US Treasury
Department, which announced a pay freeze for executives at AIG, Ally Fi-
nancial, and General Motors in order to encourage repayment of debts to
the government (between $10 billion and $50 billion each), and from the
shareholders of financial giants Aviva, Barclays, Credit Suisse, and UBS,
among others, who revolted at their AGMs.

211
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We find ourselves in the midst of an uncertain recovery from the larg-
est financial and economic crisis in history. This crisis triggered an unprec-
edented policy response from G-20 nations: Interest rates were dramati-
cally reduced, in some cases close to zero, and trillions of dollars in liquid-
ity support and fresh capital were provided to banking systems around
the world. Beyond that, governments also deployed fiscal resources on an
unprecedented scale, committing an estimated $3 trillion to reflate their
economies.'

Such massive liquidity injections by central banks were certainly con-
troversial, although they are not widely appreciated in a historical context.
Most of the major central banks have injected liquidity and lowered inter-
est rates at times of economic crisis. They did so at the onset of Long-
Term Capital Management (LTCM)’s collapse and the Asian Debt crisis
in 1998, again just after the 9/11 attack in 2001, and yet again in response
to the Nasdaq and corporate governance meltdown in 2001 and 2002 that
followed that tragedy. Importantly, the major central banks have almost
never implemented liquidity contraction after any of these crises ended,
thus leaving financial systems awash with more and more liquidity, open-
ing up the risks of asset-price inflation and further financial meltdowns
as this surplus liquidity in the banking system looked around for yields
to earn. The 2008 liquidity injections were simply a continuation of a se-
ries of similar monetarist responses to previous crises, responses that had
showed uncertain results in the past and promised no certainty of success
in the future.

The financial system leading up to the mortgages (collateralized debt
obligation, or CDO) crisis in 2008 has been aptly described as a patient
with a drinking problem. These liquidity ministrations of central banks
and fiscal stimulus by governments were therefore the equivalent of lay-
ing the patient down and prescribing intravenous alcohol in the hope of a
cure. Liquidity injections and low interest rates had not succeeded in turn-
ing around the Japanese economy over almost two decades, so why was
there such confidence that this strategy would succeed on a global scale?

The decade from 2000 to 2010 presented shocks and crises on many
fronts—including food, fuel, and climate. In 2007, the upsurge in the

prices of food cost developing countries $324 billion, the equivalent of
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three years worth of global aid.” Although the recession has also brought
down food prices, food security remains a key problem. In 2008, oil prices
touched $147 per barrel. Although the recession brought a significant cor-
rection, to below $40 per barrel, the fuel crisis remains real. The Interna-
tional Energy Agency (IEA) forecasts oil prices to reach $200 per barrel
by 2030 due to increasing demand and increasingly constrained supply.’®
At such prices, fossil-fuel-dependent developing nations may find their
projected development paths at risk. Freshwater availability has also con-
tinued to worsen, and the inability of poor nations to meet the Millen-
nium Development Goals for freshwater and sanitation became evident.
Collectively, these crises exacerbate such persistent social problems as job
losses, socioeconomic insecurity, and poverty that threaten social stability
in developed as well as developing countries.* A 2009 report by the UNEP
aptly pointed out that

although the causes of these crises vary, at a fundamental level,
they shared a common feature: the gross misallocation of capital.
In the last two decades, much capital has been poured into prop-
erty, fossil fuels, and structured financial assets with embedded de-
rivatives, but relatively little has been invested in renewable energy,
energy efficiency, public transportation, sustainable agriculture,

and land and water conservation.’

Nevertheless, while the economy struggles to rediscover a viable oper-
ating model and to lick its wounds from overuse of the brown-economy
model, Corporation 1920 powers ahead as if nothing has changed. The
number of large multinational corporations turning over more than $25
billion grew from around 210 in 2000 to over 330 in 2010. The number of
these megacorporations whose turnover exceeded 0.1 percent of global
GDP continued to rise, from about 100 to over 120.°

This divergence of fortunes between the macro and micro level can-
not go on forever. Indeed, a decade of such disconnection is already quite
worrying. I see this divergence as symptomatic of the key problem of our
times: heightening systemic risks across several fronts due to our surpris-
ing willingness to live with the wrong economic model (brown economy)
and the wrong agency model (Corporation 1920).
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Redefining Economic Success
Creating an environment that drives the evolution of a new kind of cor-
porate DNA will require redefining success at the level of both corpora-
tions and nations, and implementing an array of policies that align the
goals of corporations and society.

Thus far, I have argued that most of today’s corporations “succeed”
only insofar as they maintain a warped and limited definition of suc-
cess. A utility company generating coal-fired electricity may report that
it makes a huge profit, but who would not make huge profits in such
circumstances when not counting their social costs? A too-big-to-fail fi-
nancial institution counts itself a winner, but what gambler cannot build
a lucky streak when someone else covers all their losing bets? In order
to maximize the benefits of Corporation 2020’s impact in the world, we
need to redefine success at the level of national economies. What, we
have to ask, is the economy for?

We currently know what the current economy is for as a function
of the way in which we measure it. Gross domestic product (GDP)—its
growth, its decline, its comparison among countries—is the lingua franca
of the global economic system. And because GDP is what we measure, it
is what countries seek to maximize. But all GDP tells us is the dollar value
added by the activity of making and selling goods and services in a year.
What our current economy is for, in other words, is making and selling as
fast as possible, with little concern for whether all of our activity actually
makes us better off.

The striking thing about GDP is that those who invented this metric
never intended for it to define the goals of society. Nobel laureate Simon
Kuznets helped to develop the system of national accounts that would
eventually lead to GDP and the closely related measure Gross National
Product (GNP). In 1934, as part of his first report to the US Congress,
Kuznets wrote that “the welfare of a nation can . . . scarcely be inferred
from a measure of national income.” Likewise, the economist Richard
Stone, who played a central role in refining GDP, noted in his Nobel Prize
lecture that the measure only accounted for one part of national wealth.
“The three pillars on which analysis of society ought to rest,” Stone
said, “are studies of economic, socio-demographic, and environmental

phenomena.”
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Like other, earlier national accounting measures, GNP and GDP came
out of a particular historical milieu and were a response to a particular
challenge. Developed during the Great Depression and brought to promi-
nence during World War II, these measures were critical to the govern-
ment’s ability to manage the economy in times of crisis.® Yet the System
of National Accounts (SNA) long outlasted the Third Reich, as well as the
Marshall Plan and the Cold War. So, today, in a time characterized by a
relative degree of peace, but also by ecological scarcity and inequity, econ-
omies around the world operate according to a measure meant to bend
economies to a singular focus on industrial production. As Alan Krueger,
now Chairman of the White House Council of Economic Advisers, put
it at the 2007 Organization for Economic Cooperation and Development
(OECD) World Forum, “GDP measures, in a certain sense, how much
stuff we can produce that we can drop on an enemy. It’s natural in the
post—Cold War era that we would turn to other measures of how
well our society is doing.™

The problems with GDP start with the fact that it counts all purchases
of goods as actually good. If someone buys something, they have con-
tributed to national progress, and never mind if what they bought was
spaghetti or bricks to build a prison. Similarly, GDP ticks up even if what
one buys destroys the value of previously invested capital. As Clifford
Cobb, Ted Halstead, and Jonathan Rowe famously wrote in a 1995 At-
lantic Monthly article, “By the curious standard of the GDP, the nation’s
economic hero is a terminal cancer patient who is going through a costly
divorce. The happiest event is an earthquake or a hurricane. The most
desirable habitat is a multibillion-dollar Superfund site. . . . It is as if a
business kept a balance sheet by merely adding up all ‘transactions,” with-
out distinguishing between income and expenses, or between assets and
liabilities.”"

The fact that we don’t value much of our social and natural capital
makes GDP even more problematic. That a terminal cancer patient no
longer buys as much food as a healthy person might partly balance the
positive GDP impact of his payments for health care. But what of the
clear-cutting of a piece of Amazon rainforest that precedes the creation
of a factory? In that case, GDP not only counts the loss of the asset inher-

ent in the forest as a gain, it also ignores the loss of income from the asset,
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in the form of a constantly replenished source of clean water, clean air,
carbon sequestration, and many other unpriced services. Going down the
list of all the things that aren’t measured by GDP—from strong governing
institutions to the preservation of wilderness, with much in between—it
is not hard to find Robert E Kennedy’s assessment of it as accurate:

Too much and for too long, we seemed to have surrendered per-
sonal excellence and community values in the mere accumulation
of material things. Our Gross National Product, now, is over $800
billion dollars a year, but that Gross National Product—if we judge
the United States of America by that—that Gross National Prod-
uct counts air pollution and cigarette advertising, and ambulances
to clear our highways of carnage. It counts special locks for our
doors and the jails for the people who break them. It counts the
destruction of the redwood and the loss of our natural wonder in
chaotic sprawl. It counts napalm and counts nuclear warheads and
armored cars for the police to fight the riots in our cities. It counts
Whitman’s rifle and Speck’s knife, and the television programs
which glorify violence in order to sell toys to our children.

Yet the gross national product does not allow for the health
of our children, the quality of their education or the joy of their
play. It does not include the beauty of our poetry or the strength
of our marriages, the intelligence of our public debate or the in-
tegrity of our public officials. It measures neither our wit nor our
courage, neither our wisdom nor our learning, neither our com-
passion nor our devotion to our country, it measures everything in
short, except that which makes life worthwhile. And it can tell us
everything about America except why we are proud that we are
Americans."

Knowing these problems with GDP as a measure of success, mod-
ern society has still continued to use it—almost to the exclusion of oth-
er metrics. The reasons for that, I believe, are incumbency and inertia:
GDP is relatively easy to measure, and simple in concept to explain to the
electorate, albeit by omitting to mention its most glaring defects. Fortu-
nately, we seem to have reached a point where it is possible to move be-

yond GDP and, in so doing, redefine the purpose of national economies.
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Figure 10-1  Number of Composite Indices Measuring Country Performance

Source: Romina Bandura, “A Survey of Composite Indices Measuring Country
Performance: 2006 Update,” UNDP/ODS Working Paper (2006).

Recent years have seen an explosion of new indicators aimed at providing
a more holistic view of the wealth of nations. Some of these new indi-
cators describe aspects of societal health, such as development, welfare,
or environmental health, in primarily qualitative terms. Others represent
attempts to replace or fundamentally redesign the existing accounting.
At the heart of new approaches to green national accounting is the
need to move beyond metrics that account only for financial and manu-
factured wealth—physical capital. An inclusive wealth approach, for ex-
ample, would tally the value of not only a nation’s physical capital, but
also, via nonmarket-valuation techniques, its natural capital or ecologi-
cal infrastructure (its forests, wetlands, rivers, coral reefs, etc.), and its
social/human capital (institutional infrastructure, communal harmony,
knowledge and skills, and human health). In the inclusive-wealth ver-
sion of holistic national accounting, a successful nation would be one
that increases the per capita “total wealth” of its citizens over time. An-
other related approach is “green accounting,” in which economists use
nonmarket-valuation techniques to give prices specifically to reflect ex-
ternalities such as the significant invisible ecosystem services from nat-

ural capital. Green accounting takes into account the present value of
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activities that cause future costs (such as the health costs of pollution)
or future incomes (such as higher incomes thanks to education), which
are not reflected in the current mainstream model, the UN’s System of
National Accounts (SNA). National accounts can then show an adjusted
or “Green GDP” that reflects both gains in physical capital and any resul-
tant drawdown or increase in natural capital. Tallied year-on-year, Green
GDP provides a picture of whether a nation’s “genuine savings” are
increasing or decreasing over time."

Little more than two decades ago, many of the national accounting
ideas now emerging would not have been conceivable, much less imple-
mentable. New computing and remote sensing technology have been
crucial to modeling ecological dynamics in a way that allows economists
to estimate stocks and value natural capital. So too has the emergence
and rapid evolution of the field of ecological economics itself. In 1997,
a team of ecological economists and scientists writing in Nature shocked
the world by stating that the global value of natural production was $33
trillion," larger than the standard global GDP measure of $30 trillion."
Their exercise was criticized on methodological grounds, but it served
as a wake-up call for a world which for too long had ignored the implica-
tions of the economic invisibility of nature. Since then, natural-capital-
valuation techniques have become increasingly sophisticated as well as
more practicable, as documented in the 2010 international study “The
Economics of Ecosystems and Biodiversity” (TEEB).

Green accounting and inclusive-wealth approaches to national ac-
counting are now making their way into the realm of real-world decision
making. In India, a project known as the Green Accounting for Indian
States Project (GAISP), implemented by GIST," a research NGO, has been
measuring the external costs to natural capital of rapid economic growth.
The results so far have been striking. In the state of Uttar Pradesh, for
instance, the condition of the state’s surface- and groundwater is so poor
that the cost of restoring their water quality would amount to 17.5 per-
cent of the state’s net domestic product.’® Some Indian states have like-
wise seen massive losses of capital in the forest sector, while in others
with extensive protected areas, natural capital has been a boon for the
overall “genuine savings” picture.

With the success of research projects such as GIST (in India) and
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TEEB (a global report), the World Bank has called for a more advanced
treatment of natural capital to be an addendum to national accounts, and
a group of experts is moving forward with the goal of making this a real-
ity for a pilot group of some ten developing and developed nations. The
only argument left in favor of GDP may be that it benefits vested inter-
ests—that changing the global system will be hard. Undoubtedly, this is
true—no one wants to look at the bill after an extravagant dinner—but
it actually argues for immediate change. For Corporation 1920, a new,
more honest system of national accounting is a threat. But for Corpora-
tion 2020, a system that values all forms of capital, by further contribut-
ing to the “Great Realignment” of societal and business goals, will be an
immense boon.

A story helps to illustrate the point. In the United States, a modest
effort at implementing green accounting was attempted in the 1990s. A
proposed bill to do so did reach Congress, but it was ultimately stymied in
the House Appropriations Committee by two representatives from coal
states. One of them, Alan Mollohan (a Democrat from West Virginia),
quickly cut to the chase. “Somebody is going to say,” he declared, “that
the coal industry isn't contributing anything to the country.”"’

Indeed. As we have seen, the externalized and unpriced economic im-
pacts of air pollution on the US GDP show that once health costs of air
pollution are added, the damages inflicted by coal on the national econ-
omy are far more than the value added by the industry."® Looking at that
number, somebody—indeed anybody—is going to say that it is time to
measure the coal industry’s contribution differently.

Enabling the World of Corporation 2020

Simply redefining success is far from sufficient. We have touched on some
of the policy options for creating the enabling conditions we need, but a
key question remains: How can national governments and other policy-
making bodies best combine different tools in the real world? Answering
this question is critical, because, while we do have the tools we need to
enable the creation of Corporation 2020, no single tool will suffice. More-
over, combining different kinds of policy options in a way that achieves
desired results is nearly always a difficult and messy task.

To paraphrase a saying sometimes used for describing the tools
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available for addressing climate change: “There is no silver bullet, but we
do have a whole lot of bronze buckshot.”

Transparency, Measurement, and Disclosure

Policies that create incentives for transparency, measurement, and disclo-
sure (TMD) form a foundation upon which it is possible to erect other
policies that drive change. If it is true that “you cannot manage what you
do not measure,” it is also true that you can neither manage nor measure
what you cannot see. Because policies that improve the quantity and qual-
ity of available information tend to generate relatively minor complica-
tions and impose few burdens (aside, perhaps, from an occasional bout of
healthy embarrassment), TMD initiatives are often among the easiest and
least risky kinds of policy tools to wield.

We have already detailed some varieties of TMD policy. Policies that
bring externalized costs into either corporate or national accounting are a
critical prerequisite for many other public policies or corporate practices
aimed at managing externalities. Likewise, policies that incentivize the
disclosure of environmental or social impacts in advertising can play a
valuable role in empowering consumers as agents of change.

It is also important to bring transparency to tax and subsidy regimes.
Subsidies in particular have a tendency to produce perverse results at
odds with the public interest. Because of the difficulty of taking subsidies
away from special interests, they often turn into zombies: Long after they
should have died, they keep on receiving funding! Transparency, mea-
surement, and disclosure of taxes and subsidies can help policymakers to
manage their adverse or unintended effects.

The importance of an improved System of National Accounts (SNA)
which includes changes in natural and human capital (which are treated
as externalities) cannot be overemphasized, as it is the catchall metric that
will require new thinking among policy makers. However, at the micro
level, there is also no denying the need for a better corporate accounting
framework, one that reflects both positive and negative externalities in a
corporation’s statutory annual reports, and thus makes transparent not
only its holistic impact on the economy, society, and the environment, but
also its exposure to risks of resource constraints and regulation. After an
externalities estimation has been mandated and standardized, next comes
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assurance and disclosure—the need to audit and report what has been
calculated as the externality.

Transparency is only finally achieved through standardization and dis-
closure, which in turn needs to be driven by regulators. There is some
initial progress on that count. In response to the publication of “TEEB
for Business,” the Institute of Chartered Accountants of England and
Wales (ICAEW) has hosted a program whose main task is to arrange for
the study and calculation of major corporate externalities, and to pro-
vide valuation and accounting standards. An ambitious program of first
prioritizing and then computing the top 100 global externalities is being
launched even as this book is being written. Standardization and disclo-
sure of externalities will ensure that investors are adequately aware of the
broad set of relevant risks faced by any corporation with large externali-
ties, as opposed to the narrower risks that are currently being recognized,
reported, and managed.

Taxation
Taxation will play a central role in enabling the world of Corporation
2020. We have singled out resource taxes as particularly important, both
because they incentivize extractive industry corporations to pay the costs
they currently externalize, and because the resulting increases in resource
prices drive innovation in less resource-intensive technologies. The strat-
egy for limiting leverage discussed in Chapter 7 would involve reducing or
selectively eliminating the tax deduction for debt-based leverage in finan-
cial institutions. Still, there are a wide variety of tax options we have not
already discussed that could help create the world of Corporation 2020.
Of course, like any major policy prescription, taxes often produce un-
intended consequences. Indeed, it is telling that even in a publication such
as the OECD’s “Taxation, Innovation, and Environment,” which argues
for the value of taxes in driving innovation, none of the taxes cited in a
number of case studies produced exactly the expected or desired results.
Instead, we find policymakers constantly have to adapt to changing cir-
cumstances, and constantly to be (atleast a little) surprised by outcomes."
For a specific and instructive example of how policymakers can re-
spond with ingenuity to unintended consequences in even the most

dynamic taxation situations, we can look to Singapore’s long-running
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experiment with road congestion. Over the past four decades, Singapore
has experienced a trend common to many large Asian cities, in which a
booming middle class leads to rapid increases in car ownership, result-
ing in traffic jams and excessive vehicular pollution. Given Singapore’s
status as an island city-state, it has not surprisingly faced a particularly
severe variation on the problem.”® As such, beginning in the early 1970s,
the Singaporean government began setting about attempting to limit
traffic congestion.

Singapore’s first effort involved making vehicles more expensive by
raising import taxes and adding a registration tax of 25 percent to the
price of new vehicle purchases. This approach failed to have a substan-
tial impact on congestion, however, and in 1975 Singapore pioneered the
world’s first zoned urban-road pricing system, known as the Area Licens-
ing Scheme. Under it, drivers had to purchase daily or monthly licenses
to enter into a Restricted Zone. The scheme did reduce traffic to the Re-
stricted Zone by up to 45 percent, but it also ushered in a series of other,
unpredictable effects. Over the next fifteen years, Singapore struggled to
constrain car ownership levels and deal with traffic jams occurring just
outside the Restricted Zone and on expressways.

At various points, the government implemented a 100 percent in-
crease in parking fees at public housing facilities and larger fuel taxes,
to little effect. Next came a Certificate of Entitlement (COE) Scheme,
in which people wanting to purchase new cars had to bid on expensive
licenses costing as much as $58,000. Finally, in 1998, Singapore instituted
a dynamic Electronic Road Pricing scheme, which charges drivers tolls
based on the time of a particular trip, the type of vehicle, and the zone
of travel. This system has been hailed as a success, but it’s nonetheless
clear that the situation on Singapore’s roads, while under control, remains
under pressure.”’

One of the most intriguing points to emerge from the Singapore expe-
rience is the fact that behavioral economic mechanisms may be at work.
The relatively new field of behavioral economics differs from classical
economics in that it does not treat people as entirely rational. Instead, it
holds that humans regularly act on the basis of cognitive biases—predict-
able errors of thinking. In the Singapore case, a cognitive bias related to
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sunk costs may explain why simply increasing the price of vehicles did not
reduce congestion. Since people had paid more for their vehicles, they felt
compelled to drive them more. Similarly, a “salience bias” may explain
why Electronic Road Pricing rates reduced congestion but gasoline taxes
did not, even where the actual costs were equal. The Electronic Road
Pricing costs were more visible to drivers and thus had a greater effect.”

Taken as a whole, Singapore’s experience suggests the near impossibil-
ity of getting taxes exactly right on the first try, and the importance of not
letting the perfect be the enemy of the good when designing new policies.

Looking at Germany’s Ecological Tax Reform (ETR) bill, which was
passed in 1999, leads us to a similar conclusion. The idea behind the bill
was to raise energy taxes, thereby internalizing previously externalized
costs and using the resulting revenues to increase employment by lower-
ing payroll taxes.”” Proponents hailed the bill as a “central project of the
modern age” and expected it to “simultaneously address many environ-
mental, economic, and social problems.” Almost immediately after the
bill’s passage, however, both traditional opponents of ecological taxes and
traditional supporters of ecological taxes began to criticize the measure.
What could be done in reality, it seems, fell far short of what could be
done in theory.

A scholarly report released after the ETR passed delineated several
of the controversies that grew out of the “second-best” nature of many
of the components of the ETR. One controversy related to the fact that
political horse trading led to energy-intensive industries receiving a break
in the bill. Another controversy related to worries about the impossibility
of ensuring steady revenues from environmental taxes. A representative
of a business association put it this way: “Either the tax is ecologically
useless [doesn’t reduce energy use] or it will not provide any revenue [re-
duces energy use and in so doing fails to provide revenue].” Still another
controversy stemmed from the fact that Germany was not able to directly
tax actual sources (primary energy) but, because of trade restrictions in
the European Union, had to settle on the less efficient tax point of energy
consumption (final energy).

The list of gaps between theoretical possibilities and real-world results
goes on. And yet, the report on Germany’s ETR bill comes to a general
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conclusion that it was still important that the bill was passed, even in
imperfect form. To paraphrase the title of the concluding section of the
report, outside the ivory tower policymaking often looks more like

2924

“muddling through.

Government Investment and Public Procurement

The idea that private finance and private companies can and should drive
the shift to a green economy, supported in this transition by a fair business
environment that enables Corporation 2020 behavior, is a core tenet of
this book. In this context, government investment and spending also has
an important role to play. Working in tandem with TMD and taxation
policies aimed at setting the stage for the world of Corporation 2020, gov-
ernment investment in green-economy ventures and green public pro-
curement can be effective short-term catalysts that bring about long-term
results.

There are a number of areas where such government investment and
spending can make a big difference. The first is in the arena of innova-
tion. Economists have long recognized that free markets provide less than
the optimal amount of innovation.” In part, this is because an individual
company investing heavily in innovation does not reap all the benefits of
its effort; many of the gains flow to society as a whole, in the form of
“spillovers” reducing the company’s incentive to focus on R&D.* At the
same time, innovation often requires large amounts of up-front capital
and entails large risks, which dissuades private innovation. In the case of
energy, for example, a 2011 report produced by a consortium of busi-
ness leaders, including Bill Gates, Jeff Immelt, and John Doerr, noted that
“Slow turnover of capital assets combined with the need for large up-
front investments mean that the sector as a whole is subject to a high
degree of inertia, a tendency to avoid risk, and domination by incumbent
firms.””” The report’s central conclusion was that government must play a
key role in creating the conditions that allow the energy industry to push
forward into new areas.

Another area where government investment is essential is in the cre-
ation of appropriate infrastructure. In the world of Corporation 2020,
this infrastructure is “green infrastructure,” which includes everything

that allows for more efficient and equitable use of natural resources,
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from a mass transit system in China to a system to deliver the latest crop
prices to farmers via cell phone in Kenya. What is important about this
infrastructure is that it drives the creation of entirely new markets, laying
the groundwork for the powerful machinery of corporations to act in
alignment with the goals of society.

Yet all government investment faces a fundamental difficulty: con-
strained budgetary resources. Particularly in difficult economic times, it
is worthwhile to consider not only new initiatives, but also how to real-
locate existing spending. Governments at all levels spend roughly 15 to 20
percent of their countries” GDP on procurement of goods and services
(or 7 to 9 percent when compensation is excluded).”® Given the enormous
role governments play in driving national economies, simply shifting
procurement to certain kinds of goods and services—such as those that
are environmentally friendly and also enhance welfare and equity—can
create and help to develop new markets.”

Ultimately, the success of government investment and procurement
initiatives will hinge, like the success of other policies aimed at bringing
about the world of Corporation 2020, on how well they are combined
with other policies. In the arena of financing, for example, studies have
shown that a dollar of public lending can leverage between three and fif-
teen private financing dollars.’® Yet making this happen requires much
more than a well-designed public-private finance mechanism. Indeed, it
requires a whole constellation of policies and institutions that help to
provide the private sector with the incentives and assurance of stability
necessary to invest.

For another example, we might turn back to the energy industry. In
a 2011 report, a team from the Harvard Kennedy School of Government
presented models aimed at determining how the United States could dra-
matically accelerate energy innovation to meet climate-mitigation goals
by the year 2050. Though the report recommends a large investment in
public energy R&D investments, it also characterizes as “deeply wrong”
the idea that public R&D investments alone will ever be sufficient. Ac-
cording to the authors, success will depend on the United States” ability to
also put a price on carbon, ideally through economy-wide policies such as
a cap or tax, or through clean energy, vehicle efficiency, and building stan-

dards.” The problem of energy, like many problems we face, is simply too
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large and multifaceted for any government to buy its way out of. Though
public investment is important, it works best in tandem with policies that
also incentivize private innovation.

Finally, it is critical to recognize the reality and problems of existing
government spending. One of the simplest ways to characterize some of
the environmental and social failures of the past century is to say that we
have misallocated an enormous amount of capital. And nowhere is our
misallocation of capital on more vivid display than in perverse subsidies
that actively work against progress. We have already seen the numbers
describing the existing subsidy for fossil fuels, but they are so large as to
merit repeating. Some $650 billion, or about 1 percent of global GDP, goes
to fossil fuels each year in the form of either consumption or production
subsidies. This figure excludes any so-called implicit subsidies such as a
government-funded highway system that supports private car traffic and
thus constitutes a large subsidy for car transport and thus fossil fuels.”

The problem of perverse subsidies is, of course, not limited to fossil
fuels. In many areas where we are most in need of government support
to align business and societal interests, we find the opposite. Agricul-
tural subsidies in wealthy countries (totalling $273 billion annually in
OECD nations®) have long been implicated in distorting markets in a
way that perpetuates scarcity, ecological degradation, and poverty in
the developing world.*

In terms of designing policy aimed at change, the problems with ex-
isting subsidies suggest a few conclusions. One is that the argument that
the free market can simply provide improvements like renewable energy
holds little water. In reality, thanks in large part to lobbying, the “free
market” in many sectors already tilts substantially in the direction of Cor-
poration 1920. Given this reality, we have two options. The easier of the
two is to create new subsidies that help to counteract the barriers created
by existing subsidies. This, of course, is far from ideal. Do we really want
to use more taxpayer money to battle misused taxpayer money? A better
solution, though often less politically feasible, would be to target reduc-
tions in perverse subsidies and finally to eliminate them altogether. Any
consideration of government spending should also be a consideration of
how to reduce maladaptive government spending.
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In instances where government investment is desirable, past experi-
ence with spending leads us to a set of principles that can help to design
programs that are beneficial rather than perverse. Like any single inves-
tor, the government is ill-suited to pick technological “winners and los-
ers.” To the extent possible, investment should be neutral about particular
solutions. Additionally, far from replacing private enterprise, investment
should be aimed at developing market forces that can take over after
public spending fades. Finally, and perhaps most importantly, new invest-
ment initiatives should be accompanied by transparent, measurable, and

enforceable time-limitation and cost-control mechanisms.

Regulation
The final tool available to policymakers seeking to lay the groundwork
for the world of Corporation 2020 is regulation. Though one of the more
straightforward kinds of policy options available, regulations actually
serve a wide variety of purposes. For the purposes of this book, three
kinds of regulations—command and control policies, standards, and laws
that create property rights—are particularly worth considering.
Command and control policies encompass what the average person
likely thinks of when they hear the word regulation. Rather than using
TMD policies, taxes, or investment to nudge corporate action in a certain
direction, command and control policies make it illegal for corporations
to take certain actions. In general, command and control policies are most
useful for completely eliminating certain kinds of activities. Because it
is not feasible to ban smoking outright, governments typically use taxes
rather than regulation to reduce tobacco consumption. Yet it is both fea-
sible and desirable to eliminate all tobacco related advertising, and in this
area many governments use command and control regulation. The inflex-
ibility of command and control regulation makes it critical for policymak-
ers to be aware of and responsive to changes in industries, and to also have
an in-depth understanding of how particular industries function.
Standards are another useful type of regulatory policy. Though many
standards are mandatory, some are simply designed to create demand for
certain goods and services. A good example of a demand-oriented policy

can be found in EnergyStar ratings, which serve to make consumers aware
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of energy-efficient appliances. Like taxes on negative externalities, stan-
dards have often been shown to drive innovation. That being said, how-
ever, standards also run the risk of creating a “ceiling of mediocrity” in
which companies innovate to a certain point, and then have no incentive to
innovate further. Moreover, complex standards may be easier for large cor-
porations to interpret and meet than smaller corporations or private busi-
nesses. As with command and control policies, a general rule for standards
is that policymakers should strive to balance their inherent inflexibility
with a commensurate level of care, attention, and adaptability over time.
A final category of regulatory policy that is often overlooked, but will
be crucial, consists of policies that assign and enforce property rights.
One of the best-supported axioms of the social sciences is that people
are more likely to abuse and overuse resources for which no one has
clear rights. This refers not only to individual rights, but also community
rights, and they need not be just ownership rights—they could be rights
of access, sustainable harvest, and management, or the right of exclusion
of access and use by others. Only by creating a regulatory framework
that clearly allocates rights to resources can governments avoid the “trag-
edy of the commons.” Furthermore, to implement effective economic
mechanisms that reward responsible stewardship of natural commons
(e.g., mechanisms such as “REDD+" and other forms of payments for
ecosystem services), property rights will have to be recognized. Property-
rights regulation also includes restrictions on the use of property, and in
cases where social or environmental problems have a strong spatial com-
ponent, strong zoning regulations can be effective solutions. For example,
zoning regulations can ensure that polluting industries are located in land
distant from human populations or in areas with the least impact on wild-

life and natural resources.

The Macroeconomic Implications

Like many of the realities associated with the modern corporation, the
state of the global economy seems to present a riddle. Why does it per-
sist? Like a business that doesn’t implement efficiency measures that
would produce financial gains (to say nothing of welfare improvements),
it seems that we are collectively walking by piles of cash, choosing not to
pick them up.
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One critical reason is that no single, rational being runs the global
economy; many different actors have a role. Corporations, with their in-
terest in generating financial returns for a small group of shareholders
while offloading costs onto society, are among the most powerful, and
that has dramatically shifted the playing field for the whole of the human
enterprise.

So it should come as little surprise that we have a global economy
that systematically excludes large swaths of society and borrows from the
future. It is as if there is indeed a new world on the way but many of our
most powerful institutions are busy blocking her progress. Corporation
2020 provides for a new economic actor with incentives for a more holis-
tic form of capitalism and a new kind of economy.

Internalizing negative externalities can kick off a virtuous cycle. Even
as corporations gain an incentive to reduce their own externalities, they
also affect other actors. Who would doubt that an executive at Adidas was
one of the first to read Puma’s groundbreaking evaluation of its impacts
on natural resources? It is similarly easy to envision how Puma’s actions
to reduce its externalities will bring about change in its suppliers and, via
transparent advertising, its consumers.

The power that a corporation can have on its sector of the economy
is so profound that it bears delving deeper into a particular instance—the
case of Victoria’s Secret.

In late 2004, the company was mailing roughly a million lingerie
catalogs a day, many of which were printed on paper sourced from old-
growth boreal forests. Around that time, a small environmental campaign
group called ForestEthics was looking for a way to draw attention to the
problem of destructive logging practices in the boreal forest. Victoria’s
Secret was not the only company using boreal products, and ForestEthics
was not the first group to try to slow boreal logging. Yet ForestEthics took
a different approach from campaign groups of the 1990s. Rather than
having people chain themselves to trees in the boreal, they followed paper
that came out of the boreal down the supply chain to the point at which it
entered consumer consciousness. One place boreal-forest-produced pa-
per entered the consumer consciousness in a big way was via Victoria’s
Secret’s direct-mail marketing.”

ForestEthics began targeting Victoria’s Secret. First, it launched a
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campaign designed to engage the company directly When that didn’t
change practices, ForestEthics kicked off a public campaign. The cam-
paign consisted of hundreds of protests around the country, but most
importantly an advertisement published in the West Coast edition of the
New York Times. It featured a lingerie model holding a chainsaw with a
headline reading “Victoria’s Dirty Secret.”

Within days of the advertisement’s publication, ForestEthics had re-
ceived press from a number of prominent national news outlets, and it
wasn't long before Victoria’s Secret was prepared to meet with the group.
About two years after ForestEthics began its campaign, Victoria’s Secret
announced a major deal to begin switching to sustainably sourced paper
and reducing its overall catalog mailings.

What happened next is what is most instructive. Not only did Vic-
toria’s Secret begin exerting pressure on its suppliers, it began to call on
more corporations to change their practices. Moreover, it took a role in
lobbying the Canadian government for new standards and studies of for-
est ecology’® Recently, 21 forest product companies and nine environ-
mental groups signed the Boreal Forest Agreement—touted as the largest
conservation deal in history—which has the potential to reshape logging
practices in the far north. Although the agreement was not entirely the
result of ForestEthics or Victoria’s Secret’s efforts, their actions stand out
as one of the primary catalysts that led to the deal.””

In short, a small group was able to use a very small amount of money
to achieve change on an issue in a distant land involving many companies
that most consumers had never heard about. And they did it all by lever-
aging the immense marketplace and societal power of the corporation. If
we simply imagine this phenomenon writ large we begin to see the pow-
er of Corporation 2020. Each new Corporation 2020 exerts its influence
up and downstream on its suppliers and on its consumers. It also touts
its performance over its competitors, forcing horizontal market change.
Finally, the new Corporation 2020 puts pressure on the government to
continue to establish conditions that benefit it.

It is not enough for a corporation to simply “do no harm.” Corpora-
tion 2020’s goals are the same as society’s goals: to increase human well-
being, to increase social equity, to improve communal harmony, to reduce

ecological scarcities and environmental risks. Proper valuation of social,
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financial, and natural capital will allow corporations to go beyond mini-
mizing costs to actually gaining from social- and environmental-positive
business propositions. For Natura or Tata, which already conceive of their
mission more broadly, the competitive advantage of a world in which the
rules favor Corporation 2020 will be immense.

Before going any further, we should ask: Where—that is, to what parts
of global society—will the benefits of Economy 2020 flow? For answers,
itis necessary only to examine who would benefit from investment in cur-
rently invisible social and natural capital.

One obvious answer is the young. Their education and training are in-
vestments in human capital that will provide future returns, so the youth
throughout the world possess immense potential. Young people will also
inherit many of the uncounted costs of today’s corporate activities. An-
other answer is the poor, who rely disproportionately on the world’s natu-
ral and social capital, and so would benefit disproportionately from its
valuation and increase.*®

If these answers seem too pat, too facile to solve a number of the
world’s most pressing problems, it is no coincidence. We are living in the
world of Corporation 1920, and Corporation 1920 plays by rules that
render the needs and potential of a large swath of the present popula-
tion, and even more of the world’s future population, invisible. Corpora-
tion 2020, in contrast, recognizes the value of social and natural capital,
measures and manages its impact on these categories of public assets as
part of its measure of true performance, and recognizes the reality that

business as usual will depend on using resources in a sustainable way.

The Nine-Billion-Ton Hamster and the Butterfly

In an animated video produced by the New Economics Foundation, the
narrator tells the story of an unusual hamster. Like all hamsters, it dou-
bles in size every week between its birth and puberty. Unlike all hamsters,
it continues to grow at the same rate after puberty, soon reaching 100,
then 200, then 400 pounds. By its first birthday, the hamster has hit 9 bil-
lion tons, and is capable of consuming all the world’s corn in a day. With a
roar, it sets off on a Hamsterzilla rampage, destroying buildings, eventual-
ly consuming the planet and floating off, fat and happy, into space. “There

is a reason why in nature things grow in size only to a certain point,” says
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the narrator. “So why do most economists and politicians think that the
economy can grow forever, and ever, and ever?”*’

Though funny, the video drives home the frightening reality of our
economic system. We know of no example of a biological organism or
natural system that grows indefinitely—and yet we expect the natural
world to sustain indefinite economic growth.

If nature suggests we have a Hamsterzilla problem, we might look
to nature for solutions. How do natural organisms, and natural systems,
grow? The answer is often via complexity. We recognize this on a hu-
man level; long after we have reached physical maturity we continue to
become wiser, more capable, and more productive. In the natural world,
the term to describe growth via complexity is intussusception, and its best-
known example may be the metamorphosis of a caterpillar into a butter-
fly. The biologist and conservationist Tom Lovejoy, interviewed for this
book, told me that “what we need is growth by intussusception—the eco-
nomic equivalent of a caterpillar becoming a butterfly.”

Obviously, hamsters and butterflies do not explain the global econo-
my, but they can serve as a metaphor for the power of a new corporate
form and a new economy. Aligning the goals of the corporation with
the interests of society will set the stage for a much-needed shift away
from growth via size and toward growth via complexity. We must go from
an economy based on cutting, burning, and digging to one based on
conservation, resource efficiency, and most important, innovation.

The necessity of decoupling economic growth from resource use,
and particularly the most damaging kinds of resource use, is clear. A
2011 report from the United Nations Environment Program (UNEP) es-
timated that, on our present course, the human impact on the planet will
grow dramatically between now and 2050. We will consume 57 percent
more energy, resulting in a 71 percent increase in CO, emissions, use 70
percent more water, and produce 19 percent more waste.*’ Our farm
and pasturelands will continue to grow to cover a total area over five
times as large as the entire United States’ land area; we will cut down a
total of nearly seven Germanys of forests; and global fish catch will halve
as overfishing leads stocks to decline. The “business as usual” scenario
might, in short, be better known as the “best way to end business for a

very long time.”*'
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Delving into a particular sector, energy, clarifies the role that innova-
tion can play in shifting away from business as usual. Because of its many
dimensions, meeting energy demand without drawing down natural
capital is perhaps both the most well-studied and most vexing challenge
we face. In a number of papers, researchers have developed scenarios ex-
amining how we might meet future demand. Absent innovation, the task
presents stark choices among accommodating the welfare of much of
the world’s population, pursuing energy resources in ever-more extreme
and fragile environments, and mitigating the impacts of climate change.*
It is only via substantial and sustained innovation that we will be able to
meet the energy demands of a growing and rapidly developing world
without pushing our natural resources to the brink.* As the IEA put it in
2008: “Current global trends in energy supply and use are patently unsus-
tainable—environmentally, economically, socially. . . . What is needed is
nothing short of an energy technology revolution.”**

That thought, along with the statistics presented throughout this
chapter, run the risk of inducing paralysis. The challenges ahead are
large, and innovation can sound like a deus ex machina, magically avail-
able to extract us from a crisis in our collective history. Yet innovation
does not happen by magic. Now, more than at any time in history,
we know how to incentivize innovation on a societal scale. The key,
as we have already argued, will be to align the goals of corporations,
government, and civil society.

It is, finally, important to note that innovation means more than devel-
oping new gizmos and gadgets. New means of financing energy efficien-
cy, such as Property-Assessed Clean Energy loans that help municipalities
pay for renewable energy and efficiency projects through the issuance
of property-secured bonds, also count as innovation—as do economic
mechanisms for rewarding ecosystem services that are now being created
and that will become more prevalent by the better valuation of natural
capital. The essential message is that while we cannot predict the shape
of the future, we need as much creativity in meeting it as possible. While
we don't know how we will meet our collective resource challenges,
what we do know is that we urgently need to align our most powerful

institutions—corporations in particular—to the task of innovation.
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The Costs and Benefits of the Green Economy

Often, the task of “greening” the global economy is cast in terms of fun-
damental tradeoffs—between environmental sustainability and economic
progress, development, and the preservation of nature. I argue that, on
the contrary, transitioning from a brown economy to a green economy
holds great economic opportunity, whether we measure it in GDP, or by
newer, more inclusive standards for evaluating human progress.

We can determine the tradeoffs associated with switching from a brown
to a green economy via scenarios that map the choices ahead with hard
numbers. As part of its 2011 report on the prospects for a global Green
Economy, the United Nations Environment Program (UNEP) developed
a comprehensive model exploring the dynamic relationship between the
global economy and the environment. This model considers, inter alia,
what the economy and its footprint would look like over time if, each year,
2 percent of global GDP were invested in greening the economy instead of
investing in business-as-usual. At current levels, the amount 2 percent of
global GDP is around $1.3 trillion. Global gross capital formation (GCF) is
around $13 trillion, so this would not be additional investment, but rather a
redirection of one-tenth of what the word invests anyway from public and
private sources each year. Seen in that light, and for what the model pre-
dicts a green-economy transition would deliver, the investment required
is by no means unreasonable. It would stabilize atmospheric CO, at 450
parts per million. Forest lands and fisheries stocks would begin to recover
from decades of degradation. Average soil quality would improve, and by
2050, water use and energy use per capita would go down 40 percent and
22 percent respectively. Growth in output and jobs would be lower for 5-15
years but would then recover to higher trajectories than with a business-
as-usual scenario.

But where is the money to finance a green economy? the cynics will
ask. My answer is that it is there, and always was. Taxpayers’ money is
at present being wasted on almost a trillion dollars per year of perverse
subsidies—for fossil fuels, intensive agriculture, unsustainable ocean fish-
eries, and the like. Trillions of dollars of public and private financial capi-
tal has been misallocated for decades on brown-economy growth plans

which have helped Corporation 1920 privatize its profits and socialize its
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losses, delivered us a string of global recessions, and hit the poorest and
most vulnerable people the hardest. Natural capital has been misallocated
as well, and when it comes to nature, there are no central banks or fiscal
largesse to help, no bailouts from ecological disaster.

The time has come to end all this waste and capital misallocation, and
invest in a real future. We have to rebuild today’s economy and transform
it into a green economy, a sustaining economy which takes the poor out
of poverty and delivers well-being to all, an economy of permanence. To
do so, we urgently need to transform today’s dominant Corporation 1920
model of business into Corporation 2020.
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