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“Don’t think debt is cheap”

	 Unfortunately, many people, including many 

CFOs, analysts and other important participants on the 

capital markets, still believe that debt is cheaper than  

equity and thus aim to optimize their capital structure  

by increasing leverage.

	 The famous MM (Modigliani-Miller Theorem) 

tells us that, in theory, leverage has no impact on the cost of 

capital. Why do many companies burden their balance 

sheets with debt? Indeed, their investments and the assets 

they consequently build up determine the risk. The financ

ing structure does not have an impact on the total risk of 

the company; it merely determines who shoulders which 

part or how much of the risk. Debt holders assume less 

risk, leaving most risk to the equity holders. Ultimately,  

the risk determines the cost. So, debt is not cheap relative  

to the risk involved.

“Eliminate corporate taxation”

	 In most countries, however, the state has made a 

terrible mistake by taxing equity returns both at the cor-

porate and investor levels, giving debt a tax advantage. 

While interest expense is tax deductible at the corporate 

level, equity returns are not. Why does the state appear to 

be favoring a state of affairs where companies are given a 

fiscal incentive to increase leverage? Such policies con-

tribute to the under-capitalization of many small- and 

medium-sized companies and thus weaken the industrial 

basis of our societies.

	 On the one hand, there are discussions underway 

about regulating the banks to ensure they do not grant 

credit too easily. On the other hand, the state’s answer to 

Basel III and a potential credit crunch is to subsidize debt 

financing with billions directly or with cheap money from 

the central bank. There would be considerable advantage 

in tackling the root of the problem and making com-

panies less dependent on credit – by removing the fiscal 

distortions that make credit the most tax-efficient form  

of financing. 
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	 The state should give equity a break, at least for 

those returns that remain inside the company. Why not 

eliminate corporate taxation on profits and only tax gains 

that are paid out in the form of interest or dividends? 

Profits that remain within the company should remain 

tax-free. Companies would then start to build up their 

equity base, providing a considerable strengthening of the 

entire economy of our countries. 

“Take leverage out”

	 There is another benefit too. Why should com

panies need debt for long-term financing? It makes little 

sense to finance long-term, strategic investments with any 

other means but equity. If nothing else, equity funding  

reduces the volatility of earnings and cash flow as interest 

expenses factor out of the equation.

	 Business has become more uncertain and volatile. 

So why not reflect this fact in the capital structure? Taxes 

and short-term capital costs should not determine the  

capital structure. Instead, this should be left to strategic  

opportunities and long-term flexibility. Companies should 

consider stopping paying dividends or buying back shares 

in an effort to remove leverage immediately.

“Ensure capital discipline”

	 In the past, investors used to like leverage because 

it apparently ensured more capital discipline. After all,  

interest has to be paid and this, or so it was believed,  

exerted an external constraint on companies that would 

be salutary. But does this argument still hold? Surely it 

was the availability of cheap covenant-lite credit that was 

the problem.

	 I would argue that, in the years preceding the 

market collapse of 2008, debt actually reduced capital  

discipline because it was too readily available. The pro

cyclicality of debt allocation encourages companies to  

invest with rather than against the cycle. And if this is 

true, there is no benefit in a slightly lower capital cost if 

the funds are used to buy assets at a much more inflated 

price level. 

	 Hence, CEOs and CFOs will have to resist the 

temptations of excess cash driving capital spending in the 

good times, and instead take measures to ensure capital 

discipline. All too often, capital discipline is translated 

into action only through across-the-board cuts when 

companies are strapped for cash. Instead, now that bor-

rowing channels are opening up and cash is available 

again, a deliberate capital allocation and portfolio manage

ment process is required. 

“Equity investors need to live up to their 
responsibilities”

	 Not everything that went wrong in the financial 

markets can be attributed to the banks and debt financing. 

The reputation of many, including that of equity investors, 
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family shareholders, private equity funds and shareholder activists, has suffered in  

recent times. Many of them did not live up to their responsibilities, ignored basic cor

porate governance principles and were interested solely in short-term returns. 

	 Our market-based economy, however, desperately needs more equity investors 

who take responsibility for the governance of the companies they own. Strong managers 

and weak owners simply do not fit the bill. Institutional investors often praise them-

selves for low operating costs and little active management involvement. In reality, they  

are neglecting their shareholder responsibilities. 

	 There has been a lot of talk about corporate governance when it comes to  

management and boards. But what about the shareholders? We have to remind the share-

holders of their responsibilities and find ways for them to live up to these obligations.  

To start with, we have to reform shareholder meetings to make them meaningful. And, in 

the interest of viable corporate governance that will strengthen the overall system, intro-

ducing compulsory voting for shareholders is an option we should seriously consider in 

the coming years.

Yours,

Markus Pertl

Chairman

The SCCO Institute

Markus Pertl

is Chairman of the SCCO Institute  

and Managing Partner of SCCO International
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a u t h o r
j o h n  P l e n d e r

Shareholder Value versus 
Stewardship: How Actions Speak 

Louder than Words

	 The concept of shareholder value is rapidly be-

coming a casualty of the financial crisis and the ensuing 

recession. First, Jack Welch, former Head of General 

Electric, declared last year that shareholder value was “the 

dumbest idea in the world.” Coming from the ultimate 

proponent of the hitting-the-numbers culture, this was 

revisionism of a high order.

	 Then, more recently, Paul Polman, Chief Executive 

of Unilever, told the Financial Times that his objective was 

to sell more valued products to appreciative customers in  

a responsible way. Given the Anglo-Dutch giant’s long-

standing commitment to corporate responsibility, the 

shock value of the statement was less great. It nonetheless 

caused a stir among those fund managers who are mes-

merized by quarterly performance figures and short-term 

share price gyrations.

	 As BP struggles to control the oil spill in the Gulf 

of Mexico, many are also asking how shareholder value 

takes into account issues of corporate legitimacy and re

putation. Clearly, the value of BP has been severely dented 

by this environmental catastrophe, while billions have 

been wiped of its stock market capitalization. Yet, the pro-

portion of stock market analysts’ output devoted to such 

issues is minimal, as is the amount of questioning many 

institutional shareholders direct at management on this 

score.

	 There is, in fact, a problem of definition here. 

Many managers accept the narrow financial view of share-

holder value entertained by capital market practitioners. 

This puts heavy emphasis on earnings per share, which is 

odd since the figure is manipulable. It is also a poor indi-

cator of value since earnings can, for example, be easily 

A paradox of the shareholder  
value movement that began in the late 1980s 
is that it seems to have passed by the setters  

of accounting standard. 
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increased at the cost of weakening the balance sheet. The same caveats apply to many 

other indicators if used as a single, exclusive yardstick of value. A focus on total share-

holder return is equally hard to justify, given that short term movements of the stock 

market may have little bearing on the performance of individual companies. 

	 A paradox of the shareholder value movement that began in the late 1980s is that 

it seems to have passed by the setters of accounting standard. Shareholders would un-

doubtedly benefit from knowing whether companies are earning a surplus over the 

weighted average cost of capital. This number is not thrown up by the double entry sys-

tem of bookkeeping that forms the basis of most accountants’ understanding of cost and 

value. So, despite the fact that it offers a useful corrective to such benchmarks as earn-

ings per share or return on equity, and an indication of the efficiency with which capital 

is deployed, accounting standard setters have little time for it.

	 Shareholders’ understanding of shareholder value is likewise curious. One of 

the problems of dispersed ownership, originally identified by Adam Smith, is the  

principal-agent problem. This is usually taken to refer to the conflict of interest in the 

position of managers, the agents, who do not look after the interests of shareholders, the 

principals, as well as they look after their own. 

One of the problems of dispersed 
ownership, originally identified 
by Adam Smith, is the principal-
agent problem.
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	 Yet, who are the shareholders? Fund managers act 

for end investors such as pension beneficiaries and are 

also prone to principal-agent conflicts. In order to protect 

themselves from losing mandates, they tend to hug the  

indices, aiming to deliver relative outperformance rather 

than high absolute returns for beneficiaries. Their invest-

ment strategies are often built on momentum trading 

rather than long-term value investing.

	

	

Most of the benchmarks of portfolio performance, such 

as quarterly performance figures, are geared to the re-

quirements of the fund managers who are preoccupied 

with managing their own business risks rather than those 

of end investors. Perversely, those end investors, or the 

pension fund trustees who represent them, accept these 

benchmarks which are not relevant to long term invest-

ment performance.

	 What is needed is a longer term conception of 

shareholder value. At the company level this means some-

thing closer to Paul Polman’s view than that of the capital 

market practitioners. The creation of long term value re-

quires managers to take into account the interests of such 

stakeholders as customers, employees and the commu-

nity. For them to do this, however, the end investors have 

to wean fund managers off unsuitable benchmarks and 

impose contractual agreements which discourage momen

tum trading, for example by imposing caps on turnover. 

They also need to demand better non-financial reporting 

and stock market analysis on stakeholder relationships. 

	 It is emphatically not in big institutional inves-

tors’ interest to ignore externalities such as the environ-

ment in looking at individual companies’ performance. 

They own so many shares in diversified portfolios that  

externalities generated by one portfolio company simply 

inflict costs on other portfolio companies. 

Stewardship entails real accountability  
from company managers via fund managers 

to responsible owners. 

T h e  S C C O  I n stit    u t e
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	 The good news is that some of this agenda is happening. There is a growing em-

phasis in discussions among larger shareholders and companies on stewardship as a  

replacement for narrow definitions of shareholder value. Stewardship entails real ac-

countability from company managers via fund managers to responsible owners. 

	 The bad news is that many developments such as the growth of algorithmic 

trading, dark pools and other trading platforms outside formal exchanges, is encourag-

ing the opposite of long-term ownership. The beneficiaries of these high-speed, high-

tech trading techniques are hedge funds and investment banks whose approach to equity 

ownership is largely transactional. Their activities may well involve insider dealing and 

are conducted at the expense of long-term investors. Such high-octane trading poten-

tially undermines the integrity of public markets. 

	 Also problematic is merger and acquisition activity. A consequence of permit-

ting hostile takeovers is that a narrow financial definition of value trumps the long- 

termist stakeholder approach when a company is put into play. Such is the damage 

wrought on leading companies and banks by hubristic takeovers over the past two  

economic cycles that it is high time policymakers in the Anglo jurisdictions reconsidered 

their liberal attitudes to mega-bids. 

	 Finally, in trying to reach an enlightened shareholder value concept, it is  

actions, not words, that count. To return to Jack Welch, he may say that shareholder 

value is the dumbest idea. Yet, he has been chastising his successor Jeff Immelt for not 

hitting the numbers. “Just deliver the earnings” was the phrase I seem to recall he used. 

So, just who is really dumb around here?     

g oo  d  g o v e r n a n c e
S h a r e h o l d e r  V a l u e  v e r s u s  S t e w a r d s h i p

John Plender is a Board Member of 

the SCCO Institute. He is also a  

columnist at the Financial Times.
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Exist More in Theory than in 
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g oo  d  g o v e r n a n c e
Do  e s  co  r p o r a t e  soci    a l  r e s p o n si  b i l it  y  e x ist    mo  r e  i n  t h e o r y  t h a n  i n  p r a ctic    e ?

	 The term ‘Corporate Social Responsibility’ (CSR) 

was coined in the 1970s, when the first multinational  

corporations emerged. The term refers to the concept of a 

self-regulating mechanism for corporations, which would 

ensure ethical business practice, in accordance with inter-

national human rights and environmental standards. CSR 

implies a commitment by businesses to take responsibility 

for their impact on the environment, communities, em-

ployees and stakeholders. 

	 Unfortunately not enough multinationals have 

taken this commitment seriously, and CSR exists more in 

theory than in practice. Today, CSR is often used as a  

window-dressing by corporations for their commercial 

benefit, to improve their image with the public or with  

government. We only have to look at the PR campaigns of 

companies such as BP, Chevron Texaco, Esso, Shell or 

British based mining group, Vedanta, for evidence of this. 

	 Many multinational corporations, especially oil, 

gas and mining companies are responsible for some of the 

worst environmental disasters and human rights abuses 

happening in our world today. They have abused our  

planet’s natural resources, contributing to the impending 

climate crisis; they have destroyed ecosystems, livelihoods 

and put the survival of communities worldwide at risk. The 

actions of these corporations also have another important 

and often overlooked consequence: they are causing irre-

versible damage to the world in which future generations 

must live. 

	 Much of this exploitation is occurring in the  

developing world, where companies are able to lure  

governments with promises of profit, prosperity and em-

ployment, into giving them free reign over their natural 

resources. However, there is also collusion between these 

companies and states in the developed world. The incestu-

ous relationship between multinational corporations and 

governments has further undermined the commitment of 

states to protecting their citizens and the environment. The 

recent, horrific BP oil spill in the Gulf of Mexico is a case in 

point. 

	 We must be able to hold these companies to  

account in a court of law. Recognition of these acts as  

“crimes” would give future generations a voice and, more 

importantly, actionable rights which they currently lack. 

	 The Bianca Jagger Human Rights Foundation is 

advocating that the International Criminal Court’s juris-

diction should be extended to cover crimes against future 

generations that are not already proscribed by the ICC’s 

Rome Statute as crimes against humanity, war crimes, or 

crimes of genocide. The definition of a crime against future 

generations asks that “Conduct which places the very sur-

vival of life at risk should be prohibited and prosecuted as 

an international crime.” 1

	 Professor Otto Triffterer, author of the Com

mentary on the Rome Statute of the International Criminal 

Court, and former Dean of the Salzburg Law School  

defines “Crimes Against Future Generations of life” as: 

	 “Any of the following acts or conduct, when com-

mitted with knowledge of their severe consequences on the 

health, safety, or means of survival of future generations of 

humans, or of their threat to the survival of entire species 

or ecosystems: military, economic, cultural or scientific  

1	 Source: WFC Legal Working Paper on Crimes Against Future Generations, page 4
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activities, or the regulatory approval or authorization of 

such activities, which:

a)	� cause widespread, long-term and severe damage to the 

natural environment; 

b) 	�gravely or irreparably imperil the health, means of sur-

vival or safety of a given human population; 

c) 	�gravely or irreparably imperil the conditions of survival 

of a given species population or ecosystem.” 2

Three companies serve to illustrate how reckless behavior 

on the part of these corporations could be regarded as 

“Crimes Against Future Generations. “

BP Deepwater Horizon oil spill

	 On 20 April 2010, BP’s Deepwater Horizon semi-

submersible mobile offshore drilling rig in the Gulf of 

Mexico exploded after a fire broke out onboard. The rig 

sank two days later killing 11 platform workers, injuring 17 

others and causing an oil spill, which has become, in the 

words of President Obama, “the greatest environmental 

disaster of its kind in history.” 

	 As the oil from the well site spreads, it is wiping out 

thousands of species along the Gulf Coast, one of the 

world’s richest seafood grounds. Scientists have said that 

the effects of the spill could have ecological and biological 

consequences for decades, “hundreds of species of animals 

and plants are at risk.” 

	 The US administration currently estimates the oil 

spill to release between 35,000 to 60,000 barrels of oil a day 

which represents the equivalent of one Exxon Valdez every 

four days. BP has shown an appalling lack of transparency 

and has withheld crucial data which would have enabled 

scientists to measure the extent of the leak at an early stage. 

The US congressional committee on Energy and Commerce 

has also accused BP of violating safety regulations in order 

to reduce costs prior to the spill.

	 In a statement on 27 May 2010, President Obama 

described the oil industry’s relationship with the US  

government as “cozy” and “sometimes corrupt,” resulting 

in “little or no regulation at all.”

	 Multinational corporations, especially oil com

panies, sponsor election campaigns to the tune of millions 

of dollars. Bush’s Secretary of State, Condoleezza Rice,  

was Director of Chevron from 1991 to 2001. Furthermore, 

Dick Cheney, Vice President during Bush’s presidency  

was the former Chief Executive Officer of Halliburton 

Company, the world’s 2nd largest oilfield services corpo

ration, which profited enormously from Bush’s “war on  

terror.” Halliburton has emerged as a key player in the BP 

catastrophe, as the company was hired by BP to handle the 

cementing process on the Deepwater Horizon rig. 

	 President Obama has said, “BP is responsible for 

this leak. BP will be paying the bill.” Unfortunately it is not 

so simple. The “bill” is incalculable. We cannot buy human 

life, or our planet back. 

	 The only way to prevent disasters like this from  

occurring in the future is to have a mechanism whereby  

we can hold CEOs and corporations accountable for their 

actions in a court of law. On 1 June 2010, the US govern-

ment’s Justice Department opened civil and criminal in-

vestigations. President Obama has stressed: “We owe all 

those who have been harmed as well as future generations, 

a full and vigorous accounting of events.” 

2	 Source: WFC Legal Working Paper on Crimes Against Future Generations, page 4

T h e  S C C O  I n stit    u t e
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Toxic waste pits left by Chevron/Texaco 
in Ecuador

	 Texaco, now known as Chevron, is responsible for 

the worst oil related disaster in the history of Latin America, 

surpassing in scale the Exxon Valdez spill. The company 

has claimed to adhere to responsible corporate modus  

operandi, known as the “ChevronTexaco Way,” pledging 

“to conduct business in a socially responsible and ethical 

manner … support universal human rights … protect the 

environment ... and respect indigenous cultures.” But 

Texaco’s actions in the Ecuadorian Amazon fell far short  

of these professed pledges.

	 Between 1971 and 1992, Texaco embarked upon 

reckless oil exploration, pumping 1.5 billion barrels of oil 

from Ecuador. When Texaco left Ecuador in 1992, it left  

behind some 1,000 unlined open toxic waste pits some just 

a few feet from the homes of residents. Texaco dumped ap-

proximately 18.5 billion gallons of oil contaminated water 

into these pits, one and a half times the amount spilled  

by the oil tanker Exxon Valdez. Texaco carved over 350 oil 

wells in a rainforest area roughly three times the size  

of Manhattan. Leaking of highly toxic wastewater by- 

products of oil extraction from these pits contaminated the 

entire groundwater and ecosystem in one of the world’s 

most valuable rainforests. 30,000 people, including thou-

sands of children, have no alternative but to drink, bathe, 

and cook with poisoned water from rivers, lagoons, streams 

and swamps that have been contaminated by Texaco. 

	 Texaco saved an estimated $3 per barrel of oil  

produced by handling its toxic waste in Ecuador in ways 

that were illegal in the US. The cost to the ecosystems and 

human population is incalculable. Crops have been dam-

aged, farm animals killed, and diseases have proliferated. 

This is the toxic legacy left by Texaco for future genera-

tions. 

	

	 None of my past experiences prepared me for the 

suffering I witnessed when I visited the province of Orellana 

and Sucumbios in 2003. I met many residents afflicted  

with cancer, including leukemia, women experiencing 

spontaneous abortions, and children suffering from skin 

diseases as a consequence of direct exposure to bathing in 

toxic waters. 

	 The Texaco disaster culminated in the largest  

environmental lawsuit in Latin America to date; it was 

brought by 30,000 plaintiffs from the Ecuadorean Amazon, 

including five indigenous tribes, the Cofán, Siona, Secoya, 

Kichwa and Huaorani. The Cabrera report estimated that 

Chevron should pay $27.3 billion in damages and remedia-

tion costs if it loses the suit. 

	 The case, which has been dubbed the “Amazon 

Chernobyl,” is in its final stages in Ecuador’s courts. 

Chevron has devoted its vast resources to endless motions 

and legal tactics to obstruct and delay the proceedings, in 

an attempt to exhaust the resources of the communities 

trying to hold the company accountable.

g oo  d  g o v e r n a n c e
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Vedanta Bauxite Refinery threatens  
indigenous tribes in Orissa, India 

	 In Orissa, India, Vedanta Resources plc, is plan-

ning an open pit bauxite mine in the Niyamgiri Mountain, 

the home of the Kondh tribes. If Vedanta’s project is  

allowed to go ahead, it will endanger the very survival of 

the Kondh, an already vulnerable indigenous tribe who 

have lived there for generations. It will strip the Kondh of 

their basic human rights, enshrined in national and inter-

national law. To the Kondh, Niyamgiri Mountain is a sacred 

site. It is the source of food, culture, medicines and the seat 

of their god. The mine will cause irreversible damage to 

their ancestral home and way of life; it will displace and 

endanger the livelihoods and human rights of approxi-

mately 15,000 people. The very existence of the Kondh as a 

distinct ethnic group is hanging in the balance. 

	 During my fact finding mission to the Kondh in 

Orissa in April 2010 I visited various villages, including 

Rangapoli, Bandhaguda and Tamaksila. At every stage of 

my trip, at every village the communities and their leaders 

were eager to tell me their tragic side of the story. The 

Kondh’s testimonies exposed the modus operandi of 

Vedanta as fraught with human right violations, intimida-

tion and manipulation of the law. The government of 

Orissa is contributing to endangering the survival of the 

Kondh, by continually favoring the interests of Vedanta, 

while ignoring the laws that recognize tribal rights in the 

Indian constitution. In collusion with the state authorities, 

Vedanta is using the local police to forcibly displace people 

and violate indigenous land rights. 

	 Amnesty International published a report in 

February 2010, stating, “The proposed mining project 

threatens to undermine the traditional land rights and  

religious beliefs of the Dongria Kondh. It also poses serious 

risks to their rights to water, food, work, an adequate stan

dard of living and their cultural rights.”

T h e  S C C O  I n stit    u t e
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	 My visit to the Kondh brought back memories of the abuses I have witnessed in 

Nicaragua, El Salvador, Guatemala, Peru and Brazil. The Kondh people’s battle to save 

their livelihood illustrates the struggle for survival that indigenous and tribal peoples are 

facing in many parts of the world. The ecosystems on which they rely are being plundered 

by the reckless exploitation of many of the oil, gas, logging and mining companies. The 

unequal battle of tribal and indigenous people versus corporations and states, over ances-

tral land rich in natural resources, is not a new issue; nor is it unique to India. 

Holding corporations accountable

	 As we move further into the 21st century Corporate and Social Responsibility 

(CSR) must become an integral part of business practice. CSR is not only about how cor-

porations spend their money, but about how they make it. Respect for human rights and 

the environment must be a priority.

	 We need to redefine the meaning of “development.” Any development project 

must take into account the needs and aspirations of the local communities, and should 

benefit all sectors of society, without endangering human life and the environment. As the 

UN Brundtland Report states, development must “meet the needs of the present without 

compromising the ability of future generations to meet their own needs.”

	 Corporations must follow through with their pledges, to adhere to ethical stan

dards, corporate responsibility and sustainable practice. These principles have to be en-

forceable – not as voluntary measures, but as a legally binding mechanism in international 

law. Similarly, a CSR mandate must represent real concrete policies; not subterfuge to  

distract the public from ethical questions posed by their core operations. 

	 Now is the hour of truth: corporations must be held accountable; they must  

adhere to the ethical principles of universal respect for human rights, civil liberties and 

dignity. They must strategize, plan and invest; not only for their profit, but for our future. 

Bianca Jagger is the Founder and 

Chair of the Bianca Jagger Human 

Rights Foundation, Council of 

Europe Goodwill Ambassador, 

Member of the Executive Director’s 

Leadership Council of Amnesty 

International USA and Trustee of  

the Amazon Charitable Trust.
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Capital Budgeting at Banks: 
The Role of Government Guarantees1

	 In this article, we have set out some thoughts  

about the current banking crisis. Our focus is primarily on 

capital budgeting and governance practices at banks and 

the adverse manner in which (mispriced) government 

guarantees have played a role. This includes: understand-

ing how bank management sets its performance targets; 

whether these targets are appropriate from the standpoint 

of maximizing bank value and whether they appropriately 

reflect banks’ business and financial risks; and how robust 

the targets are over the business cycle. 

Our key conclusions are summarized as follows:

1.	 The required return on equity (ROE) of banks is 

not close to the 10 percent ROE used by many banks as a 

basis for their capital allocation decisions. We believe it is 

considerably higher. The measured equity betas of banks 

implied low business risk (e.g. asset betas). Such measures 

are simply not credible. Starting from any reasonable esti-

mate of a bank’s business risk, the cost of levered equity is 

unlikely to be below 20 percent. 

2.	 We believe banks should focus on return on assets 

(ROA) rather than on return on equity (ROE). In order to 

estimate the target ROA, banks should assess their business 

risks and financial leverage, and impute the related cost of 

capital. We believe that the usual models for estimating 

costs of capital do not apply for banks.

3.	 We believe that explicit deposit guarantees and  

implicit guarantees on other loans lowered the pre-crisis 

cost of borrowing of banks to virtually risk-free levels and 

lulled banks into believing that this low cost reflected the 

low business risk of their asset portfolio. Such a low cost of  

borrowing made the cost of debt look relatively flat over a 

wide range of leverage, the cost of equity look relatively 

high, dissuaded banks from equity financing and resulted 

in excessive leverage. 

4.	 We believe that bank deposit guarantees should be 

charged for by regulators on a “marked-to-market” basis  

(i.e., taking account of risks of the bank being guaranteed) 

to ensure fair pricing in bank lending decisions and to en-

sure that banks do not raise leverage beyond the optimum 

that is suitable for their business risk.

1 	� This paper is based upon a memorandum prepared for Knight Vinke as part of the company’s investigation into the causes and consequences of the banking crisis. 

Authors are grateful to Yili Zhang for valuable research assistance.
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5.	  We believe, conversely, that banks should estimate 

and employ in their capital budgeting practices a cost of 

capital “without the guarantee.” The “without guarantee” 

cost of capital concept helps answer the questions: What is 

the cost of bank capital relating to the underlying business 

risk and leverage and what is the bank’s true economic 

worth absent the guarantees? We believe that if a bank had 

value solely because of government guarantees, it would be 

insolvent if the guarantees were appropriately priced.

6.	 These capital-budgeting issues have direct rele-

vance even to bank assets that are outside the activities 

guaranteed by government. It is helpful here to state that 

the cost of capital of non-guaranteed lending and capital 

market transactions are substantially higher than that of 

the other activities that are subject to guarantees. The fail-

ure to properly account for this distinction runs the classic 

risk of regulatory arbitrage. We believe such arbitrage  

activity explains the emergence of large, complex financial 

institutions that have imposed systemic consequences on 

economies.

We organize our discussion around four themes:

1.	� Why current calculations of cost of capital by banks are 

problematic.

2.	� The effect of government guarantees on cost of capital 

and level of bank leverage.

3.	� Governance and compensation problems at banks and 

how to ameliorate them.

4.	� Policy recommendations to improve capital budgeting 

at banks. 
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	 We explore why banks may have underestimated 

their economic cost of capital and overestimated the prof-

itability of their lending. 

	  “Capital” as is used in the banking industry gener-

ally refers to bank equity as well as some subordinated 

kinds of debt. “Funding”, in contrast, refers to a bank’s retail 

deposits, commercial paper and inter-bank loans. This dis-

tinction between the two sources of bank financing derives 

primarily from the regulatory environment, namely capital 

requirements.

	 However, when considering a bank’s true “cost of 

capital”, an economic rather than a regulatory concept, all 

forms of debt (including retail deposits, commercial paper, 

and interbank loans) as well as equity should be considered 

to be capital. While banks finance their activities with debt 

most of the time, debt markets do dry up some of the time, 

especially when there is an accentuation of credit or liquid-

ity risk. See Exhibit 1, for instance, which shows that the 

cost of issuing short-term commercial paper, which consti-

tutes a large chunk of banks’ immediate funding, has risen 

sharply and dramatically, not just during the recent crises 

but at several stress points in the past. When this happens, 

banks have to raise equity (or if this is not possible, to seek 

taxpayer support). 

	 Thus, at certain times of the economic cycle when 

the bank is relying on debt capital, it may look as though 

the sole source of capital is based upon debt. However, at 

other points of the economic cycle other sources of capital 

such as equity will play a greater role. At all times, the cost 

of capital for banks should reflect the costs of all forms of  

finance raised through different points of the economic  

cycle, that is, in both good and bad times. 

	 In practice, however, this is not the case. First, 

banks commonly assume that their cost of equity capital is 

flat at a level of 10 percent, along a whole range of leverage 

in their capital structure. This assumption, we believe, is 

wrong. Second, measured or reported betas of banks in 

good times, which often form the basis of the banks’ cost  

of equity calculations, underestimate the true cost of  

equity capital. 

	 In a world with no central bank guarantees (im-

plicit or explicit) and no deadweight costs associated with 

leverage and default, raising leverage would increase the 

cost of debt and the cost of equity but, as leverage increases 

the still cheaper form of debt versus equity, the overall cost 

of capital would be invariant to leverage mix (Modigliani 

and Miller theorem). 

	 In practice, however, bankruptcies of banks and 

financial institutions, especially large ones, are costly affairs 

and their liquidation is characterized by significant fire-

sale discounts. In order to avoid these discounts, banks 

should and do access equity markets for funding before 

undertaking large-scale liquidations. Equity issuance is, 

however, also quite costly, especially given the opaqueness 

of bank balance sheets. In principle, this means that as  

leverage rises, the cost of both debt and equity rise and so 

does the deadweight cost of leverage. The overall cost of 

bank capital should thus increase once leverage and default 

risk become sufficiently high.

	 The low and deceptively flat cost of debt in good 

times also creates the illusion that the bank’s cost of equity 

is also low, albeit higher than the cost of debt. This low cost 

of equity is usually based upon low equity betas measured 

only using data in good times and implies implausibly low 

1. 	 Why current calculations of cost of capital by banks are problematic

T h e  S C C O  I n stit    u t e
p e r io  d ic  a l
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levels of business risk. We believe that these low equity betas not only fail to capture realis-

tic estimates of banks’ business risk in good times, but also fail to account for the cost of 

equity in bad times. The latter costs are especially high because accessing equity funding 

sends an adverse signal to the market that the bank must be in economic or financial stress. 

This high dilution cost also extends to the economic value of “retained equity”, which in 

bad times carries significantly high opportunity costs.

	 The flat cost of debt encourages a high level of leverage in bank balance sheets. At 

high levels of leverage, a small business loss can wipe out a significant part of equity value,  

forcing costly asset sales and equity issuance. Put simply, with high leverage, equity is a 

highly levered bet on bank’s assets. This view of equity is important because it implies that 

bank equity will have a low beta on its assets (and thus on the market) in good times, but a 

much higher effective beta in bad times. In other words, an equity beta for banks of (say) 

1.0 to 1.3 estimated in halcyon days significantly underestimates the true issuance cost of 

equity in a tempest. 

	 To summarize, while a bank’s cost of debt may be relatively flat up to a point as 

leverage rises, it tends to rise dramatically (and very non-linearly) thereafter. This rise 

is concomitant with a rapid rise in the cost of equity capital. 

g oo  d  g o v e r n a n c e
C a p it  a l  B u d g e ti  n g  a t  B a n k s

Exhibit 1: 3M (Financial) Commercial Paper – Treasury Bill Spread (bp)
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	 It is perhaps surprising to observe that pre-crisis 

the cost of capital of banks appeared to be below that of 

regulated utilities. This is because a bank’s cost of debt (up 

to a point) may be considerably lower than that of a utility, 

because bank debt is guaranteed in part by the central 

bank. This guarantee represents a significant subsidy to the 

banking industry financed by taxpayer funds, particularly 

to those banks that have large customer deposits.

	 There are four aspects of the central bank guaran-

tees worth stressing. First, the guarantees are unconditional 

only up to a point in the leverage of a bank, beyond which 

the availability of the guarantee becomes a risk. Second, the 

bank’s cost of debt remains more or less flat until this point 

of unconditional guarantee, after which the cost of debt 

rises sharply – much like switching from secured to un

secured funding. Third, the relatively flat cost of debt has 

the effect of inducing banks to undertake high levels of  

leverage; while the cost of debt remains low, this tendency 

increases deadweight costs of leverage as fire sales of assets 

and discounted capital-raising must be undertaken for 

even small shocks to the balance sheet. And fourth,  

measuring the cost of debt without assuming the central 

bank guarantee can serve as a prudential tool in the  

governance of banks to curb the tendencies to take on  

excessive debt and risk. 

	 The widespread expectation that the political  

authorities will stand behind retail deposits in virtually all 

situations is the primary reason why the cost of retail de-

posits is low and why high levels of economic leverage  

have apparently no effect on the cost of these deposits. If 

customers did not have any expectations that the political 

authorities would stand behind the deposits, then they 

would exercise much greater scrutiny over the risks they 

face and would seek higher returns from more highly lever-

aged banks. In other words the de facto political guarantee 

that retail depositors rely on is in effect a taxpayer subsidy 

to the banks. 

	 When banks take on excessive leverage in response 

to the seemingly flat cost of debt, a principal risk they take 

on is that the political authorities do not or cannot deliver 

on the explicit guarantee or on the implicit one. It is our 

impression that the boards of banks have taken little  

account of this risk when setting leverage levels focusing 

instead on the Basel I and II constraints that do not con-

sider this principal risk. Certainly many banks operate with 

levels of debt that would be simply unsustainable in the  

absence of the guarantee. The regulatory ratios appear to 

have provided excessive comfort to boards who have not 

adequately considered the impact of leverage on economic 

measures. 

	 As a consequence, bank debt holders, until re-

cently, have played little role in monitoring and supervis-

ing the performance and decision-making at the bank, 

notwithstanding that they form a very large component of 

the bank’s capital. It is also for these reasons that there has 

been inadequate attention by analysts on the proper  

pricing of the risk of banks’ profits and balance sheets. 

Further, it means that rating agency analyses of banks are 

essentially assessments of the quality of the central bank or 

the political guarantee – which is why so many banks with 

economic leverage in excess of 90 percent have (or had) 

AAA or AA ratings – a level which would be impossible to 

make sense of in any other industry.

2.	 The effect of government guarantees on cost of bank capital and level of bank leverage

T h e  S C C O  I n stit    u t e
p e r io  d ic  a l
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	 It might seem that maximizing central bank guarantees should also be in the  

interests of bank shareholders. Unfortunately, this is not always so. In the competitive 

market conditions that exist in banking, the benefits of the lower cost of debt resulting 

from the guarantees do not appear to have accrued to shareholders but to borrowers and 

customers who faced lower lending costs and looser lending criteria. The reason is simple. 

Gaming regulation is unlikely to yield any bank a substantive competitive advantage in the 

long run – gaming regulation is easy to replicate and thus inherently short-term in its  

rewards. Given the heightened competition amongst banks in recent times, banks, in fact, 

ended up taking advantage of the loose monetary policy and global savings glut, riding the 

risk curve upwards – that is, lending to borrowers “down the quality curve” – creating an  

artificial demand for some assets that resulted in unfortunate asset bubbles. As the  

bubble burst with the poor performance of some of these low-quality assets, even small 

asset value fluctuations were sufficient to wipe out bank equity values given the very  

high levels of economic leverage.

	 It is for these reasons that central bank guarantees are a double-edged sword.  

They reduce a bank’s debt costs, but they encourage high and often excessive leverage, 

which exposes shareholders to very high distress costs in the event of an insolvency or  

liquidity failure. Hence, reducing economic leverage in the banking industry may actually 

increase shareholder value. We believe an important lesson from this crisis for banks is to 

impute the value of the central bank guarantees and analyze the impact of guarantees on 

cost of capital and leverage. Simply meeting regulatory capital requirements is not a good 

proxy for such an analysis and indeed may focus management attention on gaming regu-

lation rather than on creating economic value.

g oo  d  g o v e r n a n c e
C a p it  a l  B u d g e ti  n g  a t  B a n k s
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	 We now turn attention to some issues linked to 

evaluation and compensation of bankers. 

	 Banks typically use return on equity (ROE) as a 

measure of profitability and performance. This raises a 

number of issues. First, ROE is an accounting concept and 

its measurement in any given year or quarter (as ROE is 

commonly measured) informs us about that particular 

year’s or quarter’s performance. It is not a concept about 

the total stock of value of a business decision. Short-run 

ROE can be high if a bank (or any firm for that matter) 

pursues a highly risky strategy that pays off in the short run 

but can in fact be value-destroying over the long run. Thus, 

the maximization of ROE in a short-term sense can clearly 

be a problematic capital-budgeting exercise.

	 Second, ROE maximization cannot be divorced 

from the cost of capital associated with a particular ROE. 

Purchasing an asset on a bank balance sheet that has an 

ROE of 10 percent and an associated cost of capital of  

8 percent would be more attractive than an asset that has  

an ROE of 12 percent but an associated cost of capital of  

15 percent (due to a higher [economic] leverage or a higher 

risk of the underlying business). 

	 Third, the broad principle of ROE maximization 

as a bank objective, without regard to the associated cost of 

capital, only works under the assumption that bank fund-

ing cost is unchanged regardless of leverage and business 

mix. We believe that this is an illusion and there is no golden 

fixed number such as 10 percent that represents the rele-

vant cost of (equity) capital for the banking sector. Given 

the lack of such a number, we also do not believe that a  

pure ROE-maximization objective is in the long-term  

interests of the bank’s shareholders. 

	 These observations, and our earlier discussion 

about the cost of bank capital, have important implications 

also for the governance of banks. Besides compensating 

management on the basis of relatively long-term ROA, 

rather than short-term ROE or EPS, banks should compare 

the ROA to a target that is based on a cost of capital that 

accounts for bank leverage as well as costs of debt and  

equity capital “over-the-cycle.” Banks should in fact employ 

a cost of capital they would face in a world where they did 

not have access to government guarantees. 

	 This cost of capital “without guarantee” has  

several distinct advantages for long-run shareholder value 

creation. First, it is indeed the true economic cost of capital 

for banks in a world where regulatory guarantees were 

properly priced or marked to market by the regulators. 

Second, even if guarantees were only coarsely priced by 

regulators, the cost of capital without the guarantee would 

focus management attention on pursuit of activities and 

assets that have genuine economic value rather than one 

arising purely due to regulatory gaming. Finally, a cost of 

capital without the guarantee would rise gradually as bank 

leverage increases rather than being flat over an entire 

range of leverage. Since the tipping point at which the  

cost of bank debt rises sharply and dramatically (or debt 

financing dries up) is hard to predict a priori with preci-

sion, the cost of capital without the guarantee would pro-

tect banks better against a sudden funding crisis, avoid 

costly asset sales and unplanned capital issuance, and 

thereby improve capital budgeting over the cycle. 

3.	 Governance and compensation problems at banks and how to ameliorate them

T h e  S C C O  I n stit    u t e
p e r io  d ic  a l
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We end with a summary of our policy recommendations for banks:

1.	 Banks should measure their cost of capital “without the guarantee” in order to 

determine the extent of the guarantee’s value and its impact on the capital structure of the 

bank and the amount and price of lending.

2.	 Banks should set a cost of capital that reflects the cost of capital in both good 

times and in bad times, and obtain better estimates of their effective equity beta, and thus 

of their cost of issuing equity capital in bad times (when equity is typically issued). 

3.	 Banks should set a long-run target ROA – return on assets (debt + equity) – rather 

than short-run ROE since ROA better reflects the economic profitability of the bank’s  

assets and long-run measurement captures better the true economic value of business 

decisions. They should also take account of leverage and a suitable cost of capital “without 

the guarantee” while setting the target ROA.

4.	 Banks should consider how their economic leverage and the business mix of  

lending and asset activities relate to their cost of capital. Banks should also analyze how 

interest rate spreads they charge on loans and other assets relate to their cost of capital and 

the target ROA.

Similarly, our primary policy implication for regulators is that the provider of bank  

guarantees should properly mark to market the value of these guarantees, taking account 

of asset risk as well as leverage of the bank being guaranteed, and charge a premium  

accordingly, and on a regular basis.

g oo  d  g o v e r n a n c e
C a p it  a l  B u d g e ti  n g  a t  B a n k s

4.	 Policy recommendations to improve capital budgeting at banks
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	 From October 2008 to March 2010 I served as 

Chief Executive Officer of the Hypo Real Estate Holding 

(HRE). The script for rescuing, stabilizing and restructur-

ing a cross-border Group with systemic relevance in the 

midst of a global financial crisis had not been written. Yet, 

as the restructuring of the Group progressed the script 

came together.

The recent financial crisis

	 The crisis started in 2006 in the subprime  

segment of the US mortgage market. Some causes and  

contributing factors such as non-recourse 2/28 or 3/27 

Adjustable Rate Mortgages (ARMs), Home Equity Loans 

(HELOs), Collateralized Debt Obligations (CDOs), CDO 

squared, super senior (AAA) tranches, and Special Invest

ment Vehicles (SIVs) have been widely discussed. Now 

there is consensus that the crisis was caused by a combina-

tion of a credit boom and a housing bubble. At that time 

and throughout the initial year, the crisis continued to be 

underestimated. In its World Economic Outlook report in 

April 2007, the IMF stated that compared with the second 

half of 2006 there was less reason to worry about the global 

economy. Initially, people thought the subprime crisis 

could be isolated. Yet the second half of 2007 saw the IKB 

and Sachsen LB rescue in Germany, and the nationalization 

of Northern Rock in the UK, to name just three examples. 

The crisis grew significantly throughout 2008 with falling 

asset prices, spread-widening, and severe downgrades of 

monoline insurers. The result was the near total collapse of 

financial markets in the fall of 2008.

	 Clearly, the failure of the US investment bank 

Lehman Brothers was a watershed event for the global  

financial system as the crisis spread to other markets. The 

leading equity indices led by financial institutions dropped 

sharply and spreads on most bonds including government 

debt and commercial mortgage-backed securities widened 

significantly.

	 In response, the central banks lowered interest 

rates, established emergency liquidity lines and extended 

tender operations to counter the lack of liquidity in the 

markets. Wholesale deposits from money market funds 

and banks became predominantly limited to overnight 

maturities. 

	 For HRE these developments triggered a liquidity 

crisis at its recently acquired and wholly owned Irish sub-

sidiary DEPFA which relied heavily on short term funding. 

The secondary effect was a solvency crisis when the real  

estate markets started to suffer as a result of the financial 

crisis. 

Why HRE had to be rescued

	 One could argue that despite the magnitude of its 

problems, there was no foundation for the massive rescue 

operation mobilized in the fall of 2008. After all, HRE had 

no retail banking business and was not well-known to the 

public despite its rapid climb to the DAX after the spin-off 

from the HypoVereinsbank (HVB) in 2003. However, the 

systemic relevance of HRE made stabilizing the Group a 

necessity.

	 A default of HRE would have impacted insti

tutional investors such as funds, banks, and insurance 

companies as creditors or counterparties of HRE, with 

Pfandbriefe being the second most important asset class 

for life insurance companies in Germany. In addition, a  

default would also have impacted retail investors and,  

more generally, the German Pfandbrief market as a whole. 

1 	�   This article is based on a speech given at University of Konstanz on May 25, 2010
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It is very likely that a default of HRE would have unleashed 

the same multi-faceted chain reaction as the default of 

Lehman Brothers had caused several weeks before.

	 Statistics from the Bundesbank pointed to the  

imminence of such a reaction; the number of cash with-

drawals in Germany had increased significantly at that 

point in time2. German Chancellor Angela Merkel and  

then Finance Minister Peer Steinbrück felt the need to 

guarantee all savings amidst concerns that the German  

deposit insurance schemes might not be robust enough.

	 Given the high pressure under which the legal and 

regulatory framework was established, the success of the 

rescue operation for HRE and the German financial sector 

as a whole is impressive.

Securing liquidity at HRE

	 In October 2008, the first challenge for the  

newly appointed management board was to secure HRE’s  

short-term and medium-term liquidity requirements. This 

involved close cooperation not only with the German 

Federal Finance Ministry and SoFFin (Federal Agency for 

Financial Market Stabilization), but also with the German 

regulator BaFin (Federal Financial Supervisory Authority), 

the Bundesbank, and a consortium of German financial  

institutions. HRE could not have been saved without the 

pragmatism of all parties involved. Emergency Liquidity 

Assistance (ELA) facilities and a s50 billion collateralized 

loan facility with a s35 billion built-in government guar-

antee ensured its continued existence and prevented the 

demise of the Group at the beginning of October, at a time 

when SoFFin guarantees were not yet available.

	 The amount of liquidity support reached a  

maximum of s102 billion in the first quarter of 2009. 

Repayments reduced the original guarantee framework  

to s95 billion as of the beginning of 2010. 

	 Given the extent of the liquidity measures, this 

support clearly could not have been provided by the 

German financial institutions alone; the German govern-

ment had to step in. Yet, within the scope of this liquidity 

support, no money from the federal government was paid 

to HRE. HRE pays regular guarantee fees to the govern-

ment which in 2009 alone amounted to s741 million. 

Strengthening the capital base at HRE

	 The financial markets crisis also had a significant 

impact on HRE’s capitalization not only because of the 

guarantee fees paid to the German government. At the end 

of 2008, HRE had already entered into discussions with 

SoFFin and regulatory authorities, primarily with BaFin. 

There was no realistic alternative to the federal government 

providing the required capital given the overall amount of 

the capital requirement and because at that time no third-

party buyer for the Group was in a position to provide the 

necessary liquidity support let alone the sufficient capital 

that had been granted by SoFFin.

	 To date, HRE has been granted fresh equity to the 

tune of s7.9 billion by the SoFFin. The total recapitaliza-

tion need repeatedly mentioned by the Company was  

s10 billion and was derived from three factors: historic 

loan-loss experience in past crises in commercial real  

estate, special considerations of the global nature of the 

current crisis and, finally, a bottom-up validation by  

looking into the Company’s loan portfolios.

2 	�   Source: Deutsche Bundesbank Monthly Report, June 2009

T h e  S C C O  I n stit    u t e
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Establishing the core bank with new business 
and funding

	 Given the situation it was paramount to chart out 

HRE’s future. A bailout plan had to include the definition 

of a viable business model indeed.

	 One key initiative was the reduction of the  

non-strategic portfolio. The other was the implementation 

of a strategic core bank: Deutsche Pfandbriefbank. The 

merged and rebranded entity came into existence in 2009. 

Operations were focused on real estate and public sector 

finance, with the German Pfandbrief being the preferred 

refinancing tool. 

	 On January 21, 2010, the Group submitted an  

application to transfer assets to a deconsolidated environ-

ment known in German as Abwicklungsanstalt or AidA 

(Anstalt in der Anstalt). The assets to be transferred were 

parts of the non-strategic portfolio and problematic real 

estate finance assets of Deutsche Pfandbriefbank as well as 

large parts of the Group’s value portfolio at DEPFA. This 

would enable the bank to reduce capital requirements and 

free the strategic core faster.

Regulators reaction and likely implications 
for financial markets

	 This crisis revealed some serious systemic risks 

immanent in the global financial markets and demands  

– among others – also a regulatory response. Hence, a  

number of regulatory measures regarding systemic risk 

and systemically relevant institutions have been developed 

and are still under discussion. These measures have two  

dimensions: preventing another crisis and handling a crisis.

	 The need for stricter requirements regarding core 

capital is widely accepted and is by far the most important 

measure. The qualitative parameters are already set, includ-

ing an increase in quality, consistency, and transparency  

of the capital base; the enhancement of risk coverage, the 

reduction of procyclicality by building up capital buffers 

and forward-looking provisioning, and the consideration 

of capital surcharges for systemic risk and interconnected-

ness of banks.

Likewise widely accepted are increased requirements on  

liquidity and funding ratios as proposed and currently  

calibrated by the Basel Committee. The 30-day Liquidity 

Coverage (LCR) Ratio measures the remaining liquidity 

within an acute short-term stress scenario after cash in- 

and outflows. The Net Stable Funding (NSF) Ratio with a 

one-year time frame measures the available funding for an 

institution’s assets and off-balance sheet commitments. 

These ratios are important additions to the regulatory 

framework.

The leverage ratio, however, which the Basel Committee 

also decided to introduce, is still controversial and is  

criticized for being too simplistic for not considering the 

risk of assets. On a microeconomic level, a leverage ratio 

could provide an incentive to reduce balance sheets by  

securitizing assets that were previously held on the balance 

sheet. It could, however, also lead to a crowding out of  

lower risk-weighted assets in favor of higher-yielding and 

also higher risk-weighted assets, thereby increasing risks 

on banks’ balance sheets. On a macroeconomic level, the 

introduction of a leverage ratio could lead to a decrease of 

credit supply, lowering overall economic growth. 

g oo  d  g o v e r n a n c e
T h e  Fi  n a n ci  a l  C r isis    :  O b s e r v a tio   n s  a n d  I m p l ic  a tio   n s
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Addressing the moral hazard issue

Addressing the moral hazard issue is one very important 

aspect in preventing future crises. In order to solve the  

fundamental problem of such crises, shareholders and, 

where necessary, debt-holders of the firm would have to 

bear the losses which occur thereby minimizing any impact 

on public authorities and/or taxpayers. Losses would have 

to be distributed on a predictable basis and in a manner 

that is legally clear and fair among the different shareholder 

and debt-holder categories and among the individual 

shareholders and debt-holders within those categories.

The moral hazard issue has grown with the recent bailout 

activities. While shareholders were either squeezed out or 

diluted, and providers of hybrid capital have suffered  

coupon and principal losses, unsecured bondholders have 

greatly benefited from government rescue measures. Moral 

hazard can only be reduced if concepts are developed to 

handle troubled banks and if it is clear beforehand that all 

stakeholders will have to share in the losses.

A stability fund like the one currently being discussed by 

industry representatives, supervisors and politicians would 

be a major step towards dissolving troubled financial  

institutions. Such a fund would bear the costs arising from 

resolving systemically relevant institutions. Therefore,  

sufficient funding is critical. As demonstrated by the  

current crisis, existing deposit insurance schemes are not 

sufficient and force the state to intervene.

Financial institutions should contribute to a 
stability fund

Funds for the stability fund should come mainly from  

the financial industry. Thus, a rescue measure by the fund 

would constitute an automatic bail-in and, in addition, 

would allow for the resolution of cross-border banks with-

out conflicting with national interest. Involving not only 

banks but all financial institutions in the provision of  

funding would also require those institutions to participate 

that benefit indirectly from an orderly resolution process. 

A distinction could be made for contributions from insti-

tutions benefiting directly and those benefiting indirectly. 

The contributions of the individual institutions should  

reflect their systemic relevance, thus not only internalizing 

the costs beforehand but also being an incentive to limit 

systemic relevance. The contribution of financial institu-

tions, however, has to be stretched over time to avoid  

overburdening them and the economy while they are still 

dealing with the current crisis.

The governance of such a stability fund should be at a  

supranational level, combined with a European institution 

for ensuring effective deposit insurance, as the German 

Council of Economic Experts has suggested3. In addition, 

the regulator for the fund should be empowered to inter-

vene, and, if necessary, take over troubled financial institu-

tions and run them as long as necessary and then exit again. 

This power is necessary; the regulator only has an incentive 

to intervene if it also has the power to effectively deal with 

and prevent the crisis. 

3 	�   Source: The German Council of Economic Experts: “Annual Report 2009/10. Securing the future through responsible economic policies.”

T h e  S C C O  I n stit    u t e
p e r io  d ic  a l
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Separating or limiting banking activities would be detrimental

Concerning the structure of the banking industry, suggestions have been made to limit  

the activities and the size of the institutions. Limiting activities does suggest restricting 

banks’ activity to a certain set of intermediary functions. Two particular initiatives have 

been the subject of discussion. One is an act similar to the Glass-Steagall Act separating 

banking activities as per the Volcker rules and the other involves introducing limited  

purpose banking. Neither approach is practical.

Size limitations are required in order to prevent any bank from becoming “too big to fail”. 

But this claim does not sufficiently consider the benefits global banks offer to both the 

domestic industrial economies as well as emerging markets by supplying credit and pro-

viding access to capital markets globally. Also, economies of scale and scope would be 

hampered. Ideally, there should be a mix of big and small banks with special attention  

devoted to the interconnectedness of banks.

All things considered, two aspects should be kept in mind:

Firstly, despite the necessity for change, the cumulative effects of banking regulation 

should not overshoot the mark. Banks have to be able to support the world economy as it 

returns to sustainable growth.

Secondly, the coordination of activities at a European and an international level is key in 

order to achieve the desired outcome. Stumbling blocks at a European and global level 

have to be overcome.

Dr. Axel Wieandt was Chief Executive 

Officer of the Hypo Real Estate 

Holding AG, a specialist bank for  

real estate and public finance based 

in Germany.

g oo  d  g o v e r n a n c e
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Eco   n omic     o u t l oo  k
D e b t ,  Di  v e r g e n c e  a n d  G e r m a n y ‘ s  Eco   n omic     Go  v e r n a n c e  o f  E u r o p e

	 As the sovereign debt crisis in Europe gains in  

intensity, a damaging period of divergence is looming  

between Germany and its European partners over the  

stability of the euro. The threat goes far deeper than the 

important yet essentially technical issues of whether  

the European Central Bank should purchase European  

government bonds or relax its criteria for lending to com- 

mercial banks – issues that have hogged the headlines  

for weeks. 

	 We are dealing with a real clash of civilizations 

among the 16 members of economic and monetary  

union (EMU); not only between the stability-orientated 

North and the more inflation-prone South, but also  

between countries and peoples with completely different 

sensibilities regarding the market and the public sector. 

The clash will continue well beyond the European 

Commission’s “general mobilization” against speculators 

and the s750 billion IMF/Europe aid package for weaker 

states decided at the weekend of May 8–9. As the costs  

of the bail-out action grow, it is becoming increasingly 

difficult for member states to bury their essential political 

and economic differences and rediscover a spirit of soli-

darity to safeguard the euro’s future.

	 The root cause of the pressures on the euro is the 

massive build-up in payments imbalances in the EMU 

area. These have been caused by individual members of 

the single currency carrying out policies since the euro 

was established in 1999 that were almost entirely in line 

with their own past stereotypical behavior. 

	 Germany reacted to the recognition in 1999 that 

it entered the euro at too high an exchange rate against the 

other members by taking steps to lower real wages, im-

prove productivity and gear up to what the country always 

does best – exporting.

	 Peripheral states in the south and west of the  

continent, on the other hand, took a breathing space from 

the reform efforts that had characterized their economies 

in the 1990s. They used the period of low interest rates  

and stable currencies after the euro started not to make 

reforms in their economies but to enjoy the initial fruits  

of EMU by expanding their economies and boosting  

employment. Some of them (especially Greece) ran up 

budget deficits that were far too high.

	 Jean-Claude Trichet, the President of the European 

Central Bank, was a leading proponent of cross-border 

lending between surplus and deficit states to shore up the 

finances of debtor states such as Greece, Portugal, Spain 

and Italy which had lost competitiveness against the  

super-efficient Germans. It is this mechanism that has 

now turned against the Europeans. The creditor banks in 

northern Europe and elsewhere are increasingly asking 

for large risk premia from debtor nations like Greece, 

based on the assumption that sooner or later they will be 

forced to restructure their outstanding debt.

	 The other main miscreant behind the present 

malaise is, in the eyes of the ECB, Germany itself. Mr. 

Trichet and his German colleague on the six-person ECB 

board, Jürgen Stark, former Deputy President of the 

Bundesbank, both blame the German government’s  

action in watering down the Stability and Growth part  

in 2003 for lowering budgetary discipline throughout  

the euro area. However, this action, decided by former 

Chancellor Gerhard Schröder in a rare act of agreement 

with then President Jacques Chirac of France, was itself a 

As the costs of the bail-out action grow,  
it is becoming increasingly difficult for  
member states to bury their essential  
political and economic differences.
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consequence of the initial circumstances of the euro. 

Enduring periods of sluggish growth in the early 2000s, 

the German government railed against the idea that the 

ECB was keeping interest rates higher than they would 

otherwise be if the Bundesbank had been in sole charge of 

the German economy. In reaction to the perceived over-

tightness of monetary policy, the Germans decided to run 

a relaxed fiscal policy and override the deficit-limiting 

strictures of the Stability Pact – with results that now  

appear to set a bad example for the rest.

 

	 The results of recent financial turbulence have 

now, for the first time, been striking home in Germany 

itself. Germany’s reaction to what Chancellor Angela 

Merkel calls an “existential challenge” for the euro is  

becoming clearer. And it is not something that its neigh-

bors and allies will be very keen to hear. The irrefutable 

message is that Germany is seeking gradually to take con-

trol of the European economy – in a last-ditch response  

to what Berlin sees as other countries’ widespread failure 

to put their house in order.

	 The Germans can no longer, as in the past, with-

draw to the impregnable fastness of the D-Mark. That 

protection is no longer intact, because the currency in-

trinsically affected by the failures of Europe’s periphery 

has become Germany’s own money. John Connally, 

President Nixon’s Treasury Secretary when the Americans 

severed the dollar’s links to gold in 1971, was able to say 

laconically to European finance ministers: “It’s may be 

our currency, but it’s your problem”. The German mes-

sage vis-à-vis the European periphery is now: “It’s your 

problem – but it’s our currency.” 

	 There are three components to the new German 

message. First, Germany is becoming more self-centered. 

Chancellor Merkel’s recent statements to the German 

parliament, and steps in areas like cracking down on 

short-selling on securities markets, make clear that the 

Germans will be introducing go-it-alone action if they feel 

this is warranted by their own circumstances.

	 Second, at least in the short term, Germany will 

rely more on exports, and less on domestic consumption, 

to expand its way out of trouble. The Economic Outlook 

publication from the Organization for Economic Coopera

tion and Development, for example, forecast in late May 

that Germany’s exports will rise 10 percent in volume 

terms in 2010 and 8.8 percent in 2011 – comfortably ahead 

of import growth – which will lead to a further increase in 

the German current account surplus. Private consump-

tion meanwhile will fall 1.4 percent in 2010 and will rise 

only by an anemic 0.7 percent in 2011. The fall in the euro 

and German Angst about coming tax increases are likely 

to exacerbate these trends further. This is precisely the  

opposite of the economic rebalancing that the US and 

other countries wish. Third, Germany is likely to become 

more rather than less hectoring in its statements and  

recommendations to other countries in the euro area on 

how they should adjust their economies to cope with 

world-wide economic change. In her latest statement to 

the Bundestag on 19 May, Merkel spelled out with unmis-

takable candor her plans for the new “stability culture” in 

Europe: “The rules will be geared not to weakest states  

but to the strongest states. I know that this is a tough  

message, but economically it is an absolute must.”

The irrefutable message is that Germany  
is seeking gradually to take control of the 

European economy.

T h e  S C C O  I n stit    u t e
p e r io  d ic  a l
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	 When the euro was born in 1999, German leaders – in particular, the then 

President of the Bundesbank, Hans Tietmeyer – gave no shortage of warnings to states 

on the periphery that they would have to change their behavior dramatically to cope 

with the new environment. What the Germans did not foresee was the way that eco-

nomic stress in peripheral states would feed through directly into financial problems in 

Germany itself. Germany failed to foretell that the financial claims being built up on  

errant euro states would largely reside with the surplus countries of northern Europe 

whose banks would inevitably be financing the southerners’ deficits. Hence the “no bail 

out clause” embedded in the Maastricht treaty became unenforceable. Not because the 

banks carrying out the lending were too big to fail – but because the debts generated by 

euro imbalances had become too big not to bail out. To ensure that these debts do not 

cause immense trouble for Germany itself, Berlin is itself striding to the forefront of the 

economic governance of Europe.

	 The euro was founded partly on the desire to limit German strength in Europe 

after the country’s 1990 reunification. So the likelihood that the euro’s travails will lead 

to exactly the opposite will be a matter for conjecture and foreboding in many parts of 

Europe.

Eco   n omic     o u t l oo  k
D e b t ,  Di  v e r g e n c e  a n d  G e r m a n y ‘ s  Eco   n omic     Go  v e r n a n c e  o f  E u r o p e

David Marsh is a Board Member  

of the SCCO Institute and Chairman 

of SCCO International . He is also 

Co-Chairman of the Official 

Monetary and Financial Institutions 

Forum, Deputy Chairman of the 

German-British Forum and Board 

Member of the British Chamber of 

Commerce in Germany.
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	 When the Financial Crisis Inquiry Commission convened on Capitol Hill in 

early April, the assembled members had to endure the spectacle of the former Chairman 

of the Federal Reserve, Alan Greenspan, asserting, with a straight face, that the Fed’s 

monetary policy during his tenure did not contribute to the US housing bubble. 

According to Dr. Greenspan, the origin of the financial crisis, in large part, resided else-

where – literally overseas. The “blame the foreigners” ploy is always popular. 

	 For Dr. Greenspan, a major culprit was an international savings glut. According 

to this hypothesis, the international savings rate exceeded the investment rate. In conse-

quence, markets pushed long-term interest rates (both real and nominal) down. And as 

night follows day, Dr. Greenspan concludes: “Equity and real-estate capitalization rates 

were inevitably arbitraged lower by the fall in global long-term real interest rates. Asset 

prices, particularly house prices, accordingly moved dramatically higher.” 

	

	 There is a little problem with the global savings glut story, namely, that it is not 

supported by the facts. As the accompanying global savings-investment chart shows, the 

rate of global savings and investment has been in rough balance since the early 1990s. 

This inconvenient fact should create a problem for the Fed because both Dr. Greenspan 

and the current Fed Chairman, Ben S. Bernanke, have repeatedly bamboozled audiences 

with the global savings glut story.

 

	 Let’s take a look at the Greenspan-Bernanke years to see if the Fed has been as 

innocent as Messrs. Greenspan and Bernanke claim. 

	 What is a bubble? There are many types. One type is created when the Fed’s  

laxity allows aggregate demand to grow too rapidly. Specifically, a demand bubble  

occurs when nominal final sales to US purchasers (GDP – exports + imports – change in 

inventories) exceeds a trend rate of nominal growth – a trend rate that is consistent with 

“moderate” inflation – by a significant amount.

Article No. 2.2.

The Great Dissemblers

a u t h o r
S t e v e  H .  H a n k e 

Exhibit 1: Global Savings and Investment 

as a Share of World GDP (in %)

Investment
Savings

Source: International Monetary Fund,  

World Economic Outlook, October 2009
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	 During Dr. Greenspan’s 18-year tenure as Fed 

Chairman, nominal final sales grew at a 5.4 percent annual 

trend rate. This reflects a combination of real sales growth 

of 3 percent and inflation of 2.4 percent. But there were 

deviations from the trend.

 

	 The first deviation began shortly after Dr. 

Greenspan became Chairman. In response to the October 

1987 stock market crash, the Fed turned on its money 

pump and created a bubble: over the next year, final sales 

shot up at a 7.5 percent rate, well above the trend. Having 

gone too far, the Fed then lurched back in the other  

direction. The ensuing Fed tightening produced a mild 

recession in 1991. From 1992 through 1997, growth in  

the nominal value of final sales was quite stable. But  

successive collapses of certain Asian currencies, the 

Russian ruble, the Long Term Capital Management hedge 

fund and finally the Brazilian real triggered another  

excessive Fed liquidity injection. This resulted in a boom 

in nominal final sales and a bubble in 1999–2000. This  

was followed by another round of Fed tightening, which 

coincided with the bursting of the equity bubble in 2000 

and a slump in 2001. 

	 The last big jump in nominal final sales was set 

off by the Fed’s liquidity injection to fend off the false  

deflation scare in 2002. Fed Governor Ben S. Bernanke 

(now Chairman Bernanke) set off a warning siren that  

Exhibit 2: Final Sales to Domestic Purchasers from 1987 Q1 to 2009 Q4 (Annual % Change)

FSDP = GDP - Exports + Imports - Inventory

Source: Bureau of Economic Analysis, US Department of Commerce and Author’s Calculations
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deflation was threatening the US economy when he  

delivered a dense and noteworthy speech, “Deflation: 

Making Sure it Doesn’t Happen Here,” on November 21, 

2002. He convinced his Fed colleagues that the deflation 

danger was lurking. As then-Chairman Greenspan put it, 

“We face new challenges in maintaining price stability, 

specifically to prevent inflation from falling too low.” By 

July 2003, the Fed funds rate was at a then-record low of  

1 percent, where it stayed for a year. This produced the 

mother of all liquidity cycles and yet another massive  

demand bubble.

	

	 During the Greenspan years, and contrary to his 

claims, the Fed overacted to real or perceived crises and 

created three demand bubbles. 

	

	 To obtain a better handle of the mother of all  

liquidity cycles, observe that, by late 2001, the central 

bank had already pushed the effective Fed funds rate  

below the 3-4 percent range for the neutral rate (a rate 

consistent with long-run price stability). The effective rate 

stayed well below the neutral range until early May 2005. 

The pattern for the real effective Fed funds rate was simi-

lar to the one followed by the nominal effective rate. By 

late 2002, the real rate had dropped into negative territory, 

where it stayed until mid-2005.

 

	 It’s not surprising that Stanford University 

Professor John B. Taylor (of Taylor Rule fame) in his 

highly critical book on the Fed’s pre-crisis policies, 

Getting Off Track: How Government Actions and 

Interventions Caused, Prolonged, and Worsened the 

Financial Crisis, concluded that there “is clear evidence of 

monetary excesses during the period leading up to the 

housing boom.” 

	

	 The most recent aggregate demand bubble wasn’t 

the only bubble that the Fed was pumping up. As the  

accompanying chart of price indexes shows, the Fed’s  

favorite inflation target – the price index for personal 

consumption expenditures (PCE), less those for food and 

energy – was increasing at a regular, modest rate. Over  

the 2003–2008 (Q3) period, this metric increased by  

13 percent. 

Exhibit 3: Real and Nominal Effective Fed Funds Rate

Source: Federal Reserve Bank of St. Louis and Author’s Calculations
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Eco   n omic     O u t l oo  k
T h e  G r e a t  Diss    e m b l e r s

Source: Federal Reserve Bank of St. Louis and Author’s Calculations

	 The Fed’s inflation metric signaled “no problems.” But abrupt shifts in major 

relative prices were underfoot. Housing prices measured by the Case-Shiller index were 

surging, increasing by 44.8 percent from the first quarter in 2003 until their peak in the 

first quarter of 2006. Share prices were also on a tear.

	 The most dramatic price increases were in the commodities. Measured by the 

Commodity Research Bureau’s spot index (CRB), commodity prices increased by 92.2 

percent from the first quarter of 2003 until their peak in the second quarter of 2008. 

 

	 The dramatic jump in commodity prices was due, in large part, to the fact that a 

weak dollar accompanied the mother of all liquidity cycles. Measured by the Federal 

Reserve’s Trade Weighted Exchange Index for major currencies, the greenback fell by 

30.5 percent from 2003 to mid-July 2008. As every commodity trader knows, all com-

modities, to varying degrees, trade off changes in the value of the dollar. When the value 

of the dollar falls, the nominal dollar prices of internationally traded commodities – like 

gold, rice, corn and oil – must increase because more dollars are required to purchase the 

same quantity of any commodity. 

	 Contrary to claims by Messrs. Greenspan and Bernanke, the Fed played a  

central role in blowing asset bubbles, shifting relative prices and creating massive dis

tortions in the economy. Military history is written by the victors. Economic history is 

written by central bankers. Indeed, Prof. Lawrence H. White calculated that, in 2002,  

74 percent of the articles on monetary policy published by US economists in US-edited  

journals either appeared in journals published by the Fed, or were authored (or co- 

authored) by current or former Fed staff economists. When it comes to military and 

economic histories, you have to take official accounts with a large dose of salt. 

Steve H. Hanke is a Professor of 

Applied Economics at the Johns 

Hopkins University in Baltimore and 

a Senior Fellow at the Cato Institute 

in Washington, D.C.  

He was an economic advisor to a 

number of countries and govern-

ments, including the Reagan  

administration. In addition, he is  

a columnist at Forbes magazine.

Exhibit 4: Price Indexes

Sources: International Monetary Fund, International Financial Statistics; 

Bureau of Economic Analysis, US Department of Commerce;

Standard and Poor’s; Bloomberg and Author’s Calculations
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Article No.  2.3.

a u t h o r
C h a r l e s  D u m a s

Global Policy Needs – 
How to Stop the Debt Orgy

	 The Lehman’s bankruptcy and the bankers’ poor behavior are to blame for the 

recent crisis. This has been the widespread public opinion. Certainly, misconceptions 

and mistakes by borrowers, intermediaries, lenders and policymakers had a hand in 

creating this crisis which evolved against a background of globalization shock. But in 

the debt crisis of 2007–2009, several long-standing developments merged to turn what 

had been compatibility of divergent behavior and policy into conflict. Apart from 

overconsumption in debt-ridden countries, the savings-glut countries are also to 

blame for lack of consumption and investments.

	 America has been continually leveraged since the early 1980s when domestic 

debt started to rise rapidly relative to the GDP until the crisis, which was mainly due to 

private-sector debt beyond affordable limits. The same applies for Britain, Australia, 

Spain, and so on. The fast growth of debt both caused the financial sector to boom and 

was itself hastened by financial innovations and hence led to the primacy of Wall 

Street.

	 Weak demographics in Japan and North Central Europe led to high savings 

and reduced investment needs. The restructuring of businesses to pay down debt  

generated yet more surplus cash flow. These countries increasingly depended on ever-

mounting deficits and debt in other countries for their income and asset build-up. 		

	��Continuous leveraging of America 

since the early 1980s

	��Wall Street primacy due to booming 

financial sector hastened by fast 

growth of debt

	��Weak demographics in Japan and 

North-Central Europe causing  

dependency on deficits and debt in 

other countries

	��Backward banking systems in 

China and the Asian Tigers due to 

strong faith in export-led growth 

reinforced by fear of deficits

Key Developments Leading to Crisis
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	 Finally, there is the China and Asian Tigers’  

mercantilism and backward banking systems. After the 

shock of the 1997–1998 Asian crisis, the already strong 

faith in export-led growth was reinforced by the fear of 

deficits. Primitive financial systems also enforced high 

savings.

	 As long as the US private sector was happy to run 

up its debt, these four developments appeared comple-

mentary. Wall Street could run riot. The excess savers as 

highlighted above, generators of the Eurasian savings 

glut, required counterpart spender-borrowers to prevent 

their deficient demand leading to deflation. They were 

provided with net exports to sustain income growth and 

with assets arising from higher debts in deficit countries. 

Domestic debts in the US and other deficit nations 

mounted, fuelled by the inflow of surpluses from the 

savings gluttons, and therefore so did the unstable fi

nancial imbalances of the world economy.

	 After US housing prices took a downturn in late 

2005 and early 2006, growth of key deficit-country asset 

values ceased. This had been the essential underpinning 

for the previous unbalanced, unstable equilibrium. Yet, 

US policy and Wall Street conduct remained blithely  

unchanged. At a deeper level, the run-up to 2006 both 

created the momentum for end-of-era excess and had  

already taken asset values and debts well beyond sustain-

able levels. The crucial period from 2003–2006 was  

dominated by the supply-push of excess savings in the 

savings-glut countries accounting for ever-shrinking 

credit spreads and Greenspan’s famous ‘conundrum’ of 

falling US Treasury yields in the middle of a financial 

boom and against a Fed that was tightening monetary 

policy. So, while the 2006–2007 finale can largely be  

attributed to US policies and behavior, the earlier phase 

was, in true cause-and-effect terms, dominated by excess 

savings as indicated above. 
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	 Everybody had somebody else to blame, if only the bankers. Yet, even they  

were just doing their job, as they themselves perceived and society as well and that  

being to maximize income. Savings gluttons were pouring cheap money into the  

financial markets so bankers devised ever more elaborate ways of diverting it into their 

own pockets. As for the savings-glut countries, whereas their collective behavior was 

probably the chief driving force behind the debt bubble over its last five years (2003–

2007), each of them had good reasons for the policies adopted that promoted the glut.

	 Yet the economic establishments of most countries, and certainly those of the 

savings-glut countries, have concurred with popular and political opinion in focusing 

almost entirely on the follies of the debtors, and the venality or outright corruption of 

the intermediaries. This may be helpful in creating rules that make a recurrence of  

private-sector debt excesses less likely in future. But a healthy recovery of the world 

economy from the crisis will depend largely on two measures. One is to ensure rapid 

growth in consumption in savings-glut (surplus) countries and hence lessen the savings 

glut. Another is to improve the flow of such savings glut as remains to optimal invest-

ments in the rest of the world.

	 Both these conditions are about behavioral and/or policy change in the  

savings-glut countries, not in the debtor countries. Yet, so far the saver countries have 

largely failed to acknowledge the contribution to the crisis of their national policies  

and attitudes.

	 When it comes to stimulation of consumption, Japan perhaps would but can-

not, and Germany certainly could but will not. China is grasping for a solution, but has 

created an economy where consumption is dependent and secondary, the primary 

sources of demand being exports and investment. Both are now wasting resources,  

generating assets and reserves with negative returns. Yet the key to making consumption 

an autonomous driver of the Chinese economy may be relaxing government control over 

its citizens, and therefore conceptually impossible for China’s current rulers. Compared 

with these obstacles, curbing the consumption of the Anglo-Saxon world and, via a lower 

real exchange rate, its net imports, seems a relatively straightforward, if painful, task. 

1	� Rapid growth in consumption in 

surplus countries to reduce savings

2	� Improving flow of savings glut by 

investing in other parts of the world

Two Measures to Aid World Economy

T h e  S C C O  I n stit    u t e
p e r io  d ic  a l



p a g e
4 9

	 The coming adjustment period could be worse for the savings-glut countries 

than the ‘Anglo-Saxons’, though Club Med and Ireland have the hardest task as long as 

they stay in the EMU. The debt problems of the deficit countries are well understood, 

permitting, and in time ensuring, action to reduce the dependence of growth on dispro-

portionate fresh debt. But the crucial role of excessive saving in stimulating the extrem-

ity of the debt orgy is little understood, and even less acknowledged. We are a long way 

off from action in savings-glut countries to generate domestic consumption, not waste-

ful investment, and accepting reduced dependence on exports, which are bound to be 

curtailed now that the deficit countries have to reduce borrowing.

	 Meanwhile, private financial surpluses in the advanced countries have now 

reached $3 trillion, and China/Tiger surpluses are over $300 billion, for a total supply of 

excess savings of $3.3 trillion. As US household savings remain far too low, this number 

is just as likely to increase as to decrease over the next year or two. The total of advanced 

country deficits not surprisingly matches these surpluses at $3.4 trillion. There will 

therefore be little difficulty in financing government deficits, except in EMU countries 

whose adjustment is prevented by the impossibility of needed devaluations.

	 There are a few likely outcomes of these trends. The first is on-trend growth in 

the US. But unemployment will still be close to 10 percent for the medium term and the  

government deficits will continue to be very high. Another outcome is the threat of  

protectionism as US growth can only be divorced from excessive debt increases, now 

concentrated on government, by reduced net imports that the cheap-currency, export-

focused policies of China, Japan and Germany may thwart.

	 There could be a significant cut in the Chinese trend growth from the past 10 

percent average. In Japan there could be continued failure and irrelevance. Lastly, these 

trends could lead to the break-up of the EMU, as the only alternative. The fusion into a 

true nation-state has been ruled out by recent events, dividing nation from nation, as well 

as being inherently implausible to anyone conscious of the nature of European people.

	�On-trend growth in the US,  

but high unemployment rate  

and government deficits

	US protectionism

	�Significant cut in the Chinese  

trend growth

	�Continued failure and  

irrelevance in Japan

	Break-up of EMU

Threatening Consequences of Current  

Developments

Charles Dumas is Chairman and 

Chief Economist of Lombard Street 

Research. His work encompasses  

global issues, including China, the 

eurozone and Japan. Mr. Dumas has 

gained extensive experience in the  

financial world as an investment 

banker, economist and journalist. 

Eco   n omic     o u t l oo  k
G l o b a l  Po  l ic  y  N e e d s
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Understanding the roots
	 Recently Dubai has had to take heated criticism from international markets –  

especially from the European hemisphere. Now that the dust has settled, it is time for  

reflection. To understand the Dubai story one needs to go back to the roots. Just a few years 

ago Dubai decided to create something from nothing. At this time the emirate was only a 

small port in the lower Gulf with nothing that distinguished it from any other place –  

with less importance than Bahrain or Oman as far as trade and political influence were 

concerned.

	 The high-speed transformation process was driven by the entrepreneurial spirit 

of fortune seekers. Dubai started its extraordinary journey within the Arab world and 

stood out as an attractive financial and transport hub with a lax, possibly too lax open-

border policy. Dubai attracted capital from everywhere and asked no questions about the 

sources. As long as the money flowed, few in Dubai raised their eyebrows. Silicon Valley 

was roughly 100 years in the making, Taiwan approximately 50 years, but Dubai needed 

less than 20 years.

The end of Dubai 1.0
	 Big transformation processes always have large potential, but realizing that  

potential is almost unpredictable. To establish services and institutions in a planned  

sequence, shaping them to a population that does not yet exist and balancing processes  

of social evolution is a challenging undertaking. In 2009, Dubai shocked international  

financial markets by asking for an unexpected debt standstill for the government flagship 

holding Dubai World.

	 Since then, the emirate was subjected to constant scrutiny. The comings and  

goings from every palace were analyzed, every statement was broken down and every close 

source was treated like an oracle. This is a poor reflection not only on the journalists but 

also on the Gulf ’s culture of secrecy and opacity – a culture that has left both local and  

international investors feeling justifiably aggrieved. The negative reaction Dubai received 

was largely the result of miscommunication coupled with panic reactions and drastic  

adjustments of the risk assessment for the whole GCC region.
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	 The recent crisis increases pressure on Dubai in 

the years ahead to achieve greater transparency and move 

towards adopting global reporting frameworks and stan

dards. So far Dubai has taken steps in the right direction to 

restore the confidence of the global investment commu-

nity. The proposal for restructuring the debt of Dubai 

World is a case in point. Although the state has refused to 

guarantee Dubai World’s debt, it has provided considerable 

indirect assurances to private investors. Moves like this go a 

long way in showing the global community that Dubai is 

serious about its position in the international market 

place.

	 Given the web of relationships between public and 

private corporations, the investor community might, how-

ever, require more than just better information and inves-

tor assurances. The investor community might demand 

adoption of global reporting standards across the local 

economy and the state finances. But before rushing into 

adopting current practices, Dubai should ask whether these 

standards would serve it well in the long term. History 

shows us that existing frameworks have not prevented 

companies or countries in the West from being victims of 

the crisis. Current standards are geared towards facilitating 

an economic system that favors short-term financial gains 

over long-term value creation.

	

	 Here is a great opportunity for companies and 

states (including Dubai) to break from the past and revise 

their corporate reporting frameworks and standards. Any 

reporting framework that Dubai adopts should allow for 

assessing the potential for long-term value creation. This 

will require a framework that provides an integrated infor-

mation set that links up external drivers (e.g. regulatory 

environment, sustainability trends), strategic priorities, 

business operations and financial performance. This 

framework should consider each of these dimensions in 

the context of each other, instead of each in isolation.

	 Dubai could potentially lead the way in develop-

ing and implementing such frameworks. Not in an isolated 

manner, but together with the global community. Dubai 

would do well to show the world future standards to sup-

port achievement of long-term visions.

Expert View

Restoring Confidence with
Corporate Reporting 
By Deepak Padmanabhan

Deepak Padmanabhan  

is Chief Executive Officer of  

Emirates International Telecommunications LLC

T h e  S C C O  I n stit    u t e
p e r io  d ic  a l
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The magnitude of the current problem
	 Dubai has been facing the risk of default for quite a while and the situation over 

the long term remains unclear. Dubai’s government puts the overall debt at $80 billion, 

with a sovereign debt of just $26 billion. Moody’s estimates the overall amount to be  

between $80 billion and $100 billion. According to Morgan Stanley Dubai’s overall public 

and quasi-public debt burden stands at $108 billion, about 140 percent of the GDP1. In 

addition to the overall figure, the maturity profile is very short-term: over the next three 

years $50 billion of debt is due for payback or restructuring. A substantial amount of debt 

is no longer backed by viable assets – someone will need to take this loss in a bailout. Due 

to the withdrawal of the implicit government guarantee, credit ratings of Dubai compa-

nies increasingly trade at speculative levels – with substantial negative effects on financing 

costs. And there may be a few more unpleasant surprises ahead. The wide-spread property 

depression has yet to be adequately addressed in terms of poor loan provisions, revaluing 

property and land assets, and developing a coordinated strategy to deal with the supply 

and demand gap. Abu Dhabi is no longer willing to grant a carte blanche. Financial aid has 

been reduced to a case by case basis and support will certainly be subject to conditions, 

most likely at a political level.

Dubai 2.0 assessment
	 At the moment the emirate is still in the doldrums, but restructuring plans are  

in the works. Several leading indicators look positive again: tourism and hospitality are 

improving, the stock market is very much undervalued, more foreign fund managers are 

visiting the city again and press headlines are more favorable. In addition there is no  

unemployment, because almost half a million construction workers went home. There 

was also no mass exodus of expatriates and human capital as projected initially. Due to  

the large amounts of infrastructure-related investments coupled with its ideal location, 

Dubai has positioned itself as the key strategic commercial hub in the Gulf region. The 

emirate needs to build on its strengths in areas such as re-exporting, logistics, shipbuilding 

and tourism. With the DIFC, Dubai also has the region’s best-regulated financial center.

1 	�   Source: Gulf Business, Volume 14, Issue 9, 2010, page 29
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	 Normally a catalyst is required to initiate change towards future growth, such as 

commodity price increases, innovations, new or amended laws, infrastructure projects or 

privatization. At the moment, Dubai is still lacking this catalyst, but that is not to say there 

will not be one in 2011 or later. Oil prices could boom again in a period of global inflation. 

The UAE is reviewing its laws on foreign investments which would certainly help. 

Privatization, even if done only partially, of the ports, airlines, airports or power genera-

tion plants would attract a significant influx of capital. Government debt could be repaid.

	 There is no reason why Dubai should not continue its remarkable journey, albeit 

at a more manageable and realistic pace.

Required changes: restructuring, centralization and transparency
	 Dubai’s recovery hinges on three main pillars in addition to the existing economic 

and structural preconditions. Firstly, Dubai needs to actively manage the restructuring of 

its governmental entities. The whole industrial structure of Dubai needs to undergo a 

profound assessment process, focusing on viable and sustainable business models. 

Shockingly expensive status symbols to boost global reputation are a thing of the past. The 

government needs to share chances and risks with international investors. The future  

focus has to be on the deliberate allocation of government funds to strictly profitable  

investment opportunities.

	 Secondly, the ambitious development goals of the UAE community require a 

more centralized approach to planning, development and institution building. Reliance 

on Abu Dhabi in the restructuring process will certainly come with trade-offs. There  

has to  be a greater concentration of responsibilities on the federal level in exchange for 

ongoing financial help to Dubai. The unification of stock markets in Dubai and Abu Dhabi 

could, for example, strengthen the position of the UAE on international capital markets.

T h e  S C C O  I n stit    u t e
p e r io  d ic  a l
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	 Thirdly, substantial improvements in transparency and corporate governance are 

necessary to restore confidence and encourage greater flows of foreign direct investment. 

Companies in Dubai and the UAE will face mounting external pressure for a higher degree 

of financial transparency, discipline and performance measurement. Government and 

regulators need to understand that the lack of transparency and executive misconduct 

have serious ramifications on the economic and financial system. Markets can handle 

frankness if it is communicated with a clear strategic vision coupled with decisive action, 

but they are very sensitive to long periods of uncertainty. An increasing push towards good 

corporate governance will result in greater scrutiny and improved investor confidence (see 

expert view).

	 There is still a long way to go, but the Dubai story is far from being over. Not  

everything in Dubai is as apocalyptic as newspaper headlines still seem to suggest. The 

emirate will likely see the dawn of a new successful and sustainable age emerging – as 

Middle East hub for logistics, trade, tourism and the services industry. Sheikh Ahmed 

bin Saeed Al Maktoum may well have been right when he said in the statement announc-

ing Abu Dhabi’s initial aid: “Our best days are yet to come.”

Exhibit 1: 10 Factors why Dubai is Well Positioned for Long-Term Economic Development

	 1.	 Quick government intervention (fiscal and monetary) in response to global financial crisis

	 2.	 Relatively stable and liquid UAE banking system to serve current credit tightness

	 3.	 Well-developed infrastructure

	 4.	 Achieved critical mass as a regional trading and logistic hub

	 5.	 Strong tourism sector with a reputation for excellence and safety

	 6.	 Constant population level and large pool of intellectual capital

	 7.	 Fastest and easiest administrative system in the GCC region

	 8.	 Rising domestic economic activity and high consumer confidence

	 9.	 Advanced and sensitive cooperation level between Dubai and Abu Dhabi

	 10.	 Large number of financially viable assets and companies (DP World, DubAl, Emirates Group etc.)

Konstantin Wrona is a Partner  

of SCCO International. 
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3.1. 	 A Pioneer Takes Risks to Find Opportunity // by Joe Kaeser

3.2. 	 Concentrating on Core Activities and Developing  

	 a Value-Based Corporate Culture // by Dr. Harald F. Stock
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	 Delivering consistent, sustainable results and  

making good on shareholders’ returns is a valuable indica-

tion for economic success. The quarterly performance  

figures provided to capital markets have significantly  

driven discipline and efficiency of public companies. But, 

short-term delivery must not deflect sustainable value  

creation. It needs to be balanced with a long-term entre-

preneurial perspective. The prevailing focus on short-term 

“profit making” in recent decades has not ultimately re-

sulted in the greatest common good. On the contrary, it  

has encouraged greed, fraudulent engagements and the 

creation of associated and unprecedented financial risks, 

which in turn have morphed into material challenges for 

our financial system and respectively the society. However, 

as much as the financial industry has failed, so too have the 

regulators. The lack of regulation and transparency has 

made it impossible to fully distinguish between the Good 

and the Bad.

	 Being prudent during this time of quick profits 

has also meant withstanding mounting pressure to enhance 

results through risk-aggressive financial business activities 

and an overleveraged capital structure. In such a business 

culture context, companies that pursued a more conser

vative financial policy appeared to be “unfashionable.” 

However, after the bubble burst, those selfsame companies 

turned out to have a more stable foundation to withstand 

and ride out the crisis and to safeguard their entrepreneurial 

and strategic freedom. Applying a long-term view may  

demand renouncing certain types of profits. To put it more 

succinctly, as our company’s founder Werner von Siemens 

once announced: “I will not sell our future for the sake of 

short-term gain”.

	 To be the pioneer, as Siemens has always been, we 

need employees who act in a true and unfettered entre

preneurial spirit, who think beyond boundaries, explore 

new frontiers and are willing to take strategic risks. Turning 

disruptive inventions into economic success and thereby 

opening new markets necessarily entails taking strategic 

risks. The innovative strength of a company rests upon its 

best and brightest minds generating breakthrough inven-

tions. We at Siemens intentionally maintain a high propor-

tion of our investment in R&D, even in times of crisis or 

economic downturn. Having said that, bright minds and 

sufficient funding are merely the preconditions for power-

ing innovation. Studies have shown that only 33 percent of 

all “officially-approved” ideas reach the prototype develop-

ment stage1. Similarly, only 2 percent of all prototypes can 

be leveraged into market successes. 

	 To generate successful, sustainable innovation, a 

company culture must be fostered in which effort is re-

warded as much as are results. Accepting risks is the very 

sine qua non of innovation. As an example, the develop-

1	� Source: Institut für angewandte Innovationsforschung e.V. (2007): Press Release January 9, 2007

The innovative strength of a company rests 
upon its best and brightest minds generating 

breakthrough inventions. 

Only 33 percent of all “officially-approved” 
ideas reach the prototype development stage;  

only 2 percent of all prototypes can be  
leveraged into market successes. 
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ment of our pioneering “Simatic” products rested on a  

firm conviction – in other words, a leap of faith – in our 

technology and people, as much as on our endurance 

throughout the lengthy build-up of our installed base. It 

ultimately revolutionized the automation market of the 

1960s and today we are the world market leader in discrete 

automation technology.

	 The recent crisis has not changed our willingness 

to take such risks. We rise to the challenge of creating a  

sustainable energy supply for a world hungry for electricity. 

This ranges from increasing energy efficiency in conven-

tional power generation to the expansion of renewable  

energy supply through relatively untapped sources such as 

wind or solar thermal power. Efficient conventional and 

renewable energy sources will be connected in a smart  

bidirectional grid optimizing efficiency using digital tech-

nologies, while simultaneously balancing electricity prices 

and the fluctuations caused by an increased feed-in of  

renewable energy sources. 

	 Siemens’ strength here lies in the unique  

combination of its world leading position in HVDC  

transmission2, energy automation and equipment manu-

facturing. With our unique expertise and longstanding 

experience along the entire chain of energy conversion 

and transmission, we have now become the founding and 

technology partner of the Desertec Industrial Initiative. 

From now until 2050, Desertec will provide up to 100GW 

of renewable capacity, collected mainly from wind and  

solar thermal power generation in North Africa, the  

Middle East and Europe. From the vantage point of today, 

no one knows if it will succeed. Nonetheless, we are con-

vinced that well thought-out risks associated with the  

endeavor of pioneering achievements will ultimately lead 

to value creation and to the greater benefit of society and 

humanity. 

	 What does it mean to evaluate risks from a long-

term perspective? In risk assessment, there is no single 

“right model.” The weight an entrepreneur places on  

particular uncertainties largely depends on individual  

intuition and judgment. A Siemens entrepreneur’s risk  

assessment always involves an argument about megatrends 

and embraces sustainability as a guiding principle. The 

megatrends of urbanization, demographic change, climate 

change and globalization continue to be our market drivers 

and job creators. 

	 The current crisis will have a deep and lasting  

impact on our economic landscape. Many of our markets 

around the globe are in a state of upheaval and require new 

solutions. However, the crisis has not changed the long-

term global changes caused by the megatrends – it has  

actually accelerated these developments, thereby driving 

growth in affected markets. A strategic positioning in  

accordance with the megatrends not only allows assessing 

risks from a long-term perspective, but also opens up  

numerous new opportunities. 

	 Sustainability is a key driver for new opportunities 

and competitive advantage. The commitment to sustain

ability has a long tradition at Siemens. Already by 1970, 

2	� Editor’s note: HVDC stands for High-Voltage Direct Current electric power transmission system and uses direct current for the bulk of transmission of electrical power as 

opposed to the more common A/C system. Over long distances HVDC systems are less expensive and suffer lower electrical losses.

The megatrends of urbanization,  
demographic change, climate change and  
globalization continue to be our market  

drivers and job creators.

Despite setbacks that delay the ROI,  
we are unwavering in our commitment to 

Particle Therapy.

T h e  S C C O  I n stit    u t e
p e r io  d ic  a l
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Ernst von Siemens, then Chairman of the Supervisory Board, stated that the most  

important development in the area of science and technology was a sharpened awareness 

of our need to protect the environment. However, the challenge of sustainable economic 

activities goes beyond environmental care and affects all areas of life. It includes social  

responsibility as well as financial stability which both have always been part of our com-

pany culture. To employ sustainability as a guiding principle means engaging in projects 

that promise a contribution to society even if economic success is not always guaranteed. 

For example, despite state-of-the-art radiotherapy with high target accuracy between the 

radiated area and the tumor, side effects and the irradiation of normal tissue cannot be 

avoided. Our Particle Therapy can be an answer to this: by using protons and carbon ions 

to increase tumor control probability it can reduce the overall integral dose by a superior 

dosage distribution and higher biological effectiveness. However, the development of 

Particle Therapy and the corresponding clinical protocols are a complex technological and 

scientific hurdle requiring teamwork and ongoing research. Despite setbacks that delay 

the ROI, we are unwavering in our commitment to Particle Therapy as the most sustain

able known treatment for decreasing recurrent tumors. 

	 An entrepreneur aspiring to be a pioneer has to accept the necessity of taking 

strategic risks, and entrepreneurial responsibility for risks lies in sound deliberation. The 

ability to take risks assessed from a long-term perspective is an integral part of our com-

mitment to sustainability, which requires continuously exploring new paths. 

Joe Kaeser is a Member of the 

Managing Board of Siemens AG  

and Head of Corporate Finance  

and Controlling.
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D r .  H a r a l d  f .  stoc    k

Concentrating on Core Activities
and Developing a Value-Based 

Corporate Culture

	 In times of recession, diversification strategies 

are deemed to balance risks and centralization strategies 

are meant to unlock hidden efficiency reserves. From the 

perspective of a mid-size, private healthcare company, 

however, these are not reasonable strategies at all and  

prevent entrepreneurial success instead of fostering it. 

Diversification is not a value-creating strategy and a heavi

ly centralized top-down governance approach does not 

create a culture of innovation and prudent risk-taking.

	 Innovation is the only key to long-term success. 

Because innovation must begin with the customer, two 

prerequisites for this include a laser-sharp business focus 

and a decentralized structure that still allows for there  

being a critical mass in core resource-intensive areas. Why 

is this? Only by building on one focus and having a de

centralized structure can an organization truly remain 

focused on the customer and keep its entrepreneurial 

spirit.

	 So what should the focus of the strategic actions 

be to drive entrepreneurship, or customer intimacy-based 

innovation?

“Define the business focus, the reason for 
being in business”
	

	 Grünenthal is a research-based pharmaceutical 

company driven by the vision that nobody should suffer 

pain or from the often severe side effects of pain medica-

tion. With this in mind, we sharpened our business focus 

by divesting all non-core activities such as our antibiotics 

franchise (penicillin was the foundation of our company 

in 1946) and our dermatology business in 2009. The result 

is an impressive growth in revenues of more than 14 per-

cent in 2010 ytd compared to a mere 2 percent in 2009,  

as well as bottom-line profit increase of over 50 percent  

compared to a year before. And we will continue our  

focusing efforts. To quote Peter Drucker: “Do first things 

first, and second things not at all.” 
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	 In terms of strategy, this is nothing new. Other mid-size companies in our in-

dustry also focus on core activities. This is why it is essential for our business to shift the 

product focus after a certain period of time. Experience shows that teams that innovate 

have a lifecycle similar to product lifecycles. But in the pharmaceutical industry, there is 

a significant time span from the early research phase to the development of a product to 

the ultimate patent cliff. As a result, the lifecycle of our product development is generally 

longer than that of other industries. While our late stage development and commercial 

resources are very much centered on pain therapy – as it will be for the next ten to twelve 

years – we are starting to shift early stage resources away from pain to new therapeutic 

areas. Over time, it is important to coordinate a conscious shift along the value chain in 

order to create value.

	 Being a private company allows us to invest in R&D over a longer period of time 

without having to show immediate results. When it takes over ten years to develop a 

pharmaceutical product, long ROI cycles have to be factored in and accepted.
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“Build organizational units that are small and agile enough not to be 
slowed down by overhead or customer remoteness”

	 Historically, Grünenthal has grown by gradually internationalizing its business 

base. Today, less than 15 percent of our revenues come from Germany. In Latin America, 

we rank among the leading pharmaceutical companies – far ahead of our global rank  

of 50. In Peru and Ecuador, we are among the top-five pharma companies. We run our 

commercial operations in a decentralized, regional way to ensure that customer prox-

imity is translated into localized winning strategies without foregoing critical mass in 

resources and skills. A glance at the big pharma companies shows heavy centralization 

efforts driven not so much by a desire to improve efficiency and increase agility but 

rather to serve the capital market and cut operational expenses. 

	 Again, as a private company we do not have to satisfy analysts. We also do not 

have to cover the entire breadth of the markets we are in and so can focus on those health-

care professionals who are pioneering innovative therapies and thus driving treatment 

regimen. 

“Ensure sustainability by developing your team and building a 
culture of integrity”

	 Although adequate checks and balances are important, sustainable risk  

management is not about perfecting internal controls. Controls can only detect what 

you expect to detect. Sports offers a fitting example: even the most rigorous controls will 

not prevent athletes from trying to cheat and new tests can only play catch up with the 

creativity of the dopers. Instead, what matters most is having the right people and a  

culture of integrity. The most important strategic task for a company’s leadership is to 

build and foster a strong culture based on trust, transparency, long-term performance 

goals and a focus on its people. Investing in developing and shaping your team starting 

from the top down is the prerequisite for running a focused business, both sustainably 

and successfully. 

	 These investments could be called educational grants. As in humanistic educa-

tion, only a holistic approach of continuously training hard and soft skills and empha-

sizing values and principles rather than profit maximization will create an environment 

where the power of self-regulating teams can prevent Enron-like behavior. The 

T h e  S C C O  I n stit    u t e
p e r io  d ic  a l
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Liechtenstein-based power tool company, Hilti, which is privately held, might serve as 

an example here. The company would rather let people go for acting against the com-

pany values than for short-term performance issues. 

	 At Grünenthal, one corporate key performance indicator is the “Great Place to 

Work” score, a standardized international tool to assess employee satisfaction in several 

respects, trust being the main one. We conducted the survey for the first time in 2009 

and plan to do it every year from now on. The variable pay of the managers is linked to 

improving the score. Our results were not great, but by using this score as a company-

wide success indicator, we have gained very powerful feedback on how we are progress-

ing towards developing our company culture.

	 One could argue that this puts values before creating value. And yet when you 

focus on values, the reverse is true. An environment where every employee has a high 

degree of identification with the company and enjoys his/her work has proven to gener-

ate superior profitability in the long run. The short-term returns may not be the highest, 

but being values-centric does not necessarily mean being performance-indifferent. One 

of the key elements of a “Great Place to Work” culture has to be performance orientation. 

This means giving everyone the chance to play according to the same rules. We help 

those who genuinely desire to play on our winning team. To stay that way and return this 

commitment, we also make sure that individual non-performers don’t hinder the  

success of the whole team. 

Dr. Harald F. Stock is Chief Executive 

Officer of Grünenthal Group,  

a pharmaceutical company based in 

Germany.
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Article No.  4.1.

a u t h o r
Dimit     r i  B e l o b o k o v 

Business Models between
Automotive OEMs and Suppliers: 

More Foresight and Strategy,  
Less Opportunism

Precondition for sustainable savings: 
Squeeze out the squeezing

	 Over the next years to come, the automotive  

industry will have to meet immense challenges. Further 

improvement of conventional technologies and the devel-

opment of electrical cars will mean a double R&D burden. 

At the same time, the rise of new competitors in the Far 

East will further intensify the cost pressure, so process 

innovations allowing for quantum leaps in efficiency will 

become the only way to maintain competitiveness. 

	 When suppliers bear about 50 percent of the in-

dustry’s R&D spending, their ability and willingness to  

innovate are crucial for the manufacturers. Suppliers’  

innovation power has always been tightly linked to their 

financial health. During the last decade, for example, the 

EBIT margins of European suppliers were 2 percent to 4 

percent higher than these of their US peers. At the same 

time, their R&D rate was nearly twice as high. So it should 

come as no surprise as to where most of the noteworthy 

innovations during this period originated (see exhibit 1). 

 

	 At the moment, it appears as if manufacturers are 

not concerned about the financial condition of the suppli-

ers. After the crisis of 2009, the supply chain is now more 

stable than it was a year ago, while OEM involvement in the 

insolvency management has been lower than expected.

	 There is, however, a trend that warrants serious 

concern, that is, a “drying up” or a “sclerosis” of the supplier 

industry, which will hurt OEMs over the medium-term. 

Indeed, the capital is currently fleeing out of it. The share 

prices of listed suppliers have been underperforming the 

stock market for years, but the gap has grown much larger 

since the beginning of the crisis. Banks are reducing their 

credit exposure to the supplier industry (understandably, 

in view of credit ratings of BBB or below, even for large  

industry players). But even more indicative is the internal 

re-allocation of capital within the supplier companies 

themselves. Virtually every one of them has announced an 

increase in the share of non-automotive activities in their 

respective portfolios. Even if this does not imply an  

immediate exit, given the internal competition for capital, 

funding for innovation projects in the automotive sector 

will surely become increasingly difficult.
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	 An improvement of suppliers’ financial health  

will not be achieved through higher prices – the cost pres-

sure on OEMs is tremendous. But there are enormous  

inefficiencies in the current business models and in the  

behaviors between OEMs and suppliers. Their root causes 

are short-term decision-making on both sides and focus on 

“squeezing” ever more savings out of the existing processes. 

The days of this approach are numbered: there is simply 

not enough to squeeze anymore. If the industry truly wishes 

to develop sustainable answers for meeting the challenges 

of the future, it needs new and more efficient business 

models aimed at fostering innovation. Following are three 

such examples.

Down with overcapacities: Create healthy 
market structures

Many segments of the supplier industry in Europe had  

suffered from overcapacities already before the crisis. Now 

facing today’s unstable markets and reduced medium-term 

forecasts, the problem has become even more acute. It is 

not only a suppliers’ problem, because it places pressure on 

prices. It is also an issue for the manufacturers, if it hurts 

suppliers’ innovation power. Every euro spent on over

capacities is a euro lost for innovations.

	 Despite recent headcount reduction measures and 

a few supplier bankruptcies, a structural cutback of over

capacities has not thus far taken place. In fact, today, the 

pace of this process is actually slowing down. This is partly 

a result of certain external factors, such as legal and politi-

cal conditions. However, some decision-making practices 

of industry players are also preventing the reduction of 

overcapacities. This happens when the pricing decisions of 

the suppliers and the sourcing decisions of the manu

facturers only take a short-term perspective into account: 

the former trying to get volume at every price, the latter  

assigning business to the cheapest companies, even if they 

are not competitive in the long run. Ultimately, this results 

in substantially weakening an entire supplier cluster.

	 Both OEMs and suppliers are aware of the long-

term effects of such behaviors, especially in those areas  

Exhibit 1

�To give impetus to a dialog within the industry, the SCCO Institute is  

currently conducting interviews with executives of suppliers and  

manufacturers. The results will be published in a detailed report in 

August and will be one of the topics of the SCCO Institute’s Annual 

Summit in September.
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with high innovation intensity. But both sides lack an ap-

plicable criteria framework to guide their decision-making.  

An approach worth considering for OEMs would be to:

1.	� Define priority supplier clusters (those with the highest 

innovation need) and the most favorable competition 

structure for each of them; 

2.	� Add criteria for strategic technological, operational and 

financial fitness to the supplier monitoring method

ology; 

3.	� Communicate actively with suppliers on their long-term 

chances in the cluster and support the exit process of the 

weakest ones. 

	 Suppliers also need to sharpen the focus of their 

business portfolios: the approval process for so-called 

“strategic projects” (a usual term for projects which do not 

fulfill minimum profitability targets) should be based on  

a clear view of the suppliers’ respective positioning per 

market segment.

Limit value chain fragmentation

	 To what extent should the manufacturers rely on 

their tier 1 suppliers and let them manage their sub-suppliers 

on their own? Manufacturers currently tend to “chop up” 

their purchasing volumes wherever possible (single part 

sourcing, separate assignment of assembly, transportation 

and logistics services, etc.). This entails a vertical control  

of the supply chain down to tier 2 and deeper. The prime 

rationale: because this is the only way they see to obtain a 

transparent cost basis. 

	 An excessive fragmentation of the value chain  

carries big disadvantages for all concerned. It necessitates a 

high workload for the purchasing staff of the OEM, where 

resources are limited, and it reduces the responsibility of 

the suppliers. Ultimately, rendering such relationships 

more complex becomes a key driver for huge inefficiencies 

and interface problems. In many cases, the unwieldy 

number of parties involved effectively renders real technol-

ogy or process innovations impossible to implement.

In technology-driven segments, manufacturers and sup

pliers should therefore consider a different cooperation  

approach. Some of its features would be: 

1.	� More insight for the OEM into the supplier’s internal 

information in exchange for more transparency of the 

OEM’s purchasing-related decision processes (e.g., cost 

benchmarking); 

2.	� Higher scope of supplier responsibility in managing its 

own supply chain; 

3.	� Commitment and rewarding of the supplier for quickly 

sharing the efficiency gains with the OEM, etc. 

T h e  S C C O  I n stit    u t e
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	 The aim of this approach is to combine the pressure for cost reduction with  

mutual transparency and predictability, thereby facilitating innovation and efficiency  

improvement.

Flexibility always has a price – Better forecasts would help everybody 

	 The increased uncertainty of demand at the outset of the crisis led to a severe 

distortion of the information flow along the supply chain. In the downturn phase, the 

forecasts were frequently drastically cut at short notice, or the calls were simply not picked 

up. Now in the upturn, suppliers face quantities partially raised by over 35 percent in  

the very week of delivery. Many OEMs no longer provide usable six-month forecasts. In  

both phases, this uncertainty has been a strong cost and inventory driver in the entire  

supply chain.

	 Given that this demand uncertainty will continue into the foreseeable future,  

the industry must find new ways to manage it. From an OEM perspective, the suppliers 

need to become more flexible. The latter largely agree: many of them discovered the higher 

flexibility expectations of OEMs as a differentiation factor. The surge in supply chain  

complexity, as a result of its global extension (keyword: LCC sourcing) and fragmentation, 

has made it increasingly difficult to manage. This will mean that not every supplier will  

be able to provide the required flexibility level. Consequently, OEMs will have to rely on 

 a few of them, and not necessarily the cheapest ones. 

	 Observable differences of the forecast quality from OEM to OEM (and even be-

tween different plants of the same OEM) are demonstrating a potential for improvement. 

The key lies in an integration of the information stream and processes from the market 

down to the logistics organization of the OEM. Additionally, OEMs and suppliers should 

work together on a better transparency of capacities and inventories along the global  

supply chain.

	 Both OEMs and suppliers alike need better criteria to assess the impact of the 

global allocation of purchasing and production volumes on complexity. This is applicable 

to all three topics discussed: current practices of case-by-case decision-making based  

primarily on direct cost comparisons are driving the industry in the wrong direction. 

There needs to be a firm link between a clear strategic cooperation framework and prag-

matic decision-making rules – both of which take the indirect implications of single deci-

sions into account. This, of course, assumes the implementation of the right performance 

assessment systems for the decision-makers – but that is a discussion meriting greater  

attention for another time.

Dimitri Belobokov is a Partner of  

SCCO International

i n d u st  r y  s p e ci  a l
B u si  n e ss   M o d e l s  b e t w e e n  O E M s  a n d  S u p p l i e r s
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Program of the Annual Summit 2010*

September 9-12, Schloss Elmau

*program as of July 2 – participation of panelists confirmed – subject changes possible

T h e  S C C O  I n stit    u t e
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	S eptember 9th, Thursday           

	 11:00	 Registration

	 12:00	 Challenger meetings “Good Governance and leadership” with flying lunch

	 13:20	 Opening remarks

Good governance and leadership: Shaping standards and performance
13:30 – 17:00

Topic 1: 	 Effective board control – Integrity, standards and best practice for good governance

Thesis: 	 Kairat Kelimbetov, Chief Executive Officer, Samurk Kazyna 

Panel: 	� John Plender (Challenger)
	 Columnist, Financial Times

Tough Talk 1: Weak owners, strong managers – Meeting the core challenge of corporate performance
	
	 John Plender (Interviewer)
	 Columnist, Financial Times 

Topic 2: 	 Shareholder value and corporate governance – How to resolve two potentially  
	 incompatible performance cultures

Thesis: 	 Prof. Dr. Klaus M. Leisinger, President and Chief Executive Officer, Novartis Foundation for Sustainable Development 

Panel: 	 Prof. Dr. A. Stefan Kirsten 
	 (Challenger)
	 Partner, SCCO International 

Tough Talk 2: Reputation of banks – Do global standards aid or impede competitive advantage?

	 David Marsh (Interviewer)
	 Chairman
	 SCCO International

Topic 3: The future role of the state: Regulation and its place in the capitalist system

Thesis: 	 Dr. Wolfgang Schüssel, former Chancellor of Austria

Panel: 	 Paul Coombes (Challenger)
	 London Business School 

	 17:00 	 Challenger meetings “Strategic entrepreneurship”
	 18:00 	 End of program

	 19:00 	 Cocktail hour

	 20:00 	 Dinner

T h e  S C C O  I n stit    u t e
p r o g r a m  o f  t h e  a n n u a l  s u mmit     2 0 1 0

Hamid Al-Zayani,
Managing Director
Midal Cable 

Dr. Wolfgang Colberg
Chief Financial Officer
Evonik Industries

Dr. Ingrid Hengster
Country Executive
RBS The Royal Bank of Scotland

Richard T. McCormack
Executive Vice Chairman
Bank of America Merrill Lynch

Anne Simpson
Head of Corporate Governance
Calpers
(to be confirmed)

Bengt Hallquist
Founder and former Chairman
Instituto Brasileño de Gobierno Corporativo

André Goedee
Chief Executive Officer
Dockwise

Guido Kerkhoff
Member of the Board
Deutsche Telekom

Dr. Axel Wieandt
former Chief Executive Officer
Hypo Real Estate Holding

Viveca Ax:son Johnson
Chairman of the Board of Directors
Nordstjernan 

Dr. Frank Lutz
Chief Financial Officer
MAN

Dr. Helmut Perlet
Member of the Supervisory Board 
Commerzbank

tbd

Christoph Zeiss
Managing Partner
Heads Executive Consultancy

Thomas Pütter
Chairman
Allianz Capital Partners

Stefan Schreiter
Chief Executive Officer
Der Grüne Punkt – Duales System Deutschland
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World economy and business outlook:  
Perspectives for growth, currencies and fiscal restructuring
09:00 – 12:30

Topic 4:	 The dilemma of interconnected systems – How to safeguard the real economy and  
	 rebalance public finances

Thesis	 Richard T. McCormack, Executive Vice Chairman, Bank of America Merrill Lynch

Panel	 John Plender (Challenger)
	 Columnist
	 Financial Times 

Tough Talk 3: The future of the international economic and monetary system 
	

	 David Marsh (Interviewer)
	 Chairman
	 SCCO International

Topic 5: 	 Inflation versus deflation: Scenarios for restoring growth

Thesis: 	 Prof. Steve H. Hanke, Professor of Applied Economics, The Johns Hopkins University

Panel: 	 Prof. Luigi Zingales (Challenger)
	 Professor of Entrepreneurship  
	 and Finance, Chicago Booth
	 Robert C. McCormack 

Tough Talk 4: Worst case scenario – The economic relevance of political and military power 
	
	 John Defterios (Interviewer)
	 Board Member
	 The SCCO Institute 

Topic 6: 	 Beyond petroleum? Energy strategies: The balance between risk, return and prudence

Thesis: 	 Marios Maratheftis, Chief Economist, Standard Chartered Middle East

Panel: 	 Joe Kaeser (Challenger)
	 Chief Financial Officer
	 Siemens 

	 12:30	 Flying lunch

Prof. Dr. Michael Heise
Chief Economist
Allianz

Willi Hemetsberger
President
Ithuba Capital 

Dr. Ludger Arnoldussen
Member of the Managing Board
Munich Re 

Wolfgang Ischinger
Global Head of Governmental Affairs
Allianz

Charles Dumas
Chairman, Chief Economist
Lombard Street Research

Klaus Rosenfeld
Chief Financial Officer
Schaeffler

Martin Hintze
Partner
Goldman Sachs

David C. Davies
Chief Financial Officer
OMV

Dr. Harald Sommerer
Chief Executive Officer
Zumtobel Group

Thomas Münkel
Chief Administrative Officer
Allianz

Bianca Jagger
Founder and Chairman
Bianca Jagger Human Rights Foundation

Dr. Ursula Plassnik
Representative of the  
National Council Austria
(to be confirmed)

Xiang Songzuo
Deputy Director, Center for International  
Monetary Research, University of China

September 10th, Friday Morning

T h e  S C C O  I n stit    u t e
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Strategic entrepreneurship: Assuring reward with the right balance 
between risk-taking and prudence
13:30 – 16:30

Topic 7: 	 Growth models reconsidered – Is Asia now the only driving force?

Thesis: 	 Dr. Ta-lin Hsu, Founder and Chairman, H & Q Asia Pacific

Panel: 	 Dr. Hans-Joachim Körber (Challenger)
	 Board Member
	 The SCCO Institute 

Tough Talk 4: The fight for global resources – Restrictions and opportunities regarding corporate
and public strategies 

	 Dr. Michael Süß (Interviewer)
	 Chief Executive Officer
	 Siemens 
	 Fossil Power Generation 

	

Topic 8: 	 Less risk, less value – Will the concentration mantra be replaced by a drive towards diversification?

Thesis: 	 tbd

Panel: 	 Michael Sen (Challenger)
	 Chief Financial Officer
	 Siemens Healthcare 

Topic 9: Technology and innovation – How to get competitive advantage paid by clients

Thesis: 	 Prof. Isa Odidi, Chairman and Chief Executive Officer, IntelliPharmaCeutics

Panel: 	 Dr. Harald F. Stock (Challenger)
	 Chief Executive Officer
	 Grünenthal 

	 16:30 – 	 �Walk and talk: 
	 18:00	 Exploring the immediate surroundings on a short walking tour, while exchanging ideas

	 18:40 	� Discourse: Culture, an important constituent of global competitiveness
	 Saeb Eigner, Chairman, Lonworld

	 19:00 	 Cocktail hour

	 20:00 	 Dinner

Koushik Chatterjee
Group Chief Financial Officer
Tata Steel

Joachim Coers
Chief Financial Officer
Tognum

Hubertus Benteler
Chief Executive Officer
Benteler

Sergey Ivanovich Shmatko
Minister of Energy
Russian Federation

Saeb Eigner
Chairman
Londworld 

Patrick Jany
Chief Financial Officer
Clariant 

Mazen S. Darwazah
MENA Chief Executive Officer
Hikma Pharmaceuticals

tbd

Axel Strotbek
Chief Financial Officer
Audi

Dr. Horst Kayser
designated Chief Executive Officer
AEG Power Solutions

Martin Goetzeler
Chief Executive Officer
Osram 

Thomas Ziegler,
Chief Financial Officer
Metro Cash & Carry International

Rolf Dieter Schwalb
Chief Financial Officer
DSM 

Georg Knoth
Chief Executive Officer and Regional Executive
GE 

September 10th, Friday Afternoon
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Managing for value reconsidered – Application to business and beyond 
09:00 – 11:30

Topic 10:	Warren Buffett, Bill Gates and Adam Smith – Philanthropy as the flip side of capitalism

Thesis	 Frederik W. de Klerk, Nobel Peace Prize Laureate

Panel	 Markus Pertl (Challenger)
	 Chairman
	 The SCCO Institute 

Topic 12:	Failures in management systems – Relevance for a resurgence of value-based thinking

Thesis: 	 Stephan Gemkow, Chief Financial Officer, Deutsche Lufthansa

Panel: 	 Lawrence A. Rosen (Challenger)
	 Chief Financial Officer
	 Deutsche Post 

Topic 13: The funding dilemma – How to finance growth by securing balance sheet efficiency

Thesis: 	 tbd

Panel: 	 Marco Becht (Challenger)
	 Professor of Finance and Economics
	 Solvay Brussels School of  
	 Economics and Management 

	 12:00	 Lunch 

	 14:00 – 	 �Walk and talk: 
	 16:30	 Exploring the immediate surroundings on a short walking tour, while exchanging ideas

Joe Clark
former Prime Minister of Canada and 
former Secretary of State for External Affairs

Dr. Heinz-Walter Große
Chief Financial Officer
B. Braun Melsungen 

Dr. Jens-Jürgen Böckel
Chief Financial Officer
Tengelmann

Faqir Chand Kohli
Tata Consultancy Services

Ed Smith
Country Director
WorleyParsons Arabia

Thomas Unger
Chief Financial Officer
Metro

tbd

Robin Stalker
Chief Financial Officer
Adidas 

Dr. Axel Wieandt
former Chief Executive Officer 
Hypo Real Estate Holding

Dr. Frank Stieler
Member of the Board
Hochtief

September 11th, Saturday                                             
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Key industry challenges and shaping the agenda 2011 
18:00 – 21:00

Tough Talk 6:  Rethinking automotive manufacturing: Changes required for supply-chain efficiency 

	� Lars Holmqvist (Interviewer) 
Chief Executive Officer 
Clepa  

Tough Talk 7: The rise of national energy giants – A dependency to be afraid of?

	 John Defterios (Interviewer)
	 Board Member
	 The SCCO Institute  
 

Tough Talk 8: Does early fiscal tightening carry global risks?

	 David Marsh (Interviewer)
	 Chairman
	 SCCO International 

	 20:00 	 �Brain-storming with flying dinner: Shaping 2011
	 Discussing the poll results 
	 John Defterios, Board Member, The SCCO Institute 

Robert Koehler
Chief Executive Officer
SGL Carbon

Yves Serra
Chief Executive Officer
Georg Fischer 

September 12th, Sunday

	 09:30 	 Mountain hiking or golf

	 13:00 	 End of the Annual Summit 2010

September 11th, Saturday  Evening
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Nico Pronk
Chief Financial Officer
Heerema

Prof. Luigi Zingales
Professor of Entrepreneurship and Finance
Chicago Booth Robert C. McCormack 

H. Alexander Lokshin
Member of the Board of Directors of the  
State Atomic Energy Corporation Rosatom

Prof. Steve H. Hanke
Professor of Applied Economics
The Johns Hopkins University
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