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Foreword

Corporate social responsibility (CSR) in its general sense expects all modern
corporate entities to help society to solve all its social, economic and environmental
problems regardless of whether or not they were instrumental in creating these
problems in the first place. This we believe is a reasonable expectation which no
one now argues with, even those who are still sceptical about the desirability of
CSR. Behaving responsibly has never been more desirable in our world than it is
today for many reasons. First, we live in a global economy where any little mishap
in one particular nation state may result in serious consequences in all the 196 coun-
tries that presently make up our world, and the recent financial crisis is the evidence
for saying that. Second, globalisation has meant that trade and culture of the world’s
nations are now well integrated with free flow of goods, services, capital and people
between these nations, and this makes it even more important for a high degree of
responsibility to be demonstrated by corporate entities. However, there are still
many issues which have still not been properly addressed and still set back progress
in the field of corporate social responsibility in many parts of the world, and this we
believe is unsustainable.

The following issues still require actions and concerted efforts by governments,
international organisations, corporate entities, NGOs, the civil society, standard
setters and so on to enable CSR to be fully embedded globally into business
activities.

The main challenges to be addressed are:

¢ Human rights abuses

¢ Pollution

» Unsustainable use of non-renewable resources
¢ Poor infrastructure

e Bribery and corrupt practices

¢ Poor labour and working conditions
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¢ Poverty

e Discrimination

e Access to health care and fight against diseases
e Climate change

Fifty years ago, these were problems people talked about but did little or nothing
to find solutions. It has now become apparent that these are issues that will continue
to stand in the way of progress in the field of CSR and global development if they
are not addressed properly.

Banks and other financial institutions were directly implicated in the serious
global financial downturn that besieged our world in 2007. Does this make com-
panies in the implicated industries socially irresponsible? We certainly don’t
believe that this is the case. All it means is that there are still some excesses and
reckless practices prevalent in the way business is created and conducted regardless
of whether or not CSR is in place and that CSR has not yet been fully integrated into
the entire value chain and core activities of the financial services industry.
Unsustainable business practices and models need curbing, and failing to do this
might result in an even more serious and damaging financial crises than the one
which we witnessed nearly 7 years ago and with the impacts still lingering. Our
world economy will not sustain a reoccurrence of this. Banks and other financial
institutions have a fiduciary obligation towards their customers regardless of
whether these customers are depositors, investors or borrowers. Customers have
impliedly put their faith and trust in these financial institutions and rely on them to
act at all times in their best interests, and a very high degree of responsibility is
therefore required. Simultaneously, financial institutions have fiduciary duties
towards society. This is exemplified by the United Nations Guiding Principles on
Human Rights. Financial institutions have to respect human rights in business and
proactively ensure that they are not involved in silent complicity with other market
players in human rights breaches.

The Equator Principles which has been revised twice and now in their third
edition, we believe, need widening to encompass lending in general terms. Mini-
mum standards for due diligence are not only desirable for assessing lending for
projects but for all lending and borrowing decisions. We believe that as things stand
in this area, there is a too narrow focus. Likewise, risk management is not enough.
We need a positive vision for banking and orientation towards positive impacts and
shared values.

Our world would shut down without banks and financial institutions, we cannot
function without them, but irresponsible excesses and unsustainable bonus culture
will undermine trust in banking and financial institutions and as such do more harm
than good to citizens in the global village if sustainability is not at the core of what
these institutions do. In purview, sustainability needs to define strategies and
actions of financial institutions. The chapters in this book have competently ampli-
fied that a different banking approach is possible, and they have explored why
issues relating to the triple bottom line—social, environmental and economic
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dimensions—must be embedded into corporate strategies. The book is a welcome
addition to the corporate and academic world, and we recommend it unreservedly to
all citizens of the world regardless of their industry of operations.

Finally, we congratulate Karen Wendt for assembling these world-class thoughts
by world-class authors on these issues of global importance at this critical point of
the twenty-first century.

London, UK Samuel O. Idowu
Cologne, Germany René Schmidpeter
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Mainstreaming sustainable finance into business decision-making is becoming an
increasingly attractive prospect for finance institutions worldwide. Accessing new
markets for financial mechanisms, creating positive returns for more sustainable
products and services and meeting a rising demand for capital financing for
environmental solutions to climate change threats are but a few of the opportunities
that are being seized by finance institutions as they reduce their exposure to
economic instability and invite more sustainable returns on their investments.

As recently highlighted in the UNEP’s Global Environmental Outlook 5 For
Business Report, the finance sector is well positioned to positively influence the
behaviour of businesses from all sectors of the economy. It is estimated that as
much as US$1 trillion per year for the next few decades will be required to address a
range of environmental impacts, providing the finance sector with an unprece-
dented opportunity to finance a low-carbon, resource-efficient and sustainable
pathway to a green economy.

Moreover, by ensuring that financial services and transactions are conducted in
accordance with the principles of sustainable development, finance institutions will
also be enhancing transparency on client companies’ environmental and social
impacts, and protecting themselves from legal liabilities and reputational damage.

This was a resounding message at UNEP Finance Initiative’s (FI) 2013 Global
Roundtable in Beijing, where over 400 participants, including policymakers, reg-
ulators and representatives from academia, civil society and the scientific commu-
nity, discussed what it takes to realign the financial system. To illustrate the value of
cooperative approaches, a few examples are outlined below.

Regulators: Creating Enabling Environments

For financial institutions to mainstream sustainability in their operations, and thus
influence the behaviour of the private sector at large, an enabling regulatory
environment is essential. Sustainable finance frameworks are emerging

ix
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internationally, demonstrating joint leadership between policymakers, regulators
and the financial sector to integrate sustainability considerations in financial think-
ing, with the overall goal of placing economic growth on a more sustainable path.

Examples of this include the Green Protocols in Colombia and Brazil, Nigeria’s
Sustainable Banking Principles, Kenya’s Sustainable Finance Initiative, China’s
Green Credit Policy and Indonesia’s Green Banking Policy.

Stock Exchanges: Acting as Catalysts for Positive Change

Acknowledging the important role stock exchanges could play in improving cor-
porate disclosure of environmental impacts and risks, the Sustainable Stock
Exchange Initiative has been set up by UNEP FI and others to encourage a peer-
to-peer learning platform for exploring how stock exchanges, in collaboration with
investors, regulators and companies, can encourage sustainable business practices.

Industry Associations: Levelling the Playing Field for the
Industry

Representing the interests of the financial sector at national and regional levels,
industry associations are also perfectly situated to make the case for sustainability,
by sensitizing their members to the link between environmental and social risks and
opportunities and a healthy business. Using their convening and leveraging powers,
they can play a key role in mainstreaming sustainability across the financial sector
at the national, regional and global level.

They can also help to ensure that the private sector is better prepared to embark
on sustainable business practices, with the introduction of new policies and the
creation of new products in support of the transition to a green economy.

Scientific Community: Providing Data for Informed
Decision-Making

A recent survey conducted among UNEP FI members revealed that financial
institutions are seeking better access to climate information to inform risk manage-
ment practices within their industry. It is hoped that a better transfer of climate
information from the scientific to the financial community will play a key role in
accelerating the implementation of adaptation measures by the private sector more
broadly.
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Civil Society Organizations: Acting as the Radar for Societal
Concerns and Expectations

The complex functioning of the financial sector, and the financial crisis, has led to
an increasing disconnect between the finance sector and population at large. By
reconsidering the ‘raison d’étre’ of finance, by both the financial institutions and
society, the link between the two can be reshaped and reinforced. A confident and
robust sustainability approach must include a continuous and honest stakeholder
engagement process between all societal stakeholder groups.

The finance industry: Improving Understanding, Sharing
Knowledge and Taking Action

Industry-led efforts to factor in Environment, Social and Governance issues into
decision-making are probably most indicative of the fast-evolving field that is
sustainable finance. Often, even in the absence of robust regulatory environments,
finance institutions have tried to better understand what sustainability means for
them and how it can act as a means of mitigating risks and identifying opportunities.

Voluntary commitments to sustainability through global partnerships, such as
UNEP FI, or industry specific ones, such as the Principles for Sustainable Insur-
ance, Principles for Responsible Investment or Equator Principles, are illustrative
of this phenomenon. The need to understand, embed, account for and report
environment-related issues led to the formation of partnerships, such as the Natural
Capital Declaration and the development of guidance for financial institutions on
greenhouse gas emissions related to lending and investment services and
operations.

Another area where collaborative partnerships have had increasing traction over
the past years is finance and human rights. Arriving at a clear and commonly
accepted understanding of what is expected from finance institutions in terms of
human rights is still a work in progress. However, the many examples in this book
indicate that the topic is now on the agenda of industry, policymakers and the wider
global community.

The financial crisis and the escalating natural resource and climate-related crises
reveal that profits are not sustainable if the business approach disregards environ-
ment, communities and society at large, and that the system as a whole depends on
making sure that these considerations are at the root of basic financial transactions.

The contributions in this book testify to the willingness and capability of the
finance sector, and thought leaders in business and academia, to put sustainability at
the core of business strategy design and execution. UNEP supports the convening of
academia and business to help create pathways to the creation of sustainable models
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of investment and finance, resilient business and banking, and believes that Respon-
sible Investment Banking and Asset Management provides a sound basis for further
discussion on creating sustainable markets and, in the long run, sustainable
societies.

About UNEP FI:

Founded in 1992 and based in Geneva, Switzerland, the United Nations
Environment Programme Finance Initiative (UNEP FI) was established as a
unique partnership between UNEP and the global financial sector, to recog-
nize the links between financial institutions and environmental, social and
governance (ESG) challenges and to identify, disseminate and help imple-
ment best practices of integrating sustainability in financial institutions’
operations. UNEP FI’s members recognize sustainability as part of a collec-
tive responsibility, and support approaches to anticipate and prevent potential
negative impacts on the environment and society.

Achim Steiner
UN Under-Secretary-General and
UNEP Executive Director
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Editor’s Contribution

Karen Wendt

1 Leading thoughts on Responsible Investment Banking
and Presentation of Authors

1.1 A New Business Model Is on the Cards

“The business of business is business”, Milton Friedman replied, when asked what
economics contribute to the welfare of society (Milton Friedman 1970). In his view,
business contribute much to the welfare of society by producing goods and services,
supporting economic growth and providing employment. But questions of finite
planetary resources, climate change vulnerability, loss or reduction in biodiverse
natural habitats, decrease in ecosystems services, drilling in the arctic, poor labour
conditions in many markets, questions over human rights, accompanied by social
unrest connected to infrastructure projects, and speculation in natural resources and
soft commodities and the question of access to drinking water have brought new
meaning to responsibility for business and the financial industry in particular.

The major resource in investment and banking besides efficient IT systems and
competent staff is trust. Trust is the fuel banks more than any other type of company
run on—and if the source runs dry, the vital role of this otherwise invisible source of
fuel becomes very apparent. Banks can be described as organisational beings
advising society: “Give me your money, I will care for it and keep and invest it
for you. You can have it back anytime, anywhere with interest and compound
interest. You even do not need to move it physically with you”. The question is,
does society still believe it’s true?

The effect of lost trust became evident following Lehman Brothers’ bankruptcy.
Banks were wary of lending to each other (since they could not assess the liquidity
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of their counterparties), and clients became nervous about their savings. Despite all
the bailout funds, emergency parachutes and political declarations that savings are
guaranteed by governments and states, what remains today is a huge loss in trust.
The consequential damage of the Lehman case was more than 100 banks filing
bankruptcy, and the indirect effects of the creation of bailout programmes, state
guarantees and solvency crisis of states have not yet been counted.

Big banks such as Citibank and Merrill Lynch had to digest major subprime
losses. This has not just been the failure of risk management systems, but market
failure on a range of issues and, finally, the failure of the homo oeconomicus model.
The melody of the shareholders value model on global markets came to an abrupt
end. Shareholders value—the main song—we’ve heard over the past years is a
concept that aims to address the principal-agent problem. The theory posits that
information asymmetry between the agent (the management of a company) and the
principles—the shareholders—needs to be reduced, because shareholders do not
know where the money is invested by the company. Their ultimate litmus test is
financial performance. Is the financial performance in line with shareholder value
expectations? Does the company provide more value increase than the shareholder
could achieve elsewhere?

Milton Friedman, father of this idea, wrote that any business executives who
pursued a goal other than making money were “unwitting puppets of the intellectual
forces that have been undermining the basis of a free society these past decades”.
They were guilty of “analytical looseness and lack of rigor”, and he stipulated that a
corporate executive who devotes any money for any general social interest would
“be spending someone else’s money. .. Insofar as his actions in accord with his
‘social responsibility’ reduce returns to stockholders, he is spending their money”.
It may be that environmental and social issues have been argued over and
categorised under the business case for sustainability in order to address Friedman’s
concerns. The business case for sustainability tries to show how the business model
is enhanced by taking environmental and social considerations on board and helps
making companies more resilient.

The financial crisis has now proved that markets are not always information
efficient, that market failure may be a by-product of lost trust that has manifested
itself during crisis by malfunction of the interbank market and lending running dry.
In addition, it has shown that the principal-agent problem does not exist solely
between shareholders and management but has other layers in banking—first,
clients as fund providers do have the same principal-agent problem and may have
quite different needs and expectations than shareholders about what should be done
with the money they provide to their banks for custody. Serving these two very
different principals at the same time can be like riding a horse from opposite sides.
It is often argued that this should not be a fundamental conflict, because banks have
the possibility to operate with Chinese walls, much the same as other institutions.
But this has not hold true in a crisis. Not only have there been spillover effects from
the mortgage subprime crisis affecting all kinds of business but likewise overarch-
ing topics such as rainforest destruction, human rights and soft commodity specu-
lation cannot be solved by the application of Chinese walls. Today, some years after
Lehman, let’s examine recent events. A number of CEOs of big institutions have



Editor’s Contribution 3

been forced to resign taking responsibility for Libor, Euribor and other kinds of
manipulation, because of lack of duty of care, lack of best practice due diligence
(for instance, for embargo checks) or insufficient risk management. An increasing
number of bank clients are filing grievances with their institutions and campaigning
to migrate their deposits to more responsible and sustainable banks. The
outmigration of funds could become the next big thing, if banks cannot demonstrate
the responsible use of funds.

Likewise, banks are now punished for not having executed the required strategic
foresight on eco-social aspects. For example, civil society is requiring World Bank
finally to implement human rights into their due diligence framework. The “From
Mainstreet to Wall Street” study published by Bank Track details the illegal
destruction of rain forest, and in the “migrate your bank account” campaigns,
civil society asks customers to move their accounts to more sustainable and
responsible banks that do not support or engage in food (soft commodity) specu-
lation, for instance. As this book is being written, EU negotiators struck a deal to
outline new regulations that would cap trading of the commodity derivatives
blamed for driving up food prices. Under the new rules, speculation on financial
products linked to what people eat, such as wheat, corn, soybean and sugar, would
be limited. In the view of the European Commission, the rules on agricultural
derivatives would “contribute to orderly pricing and prevent market abuse, thus
curbing speculation on commodities and the disastrous impacts it can have on the
world’s poorest populations”. At the same time, some commercial banks stress that
research from Oxfam and Foodwatch on food speculation may have been loose. The
debate remains controversial, and some institutions are exiting soft commodity
speculation.

1.2 The Need for Strategic Foresight and the Ushering
of the Anthropocene

Despite the struggle, post-Lehmann with nonperforming loans, increased regu-
lation, declining trust, liquidity crunch, market failure and recent scandals, there
is simultaneously a compelling need for strategic foresight in investment, asset
management and international investment banking. At the same time, banks are
asked to increase transparency and accountability, in a business so far driven by
confidentiality. Creation of profit per se will not support the current banking model
forever.

There are tough challenges ahead for society, and banks and the entire financial
industry can play a fundamental role in helping to solve them, such as achieving the
target of limiting global warming to maximum 2 %, minimising climate adaptation
risk for society and in finance, respecting human rights in business throughout the
entire value chain and—Ilast but not least—helping redefine value chains and
focusing on positive impact creation for communities and the climate through



4 K. Wendt

investment and finance and thus be of service to society and environment while
ushering in the new era of mankind. Living in what geologist call the
Anthropocene, an era in which the population of the global village is forecasted
to increase from 2.5 to 9.5 billion within just 100 years (from base year 1950 to
2050) combined with climate change, may emerge as the most compelling chal-
lenge. This provokes new ways of living and raises important questions such as
access to fresh water for everyone, access to nutrition, food and other ecosystems
services while at the same time as using no more of the planet’s resources than are
available.

Since banks finance the economy, they can take a stance and help focus on
positive impact investment and finance to address the challenges. We are already
using ecosystems resources faster than they regenerate. According to World Wild-
life Fund (WWF), we use finite resources as if we had one-and-a-half planets to
hand, meaning we would need two planets by 2030 and three by 2050 to cover our
needs of water, food and electricity if we do leave the living and business mode
unaltered. The Economist recently ran the cover story, “Welcome to the
anthropocene—geology’s new age”, an age characterised by increasing population,
growing urbanisation, many more demanding and achieving higher standards of
living—plus climate change. John Beddington, previously the chief scientific
adviser to the UK government, called this combination “the perfect storm”. If we
were aliens looking in from outside on planet Earth and asking whether this was a
place we would invest in, we would see the following pattern: companies making
huge profits, so this looks good, but at the same time using many more resources
than the planet has to offer. Would you invest in planet Earth?

Climate change continues to be a pressing issue. The developed world needs to
take dramatic steps to adjust its means of production and consumption. The
mismanagement of public goods such as water, emissions, fisheries and other
ecosystems services cannot be allowed to continue. Current value chain manage-
ment fuels climate change, increases climate adaptation risks and even threatens
humanity, writes Heffa Schiicking from urgewald in this book in her contribution
“Sustainability on planet bank”. She depicts the flaws and current inconsistencies
between aspirational statements made by financial institutions and reality in finance
and investment on the ground. In 2010, nearly 200 nations agreed that global
warming must be limited to 2° Celsius to avoid worst case climate change scenarios
such as a drop in water availability by 50 % by 2060 in many regions if we continue
with current emission trends (according to the turn down the heat report issued by
the World Bank). This scenario could lead to large-scale displacement of
populations, an increase in epidemic disease, rising sea levels and extreme heat
waves, potentially exceeding the assimilation capacity of many societies and
natural systems. The reconstruction costs after the 2013 typhoon Haiyan hit the
Philippines are estimated to total US $15 billion, according to The Economist. The
damage attributable to 2005 Hurricane Katrina alone has amounted to more than US
$0.1 trillion in 2012. The numbers challenge the insurance models of insurance
companies worldwide and provide evidence that climate-friendly markets are
needed and conventional value chain management overhauled.
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“Are the worlds’ financial markets carrying a carbon bubble?”” The 2012 Carbon
Tracker Initiative’s Report asked, and in 2013, the Carbon Tracker followed suit
with its report on “wasted capital and stranded assets”. Climate change has devel-
oped into a risk to nature and humanity and likewise presents a huge risk to the
financial community and insurance markets but continues to be overlooked.

While the reaction of policymakers to the challenge appears to be slow, given the
short time window left to change course, public banks are moving away from coal
finance, while analysts from the largest commercial banks such as Citi, Deutsche
Bank, HSBC and Goldman Sachs question the business rationale for further invest-
ment in coal.

Finally, there may be the need to add different perspectives to investment and
banking that allow for the recreation of trust to fuel long-term success in the
investment and banking business. This requires that clients and society will con-
sider financial institutions again as their fiduciaries and agents which requires
alignment of interests between the clients of financial institutions, the institutions
themselves and the will to create opportunities to transform crisis.

Value chains of production and consumption will have to change and innovative
means put forward that the public and private sectors can collectively pursue to
foster climate-friendly solutions, products and, above all, climate-friendly markets.
Today, accessing finance for climate-friendly projects can be challenging due to the
limited track record of these markets and their current emergent state, resulting in
limited awareness and discomfort in these markets by the private sector. This book
will examine emerging solutions and proposals for addressing these risks including
innovative *public—private financial instruments and climate bonds. Amassing
experience with these new instruments and with new value chains will help to
create a body of knowledge and a track record to make mainstream solutions
currently still in the fledgling stages.

While we are discussing the business case for sustainability, reality has already
provided us with the sustainability case for business. Business needs a sustainable
planet in order to be able to operate long term. A sustainable planet will be
dependent on certain characteristics that will also help to stabilise markets: a
reduction in social tension over projects, soft commodities and public goods,
respect for human rights, labour and wages people can live off, extinguishing
harmful child labour and forced labour, functioning ecosystems, climate change
resilience and the ability to create eco-efficient solutions.

The Doughty Centre for Corporate Responsibility has identified sustainable
development as one of the emerging business benefits. Advantages ultimately
derived for business by sustainable development can be defined as meeting the
needs of the present without compromising the ability of future generations to meet
their own needs. The Doughty Centre illustrates the case of Unilever with its
dramatic new strategy: to double its business while reducing its environmental
impacts. A convincing example in the financial field is the strategy of the Dutch
Development Finance Institution FMO with its “double the impact, half the foot-
print” initiative. Doubling the impact means doubling the positive impact, as the
investment, asset management and finance industry can really make a difference in
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engendering capital flows to projects, companies, regions and societies that maxi-
mise positive impacts for the population with minimum resource usage and sound
business practices respecting human rights, international labour law and
eco-efficiency. Creating and maximising positive impacts through investment and
finance, as envisioned in FMQO’s Double the impact half the footprint initiative, can
take investors and financiers a long way in international finance and foreign direct
investment in a strategic anticipatory manner. It will always need to be combined
with sound environmental and social due diligence and risk management practices
and good governance to make it work, but at least the focus shifts from risk
management to positive impact creation. Creating and maximising positive impacts
through investment and finance, applying sound environmental and social risk
management practices, developing the required strategic foresight skills and apply-
ing sound governance practices are what this book will discuss.

1.3 Encouraging Signs of Shift in Focus Towards People
Orientation

There are already encouraging signs that the market view is shifting. According to
recent information, EBRD is scraping coal finance, US EXIM halting US financing
coal abroad, BNP Paribas, Credit Agricole, Barclays, Nordea, Commerzbank, DZ
Bank, DekaBank and BayernLB, and LBBW all abandoning speculation of soft
commodities based on pressure from investors and non-governmental organisations
(NGOs) but likewise due to unfavourable capital requirements for operating trading
books. At the same time, international guidelines such as OECD Guidelines for
Multinational Enterprises (and the financial sector) are gaining momentum and
providing sharper teeth. Voluntary initiatives on human rights such as the Thun
Group emerge. Models for measuring the positive handprint in green house gas
(GHG) savings instead of only the negative GHG financed emissions footprint
come into awareness and are described here by Sebastian Philipps, Hendrik Ohlsen
and Christina Raab in “the positive handprint”. Development of products based on
preservation of ecosystems services allows the climate to emerge. The role invest-
ment banks and private investment can play in fostering ecosystems conservation
and sustaining innovation is depicted by Conservation International providing a
bunch of examples, schemes and products. Katharina Serafimova and Thomas
Vellacott from WWF posit in “prepared for the future” that banks play a pivotal
role in addressing global issues like creating a low carbon economy and actively
create business opportunities based on the current environmental and social chal-
lenges. Dustin Neumeyer posits in this book in his contribution, “Why not?
Sustainable finance as a question of mindset. A plea for a confident sustainable
business strategy”, that sustainability in finance, including fundamental changes to
business as usual and touching on alleged taboos, can and should be much more
easily and effectively achievable than is generally accepted. The question of
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mindset is closely intertwined with the question of culture, a component which goes
much deeper than any regulation and permeates the DNA of investment and
banking organisations. At least it is encouraging that regulators and in some
countries parliament take a closer look into building blocks of organisational
identity and value congruence that then shape organisational culture and the
antecedents of products, procedures and performance.

Human rights are also on every agenda. We witnessed an astonishing and
successful complaints procedures against Norges Bank Investment Management
(NBIM), trustee of the Norwegian pension fund by the Norwegian National Contact
Point (NCP). Despite NBIM being one of the first signatories to the UN Principles
for Responsible Investment was accused for investing in Korean steel company
POSCO in spite of human rights violations. On 27 May 2013, the Norwegian NCP
published its final statement, concluding that NBIM violated the OECD Guidelines
by (1) refusing to cooperate with the NCP and (2) by lacking a strategy to identify
and address human rights impacts.

This ruling has been a wake-up call for the financial industry. A number of
authors take up the ball on human rights, and we will discuss those issues more
detail in the Human Rights section.

A Broader View on Social Issues Is Taken by the ISO 26000 Standard John
Hanks guides us through the ISO 26 000 standard, explaining the reason for its
creation, guiding us through all stages from inception, development and expansion
explaining its opportunities and weaknesses while reviewing its global role in
promoting social responsibility.

1.4 The World Is Becoming Multipolar

At the same time, we see another megatrend. The world is becoming multipolar.
CEO of FMO Nanno Kleiterp writes in this book: Economic activity and political
power are shifting from the West to the East and the South, creating a multipolar
world. The world where the rich countries dictate which values are the norm and put
conditions on trade and aid is over. Equality and reciprocity will be key in relations
between nations. For example, Turkey and Mexico may soon become high-income
OECD countries, while currently low-income countries such as Nigeria and Viet-
nam are expected to be in the G20 by 2050. We have added a regional perspective
therefore to Responsible Investment Banking and asset management. Alok Dayal
and Ashok Emani share a regional perspective on “Adopting EP (Equator Princi-
ples) in India: challenges and recommendations for future EP outreach”. The
contribution nicely dovetails with a number of other contributions dealing with
the Equator Principles. There is an entire section on Equator Principles, I herewith
refer the reader to. Alexey Akulov explains in his contribution “Implementing ESG
(Environmental, Social Governance) in the financial sector in Russia: The journey
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towards better sustainability” implementation progress made in Russia. Risk Man-
agement and governance are repeated themes here, and its proliferation to other
regions of the world is key in order to amass and share experience and create a
global level playing field on good governance in the financial industry. In Turkey
emerging practice in the field of environmental and social risk management is
presented by Prof. Dr. Cem B Avci and Dr. Igil Giiltekin in their contribution on
“environmental and social risk management in emerging economies: An analysis of
Turkish financial institution practices”. Being one of the fastest growing economies
in the world and sitting at the interface between Europe and Asia, Turkey has a key
ambassador role in mingling concepts from the west and the east.

Stakeholder engagement is another emerging topic, and it can help a lot in
making difficult projects socially acceptable. Alicia de la Cruz provides us of an
example of stakeholder engagement in Peru in her contribution “stakeholder
engagement model: Making ecotourism work in Peru’s protected areas” and thus
adds experience gained in South America to this book. Prof. Olav Weber and
Dr. Haiying Lin present the progress in China with regard to accountability and
responsibility in “CSR reporting and its implication for socially responsible invest-
ment in China”.

1.4.1 New Value Chains and Products Focusing on Positive Impacts

The private sector around the world is now able to step up, playing a key role in
wealth creation but also in redefining value chains and creating friendly markets for
climate, ecosystems services and social needs through the creation of new products.
The need for integration of sustainability and productivity increases will further the
creation of different value chains, and private companies will need to excel in
having access to the very first producers in these value chains and control the
sustainability of their value chains to enable survival in the long term. We should
see more development cooperation funds improving sustainability and effective-
ness deep within the value chain and likewise increased engagement and invest-
ment by private equity players redefining value chains and creating long-standing
positive impacts that will outlive the tenor of the investment. The investment
industry will either follow suit or will run the risk of being crowded out by more
sustainable investors and financers.

The council of the Emerging Markets Private Equity Association (EMPEA)
writes in this book: “Recognizing the growing importance of impact investing,
EMPEA established an Impact Investment council in 2013 to play a leading role in
professionalizing and scaling the industry, focusing specifically on market-based
solutions for major global social and environmental challenges. In the past 10 years,
the asset class (emerging market private equity) has generated attractive returns
outperforming benchmarks for public securities investments, such as the S&P 500”.

They present examples for the rationale of newly defined value chains and
demonstrate how these equity investments or ventures have produced new positive
impacts. Société Generale, represented by Denis Childs, shares a new emerging
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approach of positive impact finance, an endeavour the bank has embarked on with
other French banks, industrial companies, the insurance sector, civil society and the
government to create and finance sustainable innovation.

Emerging trends such as positive impact investment and finance and the creation
of new, climate-friendly, eco-efficient markets and new value chains by some
market players will either inspire the huge multinational banks at global scale to
redefine their business models and help structure and finance new products that
encourage new value chains or other financial players will pick up the ball and
create the financial models of the future, which, for conventional banks, may mean,
they slip down the food chain over time if they do not follow suit.

1.5 Multinational Banks Being Pulled into the Role
of a Co-regulator in Many Regards

Multinational banks have increasingly fallen into the role of a co-regulator even if
they do not intend to do so. One reason is their leverage.

The policies and standards of core good governance values adopted, increasingly
represent quasi-legal requirements and, in some countries, soft law standards such
as the Equator Principles, even shape legal requirements. This organic movement
towards the emergence of a universally accepted governance standard, applicable to
both private and public sector at a global level, outperforming the strategic speed of
policymakers in adopting and creating such a global standard, has been described in
recent literature as “global administrative law”. “As regards convergence, the
concept of global administrative law addresses the rapidly changing realities of
transnational regulation, which increasingly involves industry self-regulation,
hybrid forms of private—private and public—private regulations, network gover-
nance by state officials and governance by intergovernmental organisations with
direct and indirect regulatory power”, according to Owen Mcintyre in “develop-
ment banking ESG policies and the normativisation of good governance standards”.

1.6 Using the Power of Transformation

Because multinational banks and investors have been very effective in creating
global administrative law, it is assumed they can be just as effective in going
beyond GDP and create positive impacts through investment and finance. This
will entail redefining value chains and creating climate-friendly and eco-efficient
markets that respect human rights. Contributions that demonstrate the leverage of
the multinational institutions come from Dariusz Prasek, who describes how EBRD
is maximising its influence and impacts on both clients and financial institutions in
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“EBRD environmental and social governance standards and their impact on the
market”.

Debbie Cousins, also from EBRD, describes in “implementing environmental
and social risk management on the ground—interfaces between clients, investment
banks, multilaterals, consultants and contractors” how ESG is implemented on the
lending level within the companies financed and what challenges it brings about.

The list of challenges and opportunities continues at length and so do emerging
new concepts of socially and environmentally friendly investment and finance.
There is much ahead, and strategic foresight and thought leadership, stakeholder
engagement and cooperation will be necessary, to master and turn challenges into
opportunities for good sustainable business.

There have been many recent scandals relating to investment, investment bank-
ing and asset management. But this does not mean that the industry has become
worse. The reason many more scandals are now discovered is probably because the
regulatory authorities, investors, stakeholders and even clients now take a closer
look post-crisis. In particular, NGOs are scrutinising the net and, over the past
years, have published information on human rights violations, rainforest destruc-
tion, disconnects between aspirational statements and commitments made by banks
and investors. While it appears that the investment and investment banking com-
munity is under siege and trust vanished, this creates the chance for investors and
investment banks to turn this around, grow their business resilience and create a
robust strategic model of sustainable finance, investment and asset management. It
is the intent to witness the emergence of those solution creation approaches here,
document them as good practice and engender more thought leadership, discussion
and more mainstreaming of those approaches.

1.7 Adding Use of Funds to the Investment Triangulum:
Investment Can Be Fun Rather than Unpleasant
Necessity

It may likewise be a positive consequence of the banking crisis that we are now
seeing more active stakeholders, aware regulatory bodies and the emergence of a
new theme for financing and investment. Rather than letting the investment and
finance community float on in the magic triangulum of risk, liquidity and return, a
new component needs to be added: the component of usage of funds. Future
investment banking, fund flow and asset management will need to turn more
rectangular, considering, risk, return, liquidity and use of funds. This is no less
and no more than society and fund givers (including private banking clients)
regaining power and taking responsibility for the use of their funds. We can regard
it as a useful redefinition of the principal-agent problem, which has been around for
some time in the investment industry. The time of “give me your money, live and
enjoy, we will take care of the details” is over. The simultaneous focus on
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shareholders and clients, both adopting the principal role currently, creates
dilemmas in banking, as the interests for those two groups greatly diverge, partic-
ularly to the extent shareholders are unwilling to include environmental and social
considerations—part of the use of funds component—in the equation. To the extent
that clients and fund givers require sustainable use of their funds including consid-
eration of environment and social components, there is no “alignment of interest”
between clients, fund managers and shareholders and perhaps even not a robust
interpretation of fiduciary duties.

It may be an illusion simply to see the shareholders as principles; banks also take
the role of agent in their dealings with their customers. Long term, the financial
industry will need to satisfy their customers. Financial Institutions losing their
customer base may have less access to funds, liquidity and profit potential. Cus-
tomers are struggling with the same information asymmetry as shareholders. Most
of them however will not only expect their institution to maximise profit but
likewise to be of service to society in solving global challenges. Evidence for this
is provided by the genesis of the Equator Principles, which have been created in
response to loss of customer funds and a grudging public. Bridging divergent views
between shareholders and clients leads to the need for creating alignment of interest
along the whole value chain and in first place between customers and shareholders.

The use of a funds component in contrast to liquidity, risk and return, however,
does not explicitly form part of the capital asset pricing model (CAPM) and value-
at-risk calculations mostly used, but it is a real component influencing the value of a
company—and even of a whole industry. In “More fun at lower risk”, Prof. Henry
Schifer and Christian Hertrich suggest that SRI assets should form part of the
investment strategies of each and every fund. Choosing SRI assets can be regarded
as a way of adding the use of funds component to the investment triangulum at least
for a part of the portfolio.

The good news is that portfolios adding SRI assets outperform traditional
investment allocation strategies according to research undertaken by them in their
contribution “More fun with lower risk—New Opportunities for PRI-Related Asset
Management of German Pension Insurance Funds”. They demonstrate “that Social
Responsible (SRI) portfolios outperform in all contemplated investment scenarios,
independently of the underlying investment strategy” and therefore should form
part of the investment strategies of any fund. Choosing SRI assets can be regarded
as a way of increasing fun with investment as performance increase and likewise
the benefit for the planet, making investment more enjoyable. A new generation of
investors may have more fun in creating and buying positive impact funds and do
something good with money even in low or no interest scenarios rather than looking
solely at stock exchange charts and buy and sell in milliseconds leaving a lot of
nervousness with investors. The more SRI products will be created, the better the
strategy may work, as it will become mainstream rather than marginalised. The
question to be answered will be how much SRI will be effectively available on the
market without diluting the SRI criteria. This leads us directly to the necessity of
stakeholder engagement and cooperation with large companies in investment and
banking and the creation of new engagement and sustainable entrepreneurship
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platforms to allow a pipeline for positive impact investment and finance large
enough to make money investment enjoyable for clients both in terms of perfor-
mance as of good consciousness.

1.8 Information-Efficient Markets Put Up for Question

Interesting phenomena in this regard are micro-structures in the market. Whereas
conventional portfolio managers work with market volatility and share price move-
ments in comparison to the movement of indices, in order to define risk, sustainable
portfolio managers use exclusion criteria according to their environmental, social
and governance (ESG) due diligence. Based on their ESG due diligence, they sell or
buy certain stocks. Traditional portfolio managers using the CAPM approach label
investment and disinvestment on exclusion factors as a form of “noise trading”. The
sustainable portfolio managers are noise in their system, and it will be interesting to
see what happens when sustainable portfolio management gets mainstream and
noise traders become the rule rather than the exception. How much noise trading
will the market digest? Will sustainable portfolios create a new market segment?
How much responsible investment opportunities will be available on the market?
Will such a market segment be sourced by enough liquidity? Will we see a clear
segregation of trading markets while at the same time we see a combination model
in asset management, where asset managers are complementing their portfolios
with SRI investments?

A first and direct effect of different approaches between sustainable portfolio
managers and conventional portfolio managers is that the exclusion list portfolio
managers use may have the opposite effect than intended. While sustainable
portfolio managers sell shares on certain exclusion criteria for ESG reasons, this
may create a direct effect for conventional fund managers: they buy the shares
because, according to the CAPM, the shares seem undervalued, so conventional
traders will see them as under priced. This leads to the interesting question of
whether share prices accurately reflect the company value. Sustainability managers
selling shares heavily invested in coal—do they just correctly interpret the carbon
bubble? If so, will their behaviour in the short-term create windfall benefits for
conventional portfolio managers, because “noise traders” enable conventional
portfolio managers to buy carbon-loaded shares at a discount?

Whether or not information-efficient markets exist, as assumed by the Capital
Asset Pricing Model, has been brought into question by research undertaken by Tri
Vi Dang. In Information Acquisition, Noise Trading, and Speculation in Double
Auction Markets, he concludes that:

“There is a large set of parameter values where in any equilibrium with positive volume of
trade the traders play mixed strategies and ex ante identically informed, rational traders
evolve endogenously to noise traders, speculators, and defensive traders. Because of
defensive trading the allocation is inefficient, i.e. not all gains from trade are realized.
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Because of endogenous noise trading the price is not fully revealing of the traders aggregate
information”.

1.9 The Death of Distance, Business Context Factors
and a New Paradigm: The Rectangle of Investment
and Finance

With the penetration of the Internet across the globe, information is one mouse-
click away. Misconduct, discrepancies between commitments and actions quickly
become apparent, with a skilled information-filtering community behind it, requir-
ing any company, but in particular investment banks and investors, strategically to
rethink their business models as they are under immediate and permanent scrutiny
from stakeholders, some of them powerful enough to influence the profitability of
their investments and also their reputation and model of operation.

These external groups, combined with changing political and regulatory frame-
works, can provide banks and investors with a very different matrix of context
factors to their investments and lending within a very short time period. One could
argue that this could lead investment banks to even more short-termism to get rid of
the risks that context factors may pose, but this could be short-sighted rather than
foresight, because with increased short-termism, the cross-selling opportunities and
customer retention and loyalty vanish. In addition short-termism and risk avoidance
by short turn over periods do not make a financial institution or investor immune to
reputation damage. This is in particular true since many manipulation cases
(of interest rates or currencies) have demonstrated reputation damage is as relevant
for short-term business as for long-term business. Short-termism cannot help avoid
reputation risk, whereas robust governance combined with a culture embracing
values that are shared with society can.

In advisory and underwriting as well as in liquidity management and rate fixing,
negative impacts can still be traced back to institution in an age where information
travels around the world on a mouse-click and confidentiality is no insurance
against revelation in the global village. While it can always be argued that not
using environmental and social foresight in short-term business is rational, where
the risk is passed on quickly or immediately, such a strategy does not make an
institution immune from reputation risk, whereas consistent application of best
practice environmental and social considerations and governance does.

The degree of interconnectedness and cross-links between context factors will
provide more complex decision situations, and it will be important to understand
the key context factors that can make or break a deal or even an entire institution.

However that logic may not be applicable to unregulated parts of the shadow
banking system that may not care a lot about reputation. They target a different
group of customers than investment funds and multinational banks that have to
unify investment banking and commercial banking under one roof top.
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Coincidently with the death of distance, the role of fiduciary agreements and
fiduciary duties of investors is currently redefined and now focusing more on
investors’ responsibility towards society and their fundamental ethical norms, as
the case of Norges Bank Investment Management (NBIM) proves. This has the
potential to be a game changer in the discussion of the principal-agent problem, as
fiduciary duties force investment banking and investment funds to take into account
client interests and environment and human rights irrespective of shareholder value.
Prof. Barnim Jeschke provides a model here for identifying and calculating the risks
and impacts that context factors pose to investment and finance in monetary terms
in his contribution “managing assets in a complex environment: an innovative
approach to sustainable decision-making”.

The investment triangulum can now be enriched by the use of funds component
and communicated to clients. The financial industry has fiduciary duties when
investing client money. This entails the due application of environmental and social
governance when investing clients’ money. Fiduciary duties are particularly impor-
tant for custodians such as pension funds. In the book, Christine Berry leads us
through the ESG requirements custodians need to apply to fully cover their fidu-
ciary duties on financial, social and environmental performance in her contribution
“fiduciary duty and responsible investment: An overview”.

1.9.1 The Genesis of the Equator Principles and Their Impact
on the Market

As already mentioned, clients can migrate their funds to more responsible institu-
tions if they do not agree with the use of funds by their institution and can remind
banks by voting with their feet that they play the role of a principal, too. The
concept of the all-powerful customer is nothing new. According to Peter Drucker
“there is only one valid definition of business purpose—to create a customer”.
Financial institutions therefore are well advised to put their customer first and listen
to their requirements. At the same time, clients need to be vocal on what they
consider acceptable in terms of environmental and social performance. In a time,
where interbank market-based lending covers only a small part of liquidity used in
lending and customer deposits are a major source of funding, clients need to use
their responsibility towards society when investing their money, and banks need to
align their interests to the responsible customer.

A well-known example of outmigration of funds because of unsustainable
international finance and the effects it can have on financial institutions was the
“Cut your Card” campaign against a major US financial institution back in 2002,
which resulted in boxes of cut-up credit cards being sent to the chairman of the
bank. Civil society and Rainforest Action Network (RAN) had been criticising the
bank for destroying the rainforest. In 2003, RAN began a television campaign
showing clips of destruction, overlaid with the question, “do you know where your
money is currently?” Celebrities cutting up their credit cards requested the audience
to do the same. It was a very effective campaign and an important inflection point.
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In 2003, other banks had reached similar tipping point with civil society cam-
paigns. A groundling public disagreeing as to where banks were investing their
customer’s money and clients worrying about their money was the catalyst that
forced banks to create the first framework on managing environmental and social
risk in project finance and beyond—the Equator Principles. The EPs are still the
most effective and internationally accepted voluntary framework for managing
environmental and social risk in project lending and the basis on which most
instruments for management of nontechnical risks have been created in inter-
national lending. Herman Mulder, one of the architects of the Equator Principles,
shares his journey to sustainability and the inflection points he encountered along
his way in banking in his contribution “tipping points: Learning from pain”.

Reed Hoppman takes us through the development phases of ESG standards and
the rise of the Equator Principles, in his interview “Implementing International
Good Practice Standards: pragmatism versus philosophy”.

In the interview with Elena Amirkhanova and Rai Vogelsberger, the newly
adjusted IFC Performance Standards underlying the Equator Principles are
discussed with a focus on the cross-cutting issues in “ERM on IFC Performance
Standards”. The IFC, International Finance Corporation, is a subsidiary of the
World Bank dealing with the private sector. The IFC Performance Standards
have been created in 2006 together with the environmental and social policy and
are updated from time to time.

Many of the contributions to Responsible Investment Banking deal with the
Equator Principles, and most of the contributions dealing with risk management
or co-regulation also touch on them. Several authors focus on the further develop-
ment of the EPs and their role as a reference framework and as a best practice
example that voluntary commitments and frameworks do work, if designed
appropriately.

Suellen Lazarus, responsible for the strategic review of the Equator Principles,
shares the strategic route the Equator Principles have undertaken in “the Equator
Principles: Retaining the gold standard. A strategic vision at 10 years”.

Manuel Worsdorfer provides a critical review on them, proposing further
changes to enhance their impact in “10 years Equator Principles: A critical
appraisal”.

Ariel Meyerstein shows in his research “Are the Equator Principles greenwash
or game changers? Effectiveness, transparency and future challenges?”, the impact
the Equator Principles have had on project finance and the development opportu-
nities they do provide for the financial industry. Whereas project finance and
project-related corporate loans do form only a small portion of investment banking,
they carry considerable environmental and social risk. In addition, the aggregate
global volume in project finance would rank No. 15 in gross domestic product
(GDP) if project finance was a state.

However, a shortcoming of the Equator Principles that is often emphasised is
their reach. This applies to their scope as well as to their predominantly Western
membership. The contribution from Credit Agricole, represented by Eric Cochard,
“Translating standards into successful implementation: sector policies and Equator
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Principles”, demonstrates that financial institutions are going beyond the reach of
Project Finance. Credit Agricole has used the Equator Principles as a cornerstone to
develop wider ESG policies that cover their whole range of financing activities in
controversial or risky sectors, and not just the project-related section. In addition,
the scope and reach of the Equator Principles have recently been enlarged by
extending their scope and by attracting institutions from different areas of the
world, like India and Russia.

1.9.2 Investors: The New Drivers of Sustainable Development
and the Principles for Responsible Investment

One thing being a prerequisite in changing paradigm and therefore in changing
markets is leverage. Many financial institutions and investors as well as companies
use CSR, but it is not at the core of their business activities and many do not put it at
the core of their strategies. This may become increasingly dangerous, because it is
at the edge of becoming a key success factors. While the term CSR is a “burned”
term for many and put in equivalence with green wash or good communication, the
triple bottom line, governance, transparency and reporting are attracting more focus
from potential institutional investors. This book wants to show that CSR has to be
redefined and re-organised in order to help risk management, people orientation and
growth opportunities. Examples follow here in the book on responsible investment
banking.

Investors increasingly ask for transparency and evidence of integration of
environmental and social performance combined with good governance (ESG)
into the entire value chain of company operations. In 2013, a group of financial
investors responsible for a portfolio of US $3.3 trillion urged 1,900 companies from
44 countries to join the United Nations Global Compact and to comply with the
10 principles. United Nations Global Compact, or UNGC, is a United Nations
initiative to encourage businesses worldwide to adopt sustainable and socially
responsible policies and to report on their implementation. The Global Compact
is a principle-based framework for businesses, stating ten principles in the areas of
human rights, labour, the environment and anti-corruption.

Investors are now urged to taking up the topics of climate change biodiversity,
ecosystems services and access to drinking water with the newly adjusted OECD
Guidelines for Multinational Companies.

The Carbon Disclosure Project, for instance, has a membership of more than
700 members, with funds under custody of more than US $87 trillion. They require
companies to engage for the climate, ecosystems services and biodiversity. They
may yet be the most potent new player on the sustainability block, with the power
and leverage to change the game.

They can count on the support of sustainability rating agencies providing
sustainability ratings. They often play the role of an enforcement agent by
scrutinising sustainability aspirations of companies and financial institutions com-
paring them to reality on the ground.
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They have created a lot more transparency in the field of sustainability and
scrutinise to what extent commitments made by companies and financial insti-
tutions, for instance, under Soft Law Standards, the Equator Principles or the
Principles for Responsible Investment are integrated into the entire value chain.

More than 1,200 institutional investors, asset managers and financial institutions
have committed themselves by recognising the Principles for Responsible Invest-
ment (PRI) to integrate sustainability criteria into their investment. Together they
manage more than US$30 trillion, representing a share of around 45 % of global
investments. A success story, then? Rolf HiBler and Till Hendrik Jung from
reputable research companies give an overview of the aims and development of
the PRI, introduce the contents of the six principles and highlight the opportunities
and risks of signing the PRI for investors and asset managers. The updating of the
PRI requires—according to the authors—a dual strategy: outreach and enlarging
the membership on one hand and, at the same time, going deeper, focusing on
improving the quality of implementation of the PRI by the signatories

Gavin Duke, Investment Manager of Aloe Private Equity, writes here: “conven-
tional wisdom states that ESG is a necessary cost centre that reduces reputation risk,
whereas this chapter introduces ESG as a framework for profit creation and
strategic direction”. His contribution illustrates how ESG due diligence can add
value to investors throughout the investment process, from selection to exit, for
example, in an [PO (independent public offering) get a better sales price. His
chapter “Sustainable Private Equity investments and ESG Due Diligence Frame-
works” showcases how detailed ESG adds value to portfolio companies throughout
the investment process from selection and structuring, to portfolio management
and exit.

1.10 Consequences for Trust and the Role of Culture

There still is a massive discrepancy between the expectations from society, regu-
lators and sustainability rating agencies towards banks on one hand and internal
top-line requirements on the other hand. This does have consequences for the
analysis of banking culture—since culture deals with external adaptation to market
environment and internal integration. Edgar Schein has defined culture as the result
of a group’s accumulated learning. It is a pattern of shared basic assumptions and
value orientations that a team, group or organisation has invented and learnt in
order to master the dilemma of external adaptation to its market environment and
internal integration to enable daily functioning and alignment, which has worked
well enough to be considered valid and be passed on to new members as the correct
way to think and feel in relation to this dilemma.

The role of banking culture has been thoroughly scrutinised in the recent past by
regulators and governments. Responsible Investment Banking draws on current
research on banking culture with a contribution from Cynthia Williams and John
Conley “The Social Reform of Banking”.
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Williams and Conley map out the current culture of banking, paint a compelling
picture of current shortcomings and problems and offer good practice examples and
solutions. Their stance is that the current culture and its context factors do not
support sustainable business development. Their research draws on recent reports
collected by governments following the recent scandals in investment banking.
They continue by proposing reforms in banking culture not only through regulation
but also by instilling commitment over compliance and voluntary cooperation
through international soft law as a co-regulation factor. Using the Equator Princi-
ples as an example, they demonstrate how voluntary frameworks do contribute to
cultural change in banking.

Experiencing post-crisis seems to imply that banking culture is a strong element
in enhancing or decreasing trust inside and outside of the institution. Likewise it
seems to be a strong element even in fast-growing emerging economies. Heidrun
Kopp describes the intercultural elements of banking in the fast-growing Eastern
European countries and the impact of culture and intercultural communication on
the take up of sustainability in her contribution “Corporate Social Responsibility in
modern Central and Eastern Europe”.

1.11 Homo Oeconomicus: An Illusion?

The homo oeconomicus model has been questioned recently by modern neuro-
physiologists and neuro-economists. For example Akerlof and Shiller posit that the
concept of the rational homo oeconomicus is outdated and that non-economic
motives such as avoidance of conflict and fairness do influence the behaviour of
market players even beyond the avoidance of the so-called nontechnical risks (how
environmental and social considerations are often labelled). A good example again
may be the banking crisis kicked off by the Lehman insolvency, illustrating how
much psychology is driving decisions in the market and providing evidence of the
crucial role of trust. Trust has various layers as Mark Kramer has described in Trust
in Organisations. Trust can be a rational choice to avoid transaction costs and as
such very often is used in form of deterrence based trust (if you fail to service my
trust, I will not trust you any longer). At the same time, trust can be competence
based or identity based. Definitely the higher elements of trust like competence and
identity-based trust have vanished in investment and banking as many market
players will not identify with the model of banking and investment, with the players
in the industry and the industry as such any longer and a positive commonly shared
vision with society is missing. A new engagement with society and the huge
challenges will be required to re-establish identity-based trust, which can only
emerge when investment and banking align interest with the interests of a prosper-
ing society. Likewise competence-based trust may have vanished post-Lehman, and
a more transparent approach including much more elements of stakeholder engage-
ment will be required to re-establish the perception of competence in investment
and banking again including a new culture and banking DNA. One element in
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re-establishing trust could be a new positive vision of investment and banking
focusing on positive impacts in cooperation with society, shifting the focus from
risk management to people orientation.

1.12 The Acknowledgement of Human Rights
as a Fundamental Inalienable Right Rather than
a Social Risk Issue in Investment and Banking

Human rights are an important cross-cutting issue in investment and banking as
they touch on a number of issues business normally comes across in daily opera-
tions. The contributors focus on it not only from a risk management perspective but
mainly from a people perspective. Human rights are not alone about the impact
investments and projects have on communities, but also on the labour market, and
living wages. Steve Gibbons brings his expertise in the topic of international labour
law laid down in the International Labour Law Organization’s standards (ILO
standards) and the UN Guiding Principles of Business and Human Rights to this
book in his contribution “Hard labour: workplace standards and the financial
sector”. The contribution deals with the four core labour standards: no harmful
child labour, no forced labour, freedom of association, non-discrimination and
gender equality as well as with the new instruments of Human Rights Impact
Assessments. The topic of human rights is likewise in the focus of the EU. As we
issue the book, the EU is discussing directions and rules for reporting nontechnical
risks, as environmental and social issues are often known in their draft non-financial
disclosure directive. However, it is not enough to observe human rights if they pose
a risk to finance.

Prof. Christine Kaufmann, who has advised the Thun Group of Banks, writes
here in her contribution “Respecting Human Rights in Investment Banking—A
Change in Paradigm” that human rights have to be respected for their own sake. In
this people-oriented focus, “human rights are not only considered if their breach
poses a risk to investors and banks but for their own sake—as the inalienable right
of every human being”.

The UN Guiding Principles on Business and Human Rights have initiated that
shift in focus from risk management to inalienable right. The British government
supports the shift in focus. It plans, as part of its action plan for implementing the
UN Guiding Principles for Human Rights in Business to require companies to
report on their implementation of a human rights policy, requesting them to “be
transparent about policies, activities and impacts and report on human rights issues
and risks as appropriate as part of their annual reports”.

Investment banks, fund managers and equity investors would be well advised to
take the issue into account and make human rights due diligence part of their
investment equation.
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In strengthening the “S” in ESG: What new developments in human rights and
business bring to the table for investors”, Margaret Wachenfeld writes “Investor
initiatives such as the UN-supported Principles for Responsible Investment and the
International Corporate Governance Network are evidence of the growing consid-
eration of a broader range of non-financial factors in investment choices. However,
the “s” (social) factor has tended to lag behind the increasingly systematic and
formalised approaches to environmental and corporate governance issues, partly
due to a perceived lack of clarity and standards”. The UN Guiding Principles now
provide a new internationally accepted framework to address human rights. Inves-
tors and financial institutions now possess a shared, consistent framework to
benchmark and evaluate company performance and hold companies accountable.

UBS, the driving force behind the Thun Group of Banks, shares its experience of
integrating human rights due diligence in the core activities of a bank. In “UBS and
the integration of human rights due diligence under the United Nations
(UN) Protect, Respect and Remedy Framework for Business and Human Rights”,
Liselotte Arni, Christian Leitz, Alexander Seidler and Yan Kermodi from UBS
describe the implementation process of the statement by the Thun Group of Banks
within UBS.

1.13 From Shareholder Value to Stakeholder Value

In contrast to the principal-agent theory that defines only the shareholders as
principals, the stakeholder theory developed first by Edward Freeman in 1984
includes all interest groups affected by the operations of a company. He writes on
his website early 2014:

“Every business creates, and sometimes destroys, value for customers, suppliers,
employees, communities and financiers. The idea that business is about maximising profits
for shareholders doesn’t work very well, as the recent global financial crisis has taught
us. The twenty-first century is one of “Managing for Stakeholders”. The job of executives is
to create as much value as possible for stakeholders without resorting to trade-offs. Great
companies endure because they manage to get stakeholder interests aligned in the same
direction.”

Stakeholders are not only those interested groups that are affected but also those
who affect the business operations of a company themselves, such as regulators,
trade unions, governments and non-governmental organisations (NGOs) often
referred to here as civil society. At the International Bankers Forum in Frankfurt
on 28 February 2013, Rainer Neske, member of the Board of Deutsche Bank,
declared: “There is a massive discrepancy between the expectations towards
banks and the public perception of banks. We need to leave our towers, go out
and conduct stakeholder dialogue at eye level”.
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1.14 Stakeholder Engagement and Shared Values

Albert Einstein’s once noted that his definition of “insanity is doing the same thing
over and over again and expecting different results”. Continuing with old models
such as disclosure to stakeholders and using the communications department to
manage communications may not be enough to engender new trust and find new
solutions to old problems in investment and banking. Missing out on the oppor-
tunities of stakeholder engagement and the concept of shared values would leave
the investment banks in old paradigms.

Missing out on stakeholder engagement in banking is like running a bank
without an investor relations department; many advisors on stakeholder engage-
ment agree like Heike Leitschuh and Susanne Bergius. Stakeholder engagement is
not just the disclosure of actions to stakeholders nor just an instrument to be used to
de-escalate conflict after it has occurred. It should be a permanent, outcome-
oriented engagement process that makes full use of the strategic elements to
allow for a new, broader-style risk analysis and better decision quality that develop
robust and resilient stakeholder relations, which can be used to identify weak
signals for emerging risks and opportunities and be incorporated as a core tool to
recreate trust.

A good stakeholder dialogue ultimately aims to overcome confrontation and
disclosure states and enable consultation, followed by cooperation and finally
partnership. A number of contributions deal with stakeholder engagement. Eliza-
beth van Zyl describes the benefits of stakeholder engagement from a project risk
management perspective and Alicia de la Cruz from a benefit creation perspective.
Both contributions demonstrate its value and illustrate how stakeholder engage-
ment can be a game changer for a company, as well as informing strategic decision-
making.

The concept of aligning stakeholder interest with company interests as far as
possible has also been reinvigorated by a publication by Porter, the guru on strategic
positioning, and Kramer, the leading expert in researching trust in organisations in
the Harvard Business Review in 2011, combining the concept of stakeholder
engagement with going beyond financing gross domestic product and enabling
reconnect company success with social progress. They write:

“The capitalist system is under siege. In recent years business increasingly has been viewed
as a major cause of social, environmental, and economic problems. Companies are widely
perceived to be prospering at the expense of the broader community.... This diminished
trust in business leads political leaders to set policies that undermine competitiveness and
sap economic growth. Business is caught in a vicious circle. A big part of the problem lies
with companies themselves, which remain trapped in an outdated approach to value
creation that has emerged over the past few decades. They continue to view value creation
narrowly, optimizing short-term financial performance in a bubble while missing the most
important customer needs and ignoring the broader influences that determine their longer-
term success. How else could companies overlook the well-being of their customers, the
depletion of natural resources vital to their businesses, the viability of key suppliers, or the
economic distress of the communities in which they produce and sell? How else could
companies think that simply shifting activities to locations with ever lower wages was a
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sustainable ‘solution’ to competitive challenges? The presumed trade-offs between eco-
nomic efficiency and social progress have been institutionalised in decades of policy
choices. Companies must take the lead in bringing business and society back together.
The recognition is there among sophisticated business and thought leaders, and promising
elements of a new model are emerging. Yet we still lack an overall framework for guiding
these efforts, and most companies remain stuck in a “social responsibility” mind-set in
which societal issues are at the periphery, not the core. The solution lies in the principle of
shared value, which involves creating economic value in a way that also creates value for
society by addressing its needs and challenges. Businesses must reconnect company
success with social progress”.

Integrated reporting will help concentrate the minds of leaders on shared values
as integrated reporting opens the door to an integrated rating that blends financial
environmental and social performance. Going one step beyond shared values leads
us to the concept of positive impact investing and finance. As such the concept of
stakeholder engagement, shared values and positive impacts has been integrated as
emergent themes into this book.

A supporting factor will be the proliferation of new value chains which will help
to provide enough supply for SRI investment. It appears that the current appetite of
institutional investors for SRI investment may be even bigger than the market

supply.

1.14.1 From Shared Values to Positive Impacts

Global megatrends will force society, business and banking to extend value creation
beyond financial goals in order to take environmental and social solutions on board.
This applies, in particular, to the domain of population growth, climate change,
climate adaptation, fresh water and ecosystems services, as well as human rights
fair labour, and access to food, agricultural services, health and education. In all
these areas, the financial system is called to duty, as political solutions by
policymakers come into play too slowly and too timidly. The individual versatility
of financial institutions and their clients, as well as the more mobile venture capital
and equity funds, will be key determinants of economic success blended with
environmental and social progress and will also determine our future. They will
influence the extent and the circumstances under which economic success will be
feasible in the global village with underdeveloped governance structures and weak
governance context in many countries and markets. Catalysts for a new value chain
definition emerge from politics (P), environment (E), society (S), technology
(T) and organisational learning (O) which are often referred to as the PESTO
context factors of the future.

Positive impact investment and finance goes one step beyond shared values.
Shared values mean asking a company to concentrate on the quadrant that maxi-
mises economic, environmental and social value by investing capital and is about
leveraging core activities and partnerships for the joint benefit of the people in the
countries where the company operate. It is comparable to the concept of blended
value (where financial, environmental and social performance are calculated and
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blended in one indicator). The underlying meaning is companies create business
and societal value when they take a broader and longer-term view of their business
activities.

Positive impact investment and finance likewise places the focus on supply
chains but adds the element of extension and transformation of supply chains and
PESTO factors and includes elements that do not show up directly in the social
reporting of investment and banking and do not fit under the current standards and
schemes. It draws on cross-functional and cross-sectoral cooperation and the
creation of shared knowledge and new shared value chains. Positive impact finance
and investment place the focus on positive impact creation for society into the
centre of strategy, product development, technological innovation and supply chain
transformation. A number of products currently emerge on this field, some of them
still small, many of them with the potential of becoming mainstream.

Shally Venugopal presents in her contribution “Mobilising private sector climate
investment: Public—private financial innovations” a number of these instruments
focusing on a climate-friendly economy. Proposed solutions entail public support
mechanisms for private capital investment, equity and de-risking instruments,
climate bonds or other thematic bonds, asset-backed securities to refinance green
or sustainable credits, social pay for performance bonds, development impact bonds
or, tradable put and call options for emissions, waste or other by-products. Exam-
ples of each of the structures are given in her contribution to this book.

Another instrument is social bonds. In the case of Social Impact Bonds, bonds
are created through a public commitment to pay a group of private sector investors
for social success or positive social impact outcomes as measured by defined key
performance indicators. The public sector will pay the private investor only when
the social performance meets or exceeds the KPI under a pay for performance
scheme. The model was first implemented in the UK to reduce prison recidivism.

Similar pay for performance models exists for ecosystems services as the
contribution of Conservation International demonstrates. In “An investigation on
ecosystem services, the role of investment banks and investment products to foster
conservation” written by Dalal, Sonal Pandya, Bonham, Curan, and Silvani,
Agustin for Conservation International. The authors provide examples where
banks and investors accept pay for performance bonds or structures, however still
on a low scale. The challenge ahead is to make mainstream such concepts so that
they can unleash a considerable impact on the market.

Climate Bonds are another rising star, which are rapid by creating a new market.
The Climate Bond Initiative estimates that the number of outstanding climate-
themed bonds doubled between 2012 and 2013 from US $174 billion to US $364
billion. The sector currently is largely fuelled by public sector issuance such as The
Ministry of Railways in China, Development Banks and the World Bank. However,
Climate Bonds do transform existing supply chains for capital and allow big
institutional investors access to climate funding. The appetite of investors appears
huge. Zurich Insurance recently announced its intention to invest US $1 billion in
green bonds. The concept, mainly used by public issuers, can be exported to the
private sector.
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The International Energy Agency (IEA) estimates that, on current trajectories,
the world is, in the words of IA Chief Economist Fatih Birol, “barrelling” towards
6—7 °C warming, and that this would have “catastrophic” impacts.

The IEA also estimates that, worldwide, US $1 trillion of investment in energy,
transport and building sectors are required each year—above business as usual—to
reduce energy-related carbon emissions in line with a 2 °C global warming
scenario.’

Climate Scientists now recognizes that 2 °C warming is very likely, leading to
significant adaptation pressures. According to the UN Environment Programme,
adaptation and the sustainable management of natural resources such as forests,
fisheries, agriculture and water will require an average additional annual investment
of US $1.3 trillion out to 2050.

In order to meet the IEA’s US $1 trillion target, the challenge is not to creating
new capital, but by shifting a portion of existing investment into low-carbon
development.

Public sector balance sheets are severely constrained and are likely to remain so.
The bulk of the money is going to have to come from the private sector, in particular
from the US $83 trillion of assets under management by institutional investors.” If
structured correctly, the good news is that the US $1 trillion required is investment
not cost. Investment in high capital expenditure projects can deliver stable returns
over a long period using a thematic bond market.

A thematic market is a labelled bond market where use of proceeds are specifi-
cally devoted to a particular purpose, in this case addressing climate change and
environmental problems.

Many investors—for example those representing USD23 trillion of assets under
management that signed 2013 declarations® about the urgent need to address
climate change—express interest in green bonds, subject to their meeting existing
risk and yield requirements. That interest in equivalence has been the key driver in
sustained issuance and oversubscriptions of thematic green bonds in 2013 and
2014.

From 2007 to 2012, the market grew slowly with only a small spike in 2010 but
in mid to late 2012 three French provinces, Ile-de-France, Provence-Alpes-Cote
d’Azur and Nord-Pas de Calais, issued green bonds that were heavily
oversubscribed—this increased the market interested in thematic bonds. In 2013
the IFC issued a US $1 billion (benchmark size) green bond in February and shortly
after the EIB issued a 650 million Euros Climate Awareness Bond, which it then
tapped again to make it a 900 million Euros. The size of these bonds were a turning
point in the market (up to that point, few bonds reached US $200 million) and
stimulated interest from both banks and investors.

!International Energy Agency, ETP World Energy Outlook (2012).
20ECD (2014).
3 http://globalinvestorcoalition.org/


http://globalinvestorcoalition.org/

Editor’s Contribution 25

In 13 January 2014, major banks issued “Climate Bond Principles” to guide the
development of the Climate Bonds market. This is a big development. With even
more banks expected to sign up to the principles, they are likely to have a major
impact, and it can be expected that we will see a fast-moving market. Bridget
Boulle and Sean Kidney from Climate Bonds Initiative share their first-hand
experience in developing this standard in their contribution “The opportunity for
bonds to address the climate finance challenge”. They write “2013 saw a niche,
thematic ‘green bond’ market become a new asset class and a talking point amongst
mainstream and SRI investors alike. The development of this thematic asset class
has the potential to marginally, but significantly, reduce friction and transaction
costs for investors looking for a means of addressing climate change, helping to
reduce the cost of capital and speed flows of that capital”. Positive impact invest-
ment and finance has the potential to align customer interests, with shareholders’
and stakeholder interests alike and therefore is a cornerstone in creating a new
banking and investment paradigm. The aligned interest of investors, clients, finan-
cial institutions and their shareholders concentrating on a universally shared objec-
tive is instrumental in overcoming the classical trade-offs and dilemmas faced by
banks and investors.

New standards like the Climate Bond Principles are emerging, because the
existing products need to be overhauled or complemented and the according
standards do not fit those new products. We may see more of those new standards
in the future, for instance, for social bonds or positive impact finance.

1.15 ESG Implementation

Sustainability in banking and investment stands and falls with governance,
reporting and external assurance. Despite all new concepts, institutional investors
and multinational banks are large flagships in contrast to many smaller and more
versatile equity investment companies. Alex Cox demonstrates in his contribution
“Fit-for-purpose and effective Environment, Social and Governance (ESG) man-
agement: ESG implementation challenges, concepts, methods and tips for improve-
ment” that ESG is a strategic leadership tool. The chapter explores the investment
bank structure and the optimum approaches to integrate ESG into the risk manage-
ment process. The chapter also discusses key elements of building the business case
for why ESG is important and for closer oversight and integration into the “busi-
ness-as-usual” process. ESG has the capacity of transforming culture and leadership
in investment and banking and raises awareness beyond number crunching.
Thereby it helps produce positive outcomes. This requires that financial institutions
and institutional investors make a leadership statement, integrate ESG in the key
performance indicators that steer the enterprise and consistently implement a
supporting organisational structure and weakness identification procedures in
their Environmental and Social Risk Management Systems throughout the value
chain and throughout the product lines.
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In their contribution “The case for Environmental and Social Risk Management
in investment banking”, Olivier Jaeggi, Nina Kruschwitz and Raul Manjarin argue
that a great body of literature looks into responsible investment; however, consid-
erably less attention is paid to lending and to the direct relationships between banks
and their corporate clients. Some of these clients are associated with controversial
business practices, sectors, projects, and/or countries that, in turn, are associated
with detrimental environmental and social impacts. In the context of their article,
they focus on environmental and social (E&S) risks. E&S risks are risks that occur
when investment banks engage with such clients. They discuss five factors that put
pressure on banks to address E&S risks more systematically as E&S issues harbour
considerable potential for damage in the here and now and that investment banks
take a risk if they underestimate them.

The internal perspective on systems and governance is complemented by the
external stakeholder perspective. Niamh O’ Sullivan undertakes a deep review of
the application of the Global Reporting Initiative (GRI) Financial Sector supple-
ment by financial institutions. She discusses the progress and achievements but also
the shortcomings in reporting in a benchmark study against GRI criteria in her
contribution: “The Global Reporting Initiative (GRI) Guidelines and External
Assurance of Investment Bank Sustainability Reports: Effective tools for consistent
implementation of ESG Frameworks?” The role of the Global Reporting Initiative
Financial Services Sector Supplement is explained, and the benefits of external
assurance of financial sector sustainability reports are depicted as is the evolution of
investment bank social accountability. Specific attention is paid to the perceived
effectiveness of the GRI Guidelines and external assurance mechanisms.

1.16 Diversity and Gender Issues in the Financial Sector

Last but not least, diversity in investment and finance remains an issue. Would
Lehman Brothers have failed if they had been Lehman Sisters? Monika Schulz
Strelow addresses the under-representation of women on boards and the effect this
has on business. As founder of the Women on Boards Indicator WOB, she has made
measurable and easily accessible to fund managers the problem of under-
representation. Some fund managers already take performance indicators such as
the WOB into consideration in their investment strategy and require minimum
representation quotas. The question of women on boards is part of a broader
diversity discussion. It does not have its root in the question on women quota
alone but on what is required to ensure supervisory boards of companies represent
society and its diverse shareholders and how this translates into representation of
those diverse groups on company boards. The WOB targets the heart of the question
how do we create a sustainable society.

Alexandra Niessen-Ruenzi’s contribution on “Sex Matters: Gender differences
in the financial industry” challenges the assumption that men do better with money.
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In her data, she could not find any gender-specific differences in fund performance.
This means that although there seems to be a strong view that women can’t be
trusted to deliver as good an investment performance as men when it comes to
money management, there is no reason not to trust women in asset management.
The liquidity provided to female-managed funds is about a third lower than to male-
managed funds, but this has nothing to do with the women’s qualifications or
performance. So there should be no reason why capital flow to a fund depends on
male or female fund management, but reality shows it does. The prejudice about
women’s capabilities in investment and banking needs to be revisited and corrected.
To make this happen, the problem needs to be made explicit, and more women need
to apply for fund management roles to mainstream female fund management.
Once again, the “measure it and it will change” rule that applies in investment
and banking all over the place needs to be implemented in the diversity and gender
approach to foster sustainable investment, banking and fund management.

1.17 Leadership and Its Role in Transforming Culture
in Investment and Banking

Even the best models of governance will not be able to create commitment to
environmental and social considerations in investment and banking, if the leader-
ship commitment is missing. Leadership commitment is expressed by leadership
statements, a responsible investment and banking strategy, responsible behaviour in
dilemma situations and likewise by taking ESG into the list of key performance
indicators by which the institution is steered. Social identity theory tells us that the
attitude and perceived behaviour of leaders have a self-amplifying power and instil
the desire in followers to be and act like the leader. The most important and
all-permeating factor for instilling voluntary cooperation in creating responsibility
in investment and banking will be leadership and—influence the other side of the
leadership coin—culture. Leaders that cannot transform the culture of their insti-
tutions may find themselves as victims of the existing corporate culture down the
road. Leadership and culture can instil voluntary cooperation of employees or—
create a climate of fear and over-competitiveness, a winning-at-all-cost attitude,
fostering a unipolar approach that only focuses on financial returns, no matter what.
The positive leverage of culture on the business models of investment and banking
however can be huge, as the creation of the Equator Principles Movement in
investment banking has demonstrated. This is also acknowledged by those
criticising the current twists in banking culture like Williams/Conley. They stress
the Equator Principles have transformed the risk culture in the project finance part
of investment banking and have supported the creation of new organisational
learning and voluntary cooperation, creating a self-amplifying power beyond the
scope of Equator Principles. Williams/Conley stress in their contribution to this
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book that culture is an important factor in strengthening or undermining banking
regulation.

Good governance as well as new paradigms of responsibility and positive
impacts creation need to be instilled with the support of leadership and will
transform into a new culture when taken up by followers and integrated in balanced
scorecards. This requires leadership taking a stance.

1.18 The Aim of Responsible Investment Banking

This book intends to aid the creation of a new vision of investment and banking, one
which is focused on creation of positive impacts, integration of sustainability into
the entire value chain in investment and banking and the creation of shared values
by contributing new ideas and concepts to the discussion of responsibility in
investment banking and asset management and mingle them with already existing
experience on environmental and social risk management and governance. Not all
the areas of investment banking and capital trade have been covered, because, in
certain areas, the vision and the tools for responsible behaviour have not yet been
fully developed, tested and applied. But plenty of areas are covered like existing
and tested concepts of ESG risk management in lending, responsible asset man-
agement and equity investments. Those concepts are complemented by new ideas
like green bonds, ESG integrated know-your-customer checks, social impact
investing shared values and positive impact finance. Transparency and reporting
are enriched with the concept of external assurance. Key aspects in responsible
investment and banking are human rights, international labour law, climate, eco-
systems services and biodiversity, stakeholder dialogue, culture, gender and ways
to reduce footprint while increasing positive impacts. These issues are discussed in
dedicated chapters to facilitate a deep and rich exchange of perspectives.

Many contributions shift the focus from risk management to people and a new
vision of positive impacts. I have made sure that the collection also offers good
practice product and process solutions

The book aims to provide positive vision for investment and banking and its role
in making people’s lives better rather than worse. At the same time, it offers a
balanced overview of what concepts, solutions and products are currently available.
It demonstrates the industry’s best efforts and explains best practice approaches,
frameworks, systems, tools, industry standards and international soft law together
with some emerging concepts. Share prices rise and fall with positive visions of the
future and therefore the creation of a positive impact investment and finance vision
for mankind needs to be established and pursued and can become the new mantra in
investment and finance.

The book takes a forward-looking approach in order to focus on solutions and
proactive strategies within the financial industry. The next step to consider will be
integrated reporting and integrated ratings of companies to create a market for
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sustainable entrepreneurs, rather than having a sustainability rating plus a financial
rating. Separate ratings are the wrong message to the market, as there is the
expectation that financial, environmental and social performance will influence
each other and a blended rating will finally help prove the business case for
sustainability and demonstrate that responsible companies perform better. The
Dow Jones Sustainability Index has been a first step into the right direction here.
Currently, the financial ratings and the sustainability ratings are performed by
different types of rating agencies. There is, therefore, a continuing disconnect
between the two types of rating. It would be helpful also to foster responsibility
in investment and banking to establish a triple bottom line approach incorporating
all three performance components into one rating and advance integrated reporting.
Integrated reporting will not only help to point investors towards the companies that
are performing well on the three pillars of finance, environment and society, but
robust environmental and social performance will also have a positive financial
impact on share prices.

Finally, Responsible Investment Banking also benefits from various viewpoints
of authors who share their experience dedication, passion and dilemmas. This book
intends to enrich the discussion on responsibility in investment and banking, create
new insights and help shift the focus to positive impact finance and investment.

1.18.1 Addressing Some Fundamental Issues

Before reading this book, it’s worth clarifying certain issues that often become
confused when we talk about responsibility. Corporate social responsibility,
responsibility, the social licence to operate and legitimacy are not the same thing.
So it’s important to define what we mean by responsibility. The term CSR occurs
often throughout this book. Wherever possible, we have used the term ESG—
environmental and social governance—to stress the importance of governance
aspects.

To guide discussion, three key questions are put forward, to which any institution,
in any industry, should be able to provide valid and reliable answers if it wants to stay
in the market and avoid slipping down the food chain: “What do we produce and
offer?” “How do we produce it and offer it?”” And “why do we produce and offer it?”
We can easily use these three questions to take us through the spheres of shared
values in banking and asset management and also to address the motives: “Why are
we doing what we are doing?” And “should we do something differently?”

This connects directly with the questions of leadership and culture, and how
investment and banking can contribute to a better world with less social tension and
influence the creation of materially positive impacts for society overcoming scar-
city. Paradigms and basic assumptions commonly shared within the investment and
banking sector—and their limitations—equally will be discussed and solutions
sketched out. However, readers will have to make their own appraisal on
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sustainability in investment and banking, and hopefully, contribute to this fascinat-
ing discussion.

2 Defining CSR, Responsibility and Responsible
Investment Banking

2.1 CSR: A Dazzling Concept

There is no firm definition of corporate social responsibility. In the same decade as
Milton Friedman made his famous statement “the business of business is business”,
Dow Votaw hypothesised in “Genius becomes rare” in “The Corporate Dilemma”
published with S.P. Sethi:

“The Term (CSR) is a brilliant one. It means something, but not always the same thing to
everybody. To some it conveys the idea of legal responsibility or liability, to others it means
social responsible behavior in an ethical sense, to still others the meaning transmitted is that
of “responsible for” in a causal mode; many simply equate it with a charitable contribution;
some take it to mean socially conscious. Many who embrace it most fervently see it as a
synonym for “legitimacy” in the context of belonging or being proper or valid, some see it
as a sort of fiduciary duty imposing higher standards of behavior on businessmen than on
citizens at large”.

For corporations, the question of CSR is increasing exponentially in relation to
their perception of legitimacy. Legitimacy is commonly understood as a “general-
ized perception or assumption that the actions of an entity are desirable, proper, or
appropriate within some socially constructed system of norms, values, beliefs, and
definitions” (Suchman 1995).

While CSR still does not share a unified definition, it has developed an important
element that is shared throughout the book in every contribution, regardless of
whether the focus is on standards, frameworks, best practice, fiduciary duties,
international soft law, co-regulation or hard regulation: CSR means considering
holistically people, planet and profit—often referred to as triple bottom line—and
not just financial performance per se. Attention to and performance according to the
triple bottom line approach can be regarded as the minimum common denominator
for addressing CSR issues in business. The triple bottom line is in the process of
becoming a mainstream element not only in addressing risks and reputation but also
in mainstreaming management tools. Therefore, this book applies robust perfor-
mance on the triple bottom line as the accepted definition of CSR.

For a wider understanding of the different concepts of Corporate Social Respon-
sibility, the following four key concepts are useful references: one from Caroll,* the

4 [Carroll, 1979, 2008, 500]: “The social responsibility of business encompasses the economic,
legal, ethical and discretionary expectations that a society has of organizations at a given point in
time.”
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EU,5 Mallenbaker © and the World Business Council for Sustainable Development.7
I herewith refer the reader to those sources for a deeper understanding of the CSR
concept.

2.2 The Concept of Responsibility

Applying the triple bottom line is a star, but it still does not provide us with a useful
definition of responsibility. Further elements need to be added to the core
CSR/Triple Bottom Line approach to create responsibility, and they are governance
and corporate citizenship with stakeholder engagement, transparency, reporting and
disclosure and transmitted also by culture and leadership.

2.2.1 Governance

The Triple Bottom Line approach often remains silent on the elements that enable
and ensure implementation throughout the company in a consistent manner. In
order to turn the triple bottom line approach operational and consistently applied,
management tools and measurement tools are needed, such as a company Environ-
mental and Social Risk Management System, with an organisational structure, a
product approval process that includes environmental and social considerations
and, for banking, a know-your-customer check—to name a few. This element of
implementation is referred to as governance. Without governance, it is not possible
to get to grips with ensuring implementation of CSR and the triple bottom line
approach. Governance will ensure appropriate monitoring, which can lead to the
creation of a learning organisation by further developing the systems on a perma-
nent basis, in line with new discoveries, challenges and emerging themes.

2.2.2 Culture and Leadership

Many authors in this book have added governance to the triple bottom line
approach. Governance tells the management of a company, the financing

SEU Definition of CSR: “A concept whereby companies integrate social and environmental
concerns in their business operations and in their interaction with their stakeholders on a voluntary
basis.”

S Mallenbaker Definition: “CSR is about how companies manage the business processes to
produce an overall positive impact on society.”

"The World Business Council for Sustainable Development (WBCSD): “Corporate Social
Responsibility is the continuing commitment by business to behave ethically and contribute to
economic development while improving the quality of life of the workforce and their families as
well as of the local community and society at large.”
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institutions and the wider public how leadership, organisational structures and
programmes, processes and policies interrelate and support the implementation of
the triple bottom line approach. While governance is helpful in facilitating compli-
ance, it doesn’t always ensure the integration of environmental and social topics
into the risk culture of banking. Absorption into the DNA of investment banking is
needed to create commitment above and beyond compliance with the triple bottom
line. Banking culture has the potential to engender this shift from compliance to
commitment. Systems and process alone cannot transmit the message of responsi-
bility sufficiently. Institutions are not just chains of command and control along an
organisational chart or a hierarchy. They are likewise a network of people, and
therefore leadership and culture serve as the transmitters of messages that cannot be
transported alongside the command and control scheme, as command and control
cannot instil voluntary cooperation or motivation.

2.2.3 Corporate Citizenship: Stakeholder Engagement, Transparency
and Reporting

As the financial industry does not operate in a vacuum but has to deal with multiple
systems, markets, regulatory bodies, customer and country orientations, it needs to
operate in alignment with stakeholders and society. The ultimate objective of
banking, from its historic roots, is financial intermediation and the financing of
economies.

Banking cannot, therefore, be regarded as remote from society. Banking repre-
sents society and its aspirations, be they growth, exploitation of resources or
resource efficiency and a green economy. This alignment with society and com-
munities is often referred to as corporate citizenship. It usually encompasses
stakeholder engagement, transparency, reporting and disclosure. Stakeholder
engagement is the key pillar at the core of each responsibility strategy. A number
of contributions here demonstrate the benefits it offers to companies, the financial
sector, communities and society. Stakeholder engagement should not be confused
with disclosure required by national law or annual reporting. It is a much more
proactive and interactive approach and establishes a permanent dialogue in a
structured manner in order to create mutual trust, including procedures and plans,
as well as taking notice of vulnerable groups and be inclusive of them.

It enables interest-based negotiations, as opposed to position-based negotiations.
Stakeholder engagement goes beyond conflict resolution, crisis management and
includes cooperation, in some cases collaboration and allows stakeholders to
influence business strategies. Stakeholder engagement aims at achieving good
citizenship relations and to engender mutual trust. I leave it to the authors to explain
these variations further. Reporting and Transparency are additional elements to
corporate citizenship and address the element of stakeholder disclosure. Figure 1
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Responsibility in Business

Triple Bottom Good Responsibility Positive Impact Corporate
Line Governance Culture and Investing and Citizenship
Leadership Finance
Financial, Stakeholder
Environmental Engagement
& Social Transparency
Performance and Reporting

Fig. 1 Depicting responsibility

provides an overview of how corporate responsibility can be depicted. Responsi-
bility merges the elements of the triple bottom line approach, good governance and
citizenship demonstrated through best practice stakeholder engagement and
disclosure.

2.3 Investment Banking and Asset Management Defined

Investment banking can be defined in various ways. In general, investment banking
is a specific division of banking related to the creation of capital for other compa-
nies and specialises in securities market activities including underwriting, trading,
asset management, advisory activities and corporate restructuring such as mergers
and acquisitions. Commercial banking relates to deposit-taking and lending.

Investment banking as well deals with off-balance sheet structures in lending
and with securities business. Investment banks underwrite new debt and equity
securities for all types of corporations. In a wider sense, investment banking
includes specialist know-how for large and complex financial transactions requiring
that kind of special expertise. Using customer deposits for this kind of lending and
not just interbank loans has become mainstream.

Investment banks likewise act as an intermediary between a securities issuer and
the investing public, often accompanied by taking on an underwriting role. They
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facilitate mergers and other corporate reorganisations and act as a broker and/or
financial adviser for institutional clients. The investment banking model also
includes trading on capital markets, research and private equity investments. An
investment bank, likewise, trades and invests on its own account.®

Some banks include wealth management within the investment banking arm.
Wealth management is a practice that, in its broadest sense, describes the combi-
nation of personal investment management, financial advisory and planning disci-
plines directly for the benefit of high-net-worth clients.’

In order to acknowledge the flow of capital and the critical role of managed
funds, I am also including the other side of the coin of capital creation: the
management and investment of the exiting flow of funds. This domain has gained
increased importance on the sustainability agenda, as the managed pension funds,
the funds moved by institutional investors worldwide and the asset and fund
management industry has a huge impact on responsible behaviour and environ-
mental and social performance of companies worldwide. Issues such as human
rights, climate, triple bottom line and governance apply equally to investment of
funds and capital creation.

3 Pillars of Responsible Investment Banking and Asset
Management

Responsible Investment Banking and Asset Management is depicted in Fig. 2. In
this book responsibility in investment and banking means the application of the
triple bottom line, transparent reporting and disclosure according to accepted
international standards as defined by the Global Reporting Initiative (GRI) and
best practice stakeholder dialogue by using international recognised soft law
standards as benchmarks, plus applying governance frameworks and tools through-
out the value chain in the sphere of influence of investment banking as defined
above. This is complemented by a socially and environmentally aware culture and
leadership and acknowledgement of fiduciary duties. An informed understanding of
impacts and risks that investment banking and asset management pose to society
helps to identify, address and manage them. By adding the focus of creation of
positive impacts for communities and society as a whole in this book, the way is
paved for a more proactive approach to Responsible Investment Banking. Banks
and investors have a duty of care towards society to avoid human right breaches, for
instance, and likewise have to act as fiduciary for their clients, many of them not

8See Financial Times Lexicon, Internet http://lexicon.ft.com/Term?term=investment-bank,
accessed on January 5, 2014.

% http://lexicon. ft.com/Term?term=wealth-management
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Triple Bottom Good Responsibility Positive Impact Fiduciary
Line Governance, Culture and Investing Dutoes
Transparency, Leadership Going Beyond
Financial, Reporting GDP
Environmental & Assurance,
Social Stakeholder
Performance Engagement

Fig. 2 Elements of responsible investment banking

wanting money to go into business that breaches human rights or destroys the public
goods like water, air or soil.

4 Responsibility and Its Relation to Legitimacy
and the Social Licence to Operate

An institution’s decision of whether to behave in a sustainable manner and the
success of its strategy ultimately will be validated by society.

While there are good reasons to apply responsibility for its own purpose, the
impacts that investment banking has on society are reflected by the support invest-
ment banking and asset management is given by society. Actions ultimately are
validated by society. This is normally expressed in perceived legitimacy or the
social licence to operate. The social licence to operate is a parameter used to assess
and manage the reputation of a company or bank. Discussions on the social licence
to operate often draw on Thomson and Boutilier’s (2011) “pyramid model”, which
considers four potential levels of support by society:

According to Thomson and Boutilier (2011), a social licence to operate (SLO) is
a community’s perceptions of the acceptability of a company and its local opera-
tions. Based on extensive interviews with resettled villagers about the ups and
downs of their relationships with a Bolivian mine over a 15-year period, Thomson
and Boutilier identified four levels of the SLO. They claim that the level of SLO
granted to a company is inversely related to the level of socio-political risk a
company faces. A lower SLO indicates a higher risk.
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Fig. 3 Depicting the Social Level of the Social Licence to Operate
Licence to Operate

(according to Thomson/ Psychological identification:
Boutilier) Trust Boundary

Approval : Credibility Boundary
Acceptance

Rejection: Legitimacy Baundary

REJECTION / WITHDRAWAL

The lowest level of SLO is having the social licence withheld or withdrawn. This
implies that the project, company or bank is in danger of restricted access to
essential resources (e.g. financing, legal licences, raw material, labour, markets,
public infrastructure). Losing a social licence represents extremely high socio-
political risk.

The next higher level of SLO is acceptance. In Fig. 3 this layer covers the
greatest area in order to indicate that it is the common level of social licence
granted. If the company establishes its credibility, the social licence rises to the
level of approval. Over time, if trust is established, the social licence could rise to
the level of psychological identification, where the level of socio-political risk is
very low.

While performed on an investment level by Boutilier and Thompson, the model
has acquired acceptance on a wider base over the past 2 years.

Looking at Fig. 3, it is apparent that transparency and walking the talk and
sticking to commitments present themselves as useful elements in climbing up the
legitimacy latter from Acceptance to Approval. The obvious question is “why
should banks strive to achieve approval, isn’t acceptance just good enough?”’
Since the scandal-plagued summer of 2012, where, in rapid succession, came public
charges that traders at up to sixteen of the too-big-to-fail global banks had engaged
for at least 5 years in global manipulation of the London interbank offered rate, or
Libor, the clear answer is no.

Acceptance allows banks walk along the legitimacy boundary and any
unforeseen event pushes them down towards rejection. Examples from the recent
banking crisis demonstrate that investment banking has to regain trust and even
legitimacy. Investment banking practices examined through analyses of the bank-
ing crisis in 2007 reveal unsustainable products and behaviours. In 2012, the British
Parliament ordered an independent review on the culture and practices of invest-
ment banking. In the Salz Report Changing Banking for Good '° published in 2013,

19 http://www.parliament.uk/documents/banking-commission/Banking-final-report-vol-ii.pdf
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inter alia the culture, governance, products, practices and the struggle for survival in
banking are scrutinised and proposals for improvement made.

Even by 2011, an Oliver Wyman Report presented at the world economic forum
in Davos came to the conclusion that since the banking crisis, for all the rhetoric
about a new financial order, and all the improvements made or planned, many of the
old risks remain, and this is of major concern. The report inter alia names short-
termism and the unwillingness of shareholders to accept lower returns on equity as
major risks.

In the Netherlands, the banking authority AFM considered self-regulation of the
Product Approval and Review process through the Dutch Banking Code insufficient
and in 2010 advocated legal rules (AFM 2010). The industry currently appears to be
walking between the boundaries of legitimacy and credibility. This may be a result
of marginalising responsibility in investment banking in some areas rather than
mainstreaming it. In other words, in order to regain credibility and trust, it is
necessary to mainstream responsibility in investment banking further and expand
on existing concepts. Figure 3 shows that stakeholder engagement is a prerequisite
to achieve identification with a company. This element should be strengthened by
investment banks.

Regarding investment and banking, readers will draw their own conclusion
about the financial industry over time. Does investment banking enjoy widespread
approval or just acceptance? Is the industry walking within the legitimacy boundary
or has it regained credibility?

The discourse and the perspectives of the authors may be valuable in answering
these questions.

5 How to Read This Book: Four Lenses and a Tool Kit

You can read this book from various perspectives:

« Through the lenses of a stakeholder wanting to create best practice engagement
and to maximise impacts while asking for transparent reporting or assurance and
inclusion

» Through the lenses of politics, regulation, creation of international soft law and
normativisation of good governance standards, addressing likewise issue like
diversity, gender and cultural influences

¢ Through the lens of a sustainable innovation strategy, concentrating on the
upside potential of responsibility, allowing more profit with lower risk, increas-
ing positive impacts with lower footprints, optimising risk management and
value creation for society and business at the same time increasing resilience and
placing successfully new environmentally and socially responsible products, the
market is thirsty for, thus taking investment and banking towards sustainable
innovation
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Fig. 4 Focus and Approaches in responsible investment banking and Asset Management

¢ Through the classical lenses of corporate social responsibility and the triple
bottom line approach

The strategic perspective may create more prosperity with lower risk for clients,
stakeholders and shareholders and is currently represented here with a number of
grassroots initiatives. While the stakeholder lens primarily looks in from the
outside, the political, cultural and resilience perspective combines market adap-
tation and internal integration of market requirements and is inclusive on stake-
holders and society, whereas the CSR perspective deals with the creation of a robust
triple bottom line approach and fundamentally takes an internal perspective con-
centrating on risk management systems. However, most of the contributions cut
across all four areas, as context and operational factors are not independent, rather
closely linked, exerting mutual influence.

Figure 4 illustrates the various lenses, which form part of responsible business
conduct. In other words, all the areas need to be covered to achieve responsibility in
investment banking.

Responsible Investment Banking offers a number of management tools to under-
stand and implement multidimensional requirements designed to ensure responsi-
ble business conduct in a proactive, solution-oriented approach in consideration of
important context factors. The tool kit development very much goes hand in hand
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Fig. 5 Overview on
Implementation Tools

Implementation Tool
Kit

Strategic Management Tools
Climate Bonds, SRI
Positive Impact Investment and Finance,
Shared Values and New Value Chains
Product Development and Sustainable Innovation

Stakeholder Dialogue

ESG Management Systems
Environmental and Social Due Diligence Tools
Governance Models
Company Policies and Procedures
ISO and OSHAS Certification and Process Audits
Know your Customer Checks

Reputation and C ication Managi
Transparency, Sustainability- and Integrated Reporting
Global Reporting Initiative and Global Compact

Soft Law Standards and Vol y Principl
IFC Performance Standards and Worldbank Safeguards
Equator Principles
Principles for Responsible Investment
Thun Group Declaration on Human Rights
EBRD Performance Requirements
Climate Bonds Principles
1SO 26000

UN Guiding Principles on Business and Human Rights

OECD MNE Guidelines

with the historic development of CSR standards, principles and Best Practice
creation. A short overview is given in order to allow the reader to sort and
categorise, what is described in more detail in the various contributions to this book.

The past 15 years have seen a proliferation of Environmental and Social Soft
Law Standards, Guidelines and Risk Management Frameworks and tools as dem-
onstrated by Fig. 5.

The IFC Performance Standards launched in 2006 encourage sound environ-
mental practices and focus on key areas of concern such as labour, resource
efficiency, communities, land-take and involuntary resettlement, biodiversity,
indigenous people and cultural heritage. The EBRD Performance Requirements
apply a similar approach. The Equator Principles Framework is based on the IFC
Standards.

The UN Principles for Responsible Investment constitute a standard to be
applied in asset management. They consist of a set of principles developed by a
group of institutional investors reflecting the recognition that environment, social
and governance issues do affect performance of investments.
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Guidelines applicable to any sector, not just the financial industry, consist of ISO
26000, the UN Guiding Principles for Business and Human Rights and the OECD
Guidelines for Multinational Companies (MNE Guidelines). They apply to the
investment and financial industry as well. These overarching standards not partic-
ularly designed for investment and banking but for all kinds of business. ISO 26000
provides guidance for all types of organisations on social responsibility principles,
and the UN Guiding Principles for Business and Human Rights introduce the
protect and respect remedy framework for human rights for all kinds of companies
and organisations. The OECD Guidelines for Multinational Companies (MNE
Guidelines) address a full range of ESG issues but apply in OECD Member
states only.

Recent developments include the launch of the Climate Bond Principles and the
Thun Group Declaration on Human Rights.

Company Policies, Procedures and ESG Risk Management Systems imple-
ment ESG requirements on the ground on the basis of standards and guidelines.

The Global Reporting Initiative helps to shape and benchmark sustainability
reports.

There is no one-size-fits-all approach to stakeholder engagement since the
context may require different concepts. IFC Performance Standards provide a
framework for sound stakeholder engagement with communities on a project level.

The newest tools in the Responsible Investment Banking and asset management
box are the strategic investment and asset management perspective represented by
green bonds, positive impact investment or finance and the shared values approach.

I intentionally have not created a chronological journey through the book as I
want to emphasise that all these concepts exist in parallel, are connected and
develop as a context system. A rigid structure would have not allowed the reader
to glimpse the connectivity and emerging grassroots approach and take on board
other factors such as culture and gender. Please regard the tool box as an orientation
rather than a rigid scheme.

Many of the factors here are interconnected as culture permeates most of the
issues and international co-regulation influences risk management and eco-social
issues and vice versa. While in most cases the book provides a holistic view on
issues such as climate change or human rights, the different factors allow the reader
to disintegrate the topics and drill down on a certain aspect in a certain context.

Conclusion

One point shines through most of the contributions and that is that investment
and banking need new paradigms and that responsibility in investment bank-
ing and asset management is not in its final state, but rather a learning journey
in a very dynamic environment that will evolve further. Looking for perma-
nent improvements, new ways of doing things and transforming responsibil-
ity into a more proactive approach focusing on positive impacts rather than

(continued)
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applying reactive strategies to apparent recent inconsistencies will be impor-
tant to push the envelope to more sustainable business practices and gain
more buy-in. This needs to be supported by a new culture.

Edgar Schein has defined culture as the result of a group’s accumulated
learning in order to master the dilemma of external adaptation to its market
environment and internal integration to enable daily functioning and align-
ment. The basic assumptions are not normally put up for test. Basic assump-
tions and resulting group values create artefacts such as strategies,
communication style and cultural language, products and leadership styles
of “how we do things around here” and influence sustainable innovation
capacity, strategic speed, time to market and adoption of new products and
value chains.

Investment and Banking has reached a crossroad, where the industry needs
to find ways to align interests between its shareholders, clients and stake-
holders and shift focus from risk management to people orientation. Ecosys-
tems services are rather a social than an environmental topic. Water scarcity
and creation of flows of refugees as a consequence of net loss in ecosystems
services may serve as an example. This underscores the new people orienta-
tion focus that investment, banking and asset management need to embrace.
The industry needs a new strategic vision: aligning interests and collective
concentration and collaboration towards positive impacts and shared values.
This will infuse fun as a new element of investment and finance. It is more fun
to invest in positive impacts and in SRI with lower risk. Stories and visions do
move markets and share prices. The most romantic idea is capable of making
money at the stock exchange, when the story is compelling. So how about
positive impact investment and finance being the next new big thing? These
new models have the potential to go mainstream and overcome traditional
trade-offs seen in the past decades.

A number of contributions revisit old models with a view to propose
change and solutions. Unipolar shareholder and bonus orientation will not
take the industry further. The industry has arrived at an inflection point. A
different investment and banking paradigm is possible. And this spirit creates
a self-amplifying power. The financial industry is not separate from societys; it
represents society and is able to align to the needs of society creating positive
impacts and increased wealth for society while reducing its footprint on
climate and ecosystems.

References

AFM. (2010, October 18). Wetgevingsbrief van de AFM aan het ministerie van Financién.
Amsterdam: Netherlands.



42 K. Wendt

Boutilier, R. G., & Thompson, 1. (2011). Modelling the social licence to operate Internet.
Retrieved from  http://socialicense.com/publications/Modelling%?20and%20Measuring %
20the%20SLO.pdf

Friedman, M. (1970, September 13). The social responsibility of business is to increase its profits.
New York Times.

Suchman, M. C. (1995). Managing legitimacy: Strategic and institutional approaches. The Academy
of Management Review, 20(3), 571-610. http://www.jstor.org/stable/258788


http://www.jstor.org/stable/258788
http://socialicense.com/publications/Modelling%20and%20Measuring%20the%20SLO.pdf
http://socialicense.com/publications/Modelling%20and%20Measuring%20the%20SLO.pdf

Fit-for-Purpose and Effective Environment,
Social and Governance (ESG) Management:
ESG Implementation Challenges, Concepts,
Methods and Tips for Improvement

Alexander Cox

Abstract This chapter explores the investment bank structure and the optimum
approaches to integrate ESG into the credit risk process. The chapter also discusses
key elements of building the business case for both why ESG is important and the
need for closer oversight and integration into the “business-as-usual” process. It
also explores how leadership, governance and culture can, or rather should be,
created and maintained such that the successes of ESG integration once complete
are not diminished through time. The chapter is written in the first person, drawing
from the author’s risk management experience over the past decade, without
reference to specific institutions to allow more open expression of core issues and
challenges, providing valuable tips and techniques to achieve successful change
programmes.

1 Introduction

The important point to note about the observations and discussion items here is that
they cover a variety of methods, tools, touch and leverage points to optimise and
maximise your chance to better understand the system you are trying to influence
and positively effect. Every system has the same challenges because people are all
different, which creates the greatest challenge of all: asking people to behave and
act consistently, not just because they are told to, but because they believe in that
system. In the time that I have spent in risk management and consulting for risk
projects, the greatest difficulty is not creating a smart solution to a particular
process, not the 100 % checklist that covers everything, nor the fullest most
comprehensive set of key performance indicators. It is simply the question whether
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the day the project concludes will the objectives of the process last and stand the test
of time? In reality, nothing does, but the legacy of any great process or system is
that it becomes part of the DNA of the organisation such that it can self-evolve and
become greater than the sum of the contributions that created it. This is only
achieved with the right people.

A great friend of mine who has held a variety of leadership positions always told
me:

You may think the greatest asset you have are the buildings you own or the client accounts

you run, but at the end of the day, when the lights of your firm go out, your company stops;
it’s your people, and don’t forget that!.

She was so right across so many levels. Looking back at all my projects, their
success has hinged on the enthusiasm, values of the leader and their ability for
access and credibility at the highest level of senior management.

The following sections will hold this theme of people and their importance. It is
human nature to focus immediately on the process to improve and write a great
document to prove it. This is needed of course, but hopefully this chapter will
explain that process improvement is only 50 % of the battle, and the remaining half
is building the culture and people around it to make it sustainably grow, evolve and
add value to your organisation.

2 Core Challenges for ESG Management Improvement
Programmes

I hate to be negative, normally assuming a position of realistic optimism, but on this
occasion I will start with the former and end with the later. The following is a list of
core challenges that an ESG manager will face at some time during the programme
or during final operation:

¢ Weak senior management or lack of commitment

» Lack of segregation between front office and ESG credit risk advise

e Seen as a burden not a value add

¢ Involved too late in the process

« Not seeing all the deals

» Not enough resource to proactively develop the process and improve

* Not enough time to provide thorough advise and at the right time

e Lack of demonstrable competency in ESG topics at the investment and credit
committees

¢ Higher focus on pre-investment rather than credit monitoring

* Less ESG focus on equity investments although higher risk

« Difficulties in ensuring fund managers maintain the capabilities to maintain the
mandate for indirect investments
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» Covenant wording and triggers difficult to implement
¢ And, of course, many others

To meet these challenges head on, the following success factors, concepts and
techniques will provide a good chance to overcome these.

2.1 Useful Risk Management Concepts and Principles
2.1.1 Risk Management Principles and Three Lines of Defence

Discussing and creating a new or enhanced ESG process in a bank, it’s useful to be
familiar with the concept, “three lines of defence model”. In its simplest terms, it is
a way to describe how risk is managed and the assurance needed to test that the
adequacy of controls is achieved in an organisation. The table below simplifies the
meaning and highlights what each group is trying to achieve.

Three lines of defence model applied to an ESG function

First line of
defence Second line of defence Third line of defence
Which Risk takers Advisors Independent Auditors
groups are anybody at any e.g. legal credit risk and Audit internallexternal
involved? level that can ESG function
impact the success
of the bank
What is the | They do business | Advise on ESG risk man- | Assure that first line is
role of while actively agement giving guidance to | performing and not exposing
those managing and the 1st line and support/ the bank inappropriately,
groups? owning risks monitor the implementation | and the second line is pro-
of ESG risk management viding the right advise/mon-
itoring for the first line to
succeed
Typically Investment com- Board operating risk com- Audit committee
committee mittees mittee Board audit and risk
with final Investment oper- Credit (approval) commit- | committee
authority ating committees | tee Board meeting
Operational risk committee
Compliance and legal com-
mittee
New business committee
(new products)
Measure of | Performance Fit for purpose Processes | Level of comfort of the
success Outcome focused, | and systems designed and board No surprises
measured by KPIs | implemented correctly
i.e. no reputa-
tional damage in
the market from
ESG impacts
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The importance of the third line cannot be understated as so often I’ve seen the
second line of defence conducting its own annual review of its own systems, which
will never truly achieve the independence required. Even cross audits' are ques-
tionable as the auditors are peers and colleagues of the auditees. This can cause bias
and “softening” of the findings encountered, which defeats the value of the review.
The challenges often faced by the third line, or internal audit, is the lack of in-house
competency to understand the specifics of the topic and assess materiality. For the
larger banks, auditors with a background in credit risk and some ESG experience
are normally acceptable, but for the smaller institutions, this is practically impos-
sible, and therefore third-party assurance should be sought.

A useful reference is sections 96—108 of the Prudential Regulatory Authority’s
approach to banking supervision that outlines core requirements of risk manage-
ment. The messages within those sections are pertinent to any risk topic that is
material enough to require oversight. An extract is shown below to illustrate:

The Prudential Regulation Authority’s approach to banking supervision April 2013

108. To the extent warranted by the nature, scale and complexity of the business, the
PRA expects these (risk) functions to be independent of a firm’s revenue-generating
functions, and to possess sufficient authority to offer robust challenge to the business.
This requires these functions to be adequately resourced, to have a good understanding of
the business, and to be headed by individuals at senior level who are willing and able to
voice concerns effectively.

The section highlights the importance of a strong individual leader and segre-
gation of duties and the ability to offer robust challenge to the business. These
messages, among others, within these sections need to be considered in structuring
the new system at both credit risk level and ESG levels.

2.1.2 Keeping the Implementation Balanced

Finding the right balance between hard controls in the system and the “softer”
value-based methods is key. All too often companies are overburdened with
processes and check list, and people become disillusioned with micra and forget
about the macro reason for the systems being. This causes the business to perceive
that the ESG function adds less value, and invariably as time goes on budgets are
cut and controls are slimmed. This then moves the approach from rule-based
towards principle-based management, which again has its challenges, i.e. greater
dependence on the individuals’ values and judgement. After time, this leads to a
lack of consistency and quality across the organisation, and the pendulum swings
back again towards rule based, unfortunately, normally following some large issues

! Cross audits are the method of assurance or review using other risk practitioners or auditors from
another region or business unit within the same organisation.
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in the press. A fit-for-purpose and balanced approach needs to be sought at the
outset. A structured approach to defining new “ESG management system” is to
follow the broad steps of the “Integral Model,”* developed by Peter Fink for the
Health and Safety sector, where lessons can be learnt in the financial sector. The
core elements of the integral model are shown in the following diagram:

The Safety Culture Diamond

The broad definitions are outlined in the table below for reference

Integral model element Broad definition

Behaviours and conditions | Desired outcome of system: people doing the right thing at the right
(decisions) time, every time

System requirements Behaviours are influenced by the tangible and factual parts of the
system, e.g. processes, tools, documents

Personal values and Behaviours are influenced by the individual’s personal attitudes,

mindset experiences and expectations

Culture Behaviours are influenced by the company culture which under-

lines the system and the personal values of the individuals

2 Safety Culture and Safety Management Systems: Why Management Systems Alone Can’t
Guarantee Model Employee Behavior, Jul 17th, 2010.
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All the quadrants (red and blue) are linked and influence each other and, as such,
in consideration of developing a full system, must all be considered and developed
for the system to work. Section develops this further in the context of leadership and
governance.

2.1.3 Keeping the Implementation Fit for Purpose

If there is one key phrase that has served me well as a risk manager and manage-
ment consultant, it is “fit for purpose”. This simple phrase creates a feeling that it
will be “business aligned”, “value adding” and “efficient cost” without giving any
further details. It also means that, as a process designer, you should always design
the tools and methods reflecting on the inherent risk of the activity and develop
controls accordingly. In one organisation, I have seen a risk team completely
change in a year because they had made the mistake of designing the “best on
paper” system a bank could want. But it was so complete that it became burden-
some and irrelevant to parts of the business where risks were negligible and did not
meet required turnaround times on the key deals. It was simply over-engineered,
and material messages were not rising to the top. They had not balanced intellectual
completeness and purity for operational practicality and materiality, i.e. it wasn’t fit
for purpose.

2.2 Key Methods and Techniques for Change
2.2.1 Identify Stakeholders

Every organisation has their challenges and strengths, but the important aspect is
that the ESG function and credit teams need to focus on the material objective and
issues. They need to provide great service, value adding products and relationships
to the borrowers while, at the same time, underwriting the best credit for the bank
within the bank’s risk appetite. To meet this objective successfully, understanding
the roles of the stakeholders, the core credit process itself, and providing material
fit-for-purpose solutions and advice go a long way.

For the purposes of this chapter, I won’t go into the variety and types of front
office departments because many institutions often have different names for similar
activities, and these change regularly, often depending on how the profit and loss
(P&L) account roll-up. However, support functions are generally standard across
the industry and is important to understand and know these groups within the
institutions you work for both as stakeholders to seek support and to leverage
their mandates to achieve your goals. Examples are listed below:
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Assurance
Supporting functions functions
Group Stand-alone P&Ls: (first line) (second line) (third line)
Typical Private banking (including wealth | Credit risk, credit monitor- | Internal
stakeholders | management), retail banking, ing, market risk, liquidity audit (inter-
wholesale banking, capital mar- risk (or asset and liability nal and
kets (trading and sales, corporate | management), operational external)

finance, project finance, invest- risk (including business
ment banking), asset management, | continuity management),
trust business, private equity (pro- | legal, compliance (anti-
prietary trading), corporate trea- money laundering, regula-
sury (general and money markets) |tion management, client
take-on activities, etc.), IT
(including risk IT and
information security), HR
and company secretary

The importance of identifying the stakeholders and their roles is key to the
successful integration of any new ESG process. Rules and regulations that they are
custodian of may give the additional reason and strengthening your mandate for
change. For example, rules within the operational risk arena such as the segregation
of duties and independence of risk assessment from the front office provide a red
line when setting up any changes to the credit risk and investment process. These
regulations are widely discussed since the financial crisis exists in almost all
developed regulatory regimes and would be a strong supplement, if not a key
reason, to any business case for change.

2.2.2 Build a Compelling Business Case

There are numerous books, websites, publications, consultancies and even TV
shows presenting a wide spectrum of ways to develop a commercially viable
business case. All sources have something to offer depending on the audience, so
when creating your approach be cognisant that certain value drivers are important
for some stakeholders may be the exact opposite for others. For any system,
particularly for an ESG management system, to truly live in an organisation, they
must have a compelling reason to exist and the right personalities to drive it. In this
light, the table below provides an overview of some value drivers mapped to each
type of stakeholder identified previously. Also, and in order to ensure that the
developer of such a programme is prepared for the invariable challenges in creating
change, I have mapped key perceived challenges or “push-backs” to help
preparation.
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The examples above should be used as a starting point before developing the
objectives of the programme and garnering stakeholders’ views on this topic. The
important point is that every material stakeholder must be regarded and their
perspective and opinions taken into consideration. Any ESG implementation
programme must as minimum have tried to include them in the implementation
and final solution and where this is not possible, feedback to the stakeholders the
reasons why. Only in this way will the buy-in and understanding across the
organisation be maintained.

The only final comment to add when developing a thorough business case is that
where possible quantify the up- and downsides. Firstly, bankers like numbers, and
when you have well-thought out assumptions, reliable data and clear messaging,
these can be the single winning ticket to making this happen.

There are some thorough publications exploring the value of ESG to an investment.
Goldman Sachs in 2009 issued a study showing the correlation between positive ESG
performance and the reduction of delays to operating the assets (see Exhibit 25: Strong
correlation between ESG scores and timely delivery of projects; page 22) (http://www.
borsaitaliana.it/bitApp/view.bit?lang=it&target=StudiDownloadFree&filename=pdf
%2F78052.pdf).

Find relevant studies in the market, demonstrate case studies where it went
wrong, and build your case for change with financial metrics and qualitative
analysis.

2.2.3 Objective Setting for ESG Management System

Objective setting is the starting point for any a new process and key to provide
direction. In many cases, they can be as simple as “being compliant to equator
principles”, but in others, it can be more profound. I worked with one client, and
their stated aim was to improve the carbon footprint of all their investments during
the lifetime of the asset. This also included the obligation to maintain this improve-
ment programme after sell-down with the new owners of the debt, an honourable
but challenging undertaking. These developed and agreed objectives provide the
reference point in the event of project decision points (e.g. which assets to include)
as well as the level of resources required to deliver such a plan.

Another core aspect of process of change is to gather momentum through
collective buy-in during the development and execution of the process, easy to
say, hard to deliver. The heart of achieving this is firstly maintaining objectivity,
remaining at all times commercially focused, being firm on the steps and aspects
that matter the most (i.e. not arguing for the sake of arguing). Thus, in heading
through the change process, gathering stakeholders into the design stage is key to
ensure that ownership and responsibility and buy-in develop. Most people do not
want to pollute, and most do not want to impact communities nor endanger animals.
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This value can gain some initial interest and buy-in, but regrettably more is needed
to maintain the interest. The value driver of simply writing better debt for the bank
has been the best headline to keep the process going.

In the event that even this fails to lift interest and energy, each stakeholder needs
to be made aware they are accountable and responsible for their step, and under-
standing the risks to the bank and managing them effectively is non-negotiable.
Avoiding a nasty individual “surprise” can be a very strong back-up to push through
your ideas and succeed in keeping everyone focused and energised. Planning the
proverbial list of “carrots” and lining up the “sticks” closely behind makes most
things in life, as well change programmes in banks, run smoother.

2.2.4 Create Your Own Structure

Often when I ask the question to clients and colleagues, “what do you think good
should look like?”, the answer often includes the name of a standard or of an
institution that has developed a reputation for good performance. In reality, a
standard firstly blinds you to doing better and secondly what fits for one company
may not for another. There are a number of very clear challenges when looking to
design, develop and implement an ESG system discussed in this section.

A variety of international standards and guidance have been discussed elsewhere
in this book, and I will not go through the merits of each standard. The pros and
cons are extensively discussed, and any Internet search will provide numerous
opinions. What I will say, though, is that it is important to have a document to
hang your hat on. Meaning that having a benchmark and a goal allows the users to
identify with the topic, make it recognisable among other institutions that choose to
implement an ESG Framework (market differentiator) and allow a point of refer-
ence to continue to improve. I live by the principle in both my operating and
consulting lives that we should not design a system only to meet a requirement,
but develop the right system that by the virtue of it being effective, holistic and
meaningful meets the core requirements of the regulation. As in reality regulations
are and should be the minimum requirement of expected behaviour and most
certainly not the maximum to obtain the tick of compliance!

For any would-be leader of change, the following macro level steps are a good
list to begin the planning. Objectives surrounding each area will help to focus
comments, challenges and discussion. The following four areas of change are core
to maintaining a structured approach and are in order of priority: governance,
people, processes and technology.

The following summary table outlines some core aspects for review
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Step

Aspects for consideration

Typical duration for
development (can be run
in parallel)

Governance

» Ownership

» Appetite

« Committee structure and mandate

» Approval of budgets

« Incentivisation for success

» Development and approval of a policy
« Drive assurance

« Etc.

3—6 months

Enabling people

« Hiring of a functional leader

« Training of key responsible staff

« Training of key stakeholder in the process

» Development of all procedures and guidance
required for the processes and technologies to
meet the objectives of the policy

« Etc.

6 months to 2 years

Defining
processes

Development of all processes that meet the
objectives set out for the process, some of
these process include:

« First review of deal for ESG categorisation
« Input into scope of technical due diligence
studies

« Definition of conditions precedent to match
the deal appetite and risk appetite

« Develop conditions subsequent to maintain
the performance of the loan to ESG issues

« Develop external looking flagging mecha-
nisms to monitor independently borrower
performance

« Etc.

1-3 years

Information solu-
tions and
technology

Using IT to materially create efficiencies to
support the above processes

2 years

No change programme can be finished and self-maintaining through the com-
pletion of a quick 3-month project. Success hinges on commitment, effective
prioritisation of material elements and permanent inclusion of “fit-for-purpose”
solutions that match the size of the entity and deal flows. Any leader of the process
should chalk down approximately 2-3 years to reach a successfully operating
model that meets the initial objectives. Realising this and setting those expectations
early save pain later down the line!



54 A. Cox

2.2.5 Credit Process Alignment

Developing any process in an organisation needs to be aligned to the core processes
of the organisation. This has two benefits: first, it’s efficient and there is less pain for
all involved, and second, there is a common reference point to start to map new
processes in a systematic way. It is incredible that when interviewing credit risk and
ESG professionals, the core process steps have not been standardised nor clarified
for a common understanding, often even at the credit risk level. The steps certainly
exist, but the naming convention and consistency across products and P&Ls do not.

The table below outlines a typical credit process for a normal credit transaction
often associated with the need for ESG analysis with example ESG actions mapped
to each step, for illustration purposes.

Credit Step * Example ESG Actions

Inclusion of ESG requirements on website and in marketing

Origination material

High level screening that ESG criteria are satisfied, Ensure scope

First Screen of DD will identify key ESG aspects

+ ESG due diligence and development of ESG covenants and reporting

Financial Review e

ESG Statement of risk level and compliance with ESG Policy

Pre-Approval Review

Internal sign off of compliance with ESG Policy

Final Approval

Signature of client compliance with ESG Requirements

Signature
Conditions » Handover of CS requriements and development of internal
Su bseq uent (CS) mechanisms to operationalise the monitoring effectively
Portfolio + Ongoing monitoring of compliance with ESG Policy —~Watch List / Media
Ma nagement + Tracking / Breach of Covenants / Action Plan Review
. » ESG Requirement to ensure ESG benefits are continued
Exit Strategy

These cores of the credit process need to be the blueprint for all new processes
for debt and equity investments where ESG topics need to be materially assessed.
To leverage these core steps, the credit risk and ESG functions need to understand
the differences in process, timing and ultimate inherent risk of each asset when
investing in debt or equity products or through direct or indirect investment
(i.e. intermediaries). These four dimensions (debt, equity, direct, indirect) each
need to be reviewed and considered in developing the full suite of controls to be
implemented.
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It is worth noting that the value of the asset is not often correlated directly with
the risks posed to the bank, particularly when relating to reputation risk. For
example, indirect investment in equity is often the last area to be focused on, but
can pose the greatest threat to the bank’s reputation if left relatively uncontrolled
from an ESG perspective.

Once the core credit processes have been mapped out and the ESG process
developed, then a useful method to further clarify multiple stakeholders’ roles in the
process is to create “swim lane” process maps. A screenshot from one previously
developed is shown below for a part of the first screen process. These steps are then
created for each of the credit steps showing how and when the ESG team will be
involved in the overall process.
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Develop or, as a minimum, finalise these swim lanes with your stakeholders to
build again the buy-in and to create a common understanding of the ESG role.

2.2.6 Management of Conflicts of Interest

Segregation of duties is one of the key challenges facing any ESG functions as they
often need to provide front office with their analysis of ESG issues and provide the
credit risk function an independent review and approval of any deal. An impossible
task within this set-up.

For reference, under the SYSC 5.1 regulations from the FSA in the UK, a useful
definition of segregation of duties is as follows:

A firm should normally ensure that no single individual has unrestricted author-
ity to do all of the following:

1. Initiate a transaction.
2. Bind the firm.
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3. Make payments.
4. Account for it.

This structural set-up is often easy to demonstrate on paper but is less convincing
when conditions 1 and 2 above are compromised when those involved in the credit
application for ESG are often requested also to approve the contents during the
credit approval process. Once this occurs, points 3 and 4 are automatically executed
as all necessary documentation, and approvals are complete. Thus indirectly there is
no true segregation of roles in the credit approval process for ESG.

The four conditions above are relatively simple to meet for large organisations
because they have the resources to fund the segregation through different compe-
tency groups, but, for smaller institutions, teams are already stretched and
overloaded and to maintain the independence becomes a core challenge. So often
in reviewing these processes in organisations over the past years, I’ve noticed that
ESG functions themselves are having to straddle the lines between supporting the
front office in analysing the deals and providing an opinion to the credit risk teams
on quality of the deal with respect to the bank’s wider risk appetite. This is a clear
conflict, and how this is resolved, if at all, is most often down to how seriously an
organisation takes the ESG analysis and the trust they have in the objectiveness,
skills and empowerment of the individuals managing the conflict themselves.

2.2.7 Leadership, Culture and Governance

The leadership of any organisation is the key to its success. The markets understand
this, and companies can lose millions of dollars in the stroke of a few minutes when
company leaders are negatively affected. This individual’s perceived value to the
organisation is not based on the time he spends in the office, nor the number of deals
he writes, but is simply linked to the individual’s drive, strategy and the culture he
instils in his organisation that makes it work. He creates the foundations and DNA
template for the organisation that influences all employees as they join and remain
at the company. This common bond and underlying instinct makes the company
move forward autonomously, aligning the tasks, actions and decisions to this
individual’s vision and strategy. This DNA provides the core values of the organi-
sation, which are then translated and implemented as one travels through the levels
of the organisation. This is experienced tangibly at the credit risk level, through
numerous touch points in an organisation. A selection of methods for illustration
purposes is shown in the table below. These methods have been mapped to the “line
of defence” as discussed previously.
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Examples of impacts of leadership attitude to the ESG topic on the three lines of defence

Cultural First line of defence Second line of defence Third line of defence
drivers (e.g. risk takers) (e.g. advisors) (e.g. assurers)
Objective | Excluded sectors for Adequate and fair bud- Frequent ESG perfor-
equity/debt products as gets to deliver proactively | mance and advisory
they are judged to be “not | ESG activities reviews and
green” Performance monitoring: | improvements
deals rejected on ESG
issues
Subjective | Annual balanced score Annual BSC of ESG team | Tracking the amount of
card (BSC) review includes comments from | feedback (e.g. number of
includes comments from credit risk on ESG’s requested clarifications,
ESG function on commercial focus in challenges, ad hoc
behaviour dealing with ESG aspects | reviews, etc.) from the
board and senior man-
agement on the ESG
management informa-
tion produced
Individual | Rewarded financially for | Providing guaranteed Annual ESG training for
tangibly improving the training budget to main- | auditors and board
ESG performance of a tain best practice members
deal awareness
Company | Risk appetite for “high Embedding of ESG func- | Frequent communica-
wide risk” deals with ESG tion into all relevant tions around the ESG
aspects made available in | credit risk processes topic celebrating
transparent company including membership in | successes
policy relevant credit
committees

The table above can be sketched out with all the desired touch points on the
ground of a system, and series of actions, activities projects and trainings can be
focused to address deficiencies.

The concept of splitting the “ESG system” into four core aspects of objective,

subjective, individual and company (or group) is discussed in the previous section
with the concept of the “Integral Model”. This model as mentioned is a useful
means to ensure that we, as risk managers, consider the issues holistically. So often
as humans we focus on the tangible (e.g. processes, documents and checklists), and
we often leave out the softer aspects of values and culture. This remains in focus
when considering the “blue and red” sides of the “Integral Model”. This colourful
and meaningful topic is discussed in the next section.

The governance of any company, business line, site or entity is key to its success.
There is much written about corporate governance and appropriate structures to
ensure this. A useful source of information as a starter is from the Professional
Risk Managers’ International Association (www.prmia.org) where they have
published several years ago the PRMIA Principles of Good Governance. This
publication provides a useful checklist as a starting point for any gap analysis or
improvement programme around the governance topic. ESG governance itself can
also be developed with this list by adapting it to the relevant credit risk, investment
process and overall board oversight process, for example. For clarity, the publication
states the following useful definitions:


http://www.prmia.org/
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Governance The framework of authority for an organisation within which its
institutional objectives are pursued and within which risk management operates.

Also, this guidance outlines ten core elements to sound governance in an
organisation as listed below:

» Key competencies

» Resources and processes

¢ Ongoing education and development

» Compensation architecture

« Independence of key parties

« Risk appetite

» External validation

e Clear accountability

e Disclosure and transparency

» Trust, honesty and fairness of key people

Use the list as trigger words to test your core governance ESG processes to find
weaknesses and focus efforts to closing the gaps. This area is one of the most
important, so if this is structurally wrong, it will be near impossible to succeed.

Conclusion
In all banks and investment institutions, there are differences in the cultures,
leadership and above all processes, but the core elements outlined here
provide some starting points for development or perhaps an aide-memoire
for further evolution of existing systems that need tweaking.

To aid any would-be ESG management system developer, risk manager or
leader, the following “must-haves” may be useful:

» Assign strong senior leadership.

» Enthusiastic, commercially focused ESG leader with access and credibil-
ity at the highest level of senior management.

» Understand all stakeholders and their value drivers.

» Set key objectives for each of the areas of governance, people, process and
technology.

» Developed processes and methods must be fit for purpose.

» Swim lane process maps to engage wider stakeholders.

» Governance mechanisms maintained without question especially member-
ship on credit committee.

» Ensure independent voice on the board.

» Segregation of front office with credit risk.

 Full alignment to the core credit process.

 Incentivise the right behaviours and penalise non-compliance.

e Annual review of performance and continuous improvement commis-
sioned by the board.
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Abstract This chapter discusses an interview with two partners from Environ-
mental Resource Management (ERM) about important environmental and social
issues in the IFC’s recently revised Performance Standards. These include climate
change, biodiversity and ecosystems, stakeholder engagement, gender and business
and human rights. They represent issues, where earlier requirements have been
made more explicit, as well as emerging themes that have been introduced. This
chapter addresses how these issues are reflected as cross-cutting themes rather than
as stand-alone topics. This chapter also discusses conceptual and political dilemmas
and challenges related to some of these themes, as well as practical aspects such as
implementation and integration into decision-making and management systems.

Can you explain some of the history behind the IFC Performance Standards?
Why they have become such a success story and what IFC is doing to keep
them relevant? The IFC as a member of the World Bank Group initially relied on
the World Bank guidelines for evaluating project-specific pollution prevention and
control measures and used Pollution Prevention and Abatement Handbook issued in
1988. In 1998, IFC Board of Directors formally approved some of the World Bank
Safeguard Policies on environmental and social issues. Almost ten years later they
were replaced by the eight IFC Performance Standards. In addition to the Standards,
the IFC Environment Health and Safety Guidelines were published in 2007.

In our opinion, the Standards have become so successful because of a number of
reasons. First, IFC was one of the earliest lending institutions to develop a set of
standards that can be used across different industries and sectors worldwide.
Second, Equator Principles which have been adopted by 80 International Financial
Institutions around the world refer to IFC Performance Standards for more specific
requirements. Third, the Standards can be applied even when there is no intention to
apply for project finance, as they are internationally recognised as essentially the
“benchmark” for environmental and social aspects of a project development.
Finally, IFC puts a lot of effort into keeping the Standards up to date. For example,
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it revised the Performance Standards and published the new version in 2012 and is
in the process of reviewing the EHS Guidelines, to be published in 2016; the
process of review and update of course includes substantial comment and input
from the public.

Are there any areas where the 2012 overhaul of the Performance Standards
has left room for interpretation or improvement? Can any gaps be filled by
emerging best practice? The nature of the IFC Performance Standards assumes a
degree of flexibility and interpretation. The idea behind the Standards is ongoing
improvement of the projects through their lifetime, rather than just a “static”
compliance. Although the IFC Performance Standards are called “standards”, in
reality they are rather guidance for project development than a set of very prescrip-
tive requirements. Standards are aimed to be used around the world in different
sectors and regions, thus, they are asking questions rather than giving exact
answers. As such, there is always a degree of flexibility on a project by project
basis, in particular with regard to the extent that is required to assess certain risks,
e.g. project-associated facilities, involvement of third parties, human rights, cumu-
lative impacts and others.

In our experience, addressing these issues in practice relies on development of
more specific approaches that can vary from country to country. For example,
greater attention to human rights in recent years has been driving the development
of human rights due diligence tools, methodologies and specific indicators to
measure performance, etc. Just a few years ago, not many people had heard of
human rights due diligence, but now this is clearly an emerging best practice.

Has environmental, social and governance risk identification and management
according to 2012 IFC Performance Standards become more convenient or
more complex, is it more mainstream now or more effective? IFC has clarified
a lot of aspects, for example, in relation to stakeholder engagement, supply chain,
security arrangements, to make them clearer and easier to implement and to address
the demands of the changing world. At the same time, the Standards became more
complex as there are a number of the so-called “cross-cutting issues”, which require
an integrated approach and deep knowledge of interrelations between different
subject areas and topics. So we definitely see more clarity on one hand and more
complexity on the other.

You mention these cross-cutting issues now in the 2012 IFC Performance
Standards. Can you explain which issues they cover? A number of topics
(such as climate change, gender, human rights and water) impact more than one
specific field or area and are generally affected by a series of interlinked factors
(that is why they are called “cross-cutting”). These issues cannot be addressed in
isolation and require an integrated approach and actions.

That is why IFC’s approach to cross-cutting issues is to integrate them into the
existing Performance Standards and to address them across multiple Standards,
rather than developing stand-alone one on each topic.
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In our experience, this multi-topic and multi-standard approach is appropriate
and reflects the reality. For example, if we look at water, there are clearly the
natural/ecological factors to be considered as well as the social and economic
aspects of how these resources are utilised—or not. The application of a single
Performance Standard alone would not do justice to the multifaceted aspects of this
issue.

Let’s talk about one of the most relevant cross-cutting issues: human rights.
Can you give us a view on how the work of Prof Ruggie has influenced the 2012
IFC Performance Standards? Human rights is one of the most critical and
fundamental issues, it is something that people will literally fight for. Although
they were not called as such, we have seen in our work that these issues have been
emerging for many years.

The greatest achievement of Prof John Ruggie and the UN Protect, Respect and
Remedy Framework is that it recognises the relevance and importance of
human rights in a business context and provides clarity on what it means for
business and financial institutions.

According to IFC in the course of the 2012 Performance Standards update, the
IFC analysed different approaches to strengthen the human rights requirements,
reviewed the Performance Standards against various documents including the
Ruggie Framework and reflected some elements in the Performance Standards
and Guidance Notes interlinked with human rights.

The 2012 IFC Performance Standards introduce human rights considerations
and human rights language. IFC also requires clients to identify and address
relevant business issues via social and environmental due diligence which can
incorporate human rights due diligence. Furthermore, all the other cross-cutting
issues are closely interlinked with human rights.

In addition to the IFC Performance Standards, the Guidance Note 1 refers to the
International Bill of Rights and suggests that a project developers should address
the “respect” and “remedy” aspects of the Ruggie Framework by implementing a
management system that assesses and mitigates human rights risks and by intro-
ducing a grievance mechanism to allow the affected public (and employees) to
freely address their concerns. It also uses the same logic as the Ruggie Framework
and requires clients to “start from the top” and to establish an umbrella policy for
their project organisation that should cover all the social and environmental issues
and drive performance.

Based on individual circumstances, clients may need to consider these and other
requirements and tools.
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How big is the impact of the human rights cross-cutting issues on the financing
and investment markets? Can you identify already some regional differences
in terms of uptake, level of due diligence and implementation? What are
the main challenges? It’s still early days in the application of these requirements,
but we can definitely say that human rights considerations form now an integral part
of any social impact assessment developed to meet IFC Standards.

Also, human rights due diligence is becoming more common, and in some cases,
financial institutions do decide to step away from projects because of the identified
risks. The challenge is that it is not clearly specified when and how human rights
due diligence should be conducted. Given that this specific due diligence is still new
to the project developers and lenders, and due to implementation uncertainties,
there is some resistance with regard to its execution. What we also see is that
lenders play an important role and influence (positively!) on how developers are
approaching this issue.

This is a very fair question about regional differences. Due to different political
situations, legislative regimes and governance procedures (e.g. the extent of use of
government security forces varies in Europe, Latin America and Africa), such
issues as employee rights, safety, resettlement, women rights or rights of indige-
nous people can be viewed differently within the framework of local legislation
as well as regional, cultural and historical context.

Another challenge is the practical difficulty in identifying and reporting
human rights issues, as the process may often require additional data gathering or
even legal investigation that is not always possible for an outside party or
within the available scope or timeframe of the overall due diligence. Furthermore,
both developers and lenders in some cases still feel “uncomfortable” to use
“human rights” language.

In what cases is a human rights impact assessment as per IFC Performance
Standards required? Is there any emerging best practice? Although there is no
direct requirement to conduct a specific human rights impact assessment, the IFC
does require businesses to take responsibility to respect human rights. So in reality,
human rights form an integral part of many lenders’ social impact assessments as
this is a cross-cutting issue relevant to all aspects of the operation: from provision of
potable water to workers to the rights of migrant workers, from prevention of
negative impacts to local communities and restoration of livelihoods of displaced
people, to mitigation of wider impacts on water and land in a long-term perspective.
The key here is to make sure that all the impacts and risks have been identified and
assessed from a human rights perspective and reflected accordingly using an
appropriate terminology.

There is an emerging best practice in this regard. For example, the International
Business Leaders Forum and IFC, together with the UN Global Compact, devel-
oped a Guide to Human Rights Assessment and Management in 2010.

There are also some specific tools developed in different countries. The Human
Rights Impact Assessment for Security Measures was issued by the Canadian
Human Rights Commission in 2011, which provides guidance for Canadian
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organisations with responsibilities for national security to help them create and
maintain security measures that respect human rights.

Also, we are seeing that many large oil and gas and mining corporations
are developing internal procedures and key performance indicators to identify
human rights related impacts and risks and assess performance on local levels.

Another cross-cutting issue is gender. Can you explain to us the main issues
that need to be addressed? When is a gender assessment required? Gender is
one of the most sensitive issues to address. It is multidimensional and is closely
linked to different impacts on women and men due to social norms or legal barriers.

Gender-related issues can include different project risks and impacts as well as
opportunities for men and women, legal inequality, discrimination and others. As
an example resettlement and livelihood losses often affect men and women differ-
ently—in some regions rights of women to hold or own a property are not
recognised. Another example is different values—cultural heritage can be valued
differently by men and women.

Gender aspects are normally included in the impact assessment or due diligence,
but the degree of their consideration would vary depending on the region, particular
area and nature of the project. Given the complexity of the issue, it is sometimes
challenging to identify and assess all the various gender-related impacts; we have to
be creative in our approach. For example, consultation process should include both
men and women, and to achieve this in some countries we organise separate
meetings or focus groups for women and run by women because in mixed meetings
men will likely dominate.

Could you give us an example of a complex project with issues related
to resettlement or indigenous people, and how you managed to solve them?

One of the examples is a project run by ERM Peru for a Copper Corporation.
The project is located in a rural area of Peru. Mine development plan requires
resettlement which is being performed by a Peruvian company. Developer is
considering international project finance and has asked ERM to review the
resettlement against the Equator Principles—and respectively IFC Performance
Standards. ERM performed a gap analysis to check whether the local Peruvian
contractor completed the resettlement in line with both Peruvian laws and IFC
Standards. ERM also liaised with the community to review their involvement and
the degree to which the implementation was in fact consistent with agreed plans.
With this information, ERM created an action plan that the developer is now
implementing. ERM returns to the project periodically to verify whether the
recommendations have been met. Another recent example is a development of an
Environmental and Social Impact Assessment (ESIA) for Mongolian company.
In order to develop coal mine and build essential infrastructure to become
Mongolia’s most advanced coking coal operations the Company applied for inter-
national financing from the European Bank for Reconstruction and Development
(EBRD) and other international financial institutions. The proposed mine and
railway are in Mongolian Gobi Desert where nomadic herders still live; it is also
a migratory path for several endangered species. The project had an ambitious
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schedule which relied upon the ESIA being completed in time to take the environ-
mental and social topics off the “critical path” prior to financing.

ERM mobilised a large in-country field team of Mongolian specialists supported
by experienced ERM staff from across the world to carry out all the various ESIA
activities, including impact assessment, public consultation, resettlement planning,
monitoring and evaluation and corporate advice on best practice in resettlement for
nomadic people. ERM team worked closely with the client to provide “real-time”
inputs into the planning and decision-making process. Resettlement was a key
impact of the project which required careful management. “Resettlement” from
IFC perspective was not limited to physical displacement of people’s homes or
businesses, but also included impacts on livelihoods such as farmland or pastures
used for a railway. These impacts were managed through a combination of early
engagement with herders as well as strategic approach to public consultation and
disclosure. By mobilising the right team and focusing on the client’s needs, ERM
managed to deliver the ESIA ahead of schedule and to a quality that was judged by
EBRD as the “world class”. Some of the successful elements of project manage-
ment such as hosting a “mitigation workshop” have now been integrated as a
best practice within ERM’s internal impact assessment and planning procedures.

Many problems with the cross-cutting issues arise when governments get
involved, such as resettlement of people and use of indigenous resources,
meeting energy demand with large hydro dams. What are the most compli-
cated issues you have experienced in this respect and how did you manage
to solve them? We face a number of common challenges working on projects
when governments are involved: first of all, difficulty in identifying who is respon-
sible and accountable for meeting the lenders’ requirements as completely different
parties involved at different stages of project implementation; second, very limited
flexibility in terms of project design especially if it had been developed and
approved by a government; and third, communication and interaction between
stakeholders might present a particular challenge. Of course, in many cases, we
have to also pay attention to different political factors or lobbying interests of
certain groups.

Another challenge is linked to the requirement of IFC to take into account not
only a project itself, but the entire associated infrastructure that will be linked to
and will depend on project. It is often difficult to assess impacts related to “asso-
ciated facilities”, for example in many cases neither us nor our clients—usually
private companies—can get access to the relevant information.

The key factor to success is to identify the potential risks and gaps as early as
possible, identify (or even nominate!) responsible parties and to initiate a negoti-
ation process when it is not yet too late. We have multiple examples when pressure
from lenders played a crucial role in improving some elements of projects, for
example, changing design of a mine to meet up-to-date health and safety standards
or implementing offsets and creating a nature protected area as a biodiversity
compensation measure in the course of a road construction. Although these
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measures might be seen as spending extra time and money, but effectively they
create a better outcome longer term.

Another complex, cross-cutting issue is ecosystems services. While ‘“eco-
system” itself is an environmental issue, “ecosystems services” is considered
a social issue: How can the two go together? You are right that ecosystem
services is a complex issue. In reality, it has social and environmental components
as it is based around products or socio-economic benefits people obtain from
ecosystems and natural processes.

The ecosystem services approach was designed to look at the holistic and more
sustainable management of natural resources and to ensure that they are available in
the long term, for example, that the habitats these ecosystems support remain viable
for future generations.

The objectives behind the ecosystem services concept is to ensure more inte-
grated approach to the identification, assessment and mitigation of environmental
and social risks that go together hand in hand.

A good example is water, which provides a wide range of essential ecosystem
services people heavily depend on. Such issues as water quality, access to water and
water pollution not only affect people’s quality of life, but all the other organisms
from microbes to plants and animals. In 2009, one of the global surveys revealed
that public concerns over water were ranked ahead of climate change, depletion of
natural resources, air pollution and biodiversity destruction. In addition, in July
2010, the UN General Assembly recognised access to safe drinking water and
sanitation as a human right.

An ecosystem services approach is aimed to look at surface and groundwater as
an interlinked system; it needs to understand the sources and end points of water use
and their link to ecological function and human well-being. Lastly it needs to look
at all of these issues in the context of other activities (mining, farming, etc.) in the
area. In order to address the above an integrated water management programme
should be designed covering water use, discharge, pollution, storm water and
flooding as well as impacts on regional and local water resources, cumulative
impacts and the relationship between surface and groundwater systems.

In a nutshell, what are the trickiest issues when dealing with biodiversity
and ecosystems services? Ecosystem services and biodiversity-related issues are
well known to scientists and policymakers, but they are rather new for financial
institutions and developers. Biodiversity is traditionally viewed from a holistic
rather than practical perspective, and it is not widely known why it is important
for companies and how it can affect sustainability of their business in the future.
The concept of ecosystem services links both holistic and practical points of
view together. However benefits that people and businesses derive from ecosystems
are well understood, but how to manage impacts and risks related to ecosystem
services is not clear and requires additional explanation. Using an example of
water — unsustainable use of water may cause shortage of resources not only for
local populations but for local companies as well. Environmental protests
may result in project delays and millions in direct and indirect costs. Building
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this understanding requires time and effort from consultants, lenders and all the
interested parties.

An impact mitigation hierarchy used by IFC—namely, to avoid, minimise,
mitigate and manage—is still new for many developers. It requires a shift in
thinking and a change in mindset from the use of natural resources at any cost to
thorough consideration of all the alternatives and even refusal to implement the
project.

IFC Standards suggest a number of practical measures. These include “no net
loss” of biodiversity when project-related impacts on biodiversity are balanced by
measures taken, exclusion of certain land areas from development for further
conservation, establishment of biological corridors to minimise habitat fragmenta-
tion, restoration of habitats during and/or after operations, and some others.

Practical implementation of these measures requires high-quality professional
advice and should be underpinned by studies, and in many—and probably even
most—cases there is no single solution that can address all the issues. Another
challenge is to make sure that these measures are identified and included in the
design at early stages of the project development. This requires consultation with
affected stakeholders and joint efforts of governments, financial institutions and
companies. In any case, if these measures are built in design soon enough, then
they are not that costly, and implementation is more manageable.

The last, but not least, important cross-cutting issue is climate change. IFC has
been accused of doing too little as a standard-setter to effectively address
climate change and is said to be blind on the subject. What measures do
the new IFC Performance Standards offer and how do they combat climate
change? Climate change is a tricky issue, not only for IFC but for other lending
institutions, policymakers and advisors because the external context has evolved
rapidly in this area.

In 2008, the World Bank issued its policy paper “Development and Climate
Change: Strategic Framework for the World Bank Group”. This document has set
the stage for IFC Performance Standards to support low-carbon economic devel-
opment and to address climate change impacts, impacts on ecosystem services
through implementation of risk-appropriate climate adaptation measures.

The Performance Standards address climate change in a number of direct and
indirect ways including environmental and social assessments, more clear commit-
ments and reporting. Given that climate change is a very complex cross-cutting
issue it is reflected in all the Standards.

More specifically IFC amended the requirements on resource efficiency, eco-
system services approach, community impacts, water protection and others.
For example IFC Standards look at community health and safety communities in
the light of climate change and refer to natural hazards, climate-related risks for
workers, exposure to diseases, impacts on natural waterways, etc.
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Another example is that the scope of direct GHG emissions expanded to include
not only purchased electricity but also steam, heating and cooling and requires an
assessment of options for low-carbon technologies.

IFC Performance Standards can provide a good guidance, but implementation is
a challenge.

For example, project-specific climate change risks are still not well understood
by developers, such as risks to workers’ health, safety and working conditions.
Another challenge is that many developers still do not believe that climate change
may affect their operations, delay projects or increase costs.

The updated Equator Principles III have adopted the new (2012) IFC Perfor-
mance Standards. How does that multiply the impact of those standards? Are
there any alternatives to the IFC Standards in emerging markets? The Equa-
tor Principles do multiply the impact of IFC Performance Standards in a number
of ways.

All the financial institutions that adopt the Equator Principles ultimately take the
responsibility to ensure that the borrowers apply IFC Performance Standards to
their projects. As of December 2014 there are 80 Equator Principles Financial
Institutions, the so-called Equator Banks. This significantly increases use of the
IFC Standards by potential borrowers. Equator Banks together provide a huge
portion of international project financing; interestingly, there is a leverage effect
too because many project deals involve a consortium of lenders—and so even if
there is just one Equator Bank in a consortium, the project will have to meet
Equator Principles and hence IFC Standards. Some developers apply IFC Standards
even when they are not looking for project finance, but want to be in line with
international good practice to manage risks more effectively.

Initially, Equator Principles were applied to project finance only, later their
scope was expanded to include advisory services. Some Equator Banks used the
Principles for a limited number of projects, while others voluntarily applied them to
other forms of financing and wider range of financial products. Third version of
Equator Principles (EP III) formally added bridge loans and project-related corpo-
rate loans to the mix, and many Equator Banks expect that this will increase a
number of projects requiring EP review. However, it is still early days as EP III
formally became effective only in January 2014.

Although IFC Performance Standards are sometimes challenging to implement,
they are very widely used in emerging markets. For most projects located in the EU,
North America, Australia, Japan and other higher-income countries it is assumed
that national legislation is sufficiently robust to address the key environmental and
social topics as well as ensure public participation. The IFC Standards are mainly
intended for those countries where regulations are not as stringent (or not uniformly
enforced) and where there is a higher risk that project-affected people may not have
sufficient legal rights or practical means to voice their opinions. Thus, for projects
in emerging markets, IFC Performance Standards remain the “standard benchmark™
from an environmental and social perspective. Depending on a project location and
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lenders additional standards can be applied too. In our experience, these standards
are often based on IFC Standards, however there are some specifics, for example if
EBRD or European Investment Bank (EIB) are involved their lending policies
require compliance with Directives of the European Union—and these can be
quite stringent.

Currently, there are a lot of discussions about consistency of different stan-
dards and their application. Some people feel that another layer of complexity
is added as standards seem to have a different scope: IFC applies its standards
across all financial products; Equator Banks apply EP III to project finance,
project-related corporate loans, bridge loans and advisory services etc. EIB,
EBRD and other lenders have their own standards and requirements to their
application. What needs to be done to achieve better consistency in standards,
their application and scope? In our work we use multiple international standards
developed by different financial institutions. The first impression might be confus-
ing as there are standards developed by IFC, EBRD, EIB, Asian Development Bank
(ADB), various export credit agencies (ECAs) and others. However detailed com-
parison shows that they are generally in line with each other. There are still some
challenges when a company is dealing with multiple financial institutions, but
overall principles and logic are very similar as all of them are regularly updated
and reflect the same global trends in international financing.

Could you give us an example of a project where multiple requirements were
successfully used? ERM performed an Equator Principle environmental and
social assessment of the Tangguh Liquid Natural Gas (LNG) project in the Bintuni
Bay area of Papua Province, Indonesia, some 3,200 km from Jakarta. This is a
tropical area, biologically rich, physically dynamic and sparsely populated by
indigenous communities. We were commissioned to carry out our assessment on
behalf of a consortium of international commercial banks, the Asian Development
Bank and the Japanese Bank for International Cooperation (JBIC), as well as
several ECAs. The objectives included technical support and advice to the
project lenders and working with the Tangguh LNG project team to ensure an
environmental and social alignment with international standards. As a basis of our
evaluation we compiled the “most stringent” requirements based on the Equator
Principles/IFC Performance Standards, JBIC and ADB Guidelines, and the
World Bank Safeguard Policies. In this way we could give comfort to all the
lending consortium members that their respective standards (at a minimum) were
reflected within the assessment.

If you had to draw a conclusion on the 2012 IFC Performance Standards,
what would it be? The 2012 IFC Performance Standards represent an important
step in updating our approach to deal with “classic” environmental and social topics
while incorporating the new ones such as cross-cutting issues. After the
revised Standards were formally issued by IFC the typical echo from some industry
representatives was that the Standards are too stringent, while from the NGO side—
that they did not go far enough; on balance IFC probably reached an appropriate
middle ground.
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In summary, there are so many interlinked and complex issues that have
implications in wider geographical, environmental, social and economic context
and in long-term perspective, but must then be considered for specific projects in
certain locations. At the risk of repeating a widely used phrase, the key conclusion
for successful application of the Standards would nevertheless be: “Think globally,
act locally”.
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Abstract The European Bank for Reconstruction and Development (EBRD) aims
to achieve impact by integrating sustainability into its investment strategies, depart-
mental scorecards, due diligence standards, portfolio supervision systems and
technical assistance. This forms an important part of the value that the EBRD
brings to its clients and countries of operations, as well as delivering high-level
environmental and social quality assurance. All EBRD-financed projects must meet
rigorous environmental and social standards in accordance with the bank’s Envi-
ronmental and Social Policy and are subject to detailed due diligence and monitor-
ing. In this way, the EBRD provides assurance to its management, shareholders and
stakeholders that the bank’s projects will contribute to sustainable development and
avoid or minimise environmental and social risks. The EBRD seeks outcomes that
not only protect and benefit society and the environment but which also address the
business case for sustainability by helping clients reduce risk, improve efficiency
and achieve business growth. This chapter explains the practical approach with
which the bank implements its sustainability mandate.

1 Introduction

The European Bank for Reconstruction and Development (EBRD) invests in
changing people’s lives in 34 countries from central Europe to central Asia and
the southern and eastern Mediterranean (the SEMED region). Working primarily
with the private sector, the bank invests in projects, engages in policy dialogue and
provides technical advice that fosters innovation and builds sustainable and open
market economies. Established in 1991 in response to the widespread collapse of
communism in central and eastern Europe, one of the challenges immediately
apparent to the EBRD was a chronic environmental legacy caused by years of
ecologically destructive practices. At that time, growing international attention
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centred on worldwide environmental problems and the concept of sustainable
development. As a result, the founding agreement of the EBRD included an explicit
commitment to environmental and sustainable development in all of its activities.

Since its founding days, the EBRD has striven to ensure that all of its projects
meet rigorous environmental and social standards in accordance with the bank’s
Environmental and Social Policy and are subject to detailed due diligence and
monitoring. In this way, the EBRD provides assurance to its shareholders, manage-
ment and other stakeholders, including the public and civil society, that the bank’s
projects will contribute to sustainable development and avoid or minimise environ-
mental and social risks. The bank aims to achieve impact by integrating sustainabil-
ity into its investment strategies, departmental scorecards, due diligence standards,
portfolio supervision systems and technical assistance. This forms an important part
of the value that the bank brings to its clients and countries of operations, as well as
delivering a high level of environmental and social quality assurance. The bank
further places a strong emphasis on engagement with stakeholders and is an active
participant in international sustainability initiatives and policy development and
further operates a robust independent complaint mechanism. The EBRD seeks
outcomes that not only protect and benefit society and the environment but which
also address the business case for sustainability as a contributor to business growth.
Helping clients to manage environmental and social risk, improve energy efficiency
and increase female participation in the workforce or involving communities in
project development is fully aligned with the EBRD’s central mandate and purpose.
This chapter explains a practical approach with which the bank implements its
sustainability mandate and further presents a number of case studies to demonstrate
the bank’s successes in integrating sustainability into projects.

2 Assurance Through the EBRD’s Environmental
and Social Policy

The EBRD’s Environmental and Social Policy (E&S Policy) requires that all pro-
jects are assessed, structured and monitored to ensure that they are environmentally
and socially sustainable, respect the rights of affected workers and communities and
are designed and operated in compliance with applicable regulatory requirements
and good international and industry good practice. The E&S Policy is composed of
ten specific Performance Requirements and works in conjunction with other bank
policies, particularly the Public Information Policy and the Project Complaint
Mechanism, to provide a high level of assurance, transparency and accountability.

The EBRD’s Environmental and Sustainability Department is responsible for
the appraisal, clearance and monitoring of the bank’s projects from an environ-
mental and social perspective in terms of the E&S Policy. Prospective projects are
screened at an early stage into one of the four categories, depending on the potential
environmental and social impacts and risks associated with the project and the level
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and type of environmental and social due diligence that is required before final
project approval:

o Category A projects are associated with potentially significant and diverse
environmental and social impacts and risks requiring detailed impact assess-
ments and management plans.

» Category B projects are associated with environmental and social impacts that
are site specific and that can be addressed through readily available management
and mitigation techniques.

e Category C projects have minimal environmental or social impacts.

» FI projects are those where the EBRD is investing in a financial intermediary,
such as a bank, microfinance institution or private equity fund.

The environmental and social impact assessments and due diligence undertaken
for projects, which generally involves independent consultants and specialists, seek
to understand and assess potential environmental and social impacts and risks,
identify appropriate mitigation measures and structure the projects to meet the
bank’s E&S Policy. New greenfield projects should be designed to meet the policy
from the outset, while existing projects that may be subject to expansion, for
example, will be required to meet the policy within an agreed time frame. A key
aspect of the appraisal and due diligence process is identifying the potential for
environmental and social benefits and improvements so as to further integrate
sustainability into the project design. To ensure that these measures and improve-
ments are implemented and that the E&S Policy is met, the EBRD may agree an
Environmental and Social Action Plan (ESAP) for a project. This ESAP forms part
of the loan agreement, and each action is subject to a particular time frame.

As per the bank’s Public Information Policy, environmental and social project
information is disclosed through appropriate channels including on the EBRD’s
website. This allows stakeholders to raise any questions or voice any concerns
about a project, which are taken into consideration during project appraisal. At
various stages during project appraisal and due diligence, environmental and social
issues, and any recommended terms and conditions, are reviewed by the relevant
EBRD investment committee prior to the final approval of the transaction.

Following approval, environmental and social issues are then monitored during
the implementation phase of the project through regular client reports to the bank on
a project’s environmental and social performance, including progress against a
project ESAP and, where appropriate, by means of site visits by EBRD staff and
independent consultants. The bank provides enhanced supervision and assistance
for projects that do not fully meet the bank’s requirements. A lack of environmental
and social reporting is one of the factors that can trigger enhanced monitoring by
the EBRD, resulting in more frequent site visits or help with capacity-building
initiatives.

The EBRD further monitors compliance with its obligations under the E&S
Policy through its Project Complaint Mechanism (PCM). Launched in 2010 to
replace the Independent Recourse Mechanism (IRM), the PCM affords individuals,
groups and organisations that may be adversely affected by an EBRD-financed
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project an opportunity to make a complaint to the bank. The PCM is overseen by the
Office of the Chief Compliance Officer (OCCO) and is independent from the
EBRD’s banking operations and the Environment and Sustainability Department.

The approach to project appraisal and environmental and social due diligence
described above applies to all of the EBRD’s investment operations, including the
bank’s investments in the small- and medium-sized enterprises (SME) sector, via
relevant framework facilities for transactions of 10 million euros or less.

The E&S Policy, the Public Information Policy and the Project Complaint
Mechanism were updated in 2014 after an extensive review process which involved
consultation with various stakeholders.

3 Making an Impact

The bank aims to achieve impact by integrating sustainability into its projects. It
achieves this through specific investment strategies, departmental scorecards which
promote the integration of sustainability in the bank’s investments, the bank’s
environmental and social and associated policies, through project monitoring and
through technical assistance. Key focus areas of the bank include addressing
climate change and improving energy efficiency, promoting gender equality and
empowerment, investments in water and sanitation, improving road safety and
occupational health and safety and promoting sustainability through financial
intermediaries.

3.1 Climate Change and Energy Efficiency

The EBRD addresses climate change and energy efficiency through its Sustainable
Energy Initiative (SEI). The SEI aims to scale up sustainable energy investments,
improve the business environment for sustainable energy investments and develop
effective measures to address key barriers to market development. In 2014 EBRD
invested over 3 billion euros though the Sustainable Energy Initiative (SEI), which
account for 34% of total investments. The Bank’s cumulative investments under the
SEI passed 15 billion euros, supporting over 850 projects worth more than 80
billion euros.

The EBRD region, which has historically had high emissions and a poor energy
efficiency record, continues to offer the possibility of significant absolute reduc-
tions to greenhouse gas (GHG) emissions through the upgrade or refurbishment of
existing facilities. A loan to PKN Orlen, Poland’s leading oil refining and retail
group, will finance substantial environmental and energy efficiency improvements
at the company’s Plock refinery complex. The loan will not only bring about a
significant reduction in emissions such as sulphur dioxide and nitrogen oxides but
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will also enable the company to reduce its annual CO, emissions by more than
140,000 tonnes and help accelerate Poland’s compliance with the European Union’s
Industrial Emissions Directive. The company will also implement an integrated and
externally certified carbon and energy management system across all of its opera-
tions, which will allow for the continuous monitoring of energy and emission
intensities, key performance indicators, as well as regular public disclosure of its
performance.

Another area where the EBRD has been active in the reduction of GHG
emissions is through associated petroleum gas (APG) flaring reduction projects.
Globally, APG flaring wastes some 140 billion cubic metres of gas per year,
roughly equivalent to one-third of the annual gas consumption in the European
Union, and contributes to more than 400 million tonnes per year of CO, emissions.
The EBRD has financed two important gas flaring reduction projects in Russia for
Monolit and Irkutsk Oil. Monolit is an example of how an integrated approach can
be employed to address the environmental problems of gas flaring and deliver
several valuable products. At Monolit, APG is treated with innovative technology
for gas processing and gas-to-liquid conversion to produce dry gas, LPG and
gasoline, which are used on site and sold to other nearby oil operations, thus
minimising the need for grid infrastructure. The project will result in ~95 % of
APG being utilised rather than being flared. Irkutsk Oil is developing a similar
concept in phases, whereby the residual APG is also reinjected into the oil fields.

3.2 Gender Equality and Empowerment

The bank’s Strategic Gender Initiative (SGI), approved by the EBRD Board of
Directors in April 2013, promotes gender equality and the empowerment of women
in the bank’s investment and technical cooperation projects. The SGI builds on the
efforts made since the Gender Action Plan was launched in 2009 and emphasises
the corporate commitment and values that the EBRD places on gender equality as
an integral part of promoting sound business management and advancing sustain-
able growth in its countries of operations. The bank, through the SGI, has developed
a structured approach to gender equality in order to mainstream it throughout its
activities focusing on the provision of access to finance, access to services and
access to employment and skills.

The EBRD has sought to improve access to credit for women entrepreneurs by
supporting its client banks in increasing their portfolio of micro-, small- and
medium-sized enterprises owned and/or managed by women. The Yapi Kredi
Bank SME Asset-Guaranteed Bond is one of the first and most recent examples
of successful efforts to promote women entrepreneurship in Turkey. The bank’s
investment will be used to expand YKB’s SME lending operations to finance SMEs
operating in agribusiness in the priority regions and SMEs that are managed or
owned by women.
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The bank has also launched several pilot projects in the Municipal and Environ-
ment Infrastructure (MEI) sector in order to promote gender equality and achieve a
more equitable benefit distribution of the bank’s investments in the sector. In the
Kyrgyz Republic, a technical cooperation assignment is helping the city of Bishkek
to develop systems and tools that ensure equal access for men and women to all its
municipal services, including water and wastewater systems, urban transport and
solid waste. All feasibility studies for MEI investments now include a component
for a gender analysis.

The bank’s recent involvement in the privatisation of the Turkish ferry company
Istanbul Deniz Otobusleri (IDO) resulted in a significant increase in the number of
female employees at the company, which was driven through a bank technical
cooperation project to improve gender equality and worker diversity.

3.3 Water and Sanitation

In 2014 the EBRD financed 41 projects in the MEI sector, representing a total
EBRD commitment of 717 million euros. Such investments are expected to benefit
a total of 5 million people in the EBRD region by providing them with improved
water services, district heating, solid waste facilities and other municipal infra-
structure. The bank has recently provided financing and technical assistance for
various wastewater and water supply upgrade projects in Romania, Georgia and
Armenia, which not only improved wastewater collection and treatment as well as
sanitary and community health conditions but also led to consequential reductions
in effluent discharges to surface water bodies, resulting in cleaner rivers and lakes
and more sustainable ecosystems. The EBRD is furthermore involved in providing
financing and technical assistance for greenfield wastewater and drinking water
projects in the SEMED region.

3.4 Road Safety

Road safety in the EBRD’s countries of operation is a major problem with some
50,000 fatalities and 500,000 casualties every year. The socio-economic cost of
road accidents is also a very real factor for the victims and their families. According
to international studies, seven out of ten people seriously injured in road accidents
fall into long-term poverty due to loss of income and loss of income earning
potential. The EBRD takes this problem seriously and is trying to improve road
safety investments in road infrastructure that meet international good practice
standards. Road safety considerations are an important and integral component of
the project preparation and due diligence process for all bank-financed transport
projects. In Ukraine, the EBRD is participating in the financing of the most recent
rehabilitation of the M06 Highway section between Kiev and Chop. The key
rationale and objectives of the rehabilitation project included improving road safety
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along this section particularly for communities living near to and utilising the
highway for access. Key improvements include speed restrictions, crossing and
turning areas and sidewalks. In Serbia, the EBRD Republic of Serbia Rehabilitation
and Safety Project will finance the rehabilitation of 2,500 km of roads, with explicit
road safety improvement targets and plans to identify a private sector partner to
fund a targeted road safety awareness campaign.

The EBRD also participates in road safety policy dialogue and other interna-
tional initiatives such as collaboration with the UN, other MDBs and organisations
such as the Commission for Global Road Safety. In addition, the bank operates road
safety technical cooperation programmes, which can deliver targeted support, such
as training, where it is needed on projects.

3.5 Occupation Health and Safety

Occupational health and safety can be a particularly important challenge for
companies and their investors. The EBRD’s countries of operation’s economies
include a significant share of heavy industries, which are often associated with high
risks to workers. In addition, health and safety awareness in companies and among
the workforce can often be weak, and the quality of enforcement by the regulatory
authorities can be variable. Occupational health and safety forms an important
element in the E&S Policy and is a key feature of the work that the bank conducts
during both project due diligence and project implementation and monitoring. The
bank has strengthened its emphasis and resources in recent years and has
established technical cooperation programmes to deliver training and other forms
of technical assistance to selected clients and industry sectors.

In 2006 the EBRD signed a loan with Natron Hayat, an integrated pulp and paper
factory in central Bosnia and Herzegovina. The purpose of the loan was for the
restart of the pulp production line, purchase new equipment and overall moderni-
sation and renovation of the facilities. The modernisation project introduced a
number of environmental improvements both in the production process and
end-of-the-pipe environmental technology. A visit by the EBRD identified higher
than expected rates of workplace injuries and worker illness, and the bank, together
with Natron Hayat, identified improvements that could be made to the safety culture
of the workforce. Drawing on the results of a baseline health and safety audit, a plan
was developed to allow the company to adopt an internationally recognised health
and safety management system. Training programmes were developed and deliv-
ered for specific groups including supervisors and senior management to improve
their understanding of how to motivate and lead workers to act more safely.
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3.6 Financial Intermediaries

The EBRD works closely with financial intermediaries (FIs) to promote environ-
mental and social risk management and sustainability in the financial sector. The
key environmental and social sustainability objectives of the bank’s investment in
Fls are:

e The provision of specialised facilities for sustainable energy financing.

* A growing emphasis on inclusive finance, particularly in relation to women-
owned SMEs.

* Ensuring that all FIs adopt environmental and social risk management practices
based on the E&S Policy.

Energy efficiency lending to Fls through the Sustainable Energy Financing
Facilities (SEFF) model continues to grow. By the end of 2012, the EBRD had
provided loans to 75 partner FIs that had on-lent to sub-borrowers supporting more
than 41,900 sustainable energy projects and produced projected lifetime energy
savings of more than 140,000,000 MWh and projected emission reductions of
55,000,000 tonnes CO, equivalent.

EBRD’s commitment to gender quality and empowerments is also supported
through loans to FIs. In 2012, the EBRD signed a credit line with Turkey’s Garanti
Bank entirely dedicated to female owners or managers of SMEs. This credit line,
which will form part of Garanti Bank’s existing Women Entrepreneurs Support
Package, will make it easier for female entrepreneurs to access the financing
they need.

FI clients of the bank are required to develop and implement Environmental and
Social Management Systems (ESMS) to ensure that the activities and projects they
finance meet certain environmental and social standards. In parallel, the EBRD
places considerable emphasis on capacity building in order to assist FIs to under-
stand and meet these standards. The bank has recently developed a free-of-charge
online environmental and social training programme specifically for FIs.

4 Engagement with Civil Society

Sustainable development is more likely to be achieved with the involvement of the
whole of society, and the bank seeks to promote this inclusive approach. The bank’s
open communication with civil society enhances the bank’s effectiveness and
impact across its countries of operations. Civil society includes non-governmental
organisations (NGOs), policy and research organisations, community-based orga-
nisations, women’s groups, business development organisations and other socio-
economic and labour market participants. Civil society organisations (CSOs) are
both influential audiences and partners of the EBRD in our countries of operations.
These organisations provide a valuable contribution to the development of the
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bank’s policies and strategies and the implementation of projects, particularly on
complex, large-scale operations. Furthermore, civil society plays a key role in
promoting public dialogue about decisions that affect the lives of local people
and the environment, as well as holding governments and policy-makers publicly
accountable.

S Project Evaluation

Project evaluation at the EBRD is a bank-wide effort. The evaluation department
has a primary responsibility for evaluation policy and procedures and for monitor-
ing and delivering the bank’s overall evaluation programme. It validates and
reviews self-evaluations prepared by the management, assesses the adequacy of
the self-evaluation process and conducts independent evaluations of bank opera-
tions, programmes, strategies and policies. Its analysis is used to assess perfor-
mance and identify insights and lessons from experience that the institution can
then use to improve the effectiveness of future operations. The evaluation of bank
projects, whether by EBRD management or by evaluation department, encom-
passes several individual performance indicators leading to an overall performance
rating. One of the indicators is environmental and social performance, which
includes health and safety, labour and other relevant social issues. Evaluation
also assesses the extent of environmental and social change over the course of the
project and attributable to it. Projects are usually assessed 1-2 years after final
disbursement of finance by the EBRD, with assessments made against project
objectives, the requirements of the bank’s Environmental and Social Policy, and
the relevant country and sector strategies. In recent years, 89 % of projects that have
been subject to independent evaluation have been rated ‘satisfactory or better’ in
terms of their environmental and social performance. Positive environmental
change has been achieved in 86 % of cases.

Conclusion

The EBRD will continue to integrate sustainability into its projects and
operations and endeavour to ensure that environmental and social project
risks are avoided or minimised. The review of the bank’s Environmental and
Social Policy will ensure that the consideration of environmental and social
issues and sustainability remain at the forefront of the bank’s activities,
particularly as the bank increases its presence in the SEMED region. Key
aspects of the bank’s sustainability objectives such as promoting gender
equality and empowerment and energy efficiency are expected to feature
more prominently in the bank’s projects together with the bank’s ongoing
support of sustainable business activities in the SME sector through financial
intermediaries.
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Abstract Assessing and understanding the potential environmental and social
(ESG) risks is an essential step in the preparation and development for a project
seeking investment. Understanding the due diligence process, the scope of issues to
be covered and how interfaces or relationships between key parties can potentially
affect the risk profile of the project and timeline for financial approval is explored in
this chapter. Including ESG requirements as a key component of the investment
works best when incorporated early in the project cycle and should ensure that the
project meets national requirements and standards. However, the introduction of
International Lenders may broaden the ESG risk analysis and therefore require the
project to be recalibrated to meet an additional set of standards, requirements or
principles. This can be a challenge for all parties involved. This chapter considers
some of the lessons learnt from the environmental and social appraisal processes
and from the monitoring of project development and implementation in practice, or
‘on the ground’ of large-scale infrastructure projects. It explores some complexities
of interfaces and how they address project ESG risks and highlights areas where
there may be some capacity building needs.

1 Introduction

Project environmental and social (ESG) risks encompass a wide range of issues
including environmental pollution/contamination, occupational health and safety,
community safety, involuntary resettlement, labour and stakeholder engagement.
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Processes routinely used during due diligence to assess these risks include impact
assessments, audits and analysis, reviews of management system arrangements and
ongoing stakeholder dialogue and feedback. Regulatory Frameworks provide the
background for determining most of the risk issues that should be addressed in the
preparation and implementation of a project. However, lender standards seek to
achieve best management and operational practices, which sometimes go beyond
national law and can pose challenges in the environmental and social due diligence
(ESDD), construction, operation and decommissioning performance of a project.
There are numerous factors that influence the successful management of ESG risks
during due diligence and project implementation.

This chapter explores the ESDD process from the European Bank for
Reconstruction and Development’s (EBRD) perspective, drawing from a wealth
of experience gained on large infrastructure projects with different levels of
complexity, risk and magnitude of impacts. As part of assessing the risk profile
of a project, the ESDD will consider such factors as the nature of the project
and its scale, the specific location and potential receptors, existing facilities and
historical activities on site, form of the Bank’s finance and security package,
potential reputational risks of the sector and individual project and the environ-
mental and social benefits of the project.

Despite the differences that exist due to the diverse characteristics of projects,
there are some overarching themes that occur as interface challenges across all
these projects.

2 Interfaces

Each project has numerous interfaces on environmental, health, safety (EHS) and
social issues. The main stakeholders involved in the ESDD process that commonly
interact on these issues will usually include:

e The client team (finance, procurement, Human Resources and EHS)
¢ Client consultants and advisors

» Banks and their independent consultants and advisors

» Regulators

» Contractors (design, engineering, procurement and construction)

» Project affected people (PAP)

« Civil society organisations.

Communication and engagement between these parties is essential in ensuring
that information on risks and issues is shared and addressed. This chapter will make
reference to a number of these key parties, or interfaces, to describe their role and
influence in affecting environmental and social risks and impacts.

Mismanaging these interfaces can have long-term impacts on the project financ-
ing timetable, project implementation in terms of risk management and monitoring
and project preparation timescales and also have significant financial costs. Figure 1
provides examples of the wider potential impacts of the interface mismanagement.



Implementing Environmental and Social Risk Management on the Ground:. .. 83

(2 2N ( N —\
o Damage claims Accidents and

mpilatico costs by workers fatalities

\ _J \ J J

D' s N\ ™

Unexpected CAPEX Disruptions to Loss of habitat and
material supplies species
\. )
f N
Unexpected Shut down of Loss of cultural
OPEX operations heritage
J u J \ J
' '
Reduced asset Reputational Unfair treatment
value damage of communities

J . J . 7

{ ' ( N ™
Containment Staff time and Air [ water
cleanup costs costs pollution

J . J . v

Fig. 1 Potential impacts of the mismanagement of interfaces

To better understand the interface challenges, it is helpful to understand the due
diligence process and issues that may need to be addressed (see Sect. 4). To provide
context to the ESDD process, the next section provides some details on the EBRD
ESG requirements (see Sect. 3).

3 EBRD Policy Requirements

The EBRD provides loans, equity and guarantees for direct investments for a wide
variety of projects in sectors including power and energy, natural resources, trans-
port, municipal infrastructure and manufacturing industry. The Bank’s Environ-
mental and Social Policy (ESP) 2008 (EBRD 2008) requires that all projects are
assessed, structured and monitored to ensure that they are environmentally and
socially sustainable, respect the rights of affected workers and communities and are
designed and operated in compliance with applicable regulatory requirements and
international good practice. The approach to ESG due diligence reflects the nature
and potential impacts associated with a particular project. Prospective projects are
screened by EBRD at an early stage and categorised, depending on the level and the
type of due diligence, information disclosure and stakeholder engagement that is
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required before the final Board approval of the project. For direct investment
projects:

o Category A projects are those with potentially significant and diverse environ-
mental and social impacts, requiring detailed Environmental and Social Impacts
Assessments (ESIAs).

e Category B projects are those with impacts that are site specific and can be
addressed through readily identifiable management and mitigation measures.

» Category C projects are those having minimal or no adverse impacts.

Projects cannot always be immediately categorised so EBRD sometimes needs
to undertake Initial Environmental and Social Examinations to determine the
appropriate category and scope of the due diligence required.

All potential projects seeking financing from the Bank require some level of due
diligence process, no matter what stage it is in its development, to determine the
risks and impacts associated with the investment. Any gaps between proposed risk
control measures and the Bank’s Performance Requirements (PRs) are captured via
remedial measures defined within an Environmental and Social Action Plan
(ESAP). This is included in the loan agreement against which the investment
proposal will be benchmarked and monitored.

EBRD also has a Public Information Policy (PIP) (EBRD, Public Information
Policy, July 2011) which is founded on a number of principles including the
following: transparency, accountability and governance, a willingness to listen
and receptive to comment from all stakeholders. The Bank’s PIP specifies the
‘minimum’ requirement for certain project information to be disclosed. These
timescales allow stakeholders time to submit comments to the Bank and its Board
of Directors for consideration before the Board discussion of a project.

Information on environmental and social issues and proposed mitigation mea-
sures are included via Project Summary Documents (PSD) (see www.ebrd.com/
pages/project/psd.shtml). These are required to be posted on the EBRD website at
least 30 calendar days prior to consideration of the project by the Board of Directors
for private sector projects, and at least 60 calendar days before Board discussion for
public sector projects. In addition, for higher risk ‘Category A’ projects, clients are
required to disclose ESG information as outlined in Fig. 2 in the public domain.
ESIAs need to be publicly available for at least 60 days for private sector projects
and 120 days prior to Board consideration for public sector projects. The 120-day
disclosure period reflects the US Environmental Impact Assessment (EIA) dis-
closure requirements for public sector projects. EBRD also requires that ESIA
document remain in the public domain for the duration of the Banks financing of
the project.

The timing of the information disclosure required by the PIP is important in the
ESDD process and in organising the preparation of projects before Board submis-
sion. If PIP requirements are not met then a policy derogation will need to be
requested with reasons to support why the information disclosure requirements
could not be achieved. An annual report on the implementation of the PIP is posted
on the EBRD website which includes a summary of any PIP derogations and the
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Fig. 2 Category A projects—documentation required to meet EBRD PRs

disclosure periods of ESIAs associated with projects that have been reviewed by the
EBRD Board that year (www.ebrd.com/downloads/policies/pip/pip-implementa
tion.pdf).

3.1 EBRD and Other Lender ESG Standards

The information required to support lending decisions and the level of ESDD
scrutiny varies according to the lending parties involved. ‘Lender standards’ such
as EBRD PRs (EBRD, Environmental and Social Policy, 2008), EU standards, IFC
Performance Standards (IFC 2012), Equator Principles (EQ 2013) and OECD
Common Approaches (OECD 2012) are increasingly aligned, as much has been
done to move towards greater consistency of standards in multi-lender situations.
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This enables project categorisation and due diligence processes to be streamlined.
From a lender’s perspective, environmental and social issues are often the most
visible aspects of the Banks involvement in a project. Gaps with lender require-
ments identified during due diligence can provide an early indication of potential
problems ahead. Early pre-emptive action to address gaps is usually easier and
cheaper in the long run. Frequently, National EIAs have to be ‘topped up’ with the
additional information in order to meet lenders’ standards. Therefore, early engage-
ment between the lender group and the client to confirm the lenders’ standards that
will apply is an important first step in the due diligence during project preparation
by the client.

4 Due Diligence Process: Assessing the ESG Risks

ESG risks are project specific. Complex infrastructure projects are usually associ-
ated with higher risk issues requiring closer scrutiny and review of interfaces. High-
risk issues vary widely, but include:

e Multiple emissions at or near regulatory limits

« Large-scale construction with large-scale temporary or migrant workforce

* A poor safety performance

» Significant retrenchment

» Extensive contaminated land or risk for land or water contamination

» Unsustainable demand on water resource

¢ Involuntary resettlement or economic displacement

« Potentially significant adverse impacts on vulnerable or endangered species
and/or habitats in Natura 2000 sites

» Impacts to a monument of cultural importance due to increased traffic access

e Adverse NGO attention with local community grievances

Other important factors that are part of the risk profile assessment and increase
the interface challenge, affecting ESDD timelines, include:

. EIA exemptions

. Extended permitting processes

. Lack of stakeholder engagement on siting decisions

. Limited capacity and enforcement of national regulatory requirements, as they
can impact on the quality of regulatory controls that are defined within decision
documents and permits, used to manage the ESG project risks

5. Lack of cohesion or inconsistencies with national development plans or strategic

assessments
6. Government-led resettlement

W N =

Usually, in large-scale projects, initial due diligence takes the form of a ‘gap
analysis’ of the prepared project documentation against the Banks PRs and includes
a site visit to assess the potential EHS and social risks. This is often the first time
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that the client and the lender ESG group liaise in any detail on the ESG project risks.
Requests for relevant ESG project documentation needed routinely include EIAs,
Social Impact Assessments (SIAs), risk assessments, details of Environmental and
Social Management System (ESMS) arrangements, feasibility studies, engineering
reports and designs, soil investigations, information on air and water quality
modelling, health and safety performance data, monitoring, expropriation plans
and information on stakeholder engagement for the project. Experience indicates
that well-organised and complete information provision has a direct impact on the
timely identification of potential gaps with lender standards and the completion of
due diligence.

Equally important as project documentation is early discussions and time spent
with the client EHS representatives to review and assess the management capacity
within the organisation and its contractors, and how ESG risk management is
organised and monitored on the ground. These discussions will cover such issues as:

e The role of the EHS manager (if they have one)

¢ Senior management involvement in ESG issues

» The status of the company’s (and contractors) environmental, health and safety
standards, human resources systems and controls

» EHS performance and monitoring

e Level of engagement with local communities and how concerns or complaints
are managed

» Potential supply chain issues including the role of contractors and subcontractors
in managing ESG risks while carrying out project activities

¢ Monitoring and reporting arrangements

At this initial stage of the ESDD, lender standards (EBRD PRs) and requests are
often perceived as being too stringent by the client. These views may be because of
a lack of in-house capacity or embedded attitudes that question the process.
Sometimes it stems from a different attitude to ESG risk and differing levels of
risk appetites resulting in conflicting views between client and lender. Common
statements made are: ‘What is the problem—we comply with national law?’, ‘we
already meet FIDIC requirements—what else do lenders need?’, ‘we have a safety
rule book and our safety record is good—we know how to manage our risks’, and
‘we have already had public hearings, why do we need more stakeholder
meetings?’.

Appointed consultants may often find themselves acting as an interface, edu-
cating their clients in what the lenders’ requirements are and what international
standards are relevant and in the steps of the ESDD process.

Feedback from previous EBRD clients has shown a number of common con-
cerns that were raised by internal stakeholders once the project appraisal or ESDD
has started. These include:

e Scope of due diligence: was much broader than was anticipated—EBRD
requirements are not just about environmental controls but extend to labour,
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health and safety, social and stakeholder engagement. Experienced consultants
were needed

Required documentation: the information and documents requested went
beyond what was required by regulatory requirements and included requests
for evidence of decisions made historically (e.g. siting of an alignment, the
alternatives considered and the stakeholder engagement related to these plan-
ning processes) and for mitigation proposals not covered in national law
(e.g. compensation for informal land users)

Area of influence (PR1): it was unclear for some time what this was and what
project-related issues would fall within this (see Sect. 4.1)

Social impacts/land acquisition and compensation (PR1 and 5): legal require-
ments are being met and currently do not require an SIA. It was unclear how to
address Lender standards and provide compensation for economic displacement
and informal land users or address differing opinions on the application of
exclusion zones that are not covered under national laws (see Sect. 4.2)
Stakeholder engagement (PR10): the clients considered provision of EIA infor-
mation was sufficient, and it was unnecessary to translate documents, engage
more extensively with the local community and target various stakeholder
groups, particularly for Category A projects, as the EIA process includes a
public consultation process (see Sect. 4.5).

Health and safety (PR2 and 4): legal requirements are met with no fatalities and
maybe only minor injuries recorded. No issues had been raised as a result of any
inspections by the Safety or Labour Authorities and there was a safety team in
place, so clients were uncertain as to what more is needed (see Sect. 4.3).
Pollution prevention (PR3): current operations have been compliant with
national regulatory requirements with no fines, so questioned the need for
additional site investigations

Biodiversity (PR6): competent Authorities were satisfied with the level of
assessment, so questioned why there was a need for more extensive baseline
data collection over a full year and involvement of additional specialists (see
Sect. 4.4)

Cultural Heritage (PR8): the relevant Ministry has not requested any further
information on potential archaeological sites, so clients questioned the need to
engage with other experts and the local community on cultural heritage

A number of these issues are explored below.

4.1 Area of Influence (PRI)

The project definition and a shared understanding of the final project (‘ESG story of
the project’) need to be discussed by all parties early, so that the scope of the project
impacts and its area of influence can be agreed. ESG risks associated with area of
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influence issues are frequently poorly addressed and are raised as gaps during due
diligence.
Examples of area of influence components can include:

» Client-controlled activities, assets and facilities directly owned or managed by
the client that relate to the project activities that may not be located within the
site boundaries such as power transmission corridors providing power for the
project, access roads to the project site and construction camps located a few
miles from the site where workers temporarily reside.

« Supporting/enabling activities, assets and facilities under the control of the client
and necessary for the completion of the project such as construction contractors,
outsourced environmental services, such as waste collection and disposal con-
tractors, or the operation of a dedicated wastewater treatment facility.

» Associated facilities or businesses that are not funded by loan as part of the
project but depend exclusively on the project and whose goods and services are
essential for the successful operation of the project such as a mine that supplies
ore only to a single processing plant or an approach road for a bridge project.

¢ Facilities, operations and services owned or managed by the client that are part
of the security package for the loan which may be assets that are physically or
commercially separate from the project, such as assets owned by a parent
company which may have E&S risks that could affect the value of the assets.

e Areas and communities potentially impacted by cumulative impacts from fur-
ther planned development of the project or other sources of similar impacts in
the geographical area, any existing project or condition and other project-related
developments that can realistically be expected at the time due diligence is
undertaken. This would include projects being constructed in Phases, where
impacts from other projects are expected to contribute to potential negative
impacts. These could typically be the increased loss of critical impacts, deterio-
ration of environmental quality standards and public health conditions which
could lead to raised opposition to the project by local stakeholders.

e Areas and communities potentially affected by impacts from unplanned but
predictable developments caused by the project. These may occur later or at a
different location on large infrastructure projects, as the economic situation of an
area can be altered, thus changing employment patterns or increasing demand
for existing resources. Examples include a new road leading to increased hunting
in previously inaccessible areas, triggering further construction along the road
route or leading to increased STDs due to an influx of construction workers.

Interface challenges usually arise because impacts from area of influence issues
have not been adequately addressed in ESIAs or feasibility studies. Also, some-
times, there has been insufficient engagement with third parties to assess their
contribution to the cumulative environmental and social impacts of the project, so
EBRD is concerned about the potential risks that may occur as a result. To avoid
adjustments to the project, early planning and scoping of projects through consul-
tation are recommended. This will allow risks and impacts linked to a project’s area
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of influence to be incorporated into the project preparation process, avoiding delays
and enabling appropriate mitigation measures to be agreed for potential impacts
that are identified.

4.2 Consideration of Social Impacts (PRI and PRS5)

Projects need to consider the impacts of their activities on neighbours and the local
community. Both the positive aspects (providing employment opportunities, addi-
tional services, access to improved infrastructure) and the negative impacts (dis-
turbance, influx of workers, noise, dust, land acquisition) and access problems
(access to transport, utilities, homes, grazing lands, etc.) should be identified.
Risks need to be understood from an early stage so that they can be actively
managed to maintain a ‘social licence to operate’ and enable timely engagement
with project stakeholders to allow the development of relationships at key inter-
faces. In practice, however, the coverage of social issues is often lacking in project
assessments and documentation because SIAs are not typically required under
national law.

An SIA is a document that describes the project context and baseline situation,
analyses social risks and opportunities, addresses the concerns and opportunities for
project affected people and provides an insight into the local political, economic
and social dynamics that may affect a project. For an SIA to be a valuable exercise,
it should not stop at describing and analysing, but adopt a mitigation hierarchy
(Fig. 3) and should also offer practical steps on how to avoid, minimise or mitigate
or compensate negative impacts and how to build on project positive social aspects.
Understanding how the broad range of project stakeholders contributes to the
success of the project is also important.

Too often, poorly executed SIAs focus to a large extent on secondary data
collection with little relevance to direct project impacts. Project impacts on vulner-
able groups, impacts on livelihoods, labour and human rights, security and safety

COMPENSATE

At full replacement value

REPLACE
ﬂ Replacement property of equal
value with advantages of
existing location
Consider at design phase

Fig. 3 Social/resettlement mitigation hierarchy
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considerations due to increased traffic and influx of workers (mobile men with
money) are just a small sample of social issues that are often poorly addressed, if at
all, in infrastructure project assessments. Depending on the nature of the project and
the local context, social impacts can be versatile and thus require varied responses.

Involuntary resettlement and livelihood restoration on large infrastructure pro-
jects are usually addressed under a legal framework for expropriation, on the basis
that owners of properties are to be compensated for their losses to a level that they
are expected to be able to acquire new properties and resettle and/or re-establish
their businesses in other locations. EBRD similarly seeks compensation for lost
assets at ‘full replacement value’ to be applied and restoration of livelihoods and
additionally requires that living conditions are improved amongst displaced people
at resettlement sites. However, this is often not a straightforward process and people
generally need additional assistance to be able to restore their standards of living
and further improve them. These processes are supported by EBRD requirements
for engagement with the affected people and development of appropriate plans
setting out the required actions to appropriately manage resettlement and/or liveli-
hood restoration. To ensure that all displaced people are properly assisted in line
with lender standards, it is essential to view resettlement/livelihood restoration
planning practices wherever possible in advance of expropriation processes. How-
ever, it is recognised that resettlement and livelihood restoration can be compli-
cated by issues related to land tenure and registration of properties, informal
construction (in both urban and rural settings), the existence of Roma slum settle-
ments, the circumstances of refugees and internally displaced persons and the
operation of informal businesses.

For some projects, vulnerable groups such as Roma, the homeless and waste
pickers were not immediately viewed as a significant project risk. Furthermore,
links with representatives from project-affected groups or institutions such as social
welfare and housing departments were not explored to try to establish who and how
many people were likely to be directly affected by the project and to what extent.

The most difficult cases have involved people who do not possess legal title to
the lands they occupy and who are therefore typically not entitled to any compen-
sation according to national laws. The difficulties in collecting information and
finding solutions for these vulnerable groups can be further compounded as often
the lack of personal or registration documents is commonplace. Documentation,
however, is required for the provision of social assistance or benefits, and acquiring
documentation is a prerequisite for sustainable project outcomes. Without such
information it is not always possible to fully determine the potential risks and
suitability of the project response to these risks at an early stage, particularly in
relation to the livelihood restoration measures or resettlement needs of vulnerable
project-affected people.

Early links with institutions and project-affected people can help Clients to build
cooperative relationships and enable resettlement and livelihood restoration needs
or community impacts to be jointly addressed. SIAs should draw from these
relationships to define project-specific measures and demonstrate how the miti-
gation hierarchy will be applied. Well-managed interfaces with accurate and timely
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sharing of information can help with the implementation of tailored, practical and
culturally appropriate solutions to project-specific social impacts and risks. This
often requires interaction over an extended period of time between key stake-
holders, who have the shared commitment that no one should be worse off as a
result of the project.

4.3 Health and Safety (PR2 and PR4)

Lender standards specify the need for working conditions to be in compliance with
national labour laws, health and safety regulations and international good practice
(EBRD PR2). These requirements apply to all permanent and temporary workers on
site, whether they are employed directly or by construction contractors, sub-
contractors or labour agencies. Equally important is the need to minimise risks to
the health and safety of the local community due to the project (EBRD PR4). So due
diligence seeks to ensure that operational controls and monitoring and reporting
systems are adequate to verify that health and safety risks are being managed to a
tolerable level. It also looks at interface arrangements, whether between contrac-
tors working on site, delivery of supplies or links with emergency services to assess
the strengths and weaknesses of the shared approach to Health and Safety
management.
Frequent examples of hazards and associated risks found on site include:

* Moving vehicles: risk of crushing and impact injuries

* Access and egress routes: risk of injury from falls, slips and trips

» Inadequate lighting: risk of contact with obstacles, slips and trips

¢ Noise: risk of damage to hearing (tinnitus and occupational deafness)

¢ Machinery and work equipment: exposure to moving parts and the risk of being
drawn in and crushed or electrocution

» Hazardous materials including dust—risk of allergic reaction, respirator reac-
tion, lung diseases and explosion

» Lack of warning signs for specific hazardous areas.

As a minimum, there is a need to identify and control potential workplace
hazards to minimise the risk to workers, enforce safe systems of work and the use
of safety equipment, provide training to workers on hazards to their health and the
precautions that are required, document and analyse work-related accidents, inju-
ries and illness and develop emergency response plans to prevent, mitigate and
recover from emergency situations. How these are managed and communicated to
various parties working on site is an important factor in demonstrating if key
interfaces are able to effectively manage the project risks at each project phase
and identify the potential weak links needing additional operational controls. Sadly
there have been fatalities on projects and it is vital that lessons are learnt to avoid
reoccurrence (Fig. 4).
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Fig. 4 Causes of fatalities on EBRD Projects (2012)

Compliance with EU Occupational Health and Safety (OHS) standards is a
benchmark for EBRD, and information on the effectiveness of controls is vitally
important. Files of risk assessments on a shelf are worthless if there are no measures
being implemented on site to avoid, prevent and mitigate hazards and risks. Not
recognising the risk, lack of safe systems of work, lack of adequate information,
instruction, training or supervision and incorrect selection of equipment or control
measures are just a few factors that are indications of a poor safety culture that
would need to be improved to meet expected standards. Incidents are not just down
to workers violating safety rules, so incident reporting and investigation processes,
including how client and workers interact, are an important component of the risk
management processes that need to be assessed. A client’s health and safety
performance record, including summary findings of any recent labour or safety
inspection, fines imposed, cases outstanding, as well as examples of safe practices
and controls (such as measures to ensure that working hours are not excessive and
are recorded and regulated in accordance with national law) are other indicators that
are reviewed as part of due diligence.

Regular risk assessments of the workplace to prevent accidents and diseases
occurring are necessary together with project-specific Health and Safety plans
defining the health and safety management systems detailing the responsible staff
on site. Too often, template or generic plans are provided that lack details on site-
specific issues that need to be managed, particularly emergency response arrange-
ments. This is of particular concern when there may be lack of consultation and
coordination when there are numerous contractors working on site. They can
sometimes all be working to their own procedures and controls with limited
consideration of how they need to link and work together. The need for engagement
between parties is particularly relevant for emergency planning and response where
roles and responsibilities need to be clearly understood and conveyed. To address
this, some projects define shared HSE arrangements formally in documented plans
or procedures, usually as part of the responsibility of the lead or principal
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contractor. This is then supported by monitoring, reporting and change manage-
ment processes to verify that the arrangements are working effectively.

Concerns regarding contractor management arrangements also extend to health
and safety standards of worker accommodation (which needs to meet national
requirements as a minimum) and how relationships between the workforce and
the local community will be managed. EBRD will seek compliance with inter-
national good practice for accommodation (currently defined within IFC/EBRD
Workers’ accommodation processes and standards 2009) and details of how the
project intends to manage and mitigate for the influx of a large number of workers,
usually men, to avoid conflicts within the contractor compound and with neigh-
bouring communities (code of conduct, community development programmes,
sourcing of supplies locally, etc.).

Community health and safety issues (PR4) sometimes lack the depth of assess-
ment expected, as challenges relating to the potential impacts can range from:

» The fire and life safety of a building

¢ Pressure on existing health services due to the influx of workers. At the worst
case that can mean increased loss of life due to the capability of local medical
facilities unable to cope with major incidents associated with a project (no burns
unit)

e Conduct of and conflict with workers

» Impacts to local infrastructure

e Access and security issues

¢ Toincreased number of vehicles, equipment and activities within the local vicinity.

The interface between the project and local communities regarding measures to
ensure public safety is very important. Any information needs to be relevant to the
audience, timely and communicated.

It is no surprise, therefore, that HSE interface arrangements between the client
and its contractors and subcontractors are high on the list of concerns that EBRD
considers during their review and monitoring of projects (see Sect. 6.3). From the
outset it is important that there is a shared understanding of the risks, control
measures and emergency response arrangements for the site and mechanisms to
communicate, monitor and improve health and safety performance on site and in
the wider community.

4.4 Impacts on Biodiversity (PR6)

Any project’s potential impacts on biodiversity and living natural resources need to
be identified and characterised through the environmental and social appraisal
process and be sufficiently comprehensive and conclusive to satisfy local law and
lender’s requirements (EBRD PR6). Assessments of biodiversity resources should
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be sufficient to characterise baseline conditions and potential impacts commen-
surate with the risk. This must be consistent with a precautionary approach and the
biodiversity mitigation hierarchy to avoid, minimise, mitigate and/or offset signi-
ficant residual impacts. A project should be designed so that it achieves no net loss
or a net gain of biodiversity.

For EBRD in particular, biodiversity assessments (equivalent to an ‘appropriate
assessment’ under Article 6(3) of the EU Habitats Directive) have become a
particular area of focus during due diligence. In EU member states and candidate
states, these assessments need to be completed to ensure that projects will not
adversely affect the conservation values for which an area is subject to protection,
and this in turn protects the overall coherence of the (designated and/or proposed)
Natura 2000 network. The same approach is also used (conduct assessments
sufficient to avoid significant adverse effects on conservation values of concern)
for protected areas in non-EU countries, and in areas of particular biodiversity value
in all countries regardless of their protection status. Recent experience at EBRD has
highlighted that assessments should be as complete as possible prior to project
approval. If additional data are needed to reduce uncertainty or to refine mitigation,
they should be collected prior to disbursement of funds that could lead to irrevers-
ible impacts. This can have a direct effect on the project financing timetable, so it is
important that provisions are made at an early stage to ensure that adequate baseline
data is available for the project.

The following issues have been raised on projects in respect of habitat protection
and conservation assessments:

* A thorough survey for species of flora of conservation significance needs to be
conducted, in the appropriate season, in areas to be cleared for construction
works.

e The client needs to retain qualified and experienced experts to assist in
conducting the appraisals, and teams need to include local experts with knowl-
edge of data sources, age and relevance.

e Where appropriate, bio-monitoring needs to extend over all four seasons to
provide recent adequate data on flora and fauna and their life cycles and habitats.

¢ Biodiversity and habitat data may be closely held by NGOs, state institutes,
agencies, etc., and must be assessed to ensure it represents recent/current
conditions and is suitable for its intended purpose. Wherever possible, project
data should be made available for public use.

« Habitat loss must be assessed along with direct and indirect impacts on organ-
isms and populations.

» Mitigation measures including the compensation measures to offset habitat loss
need to be clearly defined.

¢ Risks and impacts must be fully understood and addressed using the ‘pre-
cautionary principle’ prior to any action being taken that could cause irreversible
or unacceptable impacts.

Decision documents or permits will include specific requirements that need to be
addressed; these will include controls that need to be implemented in the field by
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on-site workers. EBRD may also define additional mitigation measures within an
ESAP that would need to be applied. Therefore, measures needed to operationalise
the necessary mitigation to protect biodiversity should be included in project
planning, construction management plans, management systems, contract docu-
mentation, noise management plans, etc., so that any constraints are incorporated
(e.g. nesting periods, hunting bans, designs for animal crossings, fencing of areas).
Responsibilities need to be clearly assigned for the oversight of the implementation
of the mitigation measures. Ideally interactions between interfaces concerned with
biodiversity protection will work together to enable agreed precautionary principles
to be applied in practice.

There is almost always a need for post-approval monitoring for projects that
could cause adverse effects on biodiversity. Monitoring is often required in order to
verify the efficacy of required mitigation to refine mitigation when there is uncer-
tainty as to its ability to prevent or control impacts, or to fill data gaps, with
information that is needed to fully define designs or mitigation measures. The
purpose of post-approval monitoring must be fully understood, as well as how the
monitoring data will be used and shared. Regardless of the purpose of monitoring,
any new data is to be fully evaluated and appropriate decisions made regarding
project designs and operation, with material changes reported to lenders and if
appropriate information shared with the public.

To achieve compliance with the biodiversity requirements of EBRD requires
good planning and adequate resourcing. Timely contributions from stakeholders are
important not only in the scoping and assessment of impacts on biodiversity but
also in the continued monitoring of the project.

4.5 Stakeholder Engagement (PR10)

It is very important that clients manage information, communication and expect-
ations between the numerous project interfaces/stakeholders to ensure controls to
address ESG risks are known and managed to avoid difficulties in project imple-
mentation. Stakeholders vary between projects and more can emerge as a project
progresses, but well-managed interfaces between the project and stakeholder
groups (Fig. 5) can help in the support of the project.

Stakeholder identification and engagement is primarily the responsibility of the
client and should begin as early as possible, so that links and engagement with
stakeholders can be planned. The nature of engagement activities carried out and
the results of these are usually seen by lenders as a good insight into the client’s
general capabilities and approach to ESG risk management. Unhappy communities
or individuals can certainly be a significant risk to any project, no matter what the
size is. Protests can result in roads being blocked, damage to assets and delays to the
project or court action. People will react on the basis of what they perceive to be
impacts, so adequate information needs to be in the public domain on a timely basis
to advise them of the project or activities, the potential impacts and what kind of
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Fig. 5 Examples of typical stakeholder groups

mitigation is planned. Stakeholder engagement needs to be managed well and needs
to be balanced, so that the project impacts, risks and mitigation measures and
benefits are easily understood and that expectations are managed. For example, if
a local community believes that everyone will get a job from a new activity and
then this does not occur, there may be difficulties in project implementation.

Frequently, there is often a focus on engagement with statutory stakeholders and
information provision rather than meaningful stakeholder consultation and engage-
ment by many clients until EBRD becomes involved. The typical disclosure of an
EIA and public hearing often only allows a few people to voice their opinions (often
mostly negative). Meaningful consultation means that a variety of voices are heard,
including from those people who may benefit from the project, as well as quieter
voices who would not speak up in a public meeting. There can be an initial
reluctance to undertake measures to directly engage with project-affected people,
however.

EBRD requires that information be disclosed and that the project-affected
persons, in particular, be given an opportunity to give their opinion on the impacts
and risk control measures of the proposed project. It is important that all parties are
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able to demonstrate that stakeholders have been ‘fairly’ treated; the engagement has
been culturally appropriate and ‘meaningful’. This may mean that in order to create
dialogue between the community and company different approaches to engagement
are needed. For example, this could mean organising the location of meetings at a
time and a place that is more comfortable and accessible for particular target
groups. This could include evening meetings to allow outreach to people who
work during the day, small forums held during the day at a school with childcare
facilities so that women feel more secure and can participate or individual face-to-
face meetings with small fishing communities at a café if the fishermen would feel
uncomfortable in a larger public meeting situation.

Generally, there is often insufficient focus on diversity of opinion, taking into
account that men and women or elderly people and young people may have
different views, priorities and opinions on the impact and risks of a project. When
planning stakeholder dialogue, the needs of different stakeholder groups must be
taken into account, for example, by providing female contact points for raising
grievances or women-only meetings in certain cultures where they would not be
able to attend a general public meeting.

Many elements of stakeholder engagement are carried out as part of normal
business operations, but there is often no overarching plan coordinating this. Due
diligence can highlight the limited interface between internal departments and
contractors on ESG issues and communication with external stakeholders. Typi-
cally there is a need for additional information to be provided in a stakeholder
engagement plan (SEP) on such issues as the project location and areas that are
subject to impact; what project information will be disclosed and in what lan-
guages; where information will be made available (web, offices, community build-
ings); who the identified stakeholders are; a timetable of events such as details of
meetings, dates project and ESIA information will be disclosed; how people can
submit comments; contact information for the client and its contractors working on
the project; and also the provision of a grievance mechanism. For Projects with
ESIAs it is important that there is a clear programme for the ESIA disclosure and
details of how the project plans to respond to any ESG issues that are raised. The
details of the stakeholder outreach and definition of responsible parties for its
implementation included in the SEP enable EBRD to have assurance that risks
are managed. SEP should be succinct descriptions of the above information and
separate from the detailed project information. They should not be complex or
highly technical.

Early identification of project stakeholders and strategies for their engagement is
important at every stage of a project development. Roles and responsibilities need
to be clearly defined as interaction with stakeholders on Project ESG issues will be
at numerous points. In particular, clients need to ensure that contractors are
committed to the communication plans and application of the project grievance
mechanism, as the commencement of construction works usually coincides with
increased interest in the management of ESG impacts.

Well-planned and implemented stakeholder engagement can significantly contri-
bute to ensuring that projects are on time and on budget, and timely information
exchange between project interfaces can also contribute to the clients’ licence to
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operate. Good stakeholder engagement can enable design or proposed management
changes to a project to be addressed early to avoid retrospective measures being
applied which can often be more costly and difficult.

5 The Importance of the ESAP and Monitoring
Its Implementation

The ESAP is the final output from the gap analysis site visits, discussions with the
client, review of stakeholder concerns and other findings identified during the due
diligence process. Any gaps between proposed risk control measures and the lender
standards are captured via remedial measures defined within an ESAP. Usually
presented in a tabular format these plans define the action needed, time framework
for its implementation and the responsible party (Fig. 6). For Category A projects
EBRD requires that the ESAP is a publicly available document, disclosed before
the Board consideration of the project, enabling stakeholders to review its content.
The finalised version against which the project will be monitored is appended to the
loan documentation.

Historically, ESAPs have had a heavy emphasis on environmental requirements
as a priority, with limited coverage of health and safety, labour or resettlement
issues. However, increasingly the coverage of ESAPs and supporting plans (such as
road safety management plans, resettlement action plans or retrenchment plans) is
broadening to more fully reflect the full scope of the EBRD PRs.

It is extremely important that the client fully understands the environmental and
social commitments defined within the ESAP, well in advance of finalising loan
agreements and signing. At times, the negotiation of the ESAP can fall to the
clients’ finance team, who accepts the ESAP requirements, but does not truly
understand the implication of the commitments that will form part of the loan
documentation. It is later that the reality of the commitment becomes apparent.
Now the client is faced with the challenge of interpreting the ESAP requirements

Environmental Identified PR1 Client and Client ESMP Contracts ESMP in place.
and Safety Man- within ~ ESIA contractor framework end of Contracts in-
agement re- but include: resources HSE Director 2013 clude HSE provi-
quirementstob e pollution pre- and budgets sions.
implemented vention, OHS

through all staged risks, com-

of the project and munity objec-

included in con- tions, EHS

tractual require- risks in supply

ments of the con- chain

tractor

Fig. 6 Typical ESAP format
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and responding to EBRD concerns to provide more evidence of its implementation,
holding up the request for disbursement.

Early due diligence and disclosure of project information can often contribute to
an easier ESAP preparation process. Large round-table discussions attended by
numerous people should be avoided when seeking final resolution on issues, but
experience shows that this is not always possible in practice. ESAPs that are
publicly disclosed during the ESIA consultation period are not fixed at that point,
as they are subject to amendment up until the finalisation and signing of the loan
documentation. This allows stakeholder feedback on proposed mitigation measures
to be taken into account.

Agreement on the ESAP can be a drawn out negotiation process between the
client and their technical advisors and a separate team of lender advisors, plus
representatives from lenders, contractors and lawyers, with each party scrutinising
the wording and commitment of each ESAP action. Finding the middle ground can
be achieved with good preparation and planning, particularly if due diligence is
started early. With good information sharing, effective relationships will be
established, and key decision makers will be well briefed in advance of the final
negotiation of the ESAP. All parties need to take a solution-based approach, avoid
reopening issues and be prepared to negotiate realistic measures to address potential
risks that have been identified through the due diligence process.

The need to achieve financial close by an agreed deadline usually focuses on the
efforts of those involved in the negotiation of the final ESAP so that ESG issues do
not hold up the overall deal. This can mean that a final version of ESAP involves
some intensive multiparty discussions, concessions and policy derogations in some
instances. However, wherever possible last-minute discussions to finalise an ESAP
should be avoided.

ESAPs can be amended during the project implementation phase, with the
agreement of EBRD. This can be necessary when mitigation measures are found
to be inadequate or the risk profile of a project change; for example, additional
measures relating to excavations were added to the ESAP following an increased
number of incidents during excavation works where excavations collapsed on
people or the public fell into unprotected trenches.

5.1 Monitoring (ESP 2008 and PRs)

The EBRD considers it essential that the environmental and social performance of
the projects’ compliance with its environmental and social covenants is monitored
for as long as the Bank maintains a financial interest in the project. Monitoring
ensures that the applicable standards and the implementation of the ESAP are being
substantially met. It also tracks ongoing environmental and social impacts associ-
ated with the Project and provides a measure and feedback on the effectiveness of
mitigation measures. As a minimum, clients are required to provide annual ESG
monitoring reports to the EBRD. However, high-risk infrastructure projects may
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also be subject to on-site inspections by independent parties, with the frequency of
site visits varying. As the monitoring capacity of regulatory authorities (whether
they be health and safety, environment or labour) is often limited due to lack of
resources, it is essential that clients establish their own effective monitoring
programme. They need to ensure that they have the internal capacity on site to
cover routine assessments of the current ESG risks related to the project, parti-
cularly during on-site works.

By undertaking lender monitoring visits it is possible to verify ESAP require-
ments have been implemented. It allows the appraisal of the EHS culture, levels of
motivation on site and a review of on-site risks. Frequently ESAPs require the
development of systems or procedures, which are duly provided by the client or its
contractors; however, it is only through viewing work in progress that the level of
implementation of the controls can be fully established. Where necessary, EBRD
may require that additional mitigation measures or controls are applied to improve
the management of ESG risks.

During monitoring site visits EBRD has routinely seen problems with:

e Weak management commitment to EHS

* ESAP not integrated into Client/Contractor management systems

* Spoil management requiring additional rehabilitation and remediation works

« Insufficient erosion control

» Lack of biodiversity protection measures

» Lack of enforcement of confined space operational controls

» Poor organisation and housekeeping

¢ Problems with emissions control, particularly with older facilities

e OHS generally: management systems lacking, no near-miss tracking or root
cause analysis, ‘blame the victim’ attitudes, lack of PPE

« Construction safety: working at height, electrical and mechanical safety

» Traffic management: on-site and fleet management

» Waste management: both on-site and local waste management infrastructure

» Slow progress in implementing mitigation measures for project affected vulner-
able groups.

On-site monitoring visits only enable a small sample of ESG risks to be
reviewed. They are also scheduled, so they can take place when risky activities
are deliberately not being carried out. However, the visits provide a new pair of eyes
on site and can enable emerging risks to be identified that may not have been
apparent at the time of the due diligence process and so were not included in the
ESAP. This is often relevant for the many construction projects that are subject to a
monitoring site visit, when the risk profile may have changed due to the changing
activities on site and improved controls are then identified.

The ESG interface between clients and lenders established during due diligence
can be just as important during the monitoring and implementation phase where the
need to find solutions for ESG risks can become immediate. This is most evident in
the event of an incident, where under loan conditions the client is responsible for
reporting accidents and incidents to the EBRD when it is considered to have a
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significant adverse effect on the environment or on public or occupational health
and safety. This usually means those incidents that are required to be reported to a
government authority, such as: if there has been a fatality or hospitalisation of one
or more workers, or an incident or accident that involves the loss of more than five
persons not directly or indirectly employed by the project, including accidents
involving vehicles or pedestrians. Sadly, EBRD does receive reports of fatalities
and upon request has shared guidance and good practices from other projects to try
and prevent re-occurrence.

Clients will benefit from establishing ESG monitoring programmes at an early
stage. Projects with good reporting records tend to assign clear responsibilities for
data collection and ask that routine data is provided by contractors. This is
supported by regular monitoring of on-site practices and tracking of the resolution
of non-compliances that are identified, so that a full picture of the ESG performance
of the project site(s) can be provided.

6 Key Interfaces: Some of the Challenges and Lessons
Learnt During Due Diligence and Monitoring of Lender
Financed Projects

The client, consultants and contractors (the three Cs) all play a vital role in the
successful and timely completion of due diligence and in achieving compliance
with lender standards during the implementation of a project. The following section
provides a few examples of common issues that frequently arise amongst these key
roles.

6.1 The Client

Time is a commodity that clients often do not have, particularly during the
preparation of the ESG documentation required for financing. It can be a frustration
that advisors are under or over scoping issues due to their lack of experience or
knowledge of EBRD PRs and other lender standards. Equally, a lack of under-
standing by clients of what needs to be done and how long it may take for ESG
documentation and studies to be prepared results in poorly defined terms of
reference for consultants, occasionally with near impossible timescales for com-
pletion (supplementary ESIA, Human Rights assessments and additional baseline
survey collection are not activities that can be completed overnight). EBRD can
help by defining scopes of work and clarifying area of influence issues early with
clients, but often they are not requested to do so.

When Lenders enter at the start of the ESG due diligence, there will usually be
general agreement relatively quickly with the client on the lender standards (EBRD
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PRs, EU standards, IFC Performance Standards or Equator Principles) and their
approach to complete the necessary review of documentation and disclosure of
information. However, clients can get into a ‘spin’ due to broad nature of the lender
standards, the perceived inconsistency of approach in the implementation of the
lenders requirements, area of influence issues, and what information needs to be
provided to what stakeholders and by when. These concerns should be discussed,
clarified and addressed to enable the project to be fully structured to meet the lender
standards and establish effective working relationships to avoid delays and mis-
understandings that may affect the financing timetable. On a number of projects,
EBRD has facilitated workshops and provided training to clients and their contrac-
tors on the EBRD PRs and their application to address such issues.

Clients also remark that it is not easy working with large lender groups partic-
ularly on large complex projects, when many people are trying to input into the
decision-making process. An Independent Environmental and Social Consultant
(IESC) working with a lead ‘environment’ bank has proved to be an effective
solution to managing the various interfaces on the lender side in some cases.

Early agreement of the scope of the project, a due diligence plan and strong
project management with well-planned but open communication all help to manage
the numerous interfaces and demands placed on clients during the due diligence
process.

6.2 Consultants

Lowest price is often the main criteria in the selection of ESG consultants, but the
lowest price option at the start may not always equate with the lowest cost option at
the end of the ESIA preparation or due diligence process, particularly on large
infrastructure projects. Clients should be aware that inexperienced consultants can
and do cause delays to projects; in some cases new consultants are needed to plug
gaps or even redo previous studies. It can cause huge frustration to both clients and
lenders when lengthy reports or ESAPs are prepared that lack focus on the material
issues of the project or fail to address lender requirements. Client consultants’
selection criteria should include team members with practical experience of lender
standards, which can always be verified via requests for references from lenders.

International financing often means considering a wider scope of ESG issues and
it very quickly becomes evident which consultants are new to lender standards.
Consultants should know where there are ‘differing’ requirements between lenders
standards and national laws and provide solutions as to how the project can address
these. Local consultants often have the knowledge of local legislation and local
context, but can lack experience in the practical application of addressing gaps with
lender standards (this is particularly relevant for social issues and stakeholder
engagement).

Equally, over-reliance on international consultants should be avoided. Sadly,
international consultants can sometimes fail to incorporate the value of the
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contribution that local partners can provide to the ESIA and due diligence process
with the cultural awareness and local insight that they bring. What is needed is a
balanced team able to prepare a project to meet national and international standards
with a solutions orientated approach.

Consultant teams should incorporate specialists who can competently consider
environmental and social issues, occupational and community health and safety,
involuntary resettlement, labour and stakeholder engagement practice to fully
address EBRD requirements.

The Lender IESC can on complex projects prove to be a valuable interface to
negotiate a timely resolution on issues during the due diligence phase as well as add
value during project implementation and monitoring. A good IESC will seek to
navigate a resolution when faced with differing opinions on the level of compliance
with lender standards. During monitoring an experienced lender IESC can provide
potential solutions to an issue with the client, drawing from other project examples.
They should not act as a tax inspector scrutinising every single piece of data but
look at the systems and controls, focusing on a range of risks. They are the eyes and
ears of the Lenders on the ground, but also need to provide a solutions orientated
approach when issues of non-compliance with lender standards are identified.

6.3 Contractors

ESAP requirements need to be applied by all workers on site. Contractors play a
significant role in the success of a project and the effective management of EHS
risks. Ideally, EHS provisions and ESAP requirements will be included in the
‘Particular EHS Conditions of Contract’ for construction works and also set out
in the tender specifications for any contract. Sometimes a client may not have made
such provisions within existing contracts and there can be a reluctance to issue
Contract amendments to cover EHS Conditions, because of the potential associated
financial implications. However, in practice the ESAP requirements will need to be
applied during the implementation of the project.

Clients are not always in a position to control the project ESG risks, so they need
to ensure that their contractors do. Contracted workers must be competent and have
the correct resources and equipment to undertake the work to the appropriate
standard. Clients need to ensure that their contractors have controls in place to
manage ESG risks through procedures, systems and plans before works commence.
Such controls include environmental, health and safety plans, risk assessments,
emergency response arrangements, training (site induction) and adequate provision
of PPE for all workers working on site. Many EPC contractors have established
EHS management systems and procedures that are frequently used on projects
throughout the world, but do not always cover the broad needs of the EBRD PRs
and are not tailored to address the project-specific risks.
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Reviews of recent EPC documentation for infrastructure projects have shown
social requirements on issues such as stakeholder engagement, worker accommo-
dation standards and worker grievances are limited or missing.

It is equally important to ensure that there is sufficient communication between
the client and contractors where there are overlapping jurisdictions, so that all
participants are clear on their roles and responsibilities when managing certain
risks. There should be agreement on controls and supervision arrangements for
EHS issues, no ‘hiding’ of non-compliances and opportunities to share good
practice. Regular reassessment of the risks of the workplace needs to be established
so operational controls are amended with each new project phase and project EHS
risks are recalibrated and shared. This is particularly relevant for such issues as
traffic management measures on site (site entrances, one-way systems, speed limits,
designated safe areas for vehicles to unload), but also would apply to maintaining
the site boundary, a code of conduct for worker behaviour and managing responses
to project-related community grievances.

Conclusions and Recommendations
Organisations and projects vary greatly in their complexity, their potential
ESG risks and their barriers to implementation. This chapter highlights some
of the interface issues that arise frequently during the ESG due diligence and
monitoring of Lender financed large infrastructure projects. Effective manage-
ment of the interfaces on a project is essential to achieve the common aim
that all project stakeholders share, ‘no injuries to workers, no damage to
the environment and no harm to communities’, which are reflected in the
EBRD PRs when successfully applied.

The following table summarises recommendations to help improve ESG
risk management on the ground based on the issues discussed in this chapter.

(continued)
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Recommendations for how management of ESG interfaces can limit financial and HSE risks and impacts.

Project Preparation

* Environmental and social issues are often the most visible aspects of the Lenders involvement in a project. Lenders seek to understand the potential ESG
financial and reputational implications of projects through due diligence. So early project categorsation and confirmation of any area of influence is
important.

« Project impact assessments need to consider both the potential positive and negative risks and impacts, with better coverage of:

* social issues including labour;

* potential workplace and community hazards;

« stakeholder engagement

. ication of pi i y app! and the mitigation hierarchy.

Project Implementation

« Clients should ensure that consultants and contractors are competent; have a shared understanding of the specific E&S risks of the project; understand

where there are interface arrangements that need to be managed and have the appropriate resources to undertake the work to the appropriate standard.

* Clients monitoring systems should provide a robust measure of ESG performance against Lender standards, which not only includes institutional
arrangements, emissions control, regulatory compliance, health and safety management but also social performance and the level of public consultation
and participation.

* Monitoring results should review the effectiveness of agreed mitigation measures and how the ESAP is being implemented via integration into existing
Client and Contractor management and monitoring systems.

Lenders could benefit from:

* Supporting more practical training, sharing of case studies and building of ‘local’ capacity, particularly in social and
* Facilitating capacity building is required to support the implementation of Lender standards on the ground.
Clients may benefit from:
* Agreeing a due diligence plan with Lenders and confirm area of influence issues and communication protocols
« Specifying Lender E&S standards in procurement and contract requirements
Consultants may benefit from:

« Better utilization of local consultants for social and stakeholder engagement
« Establishing cross functional teams that integrate international and local experience
« Capacity building in the practical application of Lender standards and international good practice

Contractors may benefit from:

* Incorporating Lender Standards/ good practice requirements into Project EHS Management systems, site EHS Plans, EHS monitoring and reporting
processes

« Establishing and documenting site specific EHS interface arrangements with the Client and other contractors on site in early phases of project
implementation.

Lender participation on a project can require clients to improve working
conditions, environmental performance and the bottom line (through opti-
mising the management of water, energy, emissions and waste). Lender
standards also support measures to give people and wider society a voice,
requiring broader stakeholder engagement with the workforce and amongst
project-affected people, particularly the vulnerable, who may otherwise have
been excluded. Furthermore, management of ESG interfaces as required by
lenders can be effective in addressing ESG risks and impacts.

In practice, there is no ‘one-size-fits all’ approach to environmental and
social risk management, but lessons learnt can be shared and small changes
made to reduce risks. However, where possible ESG standards need to be
defined and taken into account at the earliest possible stage in the project
planning cycle, so that the Projects ESG risks are known and keep pace with
the development plans for the project. Clients and their contractors should
understand why they need to take certain actions and that they are not a
burden but a protection measure or an opportunity. Sometimes it requires a
change of attitude, but often the success of a project can be directly linked to
managing interfaces and building relationships that support the sharing of
good practice when managing ESG issues.
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Translating Standards into Successful
Implementation: Sector Policies and Equator
Principles

Eric Cochard

Abstract The Equator Principles have become a market standard in the area of
project finance within the space of a few years and now form the basis of environ-
mental and social risk management systems among financial institutions of all sizes
and nationality. This in itself is a great achievement that needs to be preserved. The
third version of these principles, launched on their 10th anniversary, broadens the
scope of application to certain corporate financing activities directly linked to a
project. Even with this development, which concerns financing methods where it
seems reasonable to carry out such due diligence procedures, the Equator Principles
still only cover a small share of the activity of the commercial banks that have adopted
them. Some financial institutions have thus decided to establish broader coverage of
their activity using sector CSR policies that specifically set out the environmental and
social analysis criteria to be considered when reviewing projects in specific economic
sectors. Despite examples of cooperation between banks to establish agreement of the
stakes involved and to define best practices, there has not been a coherent response
from the financial sector. The implementation of shared policies seems a long way
off, and even the definition of guidelines seems complex due to different sensitivities
of the financial institutions, which generally reflect the social acceptability of their
activities within the societies in which the banks operate. While difficult, cooperation
between financial institutions in the area of sector policies is vital if these policies
are to truly contribute to more sustainable development of the economy.

On June 4, 2003, ten major international commercial banks (ABN AMRO,
Barclays, Citigroup, Crédit Lyonnais, Crédit Suisse, HypoVereinsbank, Rabobank,
the Royal Bank of Scotland, WestLb and Westpac) adopted the Equator Principles,
a charter to ensure that the projects they finance are socially responsible and respect
the environment.
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Ten years later, what might have remained a voluntary initiative for many has
become a market standard in the area of project finance and a symbol of responsible
behaviour in the banking sector. Nearly 80 financial institutions have signed up to
the initiative. However, it has become a victim of its own success, struggling to
evolve from its original framework, as a result of which some Equator Principle
Financial Institutions (EPFI) have begun to develop CSR sector policies.

1 Sector Policies Versus the Equator Principles

1.1 The Contribution of the Equator Principles

The Equator Principles involve a voluntary commitment by the signatories to ensure
that financial institutions conduct due diligence procedures and that clients-borrowers
analyse and manage the impact of their projects in accordance with the World Bank
environmental and social standards and notably the International Finance Corpora-
tion’s Performance Standards. The latter cover themes such as forced population
displacement, respect for biodiversity and human rights. In concrete terms, the EPFIs
undertake to conduct due diligence on the projects they finance with a view to the
social and environmental impacts of the projects and to ensure that the borrower
analyses the potential impact of their project and draws up action plans to reduce
these impacts as much as possible and offset those that cannot be avoided.

Having rapidly become a market standard, these Principles have helped to
improve the environmental quality of projects being financed, notably the quality
of impact studies and action plans (preservation of biodiversity, management of
waste and hazardous materials, etc.) and the quality of consultation and assistance
for populations affected, which are key aspects of the World Bank standards.

They also play a protective role because they have a restrictive impact on commer-
cial banks. In fact, by obliging them to formalise their analysis procedures and to take
into account environmental and social aspects of the projects being financed, they have
enabled better control by the banks of their credit and reputational risk. The benefits
produced have led to a rapid expansion of their use in the financial community.

From ten banks in June 2003, there were around 80 signatories on the eve of the
charter’s 10th anniversary, essentially comprising European, Japanese and North
American banks but increasingly including emerging country banks from South
America, Africa, the Middle East and Asia. While some have criticised the “free-
rider” behaviour of a few institutions with a minor presence in the project finance
sector, the importance of developing these standards for the financial sector needs
to be stressed. The Equator Principles today form the basis of the CSR systems of
many of the world’s big and small financial institutions, serving as a common
language that is now irreplaceable.

The 10th anniversary of the Equator Principles saw the official launch of EP III,
which extends the scope of application to certain other financing methods, when
there is a noted link between the financing and the construction or expansion of an
industrial asset, an essential condition for the identification of environmental and
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social impacts and therefore for the material possibility of conducting the due
diligence procedures provided for in the Equator Principles.

1.2 Why Sector CSR Policies?

Although there has been some confusion in the past, the Equator Principles are
necessarily limited in their scope of application. This is an important factor. The
principles were designed for a very specific method of financing, i.e. project
financing as defined by the Basel Committee on Banking Supervision, the repay-
ment of which depends solely on the revenues generated by the project. While this
is a symbolic banking activity, it represents a relatively low share of banks’ overall
activity.

After several years of talks to adapt the Equator Principles according to the
specific features of new products included in the scope without distorting them, EP
IIT shows clear progress. But even after extending the scope to include new
financing methods such as certain types of buyer credit loans, the Principles still
cover only a small percentage of the overall activity of EPFIs. The implementation
thresholds (amount of loan notably) may be gradually lowered over time, but this
does not fundamentally alter this observation.

Most of banks’ other activities could probably never be subjected to the due
diligence required under the Equator Principles. This is because they do not meet
two necessary conditions. On the one hand, the Equator Principles as they exist
today are applied on the assumption that the use of the funds is precisely known and
is linked to the construction or expansion of an industrial asset or infrastructure
(existence of an impact study and a plan for the management of residual impacts).
And on the other, the financial institution and the client must have the necessary
leverage (e.g. when the bank is financing equipment used in the construction of a
larger project, does the client have access to the impact studies of the entire project
and can it influence its characteristics?).

While project financing is traditionally subject to significant due diligence and to
tailored legal documentation due to the risks involved for the bank (reimbursement
is solely based on the project’s cash flow, without guarantee from the developer),
the same requirements are not usually applicable to other methods of financing, and
their social acceptability may be doubtful. Imagine, for example, an individual
client accepting a property loan from a bank on the condition that a maximum
temperature level within the property is respected, or a car loan on the condition of
certain eco-driving commitments. And where is early reimbursement of the loan
demanded if these conditions are not met? What seems natural for project financing
within the framework of the Equator Principles is not obviously applicable in other
cases.

This does not mean to say that financial institutions should ignore the impact of
their financing and investment activities. Etymologically, to be responsible means
to act in return or to answer for one’s actions. CSR therefore incorporates the notion
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that the company (bank or client) reports on the direct or induced consequences of
its activity, including environmental and social impacts.

For this reason, several commercial banks are seeking to introduce social and
environmental criteria into their financing policies and to publish these criteria
within sector CSR policies.

1.3 Developing Sector Policies

The CSR criteria used to assess transactions essentially reflect the societal objec-
tives that the bank feels are most relevant and generally concern respect for human
rights, the prevention of global warming and the preservation of biodiversity.

Incorporating the principles adopted by the UN Human Rights Council in 2011,"
the OECD’s key principles for multinational companies stress the obligation to
“seek ways to prevent or mitigate adverse human rights impacts that are directly
linked to their business operations, products or services by a business relationship,
even if they do not contribute to those impacts”. This obligation is based on the
performance of reasonable due diligence.

Where climate change is concerned, a scientific consensus exists, within the
framework of the IPCC, on the presence of global warming, its anthropological
origins and the levels at which we need to limit greenhouse gas emissions to keep
the consequences of climate change within acceptable levels. One direct result of
this is that companies will have to adopt more carbon-efficient development
models, and the notion of energy efficiency will become key in many economic
sectors.

A scientific consensus also exists on the importance of biological diversity for
humanity and on its impoverishment due to certain human activities. The obligation
to offset negative impacts where they cannot be avoided or reduced may in the
future concern many countries and economic sectors.” Initially financial in nature,
offsetting increasingly involves compensation “in kind”, with the emergence of the
concept of a net impact,” and is set to concern a growing number of clients.

Financial institutions are not looking to take over from national authorities and
international bodies in defining the objectives and regulatory framework surround-
ing such global societal objectives. Neither can they define the investment policies
of their clients, which design, build and operate the projects they finance. One of the

! After 6 years of research involving governments, businesses, civic bodies and investors under the
direction of Professor John Ruggie, the United Nations Human Rights Council adopted in 2011
principles based on three pillars, “protect, respect and remedy”, reaffirming the duty of states to
protect, the responsibility of companies to respect and the need for access by victims to recourse,
legal or otherwise, in order to repair abuses committed.

2 For certain infrastructure projects, this obligation has been inscribed in French law since 1976.

3In France, the Caisse des Dépots et Consignation created the CDC Biodiversité fund to propose
‘natural assets’ to industrials needing to offset their impacts.
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fundamental roles of a commercial bank is to assist its clients and in this way help to
finance the real economy.

As part of their CSR policy, however, financial institutions cannot ignore major
issues of public concern. In fact, since each financial institution determines its own
financing and investment policies, through the financing it grants, it can contribute
to the achievement of societal objectives. From a risk perspective, they are also
concerned by the consequences of these objectives on their clients.

Taking account of societal objectives does not involve moral judgement by those
in charge of banks’ accounts, as may sometimes be the case for certain stakeholders
that question the financial sector. What the banks seek is to draw as far as possible
on existing or emerging consensus in the area of good practice. A comparison of the
anticipated benefits and costs (economic, environmental and social) of the financed
activities and investment is central to sector CSR policy.

In concrete terms, looking at the sensitive defence sector, an international
consensus has emerged on the banning of anti-personnel mines and cluster muni-
tions thanks to the Ottawa and Oslo treaties. The sensitive nature of negotiations on
light arms is also reflected by the existence of international talks on the subject.
Financial institutions that have published policies for this sector have generally
adopted strict positions concerning the financing of the two former categories and
conduct very close management of the financing of the latter. Crédit Agricole’s
policy rules out financing of the former, while for the latter, authorisation must
come from the head office compliance team in cases where the importing country
shows a particularly high level of risk associated with human rights and areas of
conflict.

1.4 Complementary or Competing?

While sector CSR policies generally cover all forms of financing (unlike the
Equator Principles), their scope is smaller as they refer to particular economic
sectors.

Both the Equator Principles and sector CSR policies contribute to banks’
management of credit and reputational risk related to the environmental and social
impacts of the activities they finance. Banks that develop sector policies are
therefore generally looking to harmonise as much as possible their requirements
with regard to the two approaches, while acknowledging that the leverage for action
differs. The general idea is that the bank does not end up financing a project under
one method which it would not finance under another, even if the nature of the
potential due diligence depends largely on the financing method used.

Sector policies offer a more specific approach to aspects that are still inade-
quately covered by the IFC standards underpinning the Equator Principles (such as
greenhouse gas emissions), or which do not feature at all in the standards
(e.g. related to nuclear energy, shale gas or armaments). Banks must therefore
propose analysis as well as exclusion criteria, which may prove particularly difficult
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Table 1.1 Equator Principles vs. CSR sector policies

Equator principles CSR sector policies
Type of Due diligence process common to several | List of criteria used by a
commitment financial institutions financial institution to assess

transactions/clients

Financial projects | Project finance, Advisory +some Project- | All transactions/clients
covered Related Corporate Loans and Bridge

Loans (EP III)
Sectors covered All sectors Sector specific
Frame of International Finance Corporation/World | Diverse and sector specific
reference Bank
Key factors of Involvement/training of business lines. Same
success for Proper monitoring/control
implementation
Cooperation Significant (around 80 FIs committed Limited
among financial around the world)
institutions

since a consensus on what constitutes best practice has not yet been clearly
established internationally.

Two difficult examples that we have encountered concern coal-fired thermal
plants and the shale gas sector. We supported discussions between several financial
institutions on these two subjects within the framework of two market bodies, the
French Observatoire de la Responsabilité Sociétale des Entreprises (ORSE) (French
observatory of corporate societal responsibility) and the international Climate
Principles. This culminated, in both cases, in the preparation of guidelines for
these sectors which we then made available to the entire financial community.

Although sector CSR policies may seem like an additional level of complexity in
analysing projects, an approach that is as coherent as possible with the Equator
Principles is generally sought, and, in the final analysis, these two risk management
tools seem to complement each other more than compete with each other (see
Table 1.1).

1.5 Key Success Factors for Implementation

One of the keys to the success of the Equator Principles is the fact that they were
developed collectively by CSR and project finance professionals. The resulting
cross analyses during preparation meant that balanced, realistic requirements could
be established.

For instance, each bank that signed the Equator Principles defined its own
implementation procedures, which vary somewhat as a result. We cannot say that
one model is better than another. In order to be efficient, the method of implemen-
tation must be appropriate to the establishment’s culture and should not involve



Translating Standards into Successful Implementation: Sector Policies and. . . 115

new procedures being artificially pinned on to existing ones by someone without
any real knowledge of the business.

The model developed by Crédit Agricole CIB involved first-level implementa-
tion by the operating business lines themselves. This obviously required consider-
able training of front officers, with technical support available for the most difficult
cases. From our 10 years of experience, we have seen the positive effect of
gradually developing the sales employees’ capacity to anticipate and therefore
manage the environmental complexity of many large infrastructure projects world-
wide. Although this concern does not date from June 2003, the formalisation of due
diligence procedures has triggered a genuine virtuous circle.

Before decentralising due diligence procedures, appropriate control systems
must be in place. A natural first-level control is the risk department, which exam-
ines the sales employees’ analysis of all aspects of the project. At Crédit Agricole
CIB, this was completed by the creation of a committee for assessing transactions
that show environmental or social risk (CERES), which is chaired by the head of
compliance. This committee plays a crucial role, issuing recommendations before
taking decisions on any operation it believes requires close monitoring of environ-
mental and social aspects.

The key success factors for sector policies are the same. We used the same
implementation model, with one governance text adapted for each business line and
setting out the procedures to be followed regarding the Equator Principles, the
sector policies and a sensitivity analysis for environmental and social risks.

It also seems important that the sector policies are written in close collaboration
with the risk department and business line concerned. This will ensure good
assimilation of the texts and thus easier implementation. We therefore went as far
as having the texts formally validated by the same committee that validates the
business line strategies. This means that any upstream discussions can be settled
and the sales strategy and CSR policy of each economic sector concerned can be
aligned as best as possible.

These advances, whether in the Equator Principles or in new sector policies, will
not come without internal debate. Such debate is warranted and will ensure that
issues are understood, discussed and validated. The implementation of CSR pro-
cedures will in many cases involve considerable change management and an
inevitable learning curve (denial and protest followed by increasingly proactive
implementation). The sector policies are not likely to differ in this regard. This is
necessarily time consuming, but it will mean greater knowledge of sectors and
clients and therefore, in the end, greater proximity with the latter.
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2 Sector Policies in Practice

2.1 Which Sectors to Choose?

Two standard questions that arise for all financial institutions about to prepare
sector policies are as follows: Where to start? What sectors need to be treated as a
priority?

It would seem natural to begin by selecting the sectors that are most important
for the financial institution, but this is not as evident as might seem. We have often
noted that the first policies published are more of a reflection of the sector’s level of
sensitivity than of their relative importance to the bank’s activity.

Taking the questions raised by society into account is perfectly legitimate.
Sector policies play a role in the management of reputational risk, so the questions
asked by our stakeholders merit the attention of the financial institutions. As such,
policies concerning the defence sector are among the most frequent of the published
policies. It is often the case that they were prepared following a campaign to raise
awareness of the terrible effects for local populations of anti-personnel mines and
cluster munitions, before such arms were prohibited by the international commu-
nity through the Ottawa and Oslo treaties.

But responding to these questions alone is not enough. A significant investment
of time is necessary to achieve a satisfactory result. Selecting a few sectors to begin
with means ruling out certain other sectors, at least for a certain length of time. How
does a financial institution justify ignoring sectors in which it has a significant
presence and concentrating on sectors associated with a media campaign but of only
marginal importance for the institution? For this reason, certain banks look at the
relative importance of their potential impact. This type of approach is likely to
prevail in the future because it corresponds precisely to the notion of responsibility.

Such an approach often requires complex preliminary research. As an illustra-
tion, Crédit Agricole CIB drew up a map of the greenhouse gas emissions associ-
ated with the economic activities financed by it to determine the bank’s priority
sectors in the area of climate change. This work, conducted based on the
P9XCA“greenhouse gas emissions calculation methodology developed at the
Paris Dauphine University, showed that two industrial macro sectors, energy and
transport, accounted for more than 80 % of the emissions caused by the bank. For
this reason, after treating the energy sector, the bank opted to develop a set of
policies for the transport sector in 2013, even though on the whole this is not a
highly controversial activity for the bank.

“ Cf. Antoine Rose. Greenhouse gas emissions calculation methodology developed as part of the
Finance and Sustainable Development Chair. Report of the Chair to appear.
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2.2 How Technical Should They Be?

Another important question is how technical the published texts should
be. Experience shows that the preparatory work of these policies can rapidly give
rise to debate of a highly technical nature. Including all aspects of such debate in the
final result may lead to a text that is difficult to understand beyond a small circle of
experts and thus which is also difficult to apply. That said, overly simplified policies
would raise the risk of excessive short cuts that could give rise to arbitrary decisions
concerned more with the potential impact on public opinion than with the real
environmental and social impact.

There is no certainty that an ideal solution can be found. What is needed is a
balance between both extremes, based on which financial institutions can respond
differently depending on the circumstances. The trend nevertheless is for a rela-
tively long text, using straightforward vocabulary, covering each topic as accurately
as possible.

The policies concerning the nuclear energy sector are a very good example. The
few banks that have published a policy on this sector have tended to opt for fairly
technical texts about the analysis criteria (mentioning specific agreements signed by
states and specific types of audits, e.g. by the IAEA). Similarly, the policies for
coal-fired thermal plants all tend to refer to the technology or energy efficiency of
the installations being financed. The Climate Principles published interesting
guidelines on the subject, establishing a link between technology, energy efficiency
and greenhouse gas emissions. The banks that followed these guidelines selected
one of these more-or-less quantitative indicators, giving results that were neverthe-
less similar.

2.3 The Matter of Exclusions and Corporates

Unlike the Equator Principles, sector policies often include explicit exclusions. But
the fundamental intention is the same since this usually involves excluding situa-
tions rather than sectors.

For example, activities that have a negative impact on areas considered “critical”
by the Equator Principles (e.g. Ramsar and UNESCO sites) are often excluded.
While exclusions are not explicitly mentioned in the Equator Principles, they occur
through the strict application of the IFC Performance Standards underlying the
principles, which prevent certain situations occurring. Similarly, certain situations
are prevented due, for example, to the criteria concerning respect for fundamental
labour rights, or the consultation of affected populations, and agreement being
necessary in the case of native peoples.

The biggest difference is undoubtedly the a priori exclusion in certain policies of
activities in situations where responsible management of environmental or social
factors looks difficult, if not impossible, to achieve. This is notably the case in
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Crédit Agricole CIB’s policies for offshore oil drilling in the Arctic, open-pit
bituminous sands projects, subcritical coal plants (excluding small plants in certain
countries), hydroelectric plants at which the size of the reservoir is disproportionate
to the energy produced and artisanal mining.

One particular difficulty concerns the application of exclusions in the case of
groups operating multiple activities. It is up to each financial institution, therefore,
to define a threshold above which it excludes a group involved in activities that do
not comply with its policies. The ORSE proposes a threshold of 20 %.

2.4 Involvement of Stakeholders

Clients and professional associations may be consulted on a case-by-case basis
during the process of drafting sector policies to ensure that all complexities related
to technical issues are correctly factored in.

Financial institutions also draw heavily on the technical expertise of both
internal and external independent consultants. The main environmental or social
issues of the different sectors are integral to the knowledge that institutions must
acquire on the activity sectors they finance.

The views of the main environmental NGOs are also sought when preparing the
policies. However, active participation by NGOs in the review process is not
frequent given their often strong views. Thus, certain NGOs call for the exclusion
of entire economic sectors. And the sum of these exclusions may prove to be
somewhat unrealistic.

For example, in the energy sector, certain NGOs call on financial institutions to
refrain from financing nuclear power plants, coal-fired thermal plants, shale gas
operations or most hydroelectric projects, regardless of the stated energy policy of
the public authority concerned. As such, participation by NGOs in the definition of
sector policies can create considerable difficulty.

2.5 Taking the Example of Crédit Agricole CIB’s Energy
Policy

The energy sector, and notably the electricity generation sector, is of particular
importance due both to the central role it plays in economic development and the
level of greenhouse gas emissions currently produced by it (notably CO, emissions
during the combustion of fossil fuels). In northern countries, the main issue is often
the rate of transition to a less carbonated economy, notably through the develop-
ment of renewable energies or energies that generate low carbon levels (nuclear
energy), while for southern countries, the main issue is that carbon restrictions are
often seen as a hindrance to their development.
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Crédit Agricole CIB decided to establish a policy for this sector that would
include specific principles and rules for climate change as well as the other societal
issues identified. For the purpose of coherence, it was decided to prepare a policy
for each of the main sector components, the oil and gas industry, shale gas, coal-
fired thermal energy, nuclear energy and hydraulic energy, and to publish these
texts on the same date so as to highlight the fact that they form a coherent whole.
The idea is not to choose between the different subsectors but rather to define clear
and precise rules to be used for each sector when individually analysing financing
and investment projects. A policy for the mining and metals sector was also added.

All of the main principles presented above have been respected: use as much as
possible of existing and developing consensus, referencing of best practices and
exclusion of situations that are considered unacceptable. We worked to identify the
main societal challenges and best practices in each sector.

Public and professional international organisations (the World Bank, the Inter-
national Energy Agency, the International Atomic Energy Agency, the Extractive
Industries Transparency Initiative, the International Petroleum Industry Environ-
mental Conservation Association, the International Council on Metals and Mining,
etc.) were the main source of reference in defining these best practices. We also
took account of the recommendations of working groups on the financial sector
(such as Climate Principles and ORSE Guidelines) and carefully read the texts
published by our colleagues.

An important feature of our process was the in-depth discussions we held
internally. We systematically teamed up in working groups that included sustain-
able development specialists, specialised advisors from the sectors concerned, the
risk department and the main business lines concerned. This inclusive process gave
rise to instructive and often highly technical debate, which frequently required
more time than we had anticipated, but what is essential is that we set out the basis
for real comprehension of the challenges involved and ultimately for strong support
for the policies.

This support is crucial to the efficient implementation of the policies. These are
not rules that are set arbitrarily by a sustainable development department but are
well thought-out criteria that reflect the complexity of the industries involved and
take account, as far as possible, of the challenges identified, whether economic,
environmental or social. The texts were systematically approved by the bank’s
Strategy and Portfolio Committee, chaired by the general management, ensuring
comprehensive alignment of both the strategy and the policies.

2.6 What Lever for Implementation?

The question of how much leverage a bank has for implementing voluntary
principles or policies is closely linked to the matter of the potential competitive
disadvantage in relation to its rivals, an issue that systematically came up during our
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internal discussions and which was raised also when we participated in the launch
of the Equator Principles.

In the case of the Equator Principles, the matter was settled fairly rapidly
because these principles are applied across the project finance market. This is
undoubtedly due to the relatively closed environment that these banks operate in
and the fact that the principles were initially adopted by ten large banks of different
nationalities, representing a significant share of the market.

The situation seems more complex in the area of sector policies. As these are
designed to cover all forms of intervention by financial institutions, the number of
players potentially being impacted is much larger. A handful of banks would not
have a significant impact on the markets concerned. Efforts should therefore be
combined to foster a single approach to the challenges involved and best practices.
Financial institutions would benefit from cooperation to develop common guide-
lines for establishing sector policies as it would facilitate their implementation and
impact, helping to secure a greater contribution to the sustainable development of
the sectors covered.

That said, the publication of policies by a few pioneer financial institutions
would not be without an impact as it would necessarily create a precedent and
serve as a reference for other financial players. Even where the form may differ, the
fundamental idea tends to converge, at least where analysis criteria are concerned.

2.7 What Is the Situation at Present?

Only a few establishments have published CSR sector policies, and the areas
covered vary greatly. We are still a long way from a market standard similar to
the Equator Principles that were established 10 years ago.

Is it possible to achieve greater cooperation over and above the guidelines
published within the framework of the Climate Principles and the ORSE? While
this seems desirable, there are various obstacles that should not be ignored. Coop-
eration of this nature would go well beyond the definition of a due diligence process
applicable to a particular situation that covers only a small part of the investment
conducted worldwide and of commercial banks’ activity (as is the case of the
Equator Principles). Coal-fired thermal energy, nuclear energy and shale gas are
all socially acceptable activities to varying degrees depending on the country, and
this is naturally evident in the appetite of banks operating in this area, whose
primary role is to finance the economy of these territories. The definition of shared
rules for a large number of financial players worldwide with necessarily different
sensitivities is therefore a complex exercise.

Could the Equator Principles or another existing initiative play a role as catalyst
for the distribution of these best practices? At any rate, these initiatives provide an
established network that it would be a shame not to use. However, it would be
dangerous if they were to become merely a discussion forum from which each
player would choose what interests them. We must be careful to preserve the value
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added by initiatives like the Equator Principles, which today are synonymous with
precise and compulsory due diligence procedures. Changes that would damage this
clarity would be questionable. The challenge ahead therefore is to use these
initiatives as best as possible to ensure progress in the way we incorporate envi-
ronmental and social considerations into the banking world without distorting them.

Conclusion

This could be done successfully if certain conditions were respected. Tech-
nical work (such as the acquisition of expertise) would have to be prioritised
over simple discussions. Significant work to explain what is expected would
also be necessary, with a clear distinction being made between compulsory
processes and ancillary work. But it is particularly important that any poten-
tial broadening to ancillary work would be accompanied by coherency and
transparency in the implementation of the Equator Principles themselves by
all members.

The introduction of reporting by the members to the association in Equator
Principles III is unquestionably a significant step in this direction. But this
will clearly not be enough unless it is accompanied by transparency of
implementation at the level of each institution. Among the potential scenar-
ios, we could, for example, introduce a mechanism for external auditing of
statistics and procedures, similar to what certain European banks, including
Crédit Agricole CIB, have already been practising for several years.

Cooperation between financial institutions in the area of sector policies
therefore seems difficult to achieve, and we should not underestimate the
problems it would raise. But it is nevertheless desirable if we want these
policies to truly contribute to more sustainable development of the economy.

This is obviously a question for financial institutions and notably those that
have developed and applied the Equator Principles.
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Abstract Launched in 2003, the Equator Principles (EP) signaled a major shift by
international banks in their approach and responsibility for environmental and
social outcomes in the projects to which they were lending. Ten European, US
and Australian banks originally adopted the EPs. Within the first year, this had
grown to 25 financial institutions from 14 countries, including a Japanese bank and
an export credit agency. Ten years later, there are 80 Equator Principles Financial
Institutions (EPFIs) from countries as diverse as Mauritius, Mexico and Morocco.
In 2006, the EP were revised to reflect changes in IFC’s Performance Standards and
needed modifications based on implementation experience. The update process
took less than six months, expanded the scope of the EPs and introduced reporting
requirements. In 2010, the EP Association embarked on another revision process
(EP III), which took more than two-and-a-half years to complete. What changed to
make the process so much slower? Were the EP Association’s aspirations for this
revision higher, were the issues more complex, did the broad geographic scope of
the EP membership make consensus more difficult or had the management of EP
Association become less efficient? The management system of the EP Association
with its rotating chair, 14-member steering committee and ten working groups is
both a strength and a weakness. With its flat structure and lack of dedicated
professional resources, the EP Association now has to work longer and harder to
develop solutions, reach consensus and make decisions. This extended process
provides some insight into the complexity of managing a voluntary global standard
with a broad range of constituencies. Among the trade-offs that had to be navigated
were the desire to introduce more robust and consistent reporting requirements
while recognising that some countries have a culture of corporate privacy; and
addressing climate change and promoting lower carbon outcomes while accommo-
dating those countries actively developing carbon-intensive industries such as tar
sands, hydraulic fracturing and coal reserves. EP III reflects breakthroughs includ-
ing the expansion of the scope of the EPs to include Project-Related Corporate
Loans and strengthened reporting requirements. The release of EP III at the
Association’s 10-year anniversary provides the opportunity to reflect on what the
EPs have achieved and where challenges remain.
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Ten years to the date after its initial launch, the Equator Principles (EP) Association
adopted the third iteration of the EPs, known as EP III. Adoption of EP III on June
4, 2013, was the culmination of almost three years of work beginning with the
Strategic Review process begun in October 2010.

The update had been a long, slow process and took far more time than the EP
Association expected. Was it a success? The EPs are a framework for financial
institutions to apply in assessing environmental and social risk in their project
finance business. Since their launch in 2003, there are now 80 Equator Principles
Financial Institutions (EPFIs) on 6 continents in countries ranging from Bahrain to
Uruguay and from Canada to South Africa. The purpose of this chapter is to take
stock of the EPs at 10 years. In so doing, we will explore whether the EPs have
achieved their objectives, what impact the EPs have had on the financial sector, and
what are the prospects and challenges for the future. As part of this process, we will
also examine the issues that were identified in the Strategic Review and determine
how they were fulfilled or not fulfilled in the EP III revision process. The review
was designed to produce a 5-year strategic vision ‘to ensure that the EPs continued
to be viewed as the “gold standard” in environmental and social risk management
for Project Finance within the financial sector’." Is there a strategic vision to guide
the EPs through the next 10 years and will they remain the gold standard?

1 The Need

We need to first lay the groundwork for why the EPs were originally drafted and
adopted by a small group of leading financial institutions. When the discussion on
what became the Equator Principles began in October 2002, the leading project
finance banks had a large pipeline of major projects in the planning stages, many in
developing countries and with vast impacts. Projects included such industries as
mining, oil and gas pipelines, petrochemicals facilities, hydropower generation and
pulp and paper manufacturing. Some of these projects were in remote locations in
frontier markets. They impacted indigenous peoples, endangered species, fragile
ecosystems and protected habitats; others crossed international borders and
involved governments with weak regulatory regimes or histories of human rights
abuses. They all presented complex environmental and social issues, and, for the
most part, the banks had little capacity to analyse or manage these risks.
Non-governmental organisations (NGOs) were actively campaigning against
some of the most high-profile projects. Shareholder resolutions were introduced
at annual shareholders meetings of some of the banks to block environmentally
sensitive projects.

" About the Equator Principles Strategic Review—2010/2011, http://equator-principles.com/
index.php/strategic-review-2010-2011
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At the time, the banks lacked a framework to analyse projects for environmental
and social risk in emerging markets. They also lacked the internal expertise to
evaluate these risks, and it is unlikely that they knew the right questions to ask to
identify the risks. In developed countries, banks could generally rely on domestic
laws, regulations, permits and oversight. The projects in developing countries
challenged the risk management capabilities of the banks, but, at the same time,
their most important clients were sponsoring these projects. It was hard to say no to
them and not risk losing their business to competitors. Turning down a project did
not mean that it would not get done or that its environmental and social perfor-
mance would be improved. It just meant that another institution would lead the
financing and earn the associated fees.

As some of the major banks considered how to address environmental and social
issues in emerging market projects, they worried about competition with one
another on these issues. Clients could shop among banks for the environmental
standard that was most efficient for their project or, more likely, for the bank that
paid the least attention to these issues. Nonetheless, the banks recognised that they
were facing real environmental and social risk in these projects that could translate
both to financial loss and reputation damage. But no one bank could tackle this issue
alone. They felt it was essential to ‘level the playing field’ and have one standard
that they all agreed upon rather than each bank developing its own approach. Thus,
the EPs were launched in 2003.

Drafted by 4 banks” and adopted by ten banks? just 7 months later, the EPs provide
procedural steps for the banks to apply when evaluating projects and standards
against which to benchmark projects. The procedural steps require the identification
of environmental and social risks and impacts and then involve an assessment
process. The drafters of the EPs utilised the International Finance Corporation’s
(IFC’s) Safeguard Policies, which were redrafted in 2006 and became the IFC
Performance Standards and subsequently incorporated into the EPs, as the basis for
project assessment. These standards cover cross-cutting environmental and social
issues and define the responsibilities of the borrower for preventing and mitigating
harm to people and the environment in project development and operation. The EPs
also incorporate the World Bank Group’s Environmental, Health and Safety (EHS)
Guidelines, which provide industry-specific performance levels considered ‘good
practice’ in environmental protection and safeguarding worker and community health
and safety. It is important to note, however, that under the EPs, projects in high-
income Organisation for Economic Co-operation and Development (OECD) coun-
tries, as classified by the World Bank.* do not use the IFC Performance Standards and

2 ABN AMRO, Barclays, Citigroup and WestLB.

The 10 original adopting banks were ABN AMRO (Netherlands), Barclays (UK), Citigroup
(US), Crédit Lyonnais (France), Credit Suisse Group (Switzerland), HVB Group (Germany),
Rabobank (Netherlands), Royal Bank of Scotland (UK), WestLB (Germany) and Westpac Bank-
ing Corporation (Australia).

4See World Bank Database, http://www.data.worldbank.org/income-level/OEC.
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the EHS Guidelines, but instead rely on relevant host country environmental and
social laws and regulations.

With the adoption of the EPs, banks were empowered to access environmental
and social risk in projects and discuss these issues in an informed way with their
clients, could have some confidence that their competitors were approaching these
issues in a similar way and were able to respond to critics. Some might argue that
they did not necessarily get it right, but the banks were now able to deal with these
issues systematically and thoughtfully.

Have the EPs been a success and accomplished the objectives of the adopting
banks? The Preamble of EP III describes this objective as:

We, the Equator Principles Financial Institutions (EPFIs), have adopted the Equator
Principles in order to ensure that the Projects we finance and advise on are developed in
a manner that is socially responsible and reflects sound environmental management
practices.5

The press release of the initial adopting banks® also reveals some of their
ambitions for the EPs:

We are pleased that the banking sector is increasingly recognising the importance of
environmental and social issues in conducting its business with its clients. The Equator
Principles will set a common baseline particularly relevant for one of the most vulnerable
areas: project financing in emerging markets.

Herman Mulder, Co-head of Group Risk Management, ABN AMRO

The adoption of the Equator Principles signifies a major step forward by the financial sector
to establish a standardized, common framework to address the environmental and social
issues that arise from development projects. We are extremely proud to be part of this
voluntary, private-sector initiative and we are confident that we will see more and more
banks active in project finance adopt these principles in the coming months.

Charles Prince, Chairman and Chief Executive Officer, Citigroup Global Corporate and
Investment Bank

Crédit Lyonnais is pleased to be associated with the Equator Principles initiative as a means
of promoting environmentally and socially responsible conduct amongst the participants in
this important market.

Alain Papiasse, Deputy Chief Executive, Head of Crédit Lyonnais Investment and
Corporate Banking

The Equator Principles with their guidelines in the area of social and environmental
responsibility are an important step towards a more vigorous advancement of sustainability
in global project financing. They will help to ensure that ecological and social standards are
observed and will promote transparency in business dealings.

Kai Henkel, Head of Global Project Finance, HVB

These ambitions can be summarised as:

5 The Equator Principles (June 2013), Preamble (2).

% Press Release: ‘Leading Banks Announce Adoption of Equator Principles’ (4 June 2003), http://
www.equator-principles.com.
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¢ Getting other banks to focus on environmental and social issues in their business.

e Creating a common framework among financial institutions for projects in
emerging markets.

» Keeping the standard voluntary and private sector focused.

» Beginning the process of advancing sustainability in project finance (i.e. this is
the first of many steps).

2 Market Penetration

The key objective for the EPs was levelling the playing field for financial institu-
tions engaged in project finance to eliminate competition on environmental and
social risk management practices. For the EPs to be successful, they needed to be
adopted by the key players in project finance to achieve a high degree of market
penetration. Very quickly, the EPFIs were well on their way to achieving this
objective. Of the ten initial adopters of the EPs, most of these banks were leaders
in global project finance.” According to the press release at the time of adoption,
these banks were estimated to account for 30 % of the project finance market:
Together, these banks underwrote approximately $14.5 billion of project loans in 2002,

representing approximately 30 % of the project loan syndication market globally in 2002,
according to Dealogic.?

Eight of the ten original banks were from Western Europe, one was a US bank
and one was Australian. Five of these banks (Citigroup, RBS, HVB, WestLB and
ABN AMRO) were among the top ten global project finance banks in 2003.” By the
end of 2003, six more major banks had joined the EPs including the first Japanese
bank, two Canadian banks and three more leading European banks.'? In 2004, the
first export credit agency (ECA) (EKN, Finland) adopted the EPs, thus extending
their reach to a government-owned institution working in the private sector. And,
also in that year, the EPs were adopted by the first emerging market and South
American bank (Unibanco, Brazil). At its 1-year anniversary, there were 25 EPFIs
from 14 countries. In 2005, the first African bank (Nedbank, South Africa) adopted
the EPs.

By July 2006, when the EPs were revised to incorporate the revised IFC
Performance Standards and to make other changes, there were 40 EPFIs. At its
fifth anniversary in 2008, there were 60 EPFIs including new adopting banks from
Argentina, Chile, Uruguay and Oman. Together they announced:

7 See footnote 3 above.

8 Press Release: ‘Leading Banks Announce Adoption of the Equator Principles’ (4 June 2003),
http://www.equator-principles.com.

° Dealogic, 2003 mid-year ranking.

19The six additional banks were CIBC (Canada), HSBC (UK), ING (Netherlands), Mizuho
(Japan), Royal Bank of Canada (Canada) and Standard Chartered (UK).
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The EPs have become the global standard for project finance and have transformed the
funding of major projects globally. In 2007, of the US$74.6 billion total debt tracked in
emerging markets, US$52.9 billion was subject to the EPs, representing about 71 percent of
total project finance debt in emerging market economies. The EPs are now considered the
financial industry ‘gold standard’ for sustainable project finance.'!

By 2014, there were 80 EPFIs. Members include Industrial Bank Co, the first and
only Chinese EPFI (2008), two Mexican banks (2012), a Peruvian bank (2013) and
IDFC, the first Indian bank (2013) to adopt. The addition of these banks was an
important achievement in extending the reach of the EPs, and much of it had to do
with the outreach efforts of the EP Association. IFC also played a role in outreach
efforts.

But the global financial crisis that began in late 2008 set into motion a series of
changes in the financial industry that are still being felt today and which had a major
impact on the project finance market (see Graph below). From steady market
growth from 2003 to 2008, peaking at US$250 billion in 2008, the global project
finance market contracted to US$140 billion in 2009.'* The crisis altered the
European and US bank markets. A look at what has happened to four of the original
EPFIs reveals some of that change:

* ABN AMRO was broken up in October 2007 with its international business sold
to RBS (UK) and its Dutch business to Fortis (Netherlands). After Fortis’s
collapse in 2008, the Dutch government acquired the domestic operations of
ABN AMRO.

* RBS was acquired by the British government in October 2008. As part of its
restructuring, in November 2013, the management announced that it would be
focusing on UK business."

« HVB is now part of the UniCredit Group, headquartered in Italy.

¢ WestLB was downsized and became Portigon Financial Services, a financial
service provider, in June 2012. It no longer lends and is no longer an EP member.

With constrained capital and a reduced risk appetite, project finance portfolios of
the European and US banks were rapidly reduced. The project finance market still
has not recovered to precrisis levels and stood at US$198 billion in 2012. At the
peak of the market in 2008, Europe, the Middle East and Africa had a 55 % share of
the project finance market. In 2012, that share was down to 34 %. Meanwhile, the
Asian market was growing. With its tremendous demand for infrastructure and
strong liquidity of local financial institutions, Asian banks quickly ramped up
lending for Asian projects. Asia’s share of the project finance market grew from
17 % in 2008 to 45 % by 2012.'*

! Press Release: ‘Equator Principles Celebrate 5 Years of Positive Environmental Impact and
Improved Business Practices’ (8§ May 2008), http://www.equator-principles.com.

'2 Sources: 20032009 data: Project Finance International; 2010-2012 data: Thomson Reuters.

13‘RBS Places Troublesome Assets Worth £38bn in Internal “Bad Bank,” The Guardian
(1 November 2013).

4 Ibid.
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Since 2009, there has been less mention of the EPs’ scope of coverage of the
project finance market. Among the major project finance banks in 2012 were State
Bank of India, Korea Development Bank, Axis Bank (India), ICICI Bank (India),
China Development Bank and OCBC (Singapore), none of which are EPFIs."”
EPFIs continue to dominate the list of lead arrangers, but the influence of
non-Equator banks has grown.

Without major inroads in EP adoption by leading Indian and Chinese banks,
there is the risk that the playing field will not continue to be levelled. Thus, a major
challenge for the EPs comes from China and India where banks do not apply the
EPs and can compete for projects in Asia, Africa and Latin America by having
lower environmental and social standards.

Graph: Global Project Finance Market*
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3 Convergence Around a Common Standard

While the share of coverage of the project finance market by the EPs may have
slipped, a notable success is that the EPs have driven the application of a common
environmental and social risk management framework in emerging markets.
Increasingly, the IFC Performance Standards are used as the benchmark in project
finance not just among EPFIs, but also with multilateral development banks
(MDBs), bilateral development agencies and ECAs. In 2008, the European Bank
for Reconstruction and Development (EBRD) redrafted its Environmental and
Social Policy and incorporated the Performance Requirements that draw largely

15 Sources: Thomson Reuters, Project Finance Review, Full Year 2012; Dealogic Full Year
League Tables 2012.
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from the IFC Performance Standards.'® In 2012, the OECD revised the Recom-
mendation of the Council on Common Approaches for Officially Supported Export
Credits and Environmental and Social Due Diligence (The Common Approaches)
incorporating the IFC Performance Standards as the reference standard for project
finance projects.'’

In July 2012, the World Bank launched a 2-year process to review and update its
Safeguard Policies in part with the objective of bringing their policies more closely
in line with the IFC Performance Standards.'® This consultation process has been
extended and will continue into 2015.

Convergence around an agreed environmental and social standard by MDBs,
ECAs, bilateral development agencies and EPFIs contributes to a virtuous circle in
promoting better environmental and social outcomes for projects in emerging
markets. Borrowers can plan projects knowing the standard they are expected to
meet to obtain financing, and this promotes other lenders, who may not be EPFIs, to
use this standard as well. There is a gap, however, for those projects in emerging
markets in Africa, Asia and Latin America that secure financing from most Chinese
and Indian financial institutions since they do not use the IFC Performance
Standards. This gap is troublesome particularly since many of these projects
involve extractive industries in environmentally sensitive areas.

4 Voluntary and Independent

Driven by liability concerns, the EPFIs have always worked to make it clear that
they were each adopting the EPs independently. Hence the disclaimer in EP III:

The Equator Principles is a baseline and framework for developing individual, internal
environmental and social policies, procedures and practices. The Equator Principles do not
create any rights in, or liability to, any person, public or private. Financial institutions adopt
and implement the Equator Principles voluntarily and independently, without reliance on or
recourslg to the IFC, the World Bank Group, the Equator Principles Association, or other
EPFIs.

Accordingly, when a financial institution adopts the EPs, they do not become a
signatory to the EPs or a member of an official EP club with oversight responsibil-
ities, although it does appear like that to the outside world. The EP Association is an
unincorporated association of EPFIs with the responsibility only for ‘management,

16 EBRD, Environmental and Social Policy (May 2008) (15).

17 Working Party on Export Credits and Credit Guarantees, ‘Recommendation of the Council on
Common Approaches for Officially Supported Export Credits and Environmental and Social Due
Diligence (The “Common Approaches”)’ (28 June 2012) (9).

"8 http://www.worldbank.org/safeguards

19The Equator Principles (June 2013) (11).
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administration and development’ of the EPs,20

July 2010.

Each financial institution independently agrees to adopt, implement and comply
with the EP requirements and has the autonomy to implement and comply with the
EPs as they see fit (‘voluntarily and independently’). When a financial institution
adopts the EPs, they agree that they fulfil, or will fulfil, several requirements,
including:

and it was not officially formed until

* Being active in project finance

« Paying the annual fee

* Implementing environmental and social risk management policies and proce-
dures to comply with the EPs

¢ Not lending to projects where the borrower will not or is unable to comply with
the EPs.”!

As competitors and to avoid liability risk, it is not feasible for the EPFIs to have
oversight responsibility for one another. Instead, a bank self-certifies that it meets
the adoption requirements and that it has or will implement the EPs. Independent
verification by a third party of implementation procedures should be a longer-term
objective of the EP Association and is discussed more below. At a minimum to
build trust, accountability requires that new entrants provide comprehensive
reporting on their implementation. EP III has made good progress in the area of
reporting as discussed below.

Independence has had an impact on how the EPFIs have organised themselves. It
was not until July 2010, 7 years after the EPs were first launched, that the EPs formed
the EP Association and adopted Governance Rules. Gaining agreement to form such
an association and the legal opinions surrounding it was a long and slow process.
A rotating chair, a Steering Committee of core banks providing management and
strategy for the EPs, and Working Groups focusing on priority issues continue as the
loose management structure of the EP Association. In April 2008, an EP secretariat
was hired to provide administrative support to handle matters related to adoption by
new entrants, finances and communications.

The reliance on independence whether in the area of individual bank adoption or
implementation or in how the EPs organise themselves, while strategically appro-
priate at the time of the launch, has over time worked to the detriment of the EPs.
Without an official structure, for many years, the EPs did not have adequate control
over their message. Their critics, such as BankTrack, a network of civil society
organisations that track the operations of financial institutions, were reporting and
identifying flaws in EP implementation from the earliest days of the EPs. On the
first anniversary of the EPs, BankTrack issued, ‘Principles, Profits or Just PR’, %

20The Equator Principles Association Governance Rules (June 2010) (2).

21 1bid (7-10).

22 BankTrack, ‘Principles, Profits or Just PR—Equator Principles Anniversary Report’
(June 2004).
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and at the second anniversary, they issued, ‘Unproven Equator Principles’.>> This
was the start in a long series of critical reports on the EPs. While the EP Associ-
ation, through their working group for stakeholder relationships, often met with
civil society organisations to discuss implementation and respond to criticism,
BankTrack reports garnered broad publicity and may have hurt the EP brand.
Lack of its own EP annual report or of any collective reporting or even of good
quality and accessible individual EPFI reporting meant that others were telling the
EP story, and often critically and incorrectly.

The impact and success of the EPs are dependent on both external and internal
factors. Externally, changes in the financial market post-crisis mean that there are
new prominent players in the project finance market, particularly major banks in
India and China, which are not EPFIs. At the same time, the influence of Western
European and US banks in the project finance market is reduced. While the EP
Association has done some effective outreach work, this needs to be strengthened
with additional resources to make more substantial inroads in India and China and
bring more of these banks under the EP tent.

Notably, the growing convergence among multilateral and bilateral financial
institutions, ECAs and EPFIs around the IFC Performance Standards has served to
provide a common framework for projects in emerging markets. The broad range
and diversity of EPFIs has inspired this convergence process and is a major success
of the EPs. For the most part, it is accepted practice for international financial
institutions to require project developers to meet these standards. This alone has
raised the platform for sustainability in project finance.

5 Prospects and Challenges for the Future

The Strategic Review was designed to provide a long-term path for the EPs to
remain on the cutting edge. The recommendations included both near- and
medium-term measures for the EP Association to undertake, some to be incorpo-
rated into EP III and others relating to general leadership and governance. The
recommendations also encompassed some steps that were longer-term and would
take more time to implement.

The Strategic Review concluded that:

The Equator Principles Association needs to advance as an organization and create a
sustainable platform for its success and continued development, and to assert its leadership
role in environmental and social risk management in the financial industry. It must excel at
delivering its core mission. .. of ensuring that the projects that its members finance are
developed in a socially responsible manner and using sound environmental management
practices. At the same time, it must expand its membership to encompass new entrants in
the project finance market, broaden its scope to accommodate the greater ambitions of its
members, and address evolving environmental and social risk management needs (Lazarus
and Feldbaum 2011a).

3 BankTrack, ‘Unproven Principles—The Equator Principles at Year Two’ (June 2005).
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A discussion of some of the specific findings, recommendations and implemen-
tation status of these recommendations follows.

5.1 Exercising Leadership

The EP Association is respected in the financial industry and looked to for leader-
ship on environmental and social risk management. As an industry leader (‘gold
standard’), which they wish to remain, the EP Association has a responsibility to
promote high standards of environmental and social risk management and sustain-
ability in the financial industry. Despite the limited mandate of the EPs to project
finance business, this leadership role extends well beyond project finance to the
broader financial industry. With the first press conference announcing the launch of
the EPs, the EPFIs marked themselves as leaders in the sustainability field. With the
quick growth in membership, they were embraced by the industry. EPFIs are sought
out to speak at conferences, to run training sessions and to be interviewed in the
media about sustainability issues. For reasons relating to the more limited mandate
of the EPs to project finance, but also due to lack of resources, this leadership role
has not been systematically supported by the EP Association. It is also true that
what each EPFI knows best is their own financial institution, and, therefore, this is
what they talk about rather than talking about the EPs.

But because of the stature of the EP Association within the financial community,
they have convening power and a platform. The Strategic Review recommended
that they use this platform to promote discussion of improving environmental and
social risk management in the financial sector. Some of the EPFIs have done this
through their work on the Climate Principles, the Carbon Principles and, more
recently, on the Cross Sector Biodiversity Initiative (CSBI), which is designed ‘to
develop and share good practices and practical tools to apply the new IFC Perfor-
mance Standard 6 on Biodiversity Conservation’.>* But, there is still much more
that can be done to provide leadership on sustainability from creating an EP forum
to discuss emerging issues to working together with other organisations that have
complimentary objectives such as the Global Reporting Initiative (GRI) and the
Principles for Responsible Investment (PRI). All of this, of course, requires more
resources.

Within the EP Association, leadership is needed to ensure that the EPs evolve
with growing understanding on environmental and social impacts, assessment
methodology, mitigation techniques and community engagement practices. Lead-
ership is needed to ensure that membership standards are high and implementation
requirements are met.

2* http://www.equator-principles.com.
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5.2 The Need for Adequate Resources

The Strategic Review emphasised the importance of additional resources for the EP
Association:

As other voluntary organisations have learned, to ensure the long-term viability of their
initiative, it is essential to put in place a lasting structure that can facilitate achievement of
objectives and protect its brand. Much of the frustration with the pace of accomplishment of
the EPs can be sourced back to the reliance on the spare time of EPFI members to
implement its agenda. The EPs have the lowest fee structure and smallest level of staffing
of any comparable voluntary organization that we could identify. This low budget approach
served the organisation well up to a point, and considering the resources devoted to the EPs;
its achievements to date are extraordinary. But, the organization is now beyond the point
that this model is working (Lazarus and Feldbaum 2011b).

In 2008, the EPFIs outsourced responsibility of EP administrative matters to a
secretariat. The secretariat’s role has increased from one part-time staff to now
requiring a second administrator. Other than this, the EP Association lacks a
dedicated staff and office. The management of the organisation is handled by
EPFIs who, in addition to their other responsibilities within their financial institu-
tions, volunteer their time as EP chair, Steering Committee members and leaders
and members of Working Groups.

The annual dues for EPFIs have increased from about US$2,000 equivalent to
today’s level of US$5,000 equivalent per year, giving the EP Association an annual
budget of about US$400,000. This budget, while improved, remains low by com-
parison to similar organisations and can only cover the secretariat, the website and
some annual meeting costs. This lack of resources means that new initiatives take
longer to implement.

Now that EP III has been adopted, the EP Association needs to focus on such
priorities as developing an audit system for EP reporting, revising the Governance
Rules, including re-examining EP adoption criteria, implementing a more active
outreach effort to financial institutions in China and India and developing an EP
forum, among other things. These initiatives would be achieved far sooner if the EP
Association had the funding to hire additional resources. To sustain momentum,
more dedicated professional resources are essential.

5.3 Transparency and Reporting

The Strategic Review strongly focused on the need for better information disclosure
by the EPs on implementation and on project level reporting. Inadequate disclosure
means that it is difficult to determine whether an EPFI is fulfilling its responsibil-
ities under the EPs. While the EPFIs recognise that disclosure is essential to
promote accountability and trust for an independently implemented voluntary
standard, with a few exceptions, the degree of disclosure by EPFIs has been limited
and inconsistent. Despite recognising the need for disclosure, the issue is
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complicated because standards of disclosure differ among members with, for
example, institutions in Japan having a tradition of limited transparency. There is
also concern that more disclosure brings more NGO scrutiny or that more disclo-
sure might expose inconsistent treatment of projects among EPFIs. Instead, this is
one of many good reasons to improve disclosure.

It was not until EP II, in June 2006, that reporting requirements were introduced
and then they were exceedingly slim.

Principle 10: Each EPFI adopting the Equator Principles commits to report publicly at least
annually about its Equator Principles implementation processes and experience, taking into
account appropriate confidentiality considerations.”’

A footnote to this principle indicated that reporting should at a minimum include
the number of transactions screened by each EPFI, the categorisation of trans-
actions and information on implementation. A Guidance Note on Equator Princi-
ples Implementation Reporting, issued in December 2007, is most notable for its
disclaimer:

The document is not to be viewed as a required reporting framework, but rather a guidance
document to assist Equator Principles Financial Institutions in the development of their EP
implementation and reporting methodologies, if needed.”®

Not surprisingly, the quality of reporting has varied substantially from those
EPFIs that provide the bare minimum data in a not very accessible format to those
that detail their implementation measures; provide considerable information on the
projects that they had reviewed in the past year, including disclosing project names;
and chronicle the challenges that they have confronted. Each report is in a different
format and the relevant information is often buried deep in a bank’s annual
corporate social responsibility (CSR) report. This disparity in reporting and the
lack of accessibility undermine confidence in implementation, which is the opposite
purpose that good reporting should serve.

The EP Association made improvements in EPFI reporting requirements in EP
III. Annex B of EP III specifies minimum project reporting requirements that
include disclosure, by project category, of sector, region and country designation
and whether an independent review was undertaken. Implementation reporting now
includes detailing the responsibilities, staffing and reporting lines for those
reviewing projects for EP compliance and how the EPs have been incorporated
into credit procedures and risk management policies of the institution. More
detailed implementation reporting is also specified for new EP adopters. EP III
also provides for identification of names of projects financed under the EPs. These
names are disclosed not by the EPFIs, but through the EP secretariat for subsequent
publication on the EP website. While this has not been stated, the assumption is that
this annual listing of EP projects will not include the names of the EPFIs providing
the financing for these transactions, which is an unfortunate lack of transparency.

23 The Equator Principles (July 2006) (6).
26 Guidance Note on Equator Principles Implementation Reporting (December 2007).
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New adopters, in the first year after adoption, according to the EP Governance
Rules, remain exempt from reporting details on their project finance transactions.?’
To speed up implementation for new adopters, this exemption should be eliminated.

Progress was also made in EP III on client reporting with the requirement that
clients disclose their environmental and social impact assessments online. This
requirement is waived for clients that do not have a website, which is an unneces-
sary exemption. To promote communication with stakeholders, clients should be
expected to have a website.

As recommended in the Strategic Review, next on the agenda is for the EP
Association to develop an assurance standard for third-party auditing of EPFI
reporting. Independent auditing of CSR reports has become commonplace, partic-
ularly in Europe. An audit process for EPFI reporting would provide a means of
independent verification without concerns of oversight of one EPFI over another. It
would increase confidence in reporting and also raise the quality of reporting. To be
most effective, there should be an agreed standard developed by the EP Association
for all EPFI audits.

6 The Duck Test

Because of the limit of the EPs to project finance, one EPFI’s project finance deal
may be another EPFI’s corporate loan. Thus, one bank applies the EPs to the
transaction and the same transaction is exempted from the EPs by another institu-
tion. The Strategic Review recommended eliminating this inconsistency through
the extension of the EPs to corporate loans where the majority of proceeds of the
loan were used to fund a single asset. In other words, the application of ‘the duck
test’ was suggested: if it looks like a duck, swims like a duck and quacks like a
duck, then it probably is a duck. If it looks like a project finance deal and if it has the
characteristics of a project finance deal, then regardless of what it is labelled, it
should be treated as a project finance deal and the EPs applied to it.

EP III did address this issue by expanding the scope of the EPs to include
Project-Related Corporate Loans where ‘the majority of the loan is related to a
single Project over which the client has Effective Operational Control’.?® This is
good progress and will help reduce inconsistent treatment of projects among EPFIs.
Whereas the EPs extend to project finance loans with a minimum capital cost of
US$10 million, the limit for Project-Related Corporate Loans is higher with a
minimum loan amount of US$100 million and a minimum individual EPFI expo-
sure of US$50 million. These higher limits should be monitored carefully to ensure
that the EPs are now capturing Project-Related Corporate Loans with major envi-
ronmental and social risk.

2" The Equator Principles Association Governance Rules, Section 6(b) (June 2010) (10).
%8 The Equator Principles (June 2013) (3).
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7 Membership Has Responsibilities

What are the core requirements of being an EPFI? In addition to paying dues and
reporting, it is developing the management system and policies and procedures to
implement the EPs throughout the organisation, training staff and ensuring that
projects are assessed, implemented and monitored according to EP requirements.
As discussed above, entry criteria to become an EPFI are not performance based
and not verified. The Strategic Review recommended development of a simple
audit process to determine if new applicants have the implementation capacity in
place to become an EPFI. For banks in frontier markets, it might be appropriate to
have training resources available to assist new applicants meet these core require-
ments and grant funding might be available to support this objective.

EPFIs that do not meet their EP obligations undermine the effectiveness and
reputation of the EPs. Removal from the official list of EPFIs, or delisting, now
occurs only when an EPFI fails to meet its annual reporting requirement or fails to
pay its annual dues. But some EPFIs rarely, if ever, participate in EP meetings and
some may have demonstrated little evidence of applying the EPs. They may not be
doing any project finance lending, but then they fail to meet the EP requirement of
being active in project finance. Thresholds for continued inclusion of an EPFI based
on performance measures need to be specified. After a grace period for correction,
there should be delisting.

8 Climate Change and Human Rights

The EPFIs have grappled with increasingly complex environmental issues in pro-
jects over the past few years, many of which involved carbon-intensive industries
including coal-fired thermal power plants, mining of tar sands and natural gas
hydraulic fracturing. Most EPFIs felt it was important that the 2012 redraft of the
IFC Performance Standards provided more guidance on climate change, and they
encouraged IFC to focus on this issue.”” EP III provides a general recognition of the
importance of limiting climate change impacts in the preamble.*” But perhaps the
banks wished IFC to focus on this issue because it was a difficult one for the EPFIs
and it was easier to have IFC take the lead.

While the EPFIs hoped that the revised IFC Performance Standards would go
further, they do provide for an alternatives analysis for projects with projected high
greenhouse gas (GHG) emissions and for the client to ‘implement [emphasis added]

2 EP Steering Committee letter to IFC Executive Vice President, Lars Thunell (8 February 2011),
http://www.equator-principles.com.

30 The Equator Principles (June 2013) (2).
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technically and financially feasible and cost-effective options to reduce. .. emis-
sions during the design and operation of the project’.®!

In EP III, an annex was included to provide guidance on climate change, the
alternatives analysis, and reporting on GHG emissions.”” But in this annex, the
language relating to the analysis has been changed in a way that creates confusion
rather than clarifies the meaning. Here ‘the alternatives analysis requires the
evaluation [emphasis added] of technically and financially feasible and cost-
effective options to reduce . .. GHG emissions’. The client is expected to document
these options. The word ‘implement’ as specified in the IFC Performance Standard
is assiduously avoided. But, the annex also states, ‘This does not modify or reduce
the requirements set out in the applicable standards (e.g. IFC Performance
Standard 3)’.** Thus, it is unclear whether the client is expected to implement the
alternatives analysis or not. The one thing that is clear is that this was a difficult area
for the EPFlIs.

EP III also introduces carbon emissions reporting by clients. Projects producing
emissions over 100,000 tonnes annually are required to publicly report their
emissions. At emission levels of 25,000 tonnes, clients are ‘encouraged’ to report.34
However, in the IFC Performance Standards, reporting is expecting at emission
levels over 25,000 tonnes, although it is unspecified whether this reporting is public
or to IFC. The disparity between the EPs and the Performance Standards is
unfortunate and confusing.

Impressively, EP III also introduced the responsibility of the EPFIs to respect
human rights and to undertake human rights due diligence in accordance with the
United Nations (UN) Guiding Principles on Business and Human Rights.*® This
responsibility is mentioned throughout EP III and may be more explicit than in the
IFC Performance Standards.

9 Making It Easier

Managing an organisation with participants across the globe with different capac-
ities, interests and expectations is challenging, but doing it effectively and effi-
ciently is the key to maintaining and building on the EP Association’s success.
Several measures can be taken to facilitate the effectiveness of the organisation.

3'IFC Performance Standard 3 (1 January 2013) (2).
2 The Equator Principles, Annex A (June 2013) (12).
3 Ibid.
3 Ibid.

3 ‘Guiding Principles on Business and Human Rights: Implementing the United Nations “Protect,
Respect and Remedy” Framework’ (16 June 2011) http://www.ohchr.org


http://www.ohchr.org/

The Equator Principles: Retaining the Gold Standard — A Strategic Vision. .. 139
9.1 Not Everyone Needs to Decide

With the large Steering Committee, currently at 14 members, and consensus-based,
inclusive decision-making, it is hard work to be an EP chair. If the chair exercises
too much authority, the Steering Committee members may object, but with multiple
and often opposing positions on issues, decisions need to be made to achieve
progress. Someone needs to decide and impasses need to be overcome, and there
are times when efficiency trumps consensus and less democracy results in better
outcomes than more democracy. The position of chair demands considerable time
and energy and, not surprisingly, it is not eagerly sought out. At times and on some
issues, it would be appropriate to allow the chair to have more autonomy perhaps
with the help of an executive committee. Future chairs would benefit from being
able to exercise leadership and having more authority on select issues.

9.2 Tools and Chat Rooms

The EP Association has offered some implementation seminars and workshops on
specific topics such as documentation, grievance mechanisms and biodiversity
offsets. Many EPFIs also participate in annual community of learning events
provided by IFC and in regional discussion groups. But, it is fair to say that quality
and consistency of implementation continues to vary among EPFIs. As there are
more EPFIs spread across the globe, ensuring consistency in implementation is
more challenging. The EP Association needs tools to assist members in improving
all aspects of EP implementation from categorisation to project monitoring. While
avoiding confidentiality issues, online resources for EPFIs including training mod-
ules and chat rooms would facilitate a better exchange of information and better
outcomes across continents.

9.3 Protect the Brand

The EP Association needs to define itself rather than being defined by its critics. To
achieve this, communication is essential. With their new website and the work of
the communications working group, the EPs have done a better job of communi-
cating and issuing press releases. They would benefit from an annual report that
tells their story each year on what has been achieved and what they are working on
along with a big media launch of the report.
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9.4 Tiered Membership

As noted in the Strategic Review, ‘Minimum membership criteria reflect a single-
tier membership category and do not distinguish diverse membership capacities and
ambitions’ (Lazarus and Feldbaum 2011c). Accommodating EPFIs with vastly
different experience and capacity under one standard is a very broad range to
accommodate. It also means that less can be achieved by keeping all EPFIs at the
same level. While the EP Association umbrella should be big enough to actively
engage both newcomers and established players, it could be done more effectively
through tiered membership.

However, tiered membership was not incorporated into EP III and has not been
endorsed by some EPFIs. While they value independence in implementation, they
also want all EPFIs to be the seen as implementing the EPs in the same way. But,
they do not. Even among the original adopting EPFIs, some banks have done a
better job of implementing the EPs than others. At some, the EPs are consistently
implemented throughout their global networks, whereas other banks still struggle
with this. Ten years out, some of the banks should be doing better on implemen-
tation than they are. Yet, these EPFIs all wish to be seen as leaders. Keeping a
single-tier structure allows this perception to remain. But this is holding the others
back. Tiered membership would establish a baseline level of EP performance while
providing a consistent framework for those institutions with greater ambitions and
levels of performance to be identified. Higher tiers of membership could be
associated with increased disclosure or with application of the EPs to a broader
product range or both, but within clearly specified boundaries for performance.
Tiered membership would give new entrants something to aspire to. And most
importantly, tiered membership would promote a higher level of environmental and
social performance in project finance and that will help fulfil the overarching
objective of the EPs.

10 The Future Is Now

Through the broad application of the IFC Performance Standards and the growing
numbers of EPFIs across the globe, the EP Association has made considerable
progress in achieving its objective of levelling the playing field in project finance.
EP III signifies a major evolution of the EPs in setting a high standard for project
finance with more transparency, improved stakeholder engagement and consulta-
tion methods and more focus on climate change, human rights and biodiversity,
among other important changes.

Thus, the EP Association has effectively laid the groundwork for the EPs to
remain the ‘gold standard’ of environmental and social risk management for project
finance in the financial sector. Now, the devil is in the details. Its leadership role
needs to be embraced, resources fortified, implementation improved, audit
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standards developed, membership criteria strengthened and verified and outreach
efforts enhanced. The EP Association, with limited resources, an unwieldy man-
agement structure and considerable patience, has achieved a great deal. There are
high expectations for the EP Association to achieve even more. With leadership,
resources and an improved structure, they will be well positioned to retain the gold
standard.
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Development Banking ESG Policies
and the Normativisation of Good Governance
Standards

Development Banks as Agents of Global Administrative
Law
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Abstract As investment banks, both multilateral development banks (MDBs) and
private sector actors, adopt comprehensive environmental, social and governance
policies and standards to circumscribe the projects and activities they finance, these
policies and standards reflect and contribute to the formation of a range of widely
accepted standards of good governance that are increasingly understood as formal
legal or quasi-legal requirements. Such policies and standards promote a number of
core ‘good governance’ values, including transparency of decision-making, broad
public participation in decision-making and policy formulation, delivery of rea-
soned decisions, reviewability of decisions, accountability of decision-makers and
respect for proportionality in decision-making and respect for human rights, which
are prevalent in national systems of administrative law and increasingly applied,
mandatorily or voluntarily, to a range of actors including private sector lenders. The
ESG policies and standards initially adopted by MDBs, which often incorporate and
informally enforce values set down in national and international law on environ-
mental protection and human rights, are now reflected in the Equator Principles
adopted by 80 private sector lenders in 35 countries. This tendency towards the
emergence of a set of universally accepted good governance standards, applicable
to both public and private actors at global, regional, national and local levels of
administration, has been described as the phenomenon of ‘global administrative
law’. The trend in investment banking towards the adoption and implementation of
ESG policies and standards can therefore be explained in terms of global admini-
strative law while, at the same time, the investment banking sector might be
regarded as an exemplar of this gradual move towards the development of
global standards of good governance practice.
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1 Introduction

It is increasingly normal for international development banking institutions, includ-
ing multilateral development banks (MDBs) and many private sector lenders, to
adopt comprehensive environmental, social and governance (ESG) safeguard poli-
cies and standards to circumscribe the projects and activities they finance. This is
particularly the case in the financing of major infrastructure projects in developing
countries or economies in transition. It is increasingly apparent that these policies
and standards both reflect and contribute to the formation of a broad range of widely
accepted standards of good governance, increasingly presented as formal legal or
quasi-legal requirements. Such policies and standards promote a number of core
‘good governance’ values, which are prevalent in almost all national systems of
administrative law and are increasingly applied, mandatorily or voluntarily, to a
broad range of international or transnational actors.

The ESG policies and standards initially adopted by MDBs, which often
incorporate and informally enforce values set down in national and international
law on environmental protection, social protection and human rights, are also now
reflected in the Equator Principles (EPs), adopted by 80 private sector lenders in
35 countries covering over 70 % of international project finance debt in emerging
markets. This organic movement towards the emergence of a set of universally
accepted good governance standards, applying to both public and private actors at
the global, regional, national and local levels of administration, has been described
by observers of the ‘global administrative law’ phenomenon. Therefore, the trend in
international development banking practice towards the adoption and implemen-
tation of ESG policies and standards can be explained in terms of global admini-
strative law while, at the same time, the international development banking sector
might be regarded as a key driver of this gradual move towards the evolution of
global standards of good governance practice.

1.1 The Emergence of Development Banking ESG
Safeguard Policies

Because major development projects can significantly impact the natural environ-
ment and the social wellbeing of local communities, MDBs have for many years
been concerned to integrate environmental and social protection requirements into
their lending practices. The essential role played by MDBs and other development
agencies in the informal adoption and implementation of the legal standards,
principles and procedures inherent to the overarching goal of sustainable develop-
ment has been widely acknowledged (Handl 2001; Richardson 2002; Gowland
Gaultieri 2001; Kohona 2004). As early as 1980, the Brandt Report called on
MDBs to assist in environmental assessments to ensure that an ecological perspec-
tive would be incorporated into development planning (Independent Commission
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for International Development Issues 1980: 115; Shihata 1992: 2). More generally,
in 1985, the Brundtland Commission advised that MDBs assist developing coun-
tries in making the transition to sustainable development (World Commission on
Environment and Development 1987: 337).

The World Bank, unsurprisingly as the principal global development lender, was
at the forefront of such efforts and led the way for the regional MDBs and other
international financial institutions (IFIs). Since 1970, the Bank had prepared guide-
lines for staff to determine how to weigh environmental factors in any given project
(Shihata 1992: 4), and these guidelines were substantially expanded and widely
communicated in 1972 (World Bank 1972). In the early 1980s, international lenders
began to engage in coordinated efforts in this regard, with the World Bank and a
range of international financing agencies, including regional MDBs, the EEC, the
OAS, UNEP and UNDP, signing the 1980 New York Declaration pledging their
support for the creation of systematic environmental assessment and evaluation
procedures for all development activities. In 1981, the Bank played a key role in
deliberations leading to the adoption of the Cocoyoc Declaration, which included
recommendations for incorporating environmental policy into the development
process intended for the Bank and other multilateral funding agencies in the
appraisal of projects they were considering for funding (Shihata 1992: 3-6).
Whereas the Bank had previously published sectoral policy papers for areas
containing sections relating to environmental safeguards, including rural develop-
ment (1975), forestry (1978), agricultural land settlement (1978) and fisheries
(1982), in May 1984, all such policy guidelines were consolidated, updated and
issued as a formal operational manual statement—OMS No. 2.36, Environmental
Aspects of Bank Work.

The World Bank’s environmental policy was considerably strengthened by the
issuance in October 1989 of Operational Directive (OD 4.00) on environmental
issues, which was revised in 1991 and renamed as OD 4.01 on Environmental
Assessment (Shihata 1992: 8-9). The Bank also developed policies on social
protection, adopting Operational Directive 4.30 on Involuntary Resettlement in
June 1990, requiring, inter alia, that ‘involuntary resettlement should be avoided
or minimised where feasible’ and that a resettlement plan must be prepared to
ensure that displaced persons are treated appropriately. Demonstrating a clear
understanding of the close link between the potential environmental and social
impacts of major projects, OD 4.30 attempts to integrate environmental and social
safeguards, requiring that the resettlement plan consider the environmental aspects
of projects, such as deforestation, overgrazing, soil erosion or pollution, in order to
provide appropriate mitigation measures in the interests of the people displaced
(Shihata 1992: 12-13).

The sophistication and coverage of the ESG policies and standards adopted by
MBDs have continued to develop. Consider, for example, the case of the European
Bank for Reconstruction and Development (EBRD), which adopted its first Envi-
ronmental Policy in 1991 but is now subject to the 2008 Environmental and Social
Policy (ESP). The scope of the Bank’s safeguard policy has evolved over time to
ensure greater protection regarding social impacts and, at the time of writing, the
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2008 Environmental and Social Policy is undergoing a fundamental review
expected to result in greater emphasis on compliance with international human
rights values and requirements. Modelled on the format of the Performance Stan-
dards adopted by the International Finance Corporation (IFC), the private sector
lending arm of the World Bank Group, the EBRD’s 2008 ESP contains detailed
procedural and substantive requirements for the avoidance or mitigation of harm
liable to be caused by projects set out under 10 Performance Requirements (PRs),
each relating to a particular type of environmental or social impact, type of lending
or good governance practice. These include:

PR 1: Environmental and Social Appraisal and Management

PR 2: Labour and Working Conditions

PR 3: Pollution Prevention and Abatement

PR 4: Community Health, Safety and Security

PR 5: Land Acquisition, Involuntary Resettlement and Economic Displacement

PR 6: Biodiversity Conservation and Sustainable Management of Living Natural
Resources

PR 7: Indigenous Peoples

PR 8: Cultural Heritage

PR 9: Financial Intermediaries

PR 10: Information Disclosure and Stakeholder Engagement

The EBRD’s 2008 ESP is intended to ensure that the Bank promotes, through its
lending activities, a broad range of ESG values and outcomes. For example, in
setting out the Bank’s commitment to such values, the Policy stipulates that the
Bank will:

‘focus upon priority environmental and social issues facing the region . .. such as climate
change mitigation and adaptation, desertification, biodiversity conservation, energy and
resource efficiency, poverty alleviation, promotion of decent work, reducing social exclu-
sion, access to basic services, gender equality, transparency, and social development’.

It also emphasises classic good governance values and practices, reaffirming that
the Bank ‘is strongly committed to the principles of corporate transparency,
accountability and stakeholder engagement’ and, further, that it ‘will promote
similar good practices amongst its clients’.

It is also apparent, however, that the Policy is very concerned with ensuring
compliance with the environmental and social standards set out under various
regimes existing under national, EU or international law, sometimes regardless of
whether such rules are directly applicable to the Bank’s client in any formal sense.
For example, the 2008 ESP stresses that ‘EBRD will seek to ensure. .. that the
projects it finances ... are designed and operated in compliance with applicable
regulatory requirements and good international practice’. It also declares that ‘[t]he
Bank is committed to promoting European Union (EU) environmental standards’,
even though the majority of the states in which it operates are not EU Member
States. The central relevance of international law for determining the standards of
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environmental and social protection afforded under the 2008 ESP is apparent from
the express commitment that:

‘The EBRD will actively seek, through its investments, to contribute to the effective
implementation of relevant principles and rules of international law related to the environ-
ment, labour, corporate responsibility and public access to environmental information’.

It elaborates on the relevant standards of corporate responsibility to explain that
internationally agreed instruments include the International Labour Organisation
(ILO) Tripartite Declaration of Principles concerning Multinational Enterprises and
Social Policy and the Organisation for Economic Cooperation and Development
(OECD) Guidelines for Multinational Enterprises. Both instruments represent
precisely the kind of nonbinding, voluntary guidelines commonly associated with
the ‘global administrative law’ (GAL) phenomenon explained below. Regarding
normative requirements of international law applicable within the jurisdiction
where the client operates, the 2008 ESP guarantees that ‘[tlhe EBRD will not
knowingly finance projects that would contravene country obligations under rele-
vant international treaties and agreements related to environmental protection,
human rights, and sustainable development’. More specifically, it stipulates that
the stakeholder interaction required under the Policy ‘should be consistent with the
spirit, purpose and ultimate goals’ of the Aarhus Convention (UNECE 1998), the
EU Environmental Impact Assessment Directive and, where relevant, the Espoo
Convention (UNECE 1991), ‘regardless of the status of ratification’. In detailing
safeguards applicable under each Performance Requirement, the Policy refers to,
and thereby incorporates, a wide range of binding international conventions and EU
instruments, as well as many nonbinding or voluntary guidelines or governance
regimes. For example, PR 2 on Labour and Working Conditions alludes to a
plethora of ILO conventions and guidelines, while PR 6 on Biodiversity Manage-
ment refers to a range of relevant international conventions and EU directives, as
well as voluntary guidelines on biodiversity-inclusive EIA adopted by the Confer-
ence of the Parties (COP) of the 1992 Convention on Biological Diversity. It
appears that the ESG safeguard policies of MDBs incorporate widely accepted
international legal standards, regardless of their direct applicability to the client,
thus requiring these institutions to act as informal agents for the promotion of
compliance with or enforcement of such standards.

For lenders such as the EBRD or IFC that focus on private sector lending, these
standards of environmental and social governance are imposed upon private corpo-
rate entities, against which most requirements of international law could never be
formally applied. In addition, the Equator Principles (EPs) (Clayton 2009), the third
iteration of which have just been introduced, provide a minimum due diligence
framework for determining, assessing and managing environmental and social risk
the participating private sector banking institutions are committed to implementing
in their internal environmental and social policies, procedures and standards for
financing projects. As regards the environmental and social safeguard standards
applicable, the EPs distinguish between projects in ‘Designated Countries’,
i.e. those ‘deemed to have robust environmental and social governance, legislative
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systems and institutional capacity designed to protect their people and the natural
environment’, where ‘compliance with relevant host country laws, regulations and
permits that pertain to environmental and social issues’ is required, and those in
‘Non-Designated Countries’, where there must be ‘compliance with the then appli-
cable IFC Performance Standards on Environmental and Social Sustainability . ..
and the World Bank Group Environmental, Health and Safety Guidelines’. The
Equator Principles Association website recognises growing ‘convergence around
common environmental and social standards’, as well as the ‘development of other
responsible environmental and social management practices in the financial sector
and banking industry’, such as the Carbon Principles. Tacitly acknowledging the
seminal importance of the IFC’s Performance Standards in such a process of
convergence, the website notes that ‘[m]ultilateral development banks, including
the European Bank for Reconstruction and Development, and export credit agen-
cies, through the OECD Common Approaches, are increasingly drawing on the
same standards as the EPs’.

2 The Role of Independent Accountability Mechanisms

The recent establishment by all MDBs of independent accountability mechanisms
(IAMs) tasked with ensuring compliance with their ESG policies has greatly
enhanced the role of MDBs as informal agents for ensuring compliance with
emerging norms of environmental and social protection. Whereas many such
norms have been routinely ignored by governmental authorities and those directly
responsible for causing environmental or social harm, IAMs provide a potentially
effective mechanism for the enforcement of MDB safeguard policies and thus
international standards, at the ‘coalface’ of project implementation. This simple
fact has achieved much in terms of engendering a compliance culture within MDBs,
governmental agencies and corporations involved in major infrastructural and
industrial development and a culture of citizens’ expectations in terms of the
justiciability of ESG standards (Mclnerney-Lankford 2010; MacKay 2010;
Levinson 2010; Di Leva 2010).

Once again, the World Bank led the way in 1993 by establishing the Inspection
Panel following calls for greater accountability within the World Bank in the 1992
Wapenhans Report (World Bank 1992) and harsh criticism over the Sardar Sarovar
Dam Project in India (Oleschak-Pillai 2010: 409). The Inspection Panel has compe-
tence to receive and investigate complaints from people claiming to have suffered
material adverse effects due to a failure by the Bank to follow its operational
policies and procedures in the design, appraisal or implementation of a project
and to make specific recommendations to the Board based on its findings. The
various IAMs since established by all MDBs play a number of roles, including
compliance review, problem-solving or an advisory function (Nanwani 2008:
204-208). The Project Complaint Mechanism (PCM) established by the EBRD,
for example, enjoys both a compliance review and a problem-solving role.
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As regards the ‘convergence around common environmental and social stan-
dards’ alluded to above, the wider community of MDBs and other accountability
mechanisms has for some years been engaged in institutionalised cooperation,
coordination and the sharing of experience through an IAMs Annual Meeting
hosted each year by one of the MDBs, as well as a members-only on-line Web
portal. More cofinancing of projects by two or more institutions has made necessary
greater cooperation among IAMs and is now reflected in IAMs’ operating pro-
cedures. For example, EBRD PCM Rule of Procedure 16 provides:

‘Once the PCM registers a Complaint, if the Project at issue in the Complaint is subject to
parallel co-financing by other institutions, the PCM Officer will notify the accountability
mechanism(s) of the parallel co-financing institution(s) of the Registration of the Complaint
and will communicate and cooperate with the accountability mechanisms of such insti-
tutions(s) so as to avoid duplication of efforts and/or disruption or disturbance to common
parties. Where appropriate, the parallel co-financing institutions will consider establishing
a written cooperation agreement addressing such issues as confidentiality and sharing of
information’.

While each IAM must work to ensure compliance with the specific requirements
of the particular ESG policies of the MDB by which it has been established, it is
reasonable to assume that such cooperation, coordination and shared learning will
encourage IAMs to adopt common approaches to the interpretation and enforce-
ment of ESG standards and thus to their continuing development.

3 The Phenomenon of ‘Global Administrative Law’

The emerging concept of Global Administrative Law (GAL) addresses the rapidly
changing realities of transnational regulation, which increasingly involves, inter
alia, various forms of industry self-regulation, hybrid forms of private—private and
public—private regulation, network governance by state officials and governance by
intergovernmental organisations with direct or indirect regulatory powers, and
‘begins from the twin ideas that much global governance can be understood as
administration, and that such administration is often organised and shaped by
principles of an administrative law character’ (Kingsbury et al. 2005: 2). It is
proposed that these disparate regulatory regimes, some voluntary and some man-
datory, and operating at various levels (sector-specific, national, regional and
global):

‘together form a variegated “global administrative space” that includes international
institutions and transnational networks involving both governmental and
non-governmental actors, as well as domestic administrative bodies that operate within
international regimes or cause transboundary regulatory effects’. (Kingsbury et al. 2005: 3)

These authors include among examples of such regulatory regimes and networks
business-NGO partnerships in the Fair Labor Association, OECD environmental
policies to be followed by national export credit agencies, regulation of ozone-
depleting substances under the Montreal Protocol, sustainable forest use criteria for
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certification of forest products developed by the Forest Stewardship Council, the
Basle Committee of central bankers, the Clean Development Mechanism under the
Kyoto Protocol and, significantly, World Bank standards for the conduct of envi-
ronmental assessments. Benedict Kingsbury deliberates further on the idea of a
‘global administrative space’ and explains that it ‘marks a departure from those
orthodox understandings of international law in which the international is largely
inter-governmental, and there is a reasonably sharp separation of the domestic and
the international’ and that it reflects the practice of global governance, whereby
‘transnational networks of rule-generators, interpreters and appliers cause such
strict barriers to break down’(Kingsbury 2009: 25). Remarking on the ‘highly
decentralised and not very systematic’ nature of much of the administration of
global governance, Kingsbury observes that ‘[sJome entities are given roles in
global regulatory governance which they may not wish for or be particularly
designed or prepared for’ (Kingsbury 2009: 25), bringing to mind the reluctant
development of ESG safeguard policies by MDBs in the wake of controversial
lending decisions in the 1980s and early 1990s.

Crucially, in respect of the normative content of GAL, and reflective of its key
procedural governance aspects, the leading proponents of the GAL phenomenon
observe that:

“These evolving regulatory structures are each confronted with demands for transparency,
consultation, participation, reasoned decisions, and review mechanisms to promote
accountability. These demands, and responses to them, are increasingly framed in terms
that have an administrative law character. The growing commonality of these admini-
strative law-type principles and practices is building a unity between otherwise disparate
areas of governance’. (Kingsbury et al. 2005: 2)

The function of administrative law generally is to protect individuals by
checking the unauthorised, excessive, arbitrary or unfair exercise of public power
and, by so doing, to give direction to the practices of administrative bodies,
particularly in terms of their responsiveness to broader public interests. Proponents
of GAL argue that it can perform a similar function for global administrative
structures and point out that many of the regulatory measures cited above have
resulted from the efforts of global administrative bodies, often stimulated by
external criticism, to improve internal accountability and bolster external legiti-
macy (Kingsbury et al. 2005: 4). One needs only to consider the establishment of
ESG policies, and of accountability mechanisms to enforce such policies, by all
major multilateral development banks, or the widespread inclusion of mechanisms
for NGO participation and representation in the decision-making structures of
regulatory bodies. In an attempt to provide a definition of the concept of GAL,
the same leading proponents explain that it:

‘encompasses the legal mechanisms, principles and practices, along with supporting social

understandings, that promote or otherwise affect the accountability of global administrative

bodies, in particular by ensuring these bodies meet adequate standards of transparency,

consultation, participation, rationality, and legality, and by providing effective review of
the rules and decisions these bodies make’. (Kingsbury et al. 2005: 5, original emphasis)
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In addition, they accompany this definition with a broad understanding of the
‘global administrative bodies’ that generate GAL norms and to which such norms
might apply, to include:

‘intergovernmental institutions, informal inter-governmental networks, national govern-
mental agencies acting pursuant to global norms, hybrid public-private bodies engaged in
transnational administration, and purely private bodies performing public roles in trans-
national administration’. (Kingsbury et al. 2005: 5)

Much of the normative content of the ESG concept and in particular the
procedural rights of individuals and communities normally contained therein,
along with the policies, procedures and decisions of the disparate entities that
seek to give effect to the values contained therein, can be viewed through the
prism of GAL.

As regards the sources of GAL rules and principles, leading scholar Benedict
Kingsbury emphasises that ‘there is no single unifying rule of recognition covering
all of GAL’, while including the conventional sources of public international law,
i.e. treaties, fundamental customary international law rules and general principles
of law, but also certain principles associated with ‘publicness’ in law (Kingsbury
2009: 23). He suggests that ‘[p]rinciples relevant to publicness include the entity’s
adherence to legality, rationality, proportionality, rule of law, and some human
rights’, which are manifested in ‘practices of judicial-type review of the acts of
global governance entities, in requirements of reason-giving, and in practices
concerning publicity and transparency’ (Kingsbury 2009: 23). In an account of
GAL, which is slightly more sceptical about the difficulty of identifying a universal
set of administrative law principles, Harlow systematically identifies and describes
four potential sources as a foundation for a global administrative law system:

“first, the largely procedural principles that have emerged in national administrative law
systems, notably the principle of legality and due process principles; second, the set of rule
of law values, promoted by proponents of free trade and economic liberalism; third, the
good governance values, and more particularly transparency, participation and account-
ability, promoted by the World Bank and International Monetary Fund; and finally, human
rights values’. (Harlow 2006: 187)

Harlow concludes from her examination of these sources that ‘there is consider-
able overlap between principles found in these different sources’ (Harlow 2006:
188). Kingsbury also includes among the sources of GAL the rules, standards and
safeguards developed as a result of processes of the so-called private ordering, such
as the various technical guidelines adopted by bodies such as the International
Standards Organisation (ISO), though he cautions that such “[p]rivate ordering”
comes within this concept of law only through engagement with public institutions’
(Kingsbury 2009: 23).

As regards the specific normative content of GAL, Kingsbury identifies certain
‘[g]eneral principles of public law [which] combine formal qualities with normative
commitments in the enterprise of channelling, managing, shaping and constraining
political power’ (Kingsbury 2009: 32). In addition to certain ‘more detailed
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elements, or requirements ... particularly review, reason-giving, and publicity/
transparency’, his indicative list of such general principles of public law includes:

1. The Principle of Legality—requiring that actors within a power system are
constrained to act in accordance with the rules of the system

2. The Principle of Rationality—requiring the justification of decisions, including
that decision-makers give reasons and produce a factual record for decisions

3. The Principle of Proportionality—requiring a relationship of proportionality
between means and ends

4. Rule of Law—requiring particular deliberative and decisional procedures

5. Human Rights—requiring protection of human rights values which are intrinsic
(or natural) to a modern public law system (Kingsbury 2009: 32-33)

He further identifies three broad categories of public global administrative
activity to which the rules and principles of GAL might apply and which in turn
generate practices which can give rise to such rules and principles. These include:

1. The institutional design, and legal constitution, of the global administrative body
2. The norms and decisions produced by that entity, including norms and decisions
that have as their addressees, or otherwise materially affect:

(a) Other such public entities
(b) States and agencies of a particular state
(c) Individuals and other private actors

3. Procedural norms for the conduct of those public entities in relation to their rules
and decisions, including arrangements for review, transparency, reason-giving,
participation requirements, legal accountability and liability (Kingsbury 2009:
34)

While it is clear that rules and principles of GAL are relevant to the institutional
design and thus to the legitimate functioning of MDBs, including in particular the
accountability mechanisms established by all MDBs that are so central to ensuring
compliance with environmental and social safeguard policies, it is the second and
third categories of administrative activity listed above that play a significant role in
the development of the normative status and content of ESG standards. The
environmental and social safeguard policies adopted by MDBs, and increasingly
by private sector lenders, as well as the interpretative statements and quasi-judicial
compliance decisions issued by MDBs’ accountability mechanisms, lend much-
needed support to and substantially inform the ESG concept while also illustrating
the practical utility of the GAL concept as a means of understanding common
normative approaches which converge from complex, chaotic and pluralistic
origins.

While Harlow includes human rights values as a source of GAL norms, she does
so ‘only to the extent that these are procedural in character’ (Harlow 2006: 188).
In other words, she highlights that ‘many international human rights texts contain
due process rights of a type traditionally developed in and protected by classical
administrative law systems’ (Harlow 2006: 188). However, Kingsbury appears to
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suggest that the substantive normative content of human rights regimes might in
some instances be relevant by suggesting that ‘some human rights (perhaps of
bodily integrity, privacy, personality) are likely to be protected by public law as
an intrinsic matter (without textual authority)’ (Kingsbury 2009: 33). The human
right to bodily integrity is often closely linked to, and under many human rights
texts derived from, the right to health and, indeed, further connected to mutually
related standards of protection of the human environment. Therefore, Kingsbury’s
express reference to bodily integrity implies that substantive human rights values
must be relevant to the identification of GAL norms and vice versa. While many
economic social and cultural rights are largely concerned with informational,
participative and other procedural elements, it is difficult to imagine that substan-
tive human rights values would not be relevant to, and captured by, the general
public law principles of proportionality and rationality.

Some people have serious misgivings about the GAL phenomenon and highlight
the hazard it represents for democracy and traditional political processes, for
developing economies, and for the coherence and predictability of applicable
legal standards (Harlow 2006: 207-214). The key concern is that GAL tends to
subvert the traditional democratic processes vital to the legitimacy of law, for
example, by circumventing the requirement of state consent under international
law, by means of which states have traditionally exercised sovereignty. The role of
quasi-judicial bodies, in particular, raises concerns over the juridification of the
political process and of ‘government by judges’ by virtue of a general empower-
ment of a transnational ‘juristocracy’ (Harlow 2006: 213). The undermining of
sovereign democratic processes and the emergence of common and universal
administrative standards presents a particular risk for developing economies,
which may not have had a significant role in generating the practice upon which
these standards are based. Harlow suggests that administrative law is largely a
‘Western construct’, which is protective of Western values and interests and may
impact unfavourably on development economies, leading to a ‘double colonisation’
involving ‘a complex process of “cross-fertilisation” or legal transplant, whereby
principles from one administrative law system pass into another’ (Harlow 2006:
207-209). She suggests that often ‘[g]ood governance in this all-embracing sense
is, however, simply not obtainable . . . and, at least for the foreseeable future, it may
be necessary and even preferable for them to settle for less costly, “good enough
governance”’ (Harlow 2006: 211).

Because of the nonsystematic nature of the processes shaping GAL, the rules and
standards invoked as inherent to the GAL concept may often lack clarity and
certainty. As Kingsbury points out, the difficulty in identifying universal rules
and principles stems from the fact that:

e

[g]lobal administrative law” is not an established field of normativity and obligation in
the same way as “international law”. It has no great charters, no celebrated courts, no
textual provisions in national constitutions giving it status in national law, no significant
long-appreciated history’. (Kingsbury 2009: 29)
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Similarly, Harlow notes that there is ‘no shortage of candidates for a set of
universal values’ and alludes to the ideological battle raging in this regard between
‘[h]ard-line economic liberals’, ‘[s]ofter economic theorists’ and ‘the movement for
cosmopolitan law and social democracy’ (Harlow 2006: 208). She highlights the
considerable disparity of principle that exists ‘[e]ven within the systems in which
modern administrative law [has] developed’ and points out that ‘[a]t least four
administrative law families have been identified within the EU alone’ (Harlow
2006: 208). However, as argued below, the coherent nature of MDB environmental
and social policies, which continue to evolve systematically through regular review
processes involving consultation with their shareholders and with international civil
society and institutionalised cooperation with the wider MDB community, as well
as the carefully structured incorporation of accountability mechanisms within the
Banks’ governance structures, does much to address such concerns about legiti-
macy, normative clarity or Western bias, thus marking out MDB safeguard policies
as an exemplar of the GAL phenomenon.

Therefore, rather than attempting to provide a comprehensive and coherent
unifying theory of global governance arrangements, the GAL concept is merely
an observed phenomenon that seeks to explain the growing commonality apparent
among the administrative principles and practices which increasingly apply across
otherwise disparate areas of governance. As Kingsbury explains:

‘[Elndeavouring to take account of these phenomena, one approach understands global
administrative law as the legal mechanisms, principles and practices, along with supporting
social understandings, that promote or otherwise affect the accountability of global admini-
strative bodies, in particular by ensuring that these bodies meet adequate standards of
transparency, consultation, participation, rationality and legality, and by providing effec-
tive review of the rules and decisions these bodies make’. (Kingsbury 2009: 25)

Conclusion

The ESG safeguard policies adopted by MDBs and many private sector
banking institutions involved in development lending, along with the
establishment of robust independent accountability mechanisms, reflect a
growing culture of good governance values that incorporate a range of
standards of administrative behaviour, including the transparency of pro-
cesses for the environmental and social appraisal of projects and of
decision-making processes for their approval, public participation in such
processes, the reviewability of decisions taken and the accountability of those
involved. Lawyers increasingly refer to the emergence of the phenomenon of
‘global administrative law’, by which such good governance standards are
normativised in binding policies—a phenomenon that neatly describes the
role of MDB and other safeguard policies and their associated accountability
mechanisms.
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Environmental and Social Risk Management
in Emerging Economies: An Analysis
of Turkish Financial Institution Practices

Isil Giiltekin and Cem B. Avci

Abstract Turkish Financial Institutions (FIs) have come to recently realise that
nonfinancial factors can materially affect an institution’s long-term performance.
Environmental and social issues (i.e. pollution, resource depletion, wastes, biodi-
versity, land acquisition and resettlement, labour and working conditions, occupa-
tional/community health and safety, cultural heritage) have been recognised to pose
risks to the Turkish FlIs through their project finance operations. This awareness
developed in parallel to the concept of sustainability being embraced by Turkey’s
corporate sector. Several large Turkish lending institutions have developed envi-
ronmental and social (ES) management systems for evaluation of the projects
considered for financing. Although the majority of these are based on international
standards that include ES performance criteria of the International Finance Corpo-
ration (IFC), European Bank for Reconstruction and Development (EBRD) and
European Investment Bank (EIB), they do not yet fully encompass the requirements
of the international standards in the actual implementation process. The projects
considered for financing are typically subject to the Turkish Environmental Impact
Assessment (EIA) Regulations that set the commitments for the project owner for
environmental protection based on the Turkish regulatory framework. Compared to
the international standards, there are gaps in the Turkish EIA studies that include a
lack of a structured impact assessment, insufficient baseline studies and limited
community engagement programmes. These gaps may eventually pose legal risks
to the project during development and operations and also to the lending institution
in terms of financial and reputational risks. Although several institutions have
developed ES management systems internally, experience shows that these systems
initially focus on following the Turkish EIA process without fully assessing issues
such as biodiversity, cultural heritage and social impact assessments including
expropriation and resettlement issues. This chapter will provide an overview of
ES procedures of large lending institutions in Turkey and discuss generic data gaps
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between Turkish EIA studies and international requirements as well as the evalu-
ations of ES risk management systems in place. Discussions include main risks and
opportunities in applying international standards in investment finance in Turkey as
well as identifying future trends.

1 Introduction

Global economic growth has shifted from the developed world to the developing
countries (such as Brazil, Russia, India, China, South Africa and Turkey) within the
last decade. These emerging economies have experienced rapid population growth,
mass urbanisation and industrialisation with all their potential dangers for the
environment and social conditions. These markets have presented huge investment
opportunities as well as environmental and social (ES) risks and challenges (Sul-
livan and Bilouri 2012). The emerging market institutions, including Financial
Institutions (FIs), were reported to generally lag behind their developed market
counterparts in implementing policies, governance structures and systems to man-
age ES risks (Brewer 2012; van Dijk et al. 2012). Among these countries, Turkey
represents the largest emerging market in the process of accession to the European
Union (EU), and until 2010, ES risk management was not a systematic part of
Turkish FIs’ operation system. Turkish FIs’ assessment of ES risks in financing
decisions was limited to two channels of financial capital supply: (1) local private
equity funds whose limited partners/investors included international development
finance institutions (DFIs) and (2) Turkish FIs channelling programmed loans from
DFIs to local firms with ES conditionality (Ararat et al. 2011).

The multilateral financial sector has served as an important mechanism for
addressing issues related to long-term environmental, economic and social degra-
dation (Hachigian and McGill 2012; Gitman et al. 2009; Richardson 2005;
Meyerstein 2011; Sarro 2012) in the financial capital supply decisions. The Inter-
national Finance Corporation (IFC) Report ‘Banking on Sustainability: Financing
Environmental and Social Opportunities in Emerging Markets’ (IFC 2007) shows
evidence of the potential benefits of adopting sustainability including ES risk
assessment as a business strategy. It also points out how dramatic shifts in FIs’
awareness of these benefits have come to occur by reassessing their business
practices and engaging in sustainability-oriented risk management. Institutional
investors tasked with long-term project management are integrating more and
more ES considerations into decision-making and ownership practices to assess
investment opportunities and threats.

Turkish FIs have come to realise since 2010 that nonfinancial factors can
materially affect an institution’s long-term performance. Turkish FIs recognised
that ES issues (i.e. pollution, resource depletion, wastes, biodiversity, land acqui-
sition and resettlement, labour and working conditions, occupational/community
health and safety, cultural heritage) posed risks to the Turkish FIs through their
project finance operations. This awareness developed in parallel to the concept of
sustainability being embraced by Turkey’s corporate sector (Ararat et al. 2011;
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Briefing 2010; PWC 2011). These nonfinancial factors including ES risks are
presently being more incorporated into a disciplined, fundamental investment
process in order to gain a more accurate assessment of enhanced investment returns.
In relation to this, the integration of sustainability policy through addressing ES
issues has recently become an integral part of project risk management approach
undertaken within the Turkish banking sector. The present study provides an
overview of the regulatory framework that drives the ES risks in Turkey and the
strength and weaknesses of the risk management systems that a number of large
Turkish FIs have adopted to mitigate ES risks. The main difficulties and opportu-
nities in applying international standards in investment finance in Turkey are also
discussed as well as potential future trends.

2 Regulatory Setting and Present ES Risks

2.1 Regulatory Setting and EIA Framework

The current Turkish regulatory setting has undergone a significant improvement since
2004 when the transition period for EU accession started. This improvement covered
various aspects including environmental legislation. Turkey has adopted the EU
‘Environmental Acquis’ into its national environmental legislation, where new laws
and regulations were introduced and the existing ones were revised to meet EU
criteria. One of the most fundamental changes was the amendment of the Environ-
mental Law (issued initially in 1983 based on the constitution—Official Gazette
Date/Number: 11 August 1983/18132) in 2006 with the Law on Amendments to the
Environmental Law (Official Gazette Date/Number: 13 May 2006/26167). Within
the scope of this amending law, requirements related to inspection and penalties have
been improved. As a result, regulations have gained strength with respect to their
implementation. With the enhanced environmental legislative framework, approval
of environmental permits for new investments or upgrading of existing investments
has become one of the most important criteria for investment approval.

The most important environmental permit that is a prerequisite to implementing
proposed investments is to meet the requirements of the Turkish Environmental
Impact Assessment (EIA) Regulation. The projects considered for financing are
typically subject to the EIA Regulation, which requires a positive EIA decision as
part of the permitting process and also sets the commitments for the project owner
for environmental protection based on the Turkish regulatory framework. The EIA
Regulation requires that a study be conducted to assess the potential impacts of the
project and develop the necessary mitigation measures to avoid and/or minimise
these impacts. The EIA Regulation in Turkey was first introduced in 1993;
underwent revisions in 1997, 2002, 2003, 2008 and 2013 (current EIA Regula-
tion—Official Gazette Date/Number: 03 October 2013/28784); and became in line
with the EU EIA Directive (which has been in force since 1985 and applies to a
wide range of defined public and private projects).
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Depending on the type of the project, its capacity or the location of the activity, the
EIA Regulation classifies projects in two annexes (Annex I and Annex II) based on
the potentially expected environmental impacts. Projects listed in Annex I are subject
to a comprehensive EIA process, whereas projects listed in Annex II are subject to
selection-elimination criteria. The projects listed in Annex I of the EIA regulation are
initially required to submit an EIA Application File to the Ministry of Environment
and Urban Planning (MEUP) in accordance with the specified format given in Annex
III of the EIA regulation followed by holding a public consultation meeting. Subse-
quent to the public consultation meeting, a meeting to determine the scope and special
format of the EIA Report is held by the MEUP commission and the EIA report is then
expected to be submitted to MEUP within 1 year after the receipt of the special
format. The projects listed in Annex II are required to prepare a Project Description
Document in accordance with the specified format given in Annex IV of the EIA
Regulation and submit it to the relevant Provincial Directorate of Environment and
Urban Planning (PDEUP). Public consultation is not mandatory for Annex II projects.

In order to proceed with the investment, the projects listed in Annex I should
obtain an ‘EIA Positive’ decision, whereas Annex II projects should obtain an ‘EIA
not Required’ decision. In cases when ‘EIA Required’ decision is given for Annex
II projects, the project should undergo a detailed EIA process and obtain an ‘EIA
Positive’ decision. In accordance with the Turkish EIA Regulation, projects are not
granted any incentive, approval, permit, construction and utilisation licence if they
do not obtain an ‘EIA Positive’ or ‘EIA not Required’ decision; and projects that are
initiated without obtaining the mentioned EIA decisions are suspended by either
MEUP or PDEUP.

The data obtained from MEUP has showed that a total of 42,994 applications
have been made since the enactment of the first EIA Regulation in 1993 until the
end of 2012 (Turkish EIA Statistics: http://www.csb.gov.tr/db/ced/webicerik/
webicerik557.pdf). The data has showed 2,797 EIA Positive decisions, 32 EIA
Negative decisions, 39,649 EIA not Required decisions and 516 EIA Required
decisions have been taken. The distribution of EIA Positive and EIA not Required
decisions with respect to sectors are given in Table 1.

It should be noted that projects which have been included in the government’s
investment programme prior to 1993 have been exempted from the requirements of
the EIA Regulation since the first EIA Regulation in Turkey was enacted in 1993. In
the current EIA Regulation, this exemption, as depicted in provisional Article 2 of
the EIA Regulation, covers projects that have been included in the public invest-
ment programme prior to 23 June 1997 whose planning phase is completed and
bidding has started or which has started production or operation as of 29 May 2013.

2.2 ES Risks and Evaluation of EIA Procedures

Over the past 10 years, public awareness on environmental issues has increased in
Turkey and nongovernmental organisations (NGOs), including environmentalists
and professional organisations, such as the Chamber of Environmental Engineers
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Table 1 Sectoral distribution of EIA decisions

EIA positive decisions EIA not required decisions

Sector percentage percentage

Mining 26 51

Energy 22 6

Industry 13 12

Tourism/housing 7 7

Transportation/ 9 2

coastal

Agriculture/food 9 13

Waste/chemical 14 9

and Chamber of Architects or trade unions, have become more active in Turkey.
The exemption rule of previously planned government investment programme
projects from the EIA Regulation has also attracted the attention of these organi-
sations. This was mainly due to the fact that these projects represent large-scale
infrastructure projects that have potentially large adverse impacts on the environ-
ment. In addition, the quality and content of EIA Reports or Project Description
Documents have also started being questioned by NGOs in recent years, particu-
larly for energy investments. The NGOs and other pressure groups have filed
several lawsuits against MEUP for the invalidation of EIA decisions granted to
major projects. This has posed a threat for the development of the projects as
construction permits are valid only with an approved EIA decision. Moreover,
lawsuits have caused delays in the project implementation schedules even if the
EIA decisions are not cancelled as a result of lawsuit process. These developments
have translated into rising ES risks that Turkish FIs are facing as part of the project
finance implementation.

The EIA procedures were reviewed in this study in order to identify potential ES
risks from an FI perspective (Table 2). Evaluation of the Turkish EIA procedures
was conducted considering the evaluation criteria developed by Wood (2002),
which is based upon the various stages in the EIA process. These include the
consideration of alternatives, project design, screening, scoping, report preparation,
review, consultation and public participation, mitigation, decision-making and
monitoring of project impacts.

3 Assessment of Turkish FIs’ ES Risk Management System

3.1 Basis of ES Risk Management System

Considering the above mentioned risks, a number of large Turkish FIs instituted ES
risk evaluation procedures and adopted ES policies and management systems. The
aim was to manage the exposure to ES risks related to their loan processes that went
beyond taking into account only the EIA approval decision of projects. In addition
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Table 2 Evaluation of Turkish EIA procedures

1. Giiltekin and C.B. Avci

Criterion
Criterion met Comments Potential risk
1. Is the EIA system based | Yes There is no requirement Some projects (including
on clear and specific legal for an EIA for projects large-scale infrastructure
provision? that have been included in | projects) which may have
the public investment adverse impacts on the
programme before 1993 environment are not
and/or 1997 assessed and ES risks are
not quantified
2. Must the relevant envi- | Partially | The assessment is not The project may be
ronmental impacts of all comprehensive and struc- | impacted negatively or
significant actions be tured. Cumulative impacts | may be subject to can-
assessed? are not covered. Ancillary | cellation due to these
facilities (i.e. transmission | issues that are not fully
lines related to power assessed
plants) are not covered
and considered as a sepa-
rate project
3. Must evidence of the No Alternatives are often not | Lack of alternative
consideration, by the pro- considered assessment may mean
ponent, of the environ- that the selected project
mental impacts of may have greater ES
reasonable alternative impact than potential
actions be demonstrated alternatives and is less
in the EIA process? defendable in public eye
4. Must screening of Partially | Lists of activities, thresh- | Subjective screening
actions for environmental olds and criteria often may lead to important
significance take place? allow considerable adverse impacts to be
discretion neglected during EIA
process
5. Must scoping of the Yes The EIA assessment must
environmental impacts of include the scoping of
actions take place and impacts and specific set of
specific guidelines be commitments must be
produced? provided to be in line with
the regulatory framework
6. Must EIA reports meet | Yes The reports must be pre-
prescribed content pared based on the format
requirements and do provided in the EIA Reg-
checks to prevent the ulation. Specific to Annex
release of inadequate EIA I projects, a special format
reports exist? is defined by the authority
commission
7. Must EIA reports be Partially | Weak stakeholder Lack of strong stake-
publicly reviewed and the engagement. No griev- holder programmes may
proponent respond to the ance mechanism is lead to important ES fac-
points raised? established tors being missed in the
EIA process
8. Must the findings of the | Partially | The statistics given in The commitments dic-

EIA report and the review

Table 1 indicates ETA

tated within the EIA

(continued)
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Criterion
Criterion met Comments Potential risk
be a central determinant decisions are rarely taken | potentially prove to be
of the decision on the against the project imple- | inapplicable from a con-
action? mentation. A large num- | struction and operation
ber of commitments are point of view of the pro-
requested from the project | ject. The project com-
owner to obtain a positive | mitments are not strongly
EIA decision monitored by the MEUP
at present
9. Must monitoring of Partially | Monitoring of action The project commit-
action impacts be under- impacts are required by ments are not strongly
taken and is it linked to the regulations. However, | monitored by the MEUP
the earlier stages of the the periodic monitoring at present. This results in
EIA process? practice at present has regulatory
room to develop noncompliance which
allows for lawsuits
against the EIA decision
10. Must the mitigation of | Partially | Basic mitigation measures | The project commit-
action impacts be consid- and mostly based on ref- | ments are not strongly
ered at the various stages erence to the relevant monitored by the MEUP
of the EIA process? regulations. Mitigation at present. This results in
implementation practice regulatory
is often unsatisfactory noncompliance which
allows for lawsuits
against the EIA decision
11. Must consultation and | Partially | Public consultation is Limited or no public
participation take place mandatory only for Annex | consultation may
prior to, and following, I projects and is limited to | adversely affect the Pro-
EIA report publication? one public meeting during | ject and may result in no
the scoping phase, where | social licence to operate
the project is to be
implemented. When the
EIA report is completed, it
is open to public com-
ments at the authorities
for a defined period
12. Must the EIA system | Partially | Modifications to the EIA
be monitored and, if nec- procedures take place on a
essary, be amended to need basis
incorporate feedback
from experience?
13. Are the financial costs | No The importance of a The poor perception of

and time requirements of
the EIA system acceptable
to those involved and are
they believed to be
outweighed by discernible
environmental benefits?

proper EIA as a risk tool is
not fully understood by
the project owners. The
large majority believe that
financial and time costs of
EIA outweigh its benefits

EIA studies by the pro-
ject owners lead to poor
EIA study quality being
undertaken by third
parties due to price and
time pressures allowed to
perform the EIA

(continued)
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Table 2 (continued)
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Criterion
Criterion met Comments Potential risk
14. Does the EIA system | Partially | There is a draft Strategic | Previous investment

apply to significant
programmes, plans and
policies, as well as to
projects?

Environmental Assess-
ment (SEA) Regulation in
Turkey which is not yet in
force. Some selected
model studies were
undertaken as SEA prac-

programmes have not
fully embraced the ES
aspects from the view of
SEA perspective, and
only project-level EIA
was undertaken to date,

whose risks are described
above

tice for programmes,
plans and policies to meet
the requirements during
EU accession, which is
still ongoing

to the national factors that include legislative issues and changing expectations of
the society, expectations of international FIs also played a role to integrate sustain-
ability and consideration of ES risks by Turkish FIs more comprehensively above
the national requirements.

The majority of the Turkish FIs’ policies and management systems has been
based on international standards that include ES performance criteria of Interna-
tional Finance Corporation (IFC), European Bank for Reconstruction and Devel-
opment (EBRD) and European Investment Bank (EIB). The reason for choosing
international standards that included ES performance criteria could be seen as an
integration process with the international finance community in order to have the
same platform for assessing ES risks. Major international FIs such as IFC, EBRD
and EIB have developed their own environmental and social policies and perfor-
mance standards required to be fulfilled by their clients to help ensure the sustain-
ability of the projects that are financed. In addition, the Equator Principles (EPs)
have been developed as a voluntary Risk Management Framework and adopted
currently by 78 financial institutions, for determining, assessing and managing ES
risks in projects, and is primarily intended to provide a minimum standard for due
diligence to support responsible risk decision-making.

3.2 Structure of ES Risk Management System

Turkish banks are categorised into two classes, namely, (1) deposit banks either
with public or private capital and (2) development and investment banks either with
public, private or foreign capitals (Turkish Banking Association: http://www.tbb.
org.tr). Review of ES procedures for a number of large banks from each category
has indicated the following:
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» Deposit banks with public and private capital have gone beyond the national
requirements in cases when these banks sign protocols with international insti-
tutions such as the World Bank. Additional requirements include review of the
EIA reports to check compliance with World Bank standards, preparation of
action plans and undertaking new or additional public consultation as appropri-
ate to the project.

¢ Development and investment banks with public and private capital have
implemented internal procedures to assess ES risks. The requirements of ES
policies and management systems within these FIs vary from implementation of
risk assessment models to more comprehensive ES impact assessment systems.
Some FIs use risk evaluation models for rating environmental risk under specific
headings for all projects. In cases when the project risk is evaluated as moderate
and/or high, the FI in coordination with its client develops a plan to reduce
and/or monitor impacts, whereas projects with anticipated high risks does not go
beyond the initial evaluation stage. On the other hand, some FIs implement more
detailed ES risk management systems for projects above a specific investment
cost and that consider international standards such as Equator Principles (which
rely on IFC) to the extent possible and also apply exclusion lists and sectoral
principles (i.e. oil and gas, energy, mining, infrastructure and transportation,
waste management). These also include implementation of sector-specific risk
evaluation models and, depending on the risk group identified as a result of
evaluation, require specific actions to be undertaken by the project owners,
which may include evaluation of project’s ES impacts by an independent
consultant, preparation and implementation of an Environmental and Social
Management Plan (ESMP) and regular monitoring reports.

3.3 Evaluation of ES Risk Management System

Projects that are considered for financing by international FIs such as IFC, EBRD
and EIB need to undergo a detailed ES risk and impact assessment process to cover
various ES issues that include labour and working conditions; resource efficiency
and pollution prevention; community health, safety and security; land acquisition
and involuntary resettlement; biodiversity conversation; indigenous peoples; and
cultural heritage. During the ES impact assessment process, a stakeholder engage-
ment programme is required to be implemented to cover affected and interested
stakeholders such as the nearby communities to the project area and the govern-
mental and nongovernmental organisations at national, regional and local levels;
and the stakeholder engagement is expected to continue throughout the lifetime of a
project.

Although a number of Turkish FIs have internally developed ES management
systems as indicated above, experience has shown that these systems initially focus
on following the Turkish EIA process without fully assessing key issues that are
integral in the way that EIAs are conducted. When compared to the international
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Table 3 Key gaps in Turkish EIA studies
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Issue

Gaps with respect to international
standards

Risks

Scoping and
impact
assessment

« Scoping not conducted adequately

« Impact assessment not structured and
comprehensive

 Lack of social impact assessment

« Lack of cumulative impact assess-
ment

« Limited definition of project’s area
of influence

» No discussion of alternatives

« Some projects (including large-scale
infrastructure projects) may be
exempted from the EIA Regulation

« Lawsuits by public and other orga-
nisations requesting reassessment of
impacts or cancellation of
exemptions

Baseline data

« Baseline data collected through
desktop studies to a great extent

« Insufficient baseline studies to assess
biodiversity

 Lack of baseline studies to assess
cultural heritage

« Significant damage to habitats, flora
and fauna

« Significant delays in the project
schedule upon encountering archaeo-
logical finds during construction

Stakeholder » Minimal stakeholder engagement « Potential public protests
engagement with only selected governmental
authorities and the nearby settlements,
or no stakeholder engagement with the
wider public
Expropriation/ |« Government-led expropriation/ « Potential adverse impacts in liveli-
resettlement resettlement process which does not hoods and life standards of affected
include all affected people covered by | people
international standards
Mitigation « Pollution prevention and control * Lack of specific mitigation mea-
measures techniques include basic mitigation sures, i.e. at sensitive areas, may lead
measures and do not cover detailed to significant damages
measures
Health and « Lack of assessment of labour and « Potential accidents during con-
safety working conditions and occupational | struction and operation from poor
health and safety issues management of occupational, health
« Lack of determining community and safety issues
health, safety and security impacts * Grievances by nearby communities
Monitoring « Limited monitoring during the con- |« Potential nonconformities

struction and operation phases of a
project

overlooked which result in adverse
ES impacts and in potential fines

standards, there are several gaps in the Turkish EIA studies that include but are not
limited to a lack of a structured impact assessment, insufficient baseline studies and
limited defined community engagement programme. Issues such as biodiversity,
cultural heritage, expropriation and resettlement are in general covered in the EIA
study to a limited extent. A review of key gaps in Turkish EIA studies with respect
to international standards and potential implications is summarised in Table 3.
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These issues may eventually pose legal risks to the project during development
and operations and also to the lending institution in terms of financial and reputa-
tional risks. Although the ES risk management systems of the selected Turkish FIs
have requirements above the Turkish EIA approval, these ES risk management
systems do not require a full Environmental and Social Impact Assessment Study
(ESIA) for projects which may mitigate the risks depicted in Table 3. The FIs may
tend to only focus on the major risks depending on the type and location of the
project and may ask relevant additional studies such as air quality modelling for
power plant projects, ornithological studies and visual impact assessments for wind
power plant projects, ecosystem assessment reports and fish passage installations
for hydropower plant projects.

Independent ES due diligence may only be requested for projects with high risk,
and the majority of the ES risk evaluations are conducted internally within FIs. The
contents of Environmental and Social Management Plans (ESMP) that are
requested for projects also differ within FIs. The monitoring of the projects is either
conducted by Fls themselves or independent consultants; however, the effective-
ness of these monitoring is also questionable as the period of monitoring is limited,
i.e. once a year. In general, FIs in their loan agreements with their clients refer to the
adherence to the Turkish EIA Regulations and other relevant Turkish environmen-
tal legislation as a must. In cases, when an ESMP is prepared, it is included as an
attachment to the loan agreement and the clients are expected to meet the require-
ments of the ESMP.

4 Risks and Benefits of Applying International Standards
for Turkish FIs

The improvement of ES risk management and efforts to follow international
standards during project finance by Turkish FIs bring both risks and opportunities
to the FIs and project owners. One of the main risks for implementing international
standards is the creation of unfair competitiveness among Turkish FIs that imple-
ment risk management systems as ES risk management (including following
international standards) are not implemented by all of the Turkish FIs. The FIs
that expect more than the national requirements can be seen as creating undue
difficulties in providing loans. This is mainly due to the lack of awareness in ES
issues by the project owners as they consider that their project holds already an EIA
approval that is sufficient to proceed with the investment according to the Turkish
regulatory requirements. In addition, project owners do not prefer to (1) undertake
additional stakeholder engagement and public disclosure above the requirements
stated in the Turkish EIA Regulation and (2) agree to additional costs and time to
upgrade the existing studies to international standards. Another important challenge
from the project owner’s perspective is that, although the projects hold national EIA
approvals, the implementation of additional ES risk management procedures may
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reveal that some of the projects are not feasible (such as related to inadequacy of the
ecological flow for a hydropower project or cumulative impacts which were not
assessed clearly at the time of EIA process).

On the other hand, there are several benefits of applying ES risk management
that include reduced financial risks and likelihood of ES risks arising from projects
subsequent to the signing of loan agreements, improved ES risk management and
improved performance of projects through understanding of ES issues and their
implications, increased corporate value/enhanced reputation both for Turkish FIs
and the project owners and improved relationships with the stakeholders. There is
also an indirect positive impact that the additional requirements asked by the
Turkish FIs creates awareness among some of the Turkish firms authorised to
prepare EIA Reports resulting in better quality EIA reports and also among
MEUP leading to more strict reviews during preparation of EIA reports. A number
of large-scale projects are co-funded by international FIs together with Turkish FIs.
These projects require EPs and IFC standards to be implemented together with the
national EIA regulations. This had led to an increasing flow of knowledge in the
implementation of robust ESIA studies between international investors, consultants
and legal advisors which is improving the quality of the EIA practices in almost all
projects being presently considered.

5 Status of Discussion in Literature and Key Stakeholder
Groups

The topic of ES risk management and integration of international standards into the
evaluation criteria during project finance within the Turkish FIs has not been widely
discussed in literature. One article was identified that discusses the role of banks in
the process of sustainable development and sustainable banking practices in Turkey
(Oner-Kaya 2010). Other relevant research mainly focused directly on sustainabil-
ity, corporate social responsibility and sustainable investments (Ararat et al. 2011;
PWC 2011; Corporate Social Responsibility Association 2008; World Business
Council for Sustainable Development 2010; TaslakRapor 2012). A limited number
of Turkish FIs issue sustainability reports where their ES risk management
approach is discussed.

Among business associations, the Banks Association of Turkey, a professional
organisation that is a legal entity with the status of a public institution, has
established a working group named as the Role of Financial Sector in Sustainable
Growth, aiming to build up general approach related to the protection of the
environment during loan processes and other services of banks. Eighteen banks
are currently members of this working group. The United Nations Global Compact
(UN Global Compact) which is a strategic policy initiative for businesses that are
committed to aligning their operations and strategies with ten universally accepted
principles in the areas of human rights, labour, environment and anticorruption



Environmental and Social Risk Management in Emerging Economies: An Analysis. . . 169

launched a Local Network in Turkey in October 2002 which is one of Turkey’s
largest sustainability platform. Three Turkish banks are members of the United
Nations Global Compact. In addition, two of these banks are members of the United
Nations Environment Programme Finance Initiative (UNEP FI) which is a global
partnership between UNEP and the financial sector, focusing on understanding the
impacts of environmental and social considerations on financial performance.
Another important association is the Business Council for Sustainable Develop-
ment Turkey (BCSD Turkey), a non-profit association established in 2004 that is
the representative of the World Business Council for Sustainable Development
helping companies to understand the concept of Sustainable Development as well
as to implement Sustainable Development into their daily business practices, thus
creating a sustainable platform that enables interaction among business leaders,
government, NGOs and civil society at a national and international level. Together
with UNEP FI and UN Global Compact Turkey, BCSD Turkey has recently
organised Sustainable Finance Forum with the involvement of Turkish and inter-
national FIs to discuss existing responsible finance practices in the country, reveal
related gaps and challenges and suggest recommendations to increase the contri-
bution of the financial sector to sustainable development in Turkey. The Regional
Environmental Center Turkey (REC Turkey) is also one of the active independent
international organisations working on different fields of sustainable development
to provide support to environmental stakeholders on topics such as environmental
policy, biodiversity, climate change, renewable energy, environmental information
and water and waste management. REC Turkey issues publications on the men-
tioned topics and organises training to the private sector, national and local gov-
ernments and nongovernmental organisations for capacity building.

6 Future Trends and Recommendations

The following trends are presently noted:

» There is an increasing awareness and increasing flow of knowledge among local
EIA consultants, project owners and Turkish FIs related to the need for
reviewing the adequacy of local EIA studies and upgrading these to an interna-
tional ESIA study, as needed prior to finalising the project loan processes.

* MEUP has also been more aware of the needs for social impact assessments and
cumulative impact study requirements because of the increased public aware-
ness and international ESIA implementation. There is also a trend to increase the
effectiveness of the monitoring requirements during construction and opera-
tional phases of the projects where EIA approval has been granted.

* The knowledge of local consultants performing EIAs is increasing as they are
asked to provide more detailed EIA studies by project owners who seek financ-
ing from Turkish FIs that have ES risk management systems.
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There is an increasing trend within the government entities such as the State
Planning Institution, Ministry of Energy, to take into account environmental
aspects in their investment process.

There is an increased awareness of the usefulness of the international systems
within the overall banking community in mitigating risks.

There is an increased awareness among project owners that ESIAs prepared
based on IFC standards and EPs are minimising risks against court litigation and
lead to more favourable project finance assessment by Fls.

These trends indicate that the ES management systems for the Turkish FIs will

become more robust and will likely be embraced by the overall Turkish Banking
Industry.

The following key recommendations are suggested to enhance the applicability

of ES risk management systems:

Capacity building within the consulting companies through seminars, work-
shops and trainings to enhance understanding and assessing ES risks based on
international standards.

Creating a wider awareness on the need to adequately assess ES risks, among
project owners and the banking industry through seminars, workshops and
trainings.

Partnering with universities to implement short-term educational programmes
aiming interested groups.

Conclusions

ES risks inherent in project finance operations can materially affect a finan-
cial institution’s long-term performance. ES issues typically include pollu-
tion, resource depletion, wastes, biodiversity, land acquisition and
resettlement, labour and working conditions, occupational/community health
and safety, and cultural heritage. If not properly managed, the ES risks can
adversely affect project operations and lead to legal complications and
reputational impacts that threaten the overall success of the project. This, in
return, poses a direct financial risk to the FI.

Turkish FIs have recognised that ES issues pose risks for project financing.
As a result, ES risks are presently being more incorporated into the invest-
ment process in order to gain a more accurate assessment of enhanced
investment returns. A number of large Turkish FIs instituted ES risk evalu-
ation procedures and adopted ES policies and management systems, which
are presently based on international standards that include ES performance
criteria of IFC, EBRD and EIB. Experience has shown that these systems
initially focus on following the Turkish EIA process without fully assessing
key issues that are integral in the way that EIAs are conducted (i.e. through an
ESIA study) and may ask additional studies (i.e. air quality modelling,

(continued)
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ecosystem assessment reports) to evaluate specific issues as appropriate to the
type and location of the project. However, when compared to international
standards, there are several gaps in the Turkish EIA studies that include but
are not limited to a lack of a structured impact assessment, insufficient
baseline studies and limited defined community engagement programme
that require careful consideration.

ES management systems of the Turkish FIs are likely to become more
robust to minimise the gaps with respect to international standards within the
present systems as well as being embraced by the overall Turkish Banking
Industry. The reason for this trend is an increased awareness by the regula-
tors, NGOs, public and project owners on the effectiveness of implementing
robust ES risk management systems. This view is developing mainly from
successful implementation of these principles to large-scale projects that are
co-funded by international FIs together with Turkish FIs and effective infor-
mation dissemination from these case studies to involved parties.
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More Fun at Lower Risk: New Opportunities
for PRI-Related Asset Management
of German Pension Insurance Funds

Christian Hertrich and Henry Schafer

Abstract The main focus of our chapter is to assess the suitability of Social
Responsible Investments (SRI) for the strategic asset allocation of German pension
insurance funds. Our analysis considers prevailing regulation in Germany for
asset allocation as well as alternative investment models that disregard the strict
investment framework currently in place. Using the Vector Error Correction (VEC)
methodology, a multivariate stochastic time series model, we estimate the data
generating process of the underlying input variables of a representative asset
portfolio. A bootstrap simulation on the estimated VEC models allows generating
future return paths of the underlying portfolios. These return distributions will
subsequently be used as input for the various asset allocation strategies we have
chosen (both outright as well as derivative overlay structures). The empirical results
of our research study are valuable: SRI-structured portfolios consistently perform
better than conventional portfolios and derivative overlay structures enable pension
fund managers to mitigate the downside risk exposure of their portfolio without
impacting average fund performance.

1 Introduction

In the majority of European capital markets, institutional investors represent the
most important investor type. Amongst them, pension funds play a preeminent part
given the investment volume they usually manage in their fiduciary role.

As of today, 65.3 % of European Social Responsible Investment (SRI) assets are
owned by pension funds, albeit 98.1 % (or 3,161 billion euros equivalent) of these
investments are held by public pension funds and only 1.9 % (61 billion euros) by
occupational pension schemes. There are, however, clear signs that corporate
pension funds are intending to expand their SRI commitment within their invest-
ment portfolios." Analysing, for example, the global composition of the

! See Eurosif (2010, p. 16).
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253 signatories (asset owners only)” of the UN Principles for Responsible Invest-
ment (PRI) evidences that approximately 50 % are institutional investors
categorised as ‘non-corporate’ pension funds, while 24 % of signatories are corpo-
rate pension schemes.” Using as reference 138 European asset owners that appear as
signatories and applying the same percentages, there are to date a total of 102 insti-
tutional pension schemes in Europe committed to SRI, with 33 funds belonging to
occupational pension schemes only. The distribution by country of these 138 asset
owners is nevertheless skewed towards three countries: in the UK, there are
28 (20.3 %) asset owners registered as PRI signatories, 27 (19.6 %) in the Nether-
lands and 17 (12.3 %) in Denmark.*

It is important to keep in mind that SRI is not art for art’s sake. Some investors
try to impact the Corporate Social Responsibility (CSR) of a firm or a state. Others
focus on the optimisation of the risk-return trade-off that SRI-structured portfolios
might promise. To take into account environmental, social, governance or ethical
issues in investing means to encompass different stakeholders’ interests that should
impact the issuers of securities or financial contracts towards CSR-related strategies
and policies’:

‘SRI seems to provide investors with a framework to include moral considerations whereas

CSR is a framework to investigate how the investment targets act in ESG areas’.®

Harjoto and Jo (2011) argue that SRI is a way to evaluate a company’s response
to several stakeholders.”

European countries differ widely in the progress of how entities within the
retirement provision system cope with the SRI approach. The differences stretch
from country-specific regulations, different types of paying systems with defined
contribution and the defined-benefit plans as benchmarks over to the different roles
of public and company-related pension schemes. Often linked is the institutional
character of a retirement provider, either as a trust type, for example, in the UK and
the Netherlands, or the insurance type that can be found, for example, in Germany
and Finland. Another crucial point is the divergence in asset preferences and asset
management practices amongst such entities.®

For Germany, the German Forum for Responsible Investing (FNG) repeatedly
unveils in its annual reports the continuous reluctance of German entities of the

*See PRI (2012).
*See PRI (2011, p. 56). Based on a representative survey amongst asset owners that are also PRI
signatories.

“See PRI (2012). Here we have applied the percentages of the PRI (2011) report on the current
numbers of PRI signatories, as the 2012 disclosure on the asset split by investor type is not
available to date.

5 See Hockerts and Moir (2004).
6 Scholtens and Sievinen (2012, p. 3).
7See Harjoto and Jo (2011).

8See for an actual analysis of drivers and impediments of SRI in pension funds Sievinen
et al. (2012).



More Fun at Lower Risk: New Opportunities for PRI-Related Asset Management. . . 175

occupational pension system to integrate SRI into their portfolios.” German pension
funds and related entities are highly regulated and exhibit a high risk aversion that
is, amongst others, best reflected in their asset allocation preferences towards fixed
income bonds of reputable public issuers. Due to such an extraordinary institutional
environment, many of the empirical works done by academics and practitioners in
the field of SRI are focusing primarily on performance-related issues (the so-called
‘under- or outperformance’ question). Many pension fund managers nonetheless
argue that purely performance-related issues are not their main focus for the daily
asset management business. Instead, they are faced with challenges to avoid
shortfall risks and complain the lack of empirical research on SRI for such risk-
related topics. It appears that the need for more risk-related empirical evidence in
the SRI context is for most of the German entities of the occupational pension
system highly relevant.'®

This chapter puts forward an excerpt of the main results of an up-to-date
empirical work that has focused on the opportunities SRI-based asset allocation
strategies offer to cope with investment risk. The work demonstrates that under the
specific regulatory environment in Germany and considering the asset allocation
preferences of German Pension Insurance Funds, a shortfall risk approach can
provide a suitable recommendation on how to structure an SRI portfolio to best
benefit the fund and its beneficiaries.'' The chapter will first describe briefly the
specific regulatory requirements of German Pension Insurance Funds as the most
important type of the five-layer system of Germany’s occupational pension system,
followed by an explanation of how these investors approach SRI investing. Subse-
quently, there is a short summary of the methodology applied as well as the time
series used and, finally, a summary of the main empirical results and conclusions.

Apart from contemplating portfolios that adhere to prevailing market practice in
terms of asset allocation as well as regulatory constraints for occupational pension
schemes in Germany, we will also simulate portfolio compositions of pension funds
in the UK as well as the Netherlands. Both countries play a leading role in European
SRI investing for pension funds and have already obtained sizeable and relevant
occupational pension systems.'?

9 See FNG (2013) and similar findings in Sievinen et al. (2012).

19See Union Investment (2011). Union Investment managed a detailed survey in 2011 that
revealed the need for further empirical evidence, in particular for pension funds, for SRI-related
topics.

"' The empirical analyses are carried out in detail in Hertrich (2013).

12 Based on a total AuM base of European pension funds of 4,170 billion euros for 2009, Dutch and
UK pension funds obtain a total market share of 62.8 %. The German pension fund market, on the
other hand, only represents 4.2 % of the overall market. See Eurosif (2011, p. 14).

In terms of relevance of the pension fund system in relation to the GDP of the respective
country, the Netherlands are the undisputed leader within all OECD countries with a figure of
129.8 % of GDP. The UK, with 73.0 % of GDP, is also above the weighted average of 67.1 % of
GDP. In Germany the asset base of domestic pension funds reaches a mere 5.2 % of GDP. See
OECD (2010, p. 8).



176 C. Hertrich and H. Schifer

2 Pension Insurance Funds as an Important Part
of the Five Available Occupational Pension Plan
Alternatives

2.1 Occupational Pension Plan Alternatives in Germany

German corporations are increasingly offering their employees occupational pen-
sion plans. While at the end of 2001 only 31 % of companies had a pension plan in
place, by the end of 2007, already 51 % of corporations did so. For large corpora-
tions (more than 1,000 employees) this rate was as high as 97 %."> With 12.3
million pension members, 15.1 % of Germany’s total population is currently
covered by an occupational pension plan.'*

There are five occupational pension alternatives that can be offered by law to
employees in Germany. These alternatives are defined in the BetrAVG, the Law for
the Improvement of the Company Pension Scheme: the Direct Pension Commitment
(‘Direktzusage’), the Support Fund (‘Unterstuetzungskasse’), the Direct Insurance
(‘Direktversicherung’), the Pension Insurance Fund (‘Pensionskasse’) and the Pen-
sion Fund (‘Pensionsfond’).15

These schemes differ primarily in terms of supervision by the German regulator,
tax and legal treatment, pension contributions as well as benefit payments.'® The
pension plans can be further divided into an external and an internal system. The
Direct Pension Commitment and the Support Fund represent the internal pension
schemes of the BetrAVG, for which there is a direct legal relationship for pension
benefits and contributions between employer and employee. In the external alter-
natives, i.e. the Pension Insurance Fund, the Direct Insurance and the Pension Fund,
on the contrary, the employer interconnects an external, independent third party that
is responsible for all pension-related aspects of the company. In this scenario, the
employer has a direct claim for his/her pension benefits to the third party provider,
while the employer remains subsidiarily liable only."’

Referencing data provided by Schwind (2011) on the relative size of occupa-
tional pension schemes, Pension Insurance Funds achieve the second largest market
share in Germany with 23.6 % of total AuM (107 billion euros) in occupational
pension plans invested, after Direct Pension Commitments with 54.0 % (245 billion
euros). Pension Insurance Funds are therefore the largest external occupational

13 See Bundesministerium fuer Arbeit und Soziales (2008, p- 32).

14 See Bundesministerium fuer Arbeit und Soziales (2008, p. 11, p. 22 and p. 32). Large corpo-
rations are defined as companies with more than 1,000 employees. For the current population, we
have used the 2010 figure of 81.5 million inhabitants as reported by Statistisches
Bundesamt (2011).

15 See Rohde and Kuesters (2007, p- 18) et seq.
19 See Doetsch et al. (2010, p. 15).
'7Sec. 1 Par. 1 No. 3 BetrAVG regulates the subsidiary role of the employer.
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pension plan.'® Moreover, the particular investment restrictions imposed by the
legislator as well as regulator make their portfolio management highly challenging
and offer an attractive area for research analysis. For these reasons, we will focus in
the remainder of this study primarily on the Pension Insurance Fund.

2.2 Pension Insurance Fund (Pensionskasse)

The BetrAVG defines a Pension Insurance Fund as an independent pension insti-
tution that offers employees and their surviving dependent a legal claim for benefits
originated from an occupational pension arrangement.'” The VAG, on the other
hand, states that a Pension Insurance Fund is a life insurance company, which offers
its members insurance coverage for any potential shortfall an insured employee or
his/her surviving dependents may suffer due to retirement, disability or death.
Moreover, the Pension Insurance Fund shall execute its insurance business via a
capital-funded system.”"

As it is the case for the Direct Pension Commitment and the Support Fund
pension schemes, the Pension Insurance Fund involves the company as the contri-
bution payer, the employee as the insured counterparty of the contract as well as
member of the pension fund and the pension fund itself as the insurance provider.”’
Employees have also the flexibility to contribute additional funds to their pension
plans via deferred compensation payments or direct payments.*>

Based on official statistics published by the German Federal Financial Supervi-
sory Authority (BaFin), there are today 150 regulated Pension Insurance Funds in
Germany.