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The Group of
the Future and
the Group
Scenarios,
1998-2020

The Group of the Future is an umbrella term for a collection of initiatives and
developments within the Shell Group that are designed to help us position
ourselves to shape and meet the challenges and opportunities of the future. These
initiatives are principally concerned with the key inter-related areas of Purpose,

Portfolio, and People.

Previous global scenarios have, as the name implies, concentrated on global
issues such as the oil price, the environment, political and financial trends, and
the post-Cold War world order. This time, however, the focus is on Group issues,
especially the external developments that have a direct bearing on strategic
questions currently facing the Group. Under each scenario, the section. entitled
The New Corporation raises fundamental issues - the function of corporations, the
importance of strategic control points, the profit zone, the forces of atomisation
and commoditisation, the nature of reputation, organisational learning,

leadership, and core purpose.

The 1995 scenarios introduced ‘TINA’ (‘There Is No Alternative’). The strong

winds of TINA - liberalisation, globalisation and technology - were blowing away



all opposition to the prevailing ideological and economic models. In 1998, TINA
appears healthier than ever, and many of its effects on corporations are becoming
apparent. TINA has enabled new forms of organisation to emerge, forcing

corporations to confront difficult issues head on. For example:
e What does it mean to be a global company?

e What strategic control points in our businesses can enable us to gain

sustainable advantage?

e Are there any hidden cross-subsidies in our businesses, and are these

providing misleading signals or causing misallocation of resources?

e Can any of our businesses be unbundled, and would this improve

performance?
e What risks are implicit in our businesses, and how can they best be managed?

e Where are our profit zones - areas where customers are willing to pay more

than the cost of capital?

e What kind of learning do we need in order to perform better? How well are we

learning? How can we learn more effectively?

e How much authority should be delegated to front-line managers, and what

processes and organisations are needed for such empowerment?

e Technology has given us the opportunity to organise in networks. Should we

be doing this in our businesses, and, if so, where and how?

e Where should we provide tailored solutions for different situations and
different customers, and where should we impose an optimised single

solution?

e How can we translate a high-level value proposition into practical business

strategies?

e What is the best approach to technology development and commercialisation?



The Group, like other major corporations, has been grappling with these and
other issues, including some which are specific to our own businesses, such as
forthcoming changes in automobile technology and the world’s energy mix. These

challenges will continue to be high on our agendas.

The 1998 scenarios, then, are Group Scenarios rather than global scenarios.
They are designed to help the Group understand the challenges facing

corporations and the environment for building the Group of the Future.

Group of the Future

Portfolio




Using the
Scenarios

Scenarios are plausible and challenging stories, not forecasts. They do not
extrapolate from the past to predict what will happen in the future, but instead
offer two very different stories of how the future might look. They help to prepare
for discontinuities and sudden change; they help to create a common culture or
language through which the future can be imagined and discussed; and they

challenge the mental maps we all hold.

All scenarios are designed for particular purposes, and these Group Scenarios
focus on issues which are of particular importance for the Group at the present
time. As such, they should be relevant to strategy-making in many of the Group’s
businesses and activities. A number of techniques have been developed, and are
still evolving, to make the scenarios as helpful as possible to management teams

in the Group. They include:
) Scenario Presentations.
o Focused Scenarios.

o) Scenario Modules.



° Scenario-to-Strategy Workshops.
e  Project-Specific Scenario Workshops.

For a period of around one year, the Group Scenarios will remain restricted to
Group personnel. After this, it is intended that the scenarios should add further
value to the Group through a number of forms of dissemination to a wider public.

For example:

e Presentations and  workshops for  stakeholders

and other interest groups.
e A booklet summarising the scenarios.
e  The provision of content for keynote speeches.

Information or advice on any of the above are available from PXG. In addition,
a summary of these scenarios and a slide pack can be found on the Shell Wide

Web through the PX home page: http://sww.cc.shell.com/px/.






TINA
Above and
Below

TINA - ‘There Is No Alternative’

In the early 1990s, the forces of globalisation, liberalisation, and technology
were sweeping the world, creating enormous challenges as well as new
opportunities. The 1992 scenarios described two responses to these forces: in
New Frontiers, the opportunities and challenges were embraced, while in
Barricades, they were resisted. Three years later, we saw that Barricades was an
unsustainable world - the forces of what came to be known as ‘TINA’ were simply

too strong to resist.

The 1995 scenarios emerged from New Frontiers in response to the question:
what political, social, business, and economic systems are best able to exploit the
forces of TINA? In Just Do It!, success came to those who took advantage of quick-
moving opportunities in a world of hypercompetition, customisation, and rapid

technological innovation. In Da Wo (‘Big Me’), countries and companies




discovered that success called for a committed investment in relationships, where
trust and the enabling role of government provided the long-term strategic
advantage. At the time, Asia enjoyed an advantage in the Da Wo scenario because
its societies and businesses were at home in a world in which the individual -
‘small me’ - understood that self-interest is inextricably linked to the welfare of
the whole - ‘Big Me’. But with the advantage of limited hindsight, we can now

see that Da Wo is not feasible until TINA truly comes to Asia.

In 1998, we see that TINA is more powerful than ever, and that the effects of
TINA operate on two levels: at the level of markets, financial systems,
governments, and other wide-reaching institutions (‘TINA Above’); and also at the
level of individual people, who, in many parts of the world, rich and poor, are

becoming wealthier, better educated, and freer to choose (‘TINA Below’).

TINA Above: Globalisation, Liberalisation, Technology —
and their Interactions
Globalisation is obvious to anyone who watches American movies in Kenya, or
buys Chinese-made clothes in France, or drives Japanese cars in South America,

or listens to British CDs in Papua New Guinea.

Liberalisation is also familiar to the millions of consumers who are faced with
competing sellers of telephone, gas, power, and entertainment services. For many
products, only a small share of value is locked into geography — which means that
the ‘footloose’ parts of the manufacturing process can be moved anywhere. In
competing for these footloose enterprises, cities, regions, and governments find

they are subject to the discipline of global financial markets - TINA at work.

Technology innovation not only improves efficiency and enables new products

and services, it also creates effects whose impacts take many years to understand.



New Technology

New science breeds waves of new technologies, and some of these eventually change the
world. The large industries of the mid-20th century were built on developments from the 19th
that we now take largely for granted — artificial light, fats and fibres, oil and engines. The real
impact is not realised, and often not understood, for decades while people learn what is
possible, and businesses, markets, and social systems adjust. So, too, electronics, digital
technology, molecular biology, materials science, and nano-technology now stand ready to
provide the seed-corn for growth industries well into the 21st century. At their core,
disciplines like chemistry appear to be more or less complete — ‘The king is dead, long live
the king’.

Development of new products, processes, and services from these technologies depends
on a dynamic relationship between smart people and businesses of all sizes. The large, old-
tech companies used to attract technology innovators into their R&D laboratories. But now,
many of the brightest science students no longer believe that their futures lie in working for
these companies; nor do the companies themselves regard their R&D laboratories as
engines of progress. The model that is evolving in relation to these new technologies is quite
different: leading universities spawn small, multi-disciplinary companies, which swarm,
insect-like, around those larger companies able to realise the value of the innovators.

Huge savings are possible when a successful new method or component is introduced to
speed up the search for a better drug or chip design or catalyst or oil-field or way to store
hydrogen on-board a vehicle, for example. But development of new chip fabrication
plants, drugs, power generators, aircraft, and even computer software is only economic on
a world-scale. Small science-led companies depend upon the vigour of their larger
partners to flourish — and vice versa.

Innovation often takes place best in small teams, and it is increasingly the smaller
companies that can provide an environment for this to happen. As is apparent in the
pharmaceutical and information technology industries, high prices are paid to acquire
those small firms that are successful so as to ensure access to the right methods and to
increase the capacity to freeze out competitors. These high prices mean value is
crystallised up front — often before the innovation is fully realised. Not surprisingly, the best
scientists are attracted to the new industries that offer such high initial returns.

This new approach to organising innovation means that linking technology development to
corporate purpose and market needs poses a key challenge for companies, whether small
or large, new- or old-tech in

nature. To be a successful Technology Network

technology  generator or

integrator, one has to be Hewlett-
Packard

aware of what is possible,
understand the competitive
value of the technology, and
have access to the right
options. Many experiments
must be tried in order to find
the winning approach. But
making choices about options
and experiments can be @ Venture capitalists
harder when developments I Technology start-up
begin life outside one’s own companies
organisation and come from

completely unexpected directions, as is often the case with new science and technology.

A Budding entrepreneurs

students

Given the nature of these technologies, the virtuous circles — performing the right
experiments, leading to innovation, leading to new products and processes, leading to huge
rewards in the marketplace — are so strong that a technology-oriented company, large or
small must ensure that it is part of the network or it will become irrelevant to the rest.
Increasingly, the best companies will be those that learn how to make the network operate to
their advantage.
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For example, information technology was developed a number of years ago - but
its ultimate impact is still hotly debated. Some argue that IT is a democratising
force; others, that it enhances the capacity for central monitoring and control as
well as dependence on centralised servers, for example, or on unique software

standards.

Regardless of its final impact, it seems clear that information technology

intensifies TINA in three ways:

1) IT informs customers and suppliers, allowing customers to find the best
value from an increasing array of competitors, and allowing suppliers to tailor

their offerings to individual customers.

2)  IT disintermediates, allowing customers to communicate directly with the
sources of goods and services, and allowing companies to unbundle their
manufacturing processes and re-distribute them more efficiently.
Disintermediation is a particularly subversive part of information technology,
threatening many established oligarchies, such as banking and other financial
service companies, because it lowers the barriers to entry of smaller firms which

would not have been able to compete in the past.

3) IT enables, particularly in the areas of communications, automation,
tracking, and speed. IT expands choice and increases transparency; it is
ubiquitous, serving as a powerful force in the globalisation of ideas; and it is
mundane, because its primary applications are in meeting basic customer needs
and in improving basic business processes, although often in innovative and
revolutionary ways. The impact of one such innovation, the internet, is
characteristic of the paradoxical nature of IT in that it increases both

fragmentation and connectedness.

These three forces of TINA - globalisation, liberalisation, and technology - have
increased in scale, scope, and speed. It’s not, for example, that the rate of world

economic growth has changed significantly in the last 100 years, but that the



sheer scale of ordinary actions produces extraordinary conditions. More countries

are entering the global economy, and more industries are emerging, greatly
expanding the scope of trends and events. The developing world is increasing in
importance in the global economy, and many of the past characteristics of what
are now industrialised nations - for example, a high demand for cement, steel,
and oil - are now characteristics of the less developed nations. In addition, the
speed of action and response is increasing - as technology is disseminated more

rapidly, so, too, are ideas and products.
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Not only are these forces increasing in scale, scope, and speed, but their
interactions are transforming entire industries. The combined cycle gas turbine
was a powerful technological development, for example; but it changed the ﬁature
of the gas business only when gas markets were liberalised, and globalisation

spawned IPPs and integrated alliances.

TINA Below: People with Education, Wealth, Choice
Although wide variations exist, most people across the world are getting
wealthier and more educated and have more choices. As people move up the

hierarchy of human needs, they begin to exercise choice based on their values and

11
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desires rather than on hunger and fear. For example, in developed economies,
wealthier people express a greater willingness to pay for goods and services that
are ‘green’ or that are the products of socially responsible companies. What will

be the effects of more people becoming wealthy enough to make such choices?

No matter what the nature of people’s choices, the fact of the increase in the
number of these choices, as well as the growth in education and wealth, will
create new pressures on government institutions, businesses, and even

individuals themselves.

Two Scenarios for Business

The squeeze on institutions and societies will intensify in response to pressures
from above - open and transparent markets, globalisation, commoditisation - and
pressures from below - better informed and more demanding customers, higher
employee expectations, and the demands and expectations of citizens and other
stakeholders. Will we learn to cope with TINA Above by coming together to design
global rules of the game that allow it to be played fairly and efficiently? Will we
strengthen global institutions, continually reinvent our businesses, and learn to

play The New Game?

Or will TINA Below, with its spontaneous, unstructured, and less predictable
forces of wealth, choice, and education, dominate? Will consumer choice, rising
personal expectations, and grassroots pressure groups overwhelm attempts to
impose rules and overshadow old institutions? Will People Power emerge,
producing forms of organisation and economic activity that we have never seen

before, and challenging businesses with the need for creativity and resilience?

In either scenario, businesses will be transformed. There Is No Alternative to
such transformation. The question is: how will it occur? Which of these forces

- TINA Above or TINA Below - will be more powerful in shaping the future?



The New Game

In The New Game, existing institutions and organisations successfully adapt to
the new complexities of TINA Above. At all levels, from the local to the
international, people come together to deal with problems, and in the process,
new institutions emerge, and old institutions are reconstructed to deal with TINA’s
global revolution. The new framework that emerges means that, for the first time,
there’s dnly one global game to play in - or, as is the case in some regions, to

aspire to join.

On the level of individual businesses, the over-arching framework of The New
Game brings with it rules of play and models of best practice. Information
technology and high transparency allow these rules and models to be seen and
analysed. Those who learn these rules and can play well in such transparent and
efficient global markets can earn rich rewards. As always, those who can design
winning strategies do well, and success breeds success - but because of the
global scope of The New Game, sustained success comes to relatively fewer
players on the field. The good players reap extremely large rewards, while those
who play poorly simply drop out of the game. In a way, the model for this sort of
system, involving a transparent framework of rules on top, many players
underneath, and big gaps between winners and losers is the US. Indeed, for many
people, the predominance of the Anglo-Saxon economic model makes the world

feel increasingly like the US writ large.

In The New Game, companies are engaged in a relentless search for profit under
the keen eye of the competition authorities. Here the ability to learn faster is the
defining advantage, especially in rapidly changing industries. But even in more
established industries, learning is key to success. Companies cannot simply
continue to do business as usual, but must identify the part of the value chain
that can actually produce a profit and move to that ‘profit zone’, moving again as
soon as the profit zone shifts. The forces of TINA encourage many players to
enter the game, and rewards the most successful - who are not necessarily the

largest - in every market.
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Meanwhile, the faster spread of experience, the ability to tap that experience,
the increasing feedback loops in every sector of activity, and the growth of
transparency may be creating an additional TINA of learning. Evidence of this
possible TINA may be found when we look at the wide variety of predictions that
haven’t come true: the much-trumpeted limits to growth have been circumvented
by market responses and technological progress; oil price changes have had
progressively smaller impacts on the world’s economy; nuclear war has so far
been avoided; China has not collapsed; Mexico has survived the peso crisis; Kyoto

has not been abandoned. All of these are ‘dogs that didn’t bark’.

Those businesses and institutions do best in The New Game when they are
designed as learning systems, continually reinventing themselves. This is
especially important in a world of high mobility in which people come and go, and
in which knowledge is rapidly transferred. The moves, players, and rules in The
New Game are transparent. But this transparency serves to encourage a larger
number of players to enter the game, while at the same time, it does nothing to
decrease the complexity of the game itself or the difficulty of designing winning
strategies. The game is increasingly complex, with a bigger board, new pieces,

new rules, and the emergence of new institutions.

The Framework for Institution Building

The world of The New Game has learned that TINA does not tolerate structural
financial weaknesses for very long. The Asia crisis of 1997 and the resulting
investor responses, as well as the application of IMF corrective measures, lead
banking systems around the world to adopt a more conservative approach. The
currency crises of the late 20th century drive home the point that in this global
economy, we are all vulnerable to weaknesses in any part of the system. By 2015,
a functioning macrostructure is emerging, and global public opinion is forming to
support the notion that this stability should be institutionalised through
establishing a global-lender-of-last-resort system. The International Monetary
and Financial Council (IMFC) evolves from the IMF and begins to serve this

function very effectively.



In The New Game, progress is made towards creating a global society of states -
not through ‘world government’ but through emerging understandings of what is
of mutual benefit. This learning is then embodied in a limited number of
multilateral treaties, as well as world-wide organisations whose legitimacy is
derived from their effectiveness and who emerge, like the IMFC, from earlier
institutions or from the splitting off of specific functions from existing global
organisations. In addition, both businesses and governments have learned how
important it is to have NGOs and other interested parties at the table when
problems are being addressed. And NGOs recognise that they have to work within

the economic system, not against it.

One of the effects of the increase in effective global problem-solving and the
emergence of functioning global institutions is that national governments become
one of a number of partners in problem solving. High tax levels have been
lowered, hidden subsidies removed, and minimal social security safety nets are
available, but only for those in real need. A relentless search for best practice on
the part of the market state as well as businesses means that states are beginning
to function in similar ways. In addition, the function of the state is beginning to
shift. The social contract of the old nation-state model was based on the welfare
of its citizens, on taking care of them. Now the nation state seems to hold itself
responsible for something else: ensuring minimal safety nets while maintaining a
fair economic playing field for its citizens. The new model seems highly effective.
Many problems that had seemed intractable in the 20th century are being solved,
usually at the level most suited to address them - global, national, or local.
Entrenched positions, including unions and special-interest lobbies, are eroded in

this new world.

By 2020, a new society of market states is in place, which allows for global
competition within defined frameworks. The rules-driven and competitive world
of The New Game prospers, with world GDP growing just under 4% per year

during the scenario period.
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Energy, the Environment, and the Value Chessboard

Given the global financial consensus, held in place by new institutions and
revitalised market states, liquid and competitive markets emerge everywhere - for
example, in the trading of carbon emission permits and in new forms of trading
risk. Like other commodities, energy is bought and sold in highly transparent
markets in which risk and every other part of the value chain is unbundled. The
value chain is expanded at each link in at least one other direction, becoming
more like a multidimensional chessboard than a chain. The best players become
dominant, in part because the power of virtuous circles is greatly increased in The
New Game. And, because of risk insurance and the advances towards perfection
of the market, the old advantages of size and integration are not enough to give a
company strategic advantage. Anyone can compete at any point in the

value chain.

In The New Game, Kyoto works. Consensus about the importance of the
environment leads to the formation of the World Environment Organisation
(WEO), which arises from working groups of NGOs, government officials, and
business representatives, with input from other international organisations, such
as UNEP. The WEO becomes increasingly skilled in encouraging and overseeing
market mechanisms to reach environmental targets. Effective enforcement of
Kyoto largely drives coal out of the energy mix in OECD countries and curtails oil
demand through encouraging highly efficient new vehicles as well as the growth

of gas and, later, renewables.

Meanwhile, the US Partnership for a New Generation of Vehicles (PNGV)
program and its competitors succeed in commercialising a new generation of
highly sought-after vehicles with three times the fuel efficiency of late 1990
models. The energy business is also challenged by rapid growth of cross-border
natural gas sales. Middle East oil producers see the writing on the wall and, in
order to maximise the value of their resource, increase their share of the limited

market by keeping prices around $10 per barrel.



The New Corporation: Learning and the Power of Strategic Design

The New Game is a tough world for business. Increasing transparency and
competition drive goods and services towards the zone of commoditisation and,
eventually, into the ‘empty core,; where profit is very low. Companies attempt to
achieve competitive advantage by seizing strategic control points in a given
market and then by continually reinventing themselves in order to stay ahead of
the competition and of the .very effective regulators, who vigorously root out
potential monopolies. In The New Game, strategic cost leadership is absolutely
vital - but it isn’t enough. Success depends on identifying the constantly shifting
profit zone, the area of the value chain where customers are prepared to pay in
excess of the cost of capital. Fast, cheap, and effective learning is a core
competence in this world, and organisations design structures to encourage this
learning. The challenge for management in The New Game is to do better in
allocating capital than the atomised, impersonal, and highly efficient market - in

short, to add value.
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In People Power, TINA Below brings significant increases in wealth, choice, and
education, and, for the first time in history, large numbers of people across the
globe are free to express their own values and often do so in unpredictable,
unstructured, and spontaneous ways. This flowering of diversity undercuts
authoritarianism and conformity, and appears to weaken many long-standing
social institutions - marriage, obedience to authority, and norms of sexual
expression and public behaviour, for example. 1t is a volatile and exciting world,
one of great creativity and accelerating change, where ‘news of the new’ is rapidly

disseminated.

It may seem as if values are changing, too. But a closer look reveals that people
have always held differing views, but have been too poor to have time to express
them, or too constricted by authority to be able to do what they wanted, or too
ignorant to know they had other choices. What is different about People Power,
then, is not that people change their values, but that people are enabled, through
liberalisation, education, technology, and relative wealth, to behave openly and
effectively in expressing a wide range of diverse values and desires. It is as if the
tight cords of authority and poverty that have held people together, like so many
flowers in a bouquet, have been cut, leaving the individual flowers to blossom in
many directions. And, in a world of hundreds of multimedia outlets, always
looking for the new, these divergent blooms receive a great deal of attention. No
matter how strange and chaotic the world is, it appears even stranger as packaged

for news and entertainment.

This unleashing of diversity in People Power allows weeds to flourish as well as
flowers. It is a volatile and unpredictable world with fragmented political parties
and such a divergence of views that institutions find it difficult to build consensus.
Institutions are further challenged by the speed of change - they just never seem

able to catch up or to reform themselves or their spheres of activity in time to



address the current problems. They do learn and reinvent themselves - but the
lag time between the changes in people and the necessary changes in the
institutions that serve them seems to be growing. Only a crisis can lead to a
large-scale change in this world. Such a crisis occurs when a stock market
‘correction’ — some say, ‘crash’ - in the US, accompanied by financial crises in
Japan and China, reverberate around the world in a series of ‘Millennium Bangs’,

creating the biggest recession since the 1930s.

In Europe, where governments fail to tackle high taxes and inflexible labour
contracts, recovery is uneven. But elsewhere in the OECD, recovery is remarkably
fast, in part because many local experiments in problem-solving are coming up
with novel solutions to what had seemed intractable problems - pensions, for
example, and social welfare. Because of the inadequacy of institutions, such
solutions tend to be pragmatic and go forward one step at a time, placing a
greater degree of responsibility on local citizens than the solutions of
governments in the 20th century. But these solutions are unevenly applied, and
while news of the ‘experiments that work’ travels quickly, generating the political
will to challenge entrenched interests is often difficult. Problems get solved, in
different ways in different places, with the solutions themselves sometimes

creating unintended consequences.

After the Millennium Bangs, average economic growth rates increase to 5%, but
growth is uneven, with change tending to take place only when crisis looms.
Many relatively well-off and educated citizens, who have an increasing array of
choices, join other like-minded people in expressing their values through a variety
of global associations. Environmental activists, for example, are far more likely to
support their international cause, whether rain forests or whales, than support
their particular government policy, which may have been crafted to encourage
particular national companies. At the same time, people engage in intense activity
at the local level, where they can see the direct results of their political influence.
In democracies, the referendum is a popular mechanism for allowing a local

public to vote on issues that in the past were left to their representatives - the old
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elites - to decide. Above all, the new politics is one of creative experimentation,
in which people have to manage a veritable ‘portfolio of identities’, and where the
national government becomes just one of a number of competing voices - and not

a particularly powerful voice at that.

Energy, the Environment, and Consumer’s Choice

In People Power, energy markets, like other markets, are driven by an
increasingly diverse array of end-user needs. This is a world full of entirely new
ways of doing things, with large numbers of experiments. Also, because of
intense media attention, including tailored internet news dissemination, the new
catches on rapidly. Entire industries can change almost over-night. The players
in the electricity industry, for example, are rapidly transformed beyond all
recognition as they come to terms with distributed power generation. Oil prices
are volatile as the market responds to events such as the inrush of oil from Russia
and the Caspian Region and the effects of sanctions and boycotts against Nigeria

and other victims of ‘the curse of oil”.

Energy marketers in People Power aggressively exploit new information and
communication technologies to differentiate services according to time and
occasion-of-use, location, demography, and even attitude, creating an explosion
of new bundled energy services. For many customers, however, energy marketers

become an irrelevant impediment between themselves and the supplier.

After recovering from the Millennium Recession, energy demand explodes in
developing countries. But in industrialised countries, on-going efficiency
improvements, continued economic shifts to services, and saturation of major
energy needs keep demand growth relatively stagnant. People prefer to spend
increases in disposable income on entertainment, health, and personal services

rather than further superfluous appliances.

In People Power, although the EU ratifies the Kyoto agreements, the US does not.

Angry about local pollution, congestion, and health issues, people target oil, coal,



and car companies through increasingly more effective NGOs. Outrage spills over
into boycotts and other actions against polluters, including the drivers of gas-
guzzling cars. Corporations, under intense media scrutiny, are held to higher

standards of social accountability.

)se and the Power of People

In this world of media spotlighting and consumer expression of values,
reputation and brand really matter. But brand may require subtle variations
across borders or other customer segments, assuming more importance in less
developed nations, for example, than in OECD countries. In fact, ‘tailorism’ - the
tailoring of solutions to fit individual customers - is a feature throughout the
world of People Power, extending to governments, education, services, and almost
every facet of life. Companies succeed only if they can provide tailored services

not simply for their own customers, but for their customers’ customers.

Diversity in a world of ‘tailorism” is not just about gender, race, and nationality,
but also about skills, feelings, and values. Employees, for example, are willing to
give a lot where they find a fit between their personal values and those of the
corporation, but are highly intolerant of companies that don’t fit them. In turn,
companies find they need to tailor employment roles and opportunities to fit
many different kinds of people. Companies need diversity because they need to
understand the contradictory trends and currents of their markets. But increasing
diversity means they can no longer afford to have single competence profiles and
one-size-fits-all employee development models. In the old world of ‘Taylorism’,
people were commodities - moving parts which had to be made more efficient or
replaced. In the new world of ‘tailorism’, people are irreplaceable individuals
whose unique talents create opportunities for business growth and profit. The
creative entrepreneurs so necessary in People Power have many opportunities to

succeed on their own, so companies must work very hard to attract them.

People are key to success in this world, for only people are creative and resilient

enough to respond intelligently and quickly to the unpredictable — and customers
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are often unpredictable. Successful companies are those that have highly
empowered and entrepreneurial individuals close to the customer. In the absence
of a hierarchical management structure, corporate leaders in People Power
function as coaches for the front-line managers, who are empowered to make
major decisions. What guides all these empowered front-line entrepreneurs is
clarity of purpose and a strong sense of values, with leaders working to establish
and strengthen these. In People Power, core purpose is not just a slogan - it is a

way of aligning the company for competitive advantage.
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The Framework

In The New Game, governments, institutions, businesses, and individuals learn
how to deal with the forces of TINA. In a way, this response is not surprising - it
is the nature of human beings and institutions to evolve better ways of dealing
with the world. Humans are, after all, capable of making rational decisions. But
what makes this world distinctive is the degree of international consensus about
the best way to harness TINA. That consensus is built on four fundamental

principles: the rule of law; transparency; standards; and stability.

Solving Problems

In the late 1990s, a consensus begins to emerge about what global problems
need to be solved - and, in many cases, how to solve them. Most of these
solutions have been known for a long time, requiring only consensus and political
will to be put into effect. Specifically, people begin to look for solutions to four

central issues:
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1. How to prevent financial crises in one part of the world from creating major

economic disruptions in other parts of the world.

2. How to make markets work within a framework of sound and enforceable

rules.

3. How to create sustainable social safety nets and stay competitive in the

'global economy.

4. How to address global environmental problems.

Key Principles of Rational Decision-Making

The key model of behaviour accepted by contemporary social sciences is based
on the assumption that in aggregate, and in the long run, most people behave
rationally and that those who do not, lose out. When we make decisions, we tend
to follow certain principles of rational decision-making, whether we are conscious
of these principles or not.

Cancellation — We don't have to care about possible events that don't help us
make a choice. Suppose that if the weather is fine tomorrow, we can choose to go
to a football match: but if it snows, we can't. Suppose, also, that if the weather is
fine tomorrow, we can choose to go to a parade, but that we can't if it snows. The
Cancellation Principle says that in choosing between the match or the parade, we
don't have to worry about whether it snows.

Transitivity — If we prefer football to parades, and parades to staying home, then
we also prefer football to staying home.

Dominance — If watching an exciting football match is better than going to a
parade, and if watching a boring match is at least as good as going to a parade,
then we should decide to go to the match.

Invariance — Regardless of how the same decision-making issue is presented, we
should come to the same decision.

Source: Tversky and Kahneman (1986)

The story of The New Game is, in part, how a new global framework gradually
develops in fits and starts, and often in ways that appear ad hoc, to tackle these
problems. The first step involves the continuing evolution of the highest-level

economic institution, the G8.

For some years, the leaders of the world’s most influential economies have met

informally to set the political and economic agenda, and, occasionally, to tackle a



specific problem. The precise composition of this grouping has varied from time
to time, but by the start of the new millennium,

global leadership is firmly situated in the G8 -

“We must choose between
the US, Canada, Japan, Germany, France, Italy, . . . .
satisfying our jingoism, thereby

the UK, and Russia. But the idea that a group sliding into the age of darkness
. ’

representing only 13% of the world’s people or taking the path of reform

should act in this way becomes increasingly toward a humane free market
uncomfortable. As the non-G8 economies economy.”
continue to make progress, the composition of Anwar Ibrahim, Deputy Prime Minister and

this top-table group is evidently inappropriate Finance Minister of Malaysia

and unsustainable.

At a landmark meeting in 2005, the old world hands a little of its prestige to the
new. The European members of the G8 agree to be represented by a single EU
delegate, and the G8 is supplemented by representatives of India, China, ASEAN,
and Mercosur. The G8 has become the G9, 60% of the world’s people are now

represented in it, and, of the large regions of the world, only Africa is still absent.

Preventing Financial Crises

In The New Game, nations create the framework for effective institution-building
in the areas of the environment, global competition, and social standards; but
central banks and fiscal authorities are increasingly worried that globalisation is
undermining the stability of the financial systems and the ability of governments
to tax footloose firms and commerce. The extent of the Asian crises, in particular
the unexpected relapse in mid-1998, begins to convince the global financial
community that a more consistent approach is necessary, one that includes not
only a powerful lender of last resort, but also an effective supervision agency for

financial institutions to prevent undue risk-taking.

Following a series of consultations among the leading nations of the world,
including China, a major conference is held in 2006. At this meeting, some of the
roles of the increasingly overburdened IMF are given to two new bodies - the

International Banking Supervisory Authority (IBSA), and the General Agreement
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on Fair Taxation (GAFT). IBSA takes over some of the roles of the Bank of
International Settlements, but also has the authority to regulate capital adequacy
ratios and bad loan provision ratios, as well as the duty to notify a bank’s
stockholders when it considers the bank’s loan and activity portfolios to be too
risky. GAFT aims to limit tax havens for owners of liquid capital and to prevent
electronic commerce firms from evading sales taxes. By effectively controlling
competing electronic currency systems, GAFT also strengthens the monopoly of
major central banks on the issuance of currency. Governments continue to require
that ‘their’ taxes be paid in ‘their’ currency, just as they insist that ‘their’ civil
servants be paid with ‘their’ currency. An umbrella organisation, the International

Monetary and Financial Council (IMFC), co-ordinates these new institutions.

Development of International Institutions
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The Global Society of Market States

The global framework of rules, transparency, and subsidiarity established in
The New Game creates a compelling playing field for governments, which are
otherwise often at cross-purposes when it comes to issues such as human rights,
social policy, and behaviour towards ethnic minorities. Underlying the global

consensus of The New Game is the recognition that pursuing short-term



advantage by exploiting temporary positions of strength to the detriment of other
states undercuts the potential for much bigger win-win opportunities. Thus, self-
interest among all parties — governments, industry, and consumers - drives the

relative harmony of The New Game. National

“rules are harmonised with the standards set “Now the United States is like
by global institutions. Regions take on new a big corporation in the world
importance as the nation state becomes economy.”
relatively marginalised. Us President Bill Clinton

By the early years of the 21st century, politicians are replacing the old rallying
cry of the nation state - ‘national security’ - with the new banner of ‘global
competitiveness’, even though some of this rhetoric causes backlash against
globalisation itself. Anti-NAFTA and anti-free trade forces are a noisy minority in
the US and elsewhere, as people mistakenly blame the stagnant wages of the US

and the high unemployment of continental Europe on globalisation itself.

Globalisation and Wage Inequality

Many opponents of globalisation invoke the ‘great sucking sound’ to describe the
alleged loss of low-wage jobs to competition from poor countries. As jobs ‘go
south’, low-skilled workers, it is said, become unemployed, as in continental
Europe, or must accept work at lower wages, as in the US and Britain. During the
1990s, many studies were undertaken to assess the validity of these claims.

The main conclusion of these studies is that globalisation of trade appears to have
affected earnings inequality very little. The main reason that wage patterns have
changed is that changes in technology have increased the demand for high-skilled
workers relative to demand for low-skilled workers. Interestingly, studies by both
opponents and advocates of globalisation come to that same basic view. Disputes
continue, however, over the precise impact of globalisation on wages.

Some argue that even if the impact of low-wage competition on wage patterns in
developed countries is small at the moment, we might see a greater impact in the
future, as the world becomes more integrated. If this proves to be so, of course,
global income gaps between rich and poor will diminish as people in poor countries
gain relative to people in rich ones.
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What makes The New Game work is the increased understanding that in order
to solve ongoing problems, institutions at many different levels must set and
enforce standards. That means establishing conventions for dispute arbitration,

including automatic enforceability of awards.

Structured tiers of decision-making evolve, many of them concerned with
creating the new rules of the game. These do not emerge under a model of global
government, but more as a series of ad hoc gatherings made up of members of
different clubs. A new, three-pronged hierarchy of institutions is established to

deal with three central issues:

1. Market access on fair and equal terms for all players. A working organisation
known as the Global Competition Commission (GCC) ensures open borders,
the equal treatment of foreign and local firms, and the punishment of

suspected market power abuse at the global level.

2. Social and environmental standards governing the behaviour of business. Here
multinationals play a key role in lobbying for clear global rules to substitute
for the patchwork of rules of different countries. An umbrella organisation,
the World Council on Standard Setting (WCSS), co-ordinates a number of
bodies that set and monitor standards in different areas. In one such area,
the environment, concern is so intense that in 2012, the GCC splits off the
environmental division of its organisational structure, creating the World

Environment Organisation (WEO).

3. Independent arbitration with consequent enforceability in the relevant jurisdiction.
This issue is also taken up simultaneously in the G9, which, in 2007,
establishes an International Court and Arbitration System (ICAS) to

harmonise the international arbitration rules already in existence.

In all these negotiations, wide global citizen support is obtained because of the
extensive inclusion of NGOs and other public interest groups in the discussions.
It is also clear that the problems these new international institutions are

addressing can be solved only at the global level. By 2015, the EU has accepted a
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diminished independent power to tax and spend; Asia has less corruption; and the
US has enacted campaign finance reform, thus diminishing the worst effects of
lobby-based politics. Meanwhile, those countries that resist TINA or in other
ways refuse to join in The New Game fall behind and find it increasingly difficult

to re-enter. No country can be half in and half out of this game, and free-riders in

the international system are given a hard time. Increasingly, investors lose interest
in countries that don’t play in The New Game. Many such countries have to
discount their goods and find that the prices of their assets are decreasing and
that fewer players are willing to deal with

them. Risk premiums go up. As time passes, “There was a sense in the

mid 1980s that antitrust
enforcement should be

the penalties for attempting to operate outside

the global framework become more severe.

minimal because the market
The rule of law ensures the construction of a
would take care of most

level playing field that allows players in The problems. Enforcement today

New Game to reap the benefits of their actions
and investments. The new global markets are
increasingly governed by clear, transparent

rules. Contracts and property rights are secure

is more sceptical that the
market will solve these
problems. There are deals that
will harm consumers.”

within and among countries and are Robert Pitofsky, Chairman Federal Trade

enforceable world-wide. Cross-border deals Goriitniss1ol
lose much of their riskiness. In turn, the
emphasis on rules-based systems in the global market creates an incentive for
democratisation in many societies - China being only the most prominent of
these. As independent courts and judges begin to uphold the rights of individuals
in the realm of property, the principles of rule of law and of the rights of

individuals begin to take hold, affecting the political as well as the economic life

of nations.

In The New Game, global institutions arise from mutual recognition between
different groups - governments, businesses, and NGOs, for example. Business, in
particular, needs common rules, and institutions evolve to provide these. In a

sense, this process is similar to the evolution which occurred at the end of the
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Historical Note: The Creation of New International Institutions

Rarely are fundamentally new institutions created. Hayek, the great Austrian
economist, argues that the most stable and long-lived institutions are those that
arise as pragmatic responses to challenges facing society and that are built upon
years of experience.

The International Monetary Fund

Several international conferences were convened during the 1930s to address
world monetary problems, but they ended in failure. Partial and tentative solutions
were clearly inadequate. What was required was co-operation on a previously
untried scale by all nations in establishing an innovative monetary system and an
international institution to monitor it. In a happy coincidence, two bold and original
thinkers, Harry Dexter White in the US and John Maynard Keynes in the UK, put
forward almost simultaneously in the early 1940s proposals for such a system, to
be supervised not by occasional international meetings but by a permanent co-
operative organisation. The system, reacting to the needs of the times, would
encourage the unrestricted conversion of one currency into another, establish a
clear and unequivocal value for each currency, and eliminate restrictions and
practices, such as competitive devaluations, that had brought investment and trade
to a virtual standstill during the 1930s. After much negotiation under difficult
wartime conditions, the international community accepted the system and an
organisation to supervise it.

19th century, when state institutions arose to meet the challenge of the new
industries emerging from the industrial revolution. The emergence of these
institutions increased governmental intervention in the domestic economy until

the 1980s and 1990s.
Reduction in Government Spending

Of course, there are winners and

Sweden
Denmark
Finland
Canada
Netherlands effect. Entrenched interests lose
Italy

Greece privileged positions, and the new

losers when the rule of law takes

framework for international
Ireland

Belgium . "
Austria business sometimes has the effect of

Germany
re-assigning value. For example,

cross-border electricity and gas

Japan
T T I T . ) . .
10 8 6 4 2 0 2 pipeline construction benefits from
% GDP points change 1994-98* . . )
this new-found security, allowing
* 1998 = forecast . . .
Source: Swedish Ministry of Finance; OECD gas to compete against coal in Asia.
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Addressing Environmental Problems

The creation of the WEO in 2012 comes as a surprise to those who have
doubted the capacity of governments to leave behind national interests and agree
to global action in the face of environmental threats. At the WEO conferences,
participating nations agree on common standards and the principles for allocating
environmental property rights. As with the founding of the organisation, NGOs are
important players in setting the agendas of the WEO conferences and fill a
watchdog function in relation to implementation agreements. The WEO
administers allocation schemes, sometimes by assigning permits to various
jurisdictions for implementation and sometimes by directly auctioning them off.
Far-sighted companies support the deliberations of the WEO because of their

interest in clear rules and a level playing field.

The widespread public support for the mission of the WEO serves to accelerate
the application of tradable permits to water rights, fishery rights, and various forms
of emissions. A major outcome of the introduction of tradable carbon dioxide

emission rights is that natural gas becomes much more attractive than coal.

Creating Sustainable Social Safety Nets

In The New Game, the pressures of TINA and demographic trends require most
societies to overhaul their social security, health, and pension systems. The
welfare state gives way to targeted and effective social safety nets. Most countries
adopt a ‘three-pillar’ system that requires recipients to work if they can and to
help manage their safety nets through their own savings. Under this framework,

means-testing is wide-spread.

1. The first pillar of security is tax funded and provides all citizens, regardless
of income, with basic health benefits, unemployment compensation, and

education.

2. The second pillar enhances this basic protection by mandating that all

individuals contribute to a savings scheme in relation to their pensions.
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3. The third pillar encourages individuals to augment protection further by
giving tax incentives for voluntary savings towards retirement, sickness, and

unemployment.

In addition to the social security provided by the three pillars, the well-
functioning capital markets allow people to invest globally. Thus, the ageing
populations of advanced economies have relatively safe investment
opportunities in developing countries with fast growth. Improvements in health
also allow retirement ages to be raised gradually. The combination of these
measures resolves the anticipated funding crisis for the world’s large pension

systems.

Transparency

In The New Game, one of the key features helping to keep the rule of law in place
is transparency. New technology, particularly the internet, greatly expands the
capacity to monitor activities of both businesses and governments. Transparency
goes hand-in-hand with greater accountability; it feeds - and feeds on - open
political discussion and democracy. With greater transparency, it is not surprising
that early in the 2Ist century, a move towards democracy is seen in many
governments around the world. As privilege is driven out, even governments who

never wanted to play in The New Game are inexorably pressured to join.

Although they benefit from the global framework, businesses find that the
transparency of this framework means that they are under increasing scrutiny
from all sorts of public interest groups, environmentalists in particular. By 2007,
most multinational companies have adopted an audited triple-line accounting
regime, which openly displays their contribution not only to wealth generation,
but also to the environment and to society. Independent rating agencies keep
widely publicised scorecards of rankings in many dimensions, social as well as

financial, and these rankings are reflected in the financial markets.



Role of NGOs

A striking feature of The New Game is the extent to which non-governmental
organisations - Amnesty International, Greenpeace, the International Consumer
Association, the Anti-Poverty League, the World Business Council for Sustainable
Development, and many others - increasingly play a part in inter-governmental
negotiations, bringing an element of greater political accountability into their
deliberations. Initially, these NGOs simply have a monitoring function - they
publicise breaches of human rights or environmental and safety standards. But
they soon acquire a more influential role, helping to shape the agenda of
discussion and to provide relevant expertise. And, of course, this creates
dilemmas for them, for, like other institutions, they must reassess their mission

and purpose.

Governments also accept that there are some public values that cannot be met
in the marketplace. For example, when the World Council for Ethics in
Biotechnology (WCEB) proposes a new Code of Bioethics that includes extensive
safeguards against abuse of biomedical research, many countries enact the code

into law, enforcing it with strict liability rules.

Risk

As markets become more perfect, and financial markets expand, capital controls
are abolished in all countries. Clever financial institutions begin to offer more risk-
management products world-wide, allowing customers to minimise the cost of
risk-bearing by obtaining thinly sliced risk-management products. Private
political risk insurance, which had started to boom in the 1990s, accelerates, and
syndicated coverage for a wide variety of risks - currency convertibility, war and
other civil disturbances, expropriation, breach of contract - is large enough and
available for a long-enough term that most projects can take advantage of it. As
contract security grows, the rates for expropriation and breach of contract cover
decline. In addition, with the growth of global financial derivative markets,

convertibility insurance becomes tradable by 2002.
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Expropriation, War, Convertibility, and Breach of Contract Insurance

1970s 1990 1998 2005
Term very limited < 3 years 7 to 10 years 15 years
Coverage < $100 min > $1 bin >$2bin
Price >500 bp* 20to 1500 bp 15 to 1500 bp
Tradable no no yes

*bp: basis points

At the same time, governments all over the world are allowing free entry into
competitive markets. Special rights, such as mining leases, concessions, and
build-operate-transfer (BOT) schemes, are routinely auctioned and re-auctioned
competitively, leaving less room for negotiated deals. Small, previously local
companies are thus able to make up for their lack of international expertise and
diplomatic savvy by buying efficiently priced insurance and by gaining market
share on the strength of their innovative construction and operating expertise,
particularly in the coveted Chinese and Indian markets. In addition, because the
rule of law protects property rights and insures redress in courts, it reduces risks,

thus attracting many new players.

Information Technology

In the first decade of the new century, long-standing expectations that advances
in information technology (IT) would revolutionise business at last become
fulfilled. One of the key factors is that IT products and processes have become
much more simplified and standardised. In 2009, Japanese firms take the lead in
software production, having found ways to automate the production of complex
code. These and other advances reduce the demand for skilled workers,
particularly in relation to IT. At the same time, a boom in demand for personal
services, from plumbers to nurses, raises the demand for lower-skilled workers,

thus narrowing the income gap between rich and poor.



Competition

The global rules of The New Game, which provide an over-arching framework
within which companies operate, intensify the competitive pressures on them.
Players in The New Game find that this world offers not only easier entry but an
increasing number of entry points. Governments take active steps to allow new
players into the game. By helping to make markets more transparent, IT

contributes to this intensely competitive scene.

Economic Outcomes

In The New Game, world GDP growth averages just under 4% until 2020.
Business cycles flatten or become largely synchronised across the world.
Competitive pressures are strong, leading to continued high productivity
growth, especially in developing
countries, which are rapidly World GDP Growth

Ylyr

catching up with advanced ones. .

5_

The New Game is a world that
4

rewards the US for the flexibility of
34

its economy. Incessant restructuring
2

of business and improved uses of

new technology raise US per capita

T T T T T
. 1990 1995 2000 2005 2010 2015
income growth from 1.5% per year

to 2% per year. The rest of the

OECD also performs well. Growth in the East Asian tiger economies slows
somewhat as they begin to approach the income levels of the leading countries of
the world. Per capita income in India continues to grow strongly at 4% per year,
and China does even better, at 5%. Once TINA has been accepted, Russia and the
other CIS countries experience very healthy per capita income growth, above 3%
from the early years of the new century - although growth here is more volatile
than in other parts of the world. And even Africa starts to recover on a sustained
broad basis, raising per capita income growth from negative rates to almost 2%.

Reforming Middle Eastern countries, such as Egypt and Jordan, grow strongly,

1
2020

37



with sustained per capita income rises of over 3% per year. Both Eastern
European and Latin American economies reap the fruit of hard adjustment
policies, with per capita income growing at 5% and 4%, respectively. But

countries that, for whatever reason,

Growth have stayed outside the global
Africa framework of enforceable standards,
us
Euroland do poorly.
Middle East
cls The rule of law, transparency,
India

common standards and enforcement
Latin America

China of these standards all lead to a

Eastem Europe greater stability in The New Game

T 1 1 1 1
0 1 2 3 4 5
% per capita income growth, 1998-2020 than the world has ever known. Co-

ordinated policies allow nations to
avoid shocks. Fiscal responsibility, including a balanced budget in the US,
becomes the norm. Rules take precedence over discretion, and constitutional
reforms in many parts of the world create political institutions that are modern,

competitive, and, above all, stable.

Social Outcomes: Meritocracy

One social outcome of The New Game is simply the result of the ‘curse of
meritocracy’ - a sense of futility and hopelessness among those who cannot
succeed in the hyper-competitive global race. People who in earlier times

would have prospered because of their social

“Universities will have status, education, or privileged connections

to become entrepreneurs, to the powerful, now find that only those

working with corporations on , ,
. who can compete on their own merits really
curriculum and other matters,
. . succeed. As with other aspects of The New
or they will die.”

Game, technology and IT serve to level the
Del Weber, Chancellor University of gy

Nebraska, Oniahia playing field so that earnings inequality is

driven less by race and background and more

by achievement. This trend is exemplified by the many high school students
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educated in non-technical areas who become successful CEOs, while highly
educated information scientists face competition from automated processes. A
growing consensus develops that people are poor because they deserve to be

poor.

The discontent engendered by the new global meritocracy never boils up for
very long because the new social safety net system works and because overall
economic and social prospects are bright. However, complaints about some key
features persist. Flexible labour markets quickly transmit competitive pressures
right down to the last worker, to the point that people worry more and more about
the right balance between pressures at work and their comparatively pampered

lives as consumers.

Potholes in the Playing Field

By 2020 the world has become much richer: incomes of the poor are rising in
most countries, social safety nets work, and agreed standards protect against
abuse and risks of all sorts. But the very success of the global framework of

The New Game carries within it certain dangers.

The first of these is connected with liability. This is a world in which rules are
taken seriously, and anyone can sue any company, world-wide. The courts deal
harshly with any firm found acting irresponsibly with its shareholders’ money or
selling new products that have not been tested to the highest standards.
Companies become increasingly worried about the possibility that they may be
exposing themselves to future liability, and this fear slows down innovation and

the introduction of new products.

An additional danger arises from the increased competition resulting from (a)
the clearer rules; (b) the greater ease of entry by new players into markets; and
(c) the pressures arising from the new transparency. The journey towards
commoditisation becomes even quicker, and the difficulties in earning rewards from

innovation even greater.
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Moral Hazard

“Lend stupidly; act tough; and watch the money return. That is a perfectly sound
policy for the world’s most powerful banks. Is it a satisfactory one? The answer must
be no, not just because of the encouragement to take such risks again, but also
because of the burden imposed on ordinary people in the capital-importing
countries.”

Financial Times, 10 June 1998

‘Moral hazard’ is the excess risk undertaken by players who feel they will be
rescued by some outside agency if their gamble fails. When we know that the
money we deposit in a bank is insured, we are less likely to check whether the
bank itself is financially sound or likely to default on us. We are simply willing to
‘gamble’ or assume risks that we would not necessarily accept in the absence of
deposit insurance. This is one example of the broad phenomenon of ‘moral
hazard’ — the temptation that under the protection of insurance, we will unthinkingly
accept more risk than we would otherwise — thus adding more risk to the economic
system as a whole. In the case of natural hazards, like earthquakes, the odds are
independent of what we do. But in the case of moral hazards, the odds are partly
determined by ourselves.

Examples of moral hazard abound. A fairly well-documented case concerns US air
traffic controllers. After they were offered early retirement with good benefits if they
were declared overly stressed, there was a sharp increase in reported near-
collisions. Air traffic controllers allowed relatively low-risk emergencies to arise so
that they could later claim to have been exposed to excessive stress. Other
examples of moral hazard are the disproportionate number of traffic accidents at
pedestrian walk ways, presumably because pedestrians rely too much on the
safety provided by the official crossing.

Whenever there is some type of safety net, the insured party may be tempted to
choose riskier courses of action than they would if the safety net did not exist. In
private insurance schemes, moral hazard is taken into account in pricing
insurance premiums. Insurance companies also try to monitor and assess the
behaviour of the insured party to determine whether excessive negligence or
outright fraud can be proven. And when moral hazard is very strong, insurance is
no longer written.

Moral hazard can have significant effects, not just on insurance contracts, but on
the economy as a whole — as in the US savings and loan crisis of the 1980s, for
example, or the recent Asian currency crises. Such crises are partly generated
and partly aggravated by excessive risk-taking of banks and investors, who
believe they will ultimately be bailed out. This ‘false’ sense of security encourages
both too much investment and too risky investment. Resources are thus
inefficiently used, and overall economic growth may be dragged down. In the case
of the US savings and loan crisis, the rescue ended up costing 3% of GDP, not
counting the non-quantifiable costs to investors who were not bailed out, or the
forgone benefits from better investments that could have been made had moral
hazard been less. A number of banking crises in the world have resulted in
significantly higher costs. It is not unusual for moral hazard-driven investment
decisions to drag down growth by 0.5% to 1% of GDP annually for as long as a
decade. In spite of these significant costs, the insurance system that gives rise to
the moral hazard issue also offers significant benefits — especially, the prevention
of uncontrollable financial panic. The question remains whether these benefits
justify the costs.




Another issue is moral hazard, the tendency to take greater risks if protection
against possible loss is available. The successful unbundling of risk in The New
Game allows players to undertake many risky ventures and to forego cautions
that might impose a short-term drag on profit. But when many players make

such choices, the effect is to create a long-term drag on the efficiency of the

system as a whole. One indication of the rise of moral hazard is the increasing
tendency of pensioners in this apparently safe world to make risky investments
in developing economies. While another global financial crisis under the new
framework is highly unlikely, even local financial volatility has potentially
widespread harmful effects in this interconnected and almost complacent

world.

Stability — A Drag?

In 2015, in a widely read essay in Foreign Affairs, published electronically from his
retirement home in southern Spain, R. Rainbow rebuts the great architect and
apologist of The New Game, Larry Summers, and warns that increasing belief in
the safety of capital market investments has led many aspiring pensioners to
pursue excessively risky investment strategies so as to be able to afford the
spiralling prices of homes in the South of Europe. Excessive risk-taking by
pensioners is set to drag down economic growth, he warns, and asset bubbles are
proliferating. The ability of central banks to identify and prevent bubbles is clearly
diminishing, because in the new world of automated basic services, it becomes
increasingly difficult to measure inflation as distinct from ‘real’ GDP changes. This
is because the quality of products is difficult to compare from year to year,
particularly because more and more economic activity consists of service jobs that
produce hard-to-measure outputs like health care and education. Without useful
inflation measures, central banks and fiscal authorities cannot manage business
cycles and bubbles. All sorts of contracts indexed to inflation, such as wage and
pension contracts, might soon have to be re-written. The author announces “the
end of macro-economic management as we have known it since the 1950s” and
suggests more decentralised approaches to steer the demand and supply of
money and other assets.

Moreover, he observes that the caution induced by the world’s ever tighter
standards and liability rules is dampening innovation, and even suppressing entire
product lines that otherwise would look very promising. “People are becoming
afraid to experiment and have fun,” he complains.

41



As concerns over the negative effects of uncontrolled economic growth are
translated into binding standards, and as strict liability rules are used to punish
offending firms, a mood of caution settles over the global economy. Accepted rules
and safety nets are likely to be ‘cast in stone’ after a while, sometimes retarding

desirable change. Many interest groups that benefit from a particular set of rules

successfully resist change. Innovation is gradually slowed, and, eventually,
growth slows, too. But maybe that’s the price the world is willing to pay for

economic, social, and political security.

The ‘Dogs That Didn’t Bark’ — 2020

Is there any point to which you would wish to draw my attention?’
“To the curious incident of the dog in the night-time.’

‘The dog did nothing in the night-time.’

‘That was the curious incident,' remarked Sherlock Holmes.”

Sir Arthur Conan Doyle, “Silver Blaze,” Memoirs of Sherlock Holmes, 1894

The G9 agreement reached in 2007 completes the basic institutional
arrangements that open the door for extremely vigorous competition in the second
decade of the 21st century. The new framework allows the world to avoid a variety
of major potential conflicts. Currency crises — such as the one feared for China,
when it removed capital controls in 2006 — are a matter of the past. The expected
crunch for pension systems has been avoided because ageing populations in
advanced economies are able to invest without fear in emerging markets, where
labour force increases and technological catch-up allow fast and sustained
growth. The fear that CO, emissions would grow exponentially is put to rest, as is
the expectation that there would be ‘limits to growth’, or that oil prices would
continue to rise. In short: because The New Game is a world in which institutions
learn, by 2020, there are many ‘dogs that didn’t bark’.
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Energy, the
Environment,
and the Value

Chessboard

The Global Energy Market

By the late 1990s, it has become clear that deregulated energy markets have led
to lower prices and increased efficiency, without any sacrifice of supply security.
Evidence of this link between efficiency and open, competitive markets has come
from the US, New Zealand, the UK, Argentina, and Spain. In The New Game,
governments learn and apply l‘best practice’, adapting their regulatory regimes to

maximise competition.

OECD and Latin American governments complete liberalisation of their energy
markets by 2008, while EU liberalisation of power and gas markets proceeds
ahead of schedule. Countries slow to liberalise face increasing pressure from
domestic energy consumers, who pay substantially more than their competitors
in other countries and now lack the counter-weight of protected markets. By 2020
all the world’s major energy markets are liberalised, and the concept of

‘liberalised’ continues to expand.
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As regional and national barriers come down, the playing field for energy
companies shifts from local, to national, to continent-wide. Markets also develop
at all stages of the value chain. In The New Game, energy markets become

broader, more diverse, and much more sophisticated.

Early in the next century, industry observers talk about the global energy market
alongside the global capital market and the global telecommunications market.
Increasing cross-border energy trade and the emergence of large multi-national
energy companies, whose reach exceeds those of national regulators, drive the
rules governing energy markets to a supra-national level. New regional and global
institutions emerge to oversee the market, capped by ratification in 2009 of the
Global Competition Commission (GCC) Energy Agreement, which establishes
rules governing open and non-discriminatory energy-sector investment covering
competition safeguards, interconnection guarantees, transparent licensing

processes, and the independence of regulators.

Consolidation, New Entrants, and Unbundling
With liberalisation, hundreds of small local power and gas suppliers find
themselves ill-equipped to compete in a world of intense price competition driven

by over-capacity and a scramble for
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But with the elimination of market
barriers, many new entrants are attracted to an industry perceived as ‘sleepy’.

Competition emerges at all stages of the value chain. Capital markets provide



ready funding for highly skilled specialists, who would rather become
entrepreneurial presidents than simply department heads. Specialised firms are
able to exploit profitable market niches left exposed through years of cross-
subsidising by incumbents. Like oil companies in the US, companies in major
energy markets find that liberalisation and transparency create an intense
pressure to unbundle products and services. Gas and power companies contract
out non-core services, such as equipment maintenance and meter reading. Many
of these services eventually become fully automated. Hundreds of smaller,
focused companies, providing specialised services around the energy value chain,
emerge and flourish; and many larger, integrated energy firms are forced to
separate energy production and marketing in response to the lack of synergies
between different parts of the value chain and the intense competition from

specialised firms.

Unbundling does not necessarily mean atomisation, however. Larger markets
allow specialised firms to achieve competitive advantage through world-scale
operations. Global equipment maintenance franchises, for example, are
established following the consolidation of the energy equipment industry into a

handful of global suppliers.

Shifting Value Chains

In The New Game, competitors must continuously strive for innovation and
efficiency while at the same time avoiding the pressures of regulators and
competitors to erode advantage. With The EP Value Chessboard
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resources from one part of the chain to another when profit opportunities shift.
And profit opportunities in the value chain do shift - constantly - making it

difficult to find and hold onto zones of unusual profitability.

Opportunities for exploiting price anomalies in The New Game are few. One
reason for this is that e-commerce increases price transparency in all markets.
Another is that regulators are adept at establishing highly competitive energy
markets to avoid regulatory discontinuities during market transition. In 2007,
Enron sells its trading and derivative business to Klein Cable Grunwald

Derivatives.

Smarter Governments

In The New Game, governments withdraw from direct interference in energy
markets and become smarter at shaping these markets through market-oriented
policy instruments. Governments are primarily interested in ensuring competition,
and they enforce the rules vigorously. In cases when companies appear to be
engaging in anti-competitive market expansion or consolidation, government
regulatory and anti-trust attention diverts management energies and causes the

firms under scrutiny to fall behind.

THE FINANCIAL TIMES

NOVEMBER 5, 2010

Shell/Gazprom required to shed market share
By D. McKay in Brussels

The EU anti-trust panel ruled yesterday that
the Shell/Gazprom alliance must shed 50% of
its market share to competitors over a four-
year period in a move to increase competition
in the European gas markets.

The ruling followed a court challenge last
year by the European Federation of
Manufacturers, in conjunction with a
coalition of consumer groups and
environmental NGOs. This consortium
claimed that Shell/Gazprom last year

controlled just under 50% of bulk gas sales
across Europe. The key factor in the panel’s
ruling was that Shell/Gazprom was able to
exercise excessive control over crucial
transport links during peak demand periods.

The European manufacturers successfully
argued that despite liberalisation a decade
ago, European gas prices were still 40%
higher than in North America and that gas
supplies which would lower these costs were
being held from the market.



To enhance energy security, governments provide the political support to ensure
the completion and stability of large cross-border energy supply projects. A key
event that helps promote these large projects for consumers in the EU and China
occurs in 2002, when the US and Iran normalise relations. Another key event

occurs in 2008, when Russia joins the GCC (the successor organisation to the

WTO), thus providing a boost to large export projects to Asia.

Governments in The New Game use market liberalisation to extricate themselves
from complex subsidies provided to the energy sector. Information technology
allows the development of sophisticated

charging systems for road use, and these

systems are aggressively encouraged by “Only a federal bill will
governments to help ration scarce road pre-empt a patchwork quilt of
infrastructure and provide clear signals about state legislative actions that

the need for infrastructure expansion. In could turn US electricity

. . , restructuring into a regulatory
addition, governments increasingly use

, dog’s breakfast.”
auctions to allocate production licenses, rights

Senior US Department of Energy Official
of way, and infrastructure franchises. Most
countries, for example, follow the model of the
Netherlands in the late 1990s in putting all new service stations out to auction.
Auctions allow governments to extract more rent up front. In addition, since

capital is readily available from the markets, smaller companies without long

track records can also bid.

Governments also learn how to achieve environmental objectives through
establishing new markets. In The New Game, tradable pollution rights expand
beyond sulphur to carbon and eventually to a wide range of by-products (NOx,

particulates, waste mud) from the energy system.

Climate Change and Kyoto
OECD governments take the Kyoto climate change protocol seriously and

commit to policies to meet the targets. Public opinion polls show solid support for

47



‘prudent actions’. Notwithstanding a virulent campaign by some groups in the US
to stop the protocol, the idea of small insurance steps is well understood by most.
No one is pushing panic buttons. Indeed, the protocol spurs a flurry of counter-
theories to explain observed temperature increases, from sunspots to a wobbly

earth axis. But this research has the effect of solidifying the evidence that human

activities contribute to climate change, although at a much lower rate than

previously claimed by some..

The public resents those who cry ‘environmental doom’ as well as those who
cry ‘economic collapse’. A growing consensus emerges in OECD countries that
just as littering or dumping waste into the ocean is wrong, so is pumping waste

into the air. The public accepts the need to

pay something - but not too much - and

“The Kyoto agreement will expects governments and industry to get on
eventually be ratified by the with finding solutions. EU governments ratify
US government. This is a the Kyoto protocol in 2000. The US follows in
major priority for the US 2003, after key developing countries join

environmental movement, and various carbon offset and trading projects, so

we have never lost on an issue
that the protocol can be sold as truly global.

where we were united.”

Fred Krupp, Director, Environmental NGOs work to herd the last recalcitrant
Defence Fund companies into the Kyoto corral. Then
industry becomes the most important driver in
implementing the protocol, often in

partnership with NGOs, who work with them in developing projects, which will

ultimately be certified and monitored by private firms.

By 2010, the OECD has succeeded in reducing greenhouse gases. But non-
OECD countries have done relatively little to reduce emissions, and global
atmospheric concentrations continue to rise. Resentment threatens to boil over
into serious trade and political disputes. But at last India and China, now major
carbon emitters -~ who wish to expand investment in their energy sectors and to
gain full access to the rapidly expanding market in carbon permits - accede to the

protocol.
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The dangers so narrowly avoided convince the global environmental community
that something more must be done. In 2012, after the adoption of a new Climate
Change Convention that extends the commitments made in Kyoto to all countries,
a World Environmental Organisation (WEO) is established out of a patchwork of
UN, trade, and other bodies responsible for environmental issues. Among the
most effective lobbyists for the establishment of the WEO are the multi-national
companies, who argue that the complex and often inconsistent national rules
governing the environment are not achieving environmental objectives and simply
add unnecessary costs to consumers. During the first few years after its
establishment, the WEO succeeds in creating a more coherent set of rules

governing energy and the environment.

Carbon Policies

The US leads in establishing a minimal set of policies to accelerate
decarbonisation of the energy market. Building on numerous pilot programs
started by the energy industry, the US formalises a system of tradable carbon
emission permits in 2001. By 2004 a system of tradable permits has been
established in the US auto sector, followed by a domestic and commercial sector
carbon permit program, with guaranteed prices for carbon saved - a carbon
bounty program. Carbon and energy use is made highly visible through these
permits, and the price of carbon permits is as widely quoted on nightly news

reports as the price of oil and gold.

EU governments initially adopt a range of emission reduction policies, giving
preference to carbon taxes. Carbon taxes are popular because EU governments
see them as a way to reduce labour taxes, thus creating a ‘double dividend’ -
clean environment and more employment. But the employment dividend fails to
materialise, and European companies complain that they are paying twice as
much for carbon emissions as their US counterparts. EU governments are
eventually forced to expand carbon permit systems and phase out overlapping

carbon tax policies.
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The Japanese government works with industry, creating voluntary agreements
to reduce energy use and assisting industry through the purchase of surplus
carbon credits from Russia. These agreements, with associated financing, help

secure separate long-term energy supply contracts from Russia to Japan.

CO, Permit Trading

In 2001, the US government, in consultation with the US power generation industry,
sets an industry carbon emission budget for the period up to 2012 (the Kyoto
budget end-date) and allocates permits to individual firms based on 75% of their
1990 unit emissions, with stiff penalties for non-compliance.

To stay within their budgets, firms can either reduce their own carbon emissions; or
they can create carbon credits by investing in carbon offset projects at home or
abroad. Investment in low-emission electricity capacity overseas — in China, for
example — provides carbon credits if it can be shown to have replaced a coal-
based project.

The Chicago Board of Trade and the London International Petroleum Exchange
jointly establish standardised carbon permit contracts to allow the trading of
permits. Generators with high emission-reduction costs purchase surplus permits
from those with lower costs. In some instances, power generators must bid against
environmental NGOs who purchase permit contracts and retire them. As
more projects are undertaken and experience is gained, the price of carbon
falls dramatically,

as did the price of Cost of Carbon Permits

SO, permits in
the 1990s. Permits
based on carbon-
offset investments
in developing coun-
tries are often dis-
counted during the
early years of trad-
ing. Permit-rating
agencies, similar to
bond-rating
agencies, emerge
to assess the likeli-
hood that countries
will adhere to the
terms of investments that establish carbon credits.
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In 2004, the power sector permit scheme is expanded to cover the US auto sector,
despite a fierce debate between the auto and fuel industries over which sector
should be allocated permits. The next year, after EU governments greatly expand
emission permit schemes, the international trading of carbon permits grows rapidly,
increasing the supply of permits and driving the cost down further.
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A New Generation of Vehicles

In The New Game, the US Partnership for a New Generation of Vehicles (PNGV)
meets its objective of creating breakthrough technologies in vehicle drivetrains,
materials, and controls, which achieve near zero or zero emissions at around

three times the fuel efficiency of late 1990 vehicles.

Supercar Milestones

“l am proud to be a part of the Partnership for a New Generation of Vehicles (PNGV)-
one of the most ambitious and technically challenging research projects underway
today. | am certain that its success will provide Americans with enormous economic
and environmental benefits... . The vitality of [the automotive] industry is obviously
a crucial part of our international competitiveness and economic growth.”

Al Gore, US Vice President, 1993

Goal: By 2004, develop environment-friendly vehicles capable of achieving 80
mpg, without sacrificing affordability, performance, or safety.

Other Objectives: Enhance global competitiveness and reduce dependence on
foreign ail.

1995 1st Milestone: Narrow competing propulsion system technologies to three:
Mechanical: 4-stroke direct injection.

Hybrid: 4-stroke gasoline direct injection (GDI) or gas turbine.

Fuel Cell: On-board H, reforming or direct injection methanol.

1998 2nd Milestone: Concept cars on the road:

Mechanical: Mitsubishi Galant and Carisma GDI, Ford Taurus DI, and
Renault F5R.

Hybrid: Toyota Prius, Chrysler Intrepid ESX2, and GM Hybrid.

Fuel Cell: Daimler Benz Necar 3, Toyota RAV4, and Ford P2000.

2002 3rd Milestone: Agree supercar concept vehicles.
2004 4th Milestone: Production prototypes on the market.

2006 5th Milestone: Daimler Benz Necar 6, Ford EDSL, Toyota RAV8, and Lexus
hybrids introduced. Sales and orders reach 500,000.

2010 6th Milestone: PNGV Il created; 2nd generation supercars marketed.

2016 7th Milestone: 90% of new car sales in OECD countries meet or exceed
supercar specifications.
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In the late 1990s, auto-makers explore a variety of drivetrain options, including:

e improved internal combustion engines (ICE).

e hybrids that combine mechanical and electrical functions.

e fuel-cells.

By the turn of the century, the technologies begin to converge. Advances in
materials such as composites, thermoplastics, and aluminium enable weight
reduction of 20%-25%, while increasing safety and durability. In 2003, Ballard,
the leader in fuel-cell development, introduces a price-competitive and ‘compact’
fuel-cell system that runs on methanol. In 2004, PNGV announces that it is on-
target in developing a production prototype which is environmentally friendly
with three-times fuel efficiency. The cars are aggressively marketed by US

automakers as a way of managing their new carbon emission allowance.

In 2006, Daimler Benz, benefiting from its partnership with Ballard, introduces
the first commercial fuel-cell A-class car model (called ‘Necar 6) into the North
American and European markets. The methanol-fuelled Necar 6 meets California
Ultra Low Emission Vehicle (ULEV) standards and offers fuel efficiency averaging
3 litres/100 km (80 mpg). Toyota introduces Corolla and Lexus hybrids along with
the RAVS8 fuel-cell vehicle with similar specifications in Asia. Market take-up of
the ‘supercars’ in OECD countries is high, with almost 500,000 units sold or
ordered during the first year of introduction. Developing countries follow suit,
perceiving the benefits of lower oil
import costs and improved air quality

in urban centres.

us
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their first commercial introduction, almost 90% of new vehicles in the OECD are
powered by hybrids and fuel cells, with about 50%-60% market penetration for

non-OECD countries.

With the astounding success of the PNGV fuel-cell vehicle, government and

private sector collaboration continues, further attracting talent and resources
towards the development of 2nd- and 3rd-generation fuel-cell vehicles. In 2010,
PNGV 1l is established to include transport, fuel, and electricity companies, with
the aim of developing hydrogen storage technologies. By the end of the scenario
period, glimpses of the building blocks of a future hydrogen energy system start

to emerge.

Weak Oil Demand

In The New Game, oil demand is weakened as a result of:

e the introduction of high-efficiency SiliDemandiBacomposition
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increases in fleet efficiency outpace even the rapid growth of vehicle numbers in
developing countries. Consequently, global liquid hydrocarbon demand peaks by
2015 at some 94 million barrels per day (mb/d), and by 2020, has declined
to 92 mb/d.

Maijor Oil Resource Holders Respond

Following the 1998 price collapse, OPEC reduces production, and prices
gradually recover to $18/bbl, later peaking over $20/bbl. But the price to Saudi
Arabia is high. Despite the increase in liquid hydrocarbon demand from 75 mb/d
in 1997 to 80 mb/d by 2002, Saudi Arabia sees its own production fall from 8
mb/d to 7 mb/d. Yet non-OPEC countries, including Russia, Kazakhstan, and
Azerbaijan, increase production by 3 mb/d through sharply increased investment.
Iraq reaches 2.5 mb/d. The non-Gulf OPEC countries repeatedly breach quota
levels and increase production by over 1 mb/d. In addition, steadily increasing

gas sales cause NGL production to rise by 1.5 mb/d.

In 2002, Saudi Arabia changes production policy to preserve its longer-term
position. Aiming to double its market share from 10% to 20% and to maintain that

level in the long term, it increases

Oil Price production in late 2002, causing oil

Ungb' prices to collapse to $8/bbl in 2003.

Saudi Arabia offers long-term supply

] contracts at prices just under $10/bbl

s and modulates production levels to

10+ ~—~—— maintain prices at around $10/bbl. Low

5 prices cause non-OPEC countries’ share

0 i : , ; . of production to fall from 60% in 2002
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to 40% by 2010.

OECD governments maintain fuel taxes at levels that keep fuel prices relatively
high for the consumer. But incentives for producers to develop alternate oil
supplies diminish. Some large unconventional oil projects, started at the turn of

the century, fail. Oil production in costly production locations, such as Russia, run
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Oil prices fall as Saudi Arabia boosts production

By D. Docherty in Riyadh
Oil prices dropped on world markets

last night as Saudi Arabia announced
plans to double its market share. The
decision follows announcements by Iraq,
Algeria, Venezuela, and Nigeria that they
will substantially increase their production
capacity. By keeping oil prices below
$10/barrel, Saudi Arabia aims to curtail
competition from rising non-OPEC

production.

The Saudi Arabian oil minister told a
conference in Riyadh that, without an
increase in oil exports, the Kingdom’s oil
revenues could start falling rapidly. “They
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