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ABSTRACT

The Equator Principles are a voluntary code of conduct for financial firms seeking to do project finance on an international level.  Based on the International Finance Corporation’s Performance Standards, the EP have been in place since 2002, and revised in the summer of 2006.  There have been strong critiques of the EP in both the original and revised form by various non-governmental organizations.  This paper examines the structure of project finance and the EP, and finds that the EP in their present format of a voluntary code will not provide an adequate level of protection.  The paper concludes with recommendations.

Introduction
The project finance sector of international banking has been under fire since the mid-1960’s, when the World Bank and its arm, the International Finance Corporation, were severely criticized for many of loans made in the hope of enlarging the scope of bank activities (Bello, 1994; Budhoo, 1994; Chossudovsky, 1997).  The side effect of such loans was a series of environmental, social, and human rights abuses in developing economies.  Antagonism toward the industry was mainly focused in the NGO community.  

For multinational banks, the story was similar.  In the quest for larger revenues from the project finance sector, more loans were made in developing nations, to firms in the pharmaceutical, energy generation, and extraction industries, to name but a few.  These industries exploited the local areas in which they operated, creating multiple negative externalities that were left for the peoples in those areas to contend with (Houlder, 1999; Kynge, 2000; Lenders back West African pipe dream, 2000; Moss, 2001.). 

In April 2000, Citigroup was confronted with an attack on a profitable element of its business: project financing.  The perpetrator of the attack was the Rainforest Action Network (RAN), and the purpose of the attack was to influence Citigroup’s participation in that industry.  RAN reasoned that, if it could affect Citigroup’s participation, that victory could be leveraged to affect more private investment banks involved in project financing, and eventually change the course of that industry.  RAN engaged Citigroup in a very public attack that involved both students and long-time Citigroup credit card holders.  RAN’s attack exploited the social expectations of the developed world in sympathy for the conditions being created by project finance firms in the developing world.  This attack led to the creation of the Equator Principles (EP), a system of process- and content-based principles governing environmental, social, and human rights issues, by a small consortium of project finance banks.  

Instituted in 2002, the EP have been both praised and reviled by different constituencies.  This paper is an attempt to understand the EP in their context, to reinforce the strengths and critique the weaknesses in order that some improvement might be made to ensure the robustness of this system.

 The paper will begin with an overview of voluntary codes, particularly with respect to the criteria that ensure such codes as credible and effective.  The project finance industry is then discussed, highlighting the effect of projects on environmental, social and human rights issues.  Finally, the EP are discussed at length with respect to voluntary code criteria and the project finance industry.

VOLUNTARY INDUSTRY-BASED CODES OF CONDUCT

Voluntary codes of conduct have proven in certain cases to be very helpful, increasing public trust in corporations and industries, and avoiding costly as well as misguided government regulation.  Voluntary codes have been preferred by many industries, as they allow corporations to appear their best to the public while at the same time allowing corporations to change their operations in minimal ways (Sethi, 2003).

A voluntary code is essentially a form of private law or promise by the sponsoring organizations or firms.  The premise of an industry code is that these firms share some common interest in resolving conditions that (typically) pose a threat to their operations otherwise.  These issues may pertain to environmental, social, or human rights conditions in the area of the firm operations.  Within the structure of their otherwise competitive domain, these firms promise some basic cooperation in an effort to resolve these problems and reduce social pressure which may arise if the problems were left unchecked.  

As these codes are not mandated by external agents (e.g., governments), the firms and industries writing the code have a great deal of discretion.  Key to the credibility of such codes are the elements of monitoring, transparency, and reporting, as well as the basic content of the code itself (Bounds & Stout, 1997; Sethi, 2003).  Such a code should clearly specify activities that firms will undertake in response to the internal and external environment in which they operate, and how such behavior will be observed, reported and verified.

Voluntary codes are usually generated in response to some societal or sociopolitical pressure exerted on the firm or industry.  Nike, among many in the shoe and apparel industry, withstood a great deal of pressure on the sweatshop issue until finally promulgating an industry code (Greathouse, 2002).  

Voluntary industry-based codes of conduct by necessity require cooperation among firms which otherwise operate in a very competitive environment.  Firms which vie for market share must find common ground on which to base conduct that will be perceived by the public as acceptable in terms of social mores.  There are two challenges that such a task must face, one between firms and one within firms.  Between firms, the code must recognize the disparate conditions under which each firm operates, the various costs required of each firm, as well as how these issues are addressed in the code.  Within the firm, there are a variety of internal constraints: operations, finance, corporate culture, and managerial orientation (Sethi, 2005).

Corporate cooperation through such codes may bring economic advantages in one or more of three ways to the participating corporations (Sethi & Emilianova, 2006).  First, corporations may cooperate in creating various standards, thereby lowering economies of scale and transaction costs.  Corporations may also cooperate in umbrella groups (e.g., trade associations) to increase political capital.  Finally, corporations may cooperate in moving the costs of externalities (e.g., air or water pollution) to the public sector.  

Such codes have strengths, particularly in the international arena where national regulatory strictures and their enforcement systems do not exist.  Industry-based codes are typically efficient and effective where carefully crafted, as the industry experts are more experienced than government officials in the ways of the industry, as well as the particular challenges faced by that industry in the various regions in which it operates.  If an industry is truly sincere about mitigating a problem, it will be able to do so with less cost and greater effectiveness than those outside the industry.  At the national level, there will also be little regulatory failure (e.g., unintended consequences or enlarged government bureaucracy).  At the international level, there will be larger scope to the application of the principles.  Further, such codes will establish a level playing field, as all within the industry will abide by the same principles and enhance cooperative behaviors regarding the solution to the environmental, social or human rights issues.

There are also very significant weaknesses to such voluntary codes that challenge the credibility and acceptability of these codes (Newell, 2001; Sethi, 2003; Sethi, 2005).  Perhaps the most basic contradiction is that industry codes deny the basic tenet of market competition, that competition breeds innovation and better levels of performance.  If corporations argue (as they do) that such competition drives them to better goods and services in their quest for consumer allegiance, why should this same competition be decried in the quest for better social or environmental performance?  Under this line of reasoning, corporations would seek to outperform one another with individual firm codes that would distinguish the better performing firms from the poorer performing firms, giving those with better records a reputational advantage.  Gardberg and Fombrun (2006) contended that firms with better reputations would have an enhanced opportunity platform and larger safety net.  For example, such firms might face lower liability of foreignness, allowing for easier and less costly entrance to foreign markets.  Under such conditions, it would clearly behoove multinational firms to enhance their reputation with a stronger code of conduct.  

 When engaging in cooperative behaviors, corporations must contend with free rider and adverse selection issues.  Free riders are corporations that gather benefits such as enhanced reputation, but do not support the costs of attaining those same benefits (Andreoni & McGuire,  1993; Conlon & Pecorino, 2002).  As there are few if any enforcement measures in such codes, it is impossible to force free riders to fully support the costs.  

Adverse selection results from corporations joining the collective, gaining the benefits of the collective, while at the same time negatively affecting the collective or its members by lowering the standards of the code. (Fabel & Lehmann, 2000).  Adverse selection typically occurs as code membership increases in number.  Early code adopters are more likely the “true believers” in the need for the code.  As the number of adoptees increases, the newer members are more likely attracted by the benefits while at the same time decreasing the level of compliance. 

Adverse selection and free riding are critical in the case of corporate social responsibility (CSR) strategies.  Such strategies are particularly aimed at reductions in the third form of economic benefit, pushing externality costs off onto the public sector.  The Forestry Stewardship Council, for example, is a certification mechanism intended to reduce the rampant destruction of old-growth forests (Domask, 2003).  Logging corporations submit their lumber to FSC certification in order to assure customers and society that they are abiding by the standards established for maintaining such old-growth forests over time.  Doing so requires that participating logging corporations support FSC directly, and also spend more in order to avoid logging old-growth forests.  The benefit to logging corporations and associated lumber corporations is that there is no consumer backlash at the point of sale.  Prior to the FSC program, Home Depot suffered a great deal of negative publicity for its participation as a vendor of old growth lumber. Home Depot, as well as many other major lumber retailers in the US and Europe, now retails only FSC-approved lumber.  As the major lumber retail chains have signed up to the FSC, there is less effort to force the remainder of the much smaller retailers, allowing those retailers to free ride.  Further, some of the smaller retailers that have joined the FSC may have fewer resources for compliance, and therefore push for code reductions as time progresses.  

Other arguments have been cited as deterrents to the industry approach (Sethi, 2003; Sethi, 2005).  These include the stifling of innovation, through either collusion in the instances where legal standards are unavailable, or complacency in instances where there are few if any clear performance criteria.  As consensus is often the model for industry codes, such codes can be stalled by endless discussion, or watered down to the least common denominator.  Finally, society and NGOs in particular are keen on identifying the worst performers with respect to codes, reducing any reputational capital that might have been garnered by the better performers.  In turn, this reduces the incentive for above-average performers to either join or stay members,  Ellis and Caceres (2006) examined the top project finance banks for the first half of 2006 (Table 1). The Japan Bank of International Commerce had nearly 27% of the market share of project finance in that time frame, yet is not an EPFI.  It is known to outperform its EPFI rivals on social and environmental principles, however (Watchman, Delfino, & Addison, 2007).

- - - - - - - - - - - - - - - - - - -

Insert Table 1 about here
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At the firm level, there are two deterrents, the short-term orientation of management and management aversion to ceding any level of corporate decision making to extra-firm interests such as NGOs.  Pressures from the financial markets as well as performance incentives in management contracts keep management focused on quarterly, if not monthly, performance.  This pressure works against what are often long-term benefits from reputation enhancement or other benefits from improved social or environmental performance.  Management is also not at all keen on handing over decision making authority to other interests, particularly on decisions that are more likely to increase costs without bringing equal or better returns to the corporation.  

As a potential alternative, government regulation fails on four main fronts.  Structurally, regulation is subject to its own failures such as increased transaction cost and poor design (Carman & Harris, 1997).  Secondly, there is no truly international body to govern regulation of a multinational industry, and efforts to create such an international code through existing bodies such as the United Nations have failed (Newell, 2001).  Third, the enforceable level of any such regulation is the country level.  Given that the projects of greatest concern happen in developing economies where there are often weak or ineffective governments, the prospect of enforcement is often slim at best.  Finally, investor rights more often than not trump investor responsibilities to the detriment of those who need the protection of regulation (Muchlinski, 1999; Newell, 2001).

Litigation, using laws such as the Alien Tort Claims Act, is yet another method whereby corporations have been held to account, but again, it is a flawed method (Newell, 2001).  Litigation is not a level playing field: corporations have highly trained lawyers, whereas plaintiffs may be legally illiterate, and come from developing economies.  Corporations may force the litigation to occur in the country of operation, where plaintiffs are even less likely to prevail.  Time is yet another issue.  Cases may take six years or more to litigate, long after the damage has been done.  For the corporation, there is little to fear from litigation.

In summary, therefore, voluntary codes of conduct are at least one important solution in a very mixed bag of solutions, and individual firms, not industry alliances, best implement these codes.  Clarity and quality of standards, innovation, and timeliness of implementation all benefit society and its expectations when firms rather than alliances institute such codes, and firms benefit from strong protection of reputational capital garnered by such implementation.  At the same time, it must be recognized that individual firms will also have significant deterrents to such voluntary codes.  I now turn to an examination of the project finance industry.

THE PROJECT FINANCE INDUSTRY
Project finance is a risk diversification strategy used in developing major projects in both the public and private spheres.  Public projects are financed through the World Bank, and private projects through either the International Finance Corporation or private investment banks.  These projects are typically large projects with massive up-front costs and long-term payouts, such as telecommunications, extraction, pharmaceutical, or power generation projects.  When private investment banks finance these projects, there is typically one underwriting bank that then syndicates the loan to other banks, spreading the risk among the various banks.  For the project firm (the firm actually building the project), the risk is limited to the firm’s equity stake (typically in the 20-40% range) in the project alone.  That is, the project is financed as a Special Purpose Entity, and the firm’s other assets are not at risk in the project.  The only recourse the banks have, should the project sour, is the project itself. 

Financially, these projects are very remunerative to all parties.  The banks, accepting the bulk (60-80%) of the risk, are usually well rewarded from the profit of the venture.  The project firm, with a relatively small amount of “skin in the game”, stands to gain a substantial reward as well.  

The final partner in such ventures is the government whose country hosts such projects.  These countries also anticipate income from these ventures.  These arrangements are termed “profit sharing agreements,” or PSAs, and delineate how the profits will be shared between all the partners.  These PSAs usually include as a first step that all infrastructure costs will be paid before the profits are shared, further limiting the risk involved in a project finance venture.

Clearly, project financing has been structured so as to spread risk among multiple parties.  The government bears risk only under conditions where the PSA is threatened by increases in infrastructure cost, as recently happened in the Sakhalin II development (Hope, 2005), and that risk is essentially limited to a decrease in anticipated revenues.    

The largest concern for project finance deals is that they often occur in remote, ecologically sensitive areas, and impact indigenous peoples.  It was out of concern for these negative externalities that NGOs such as RAN campaigned to change project financing.  The Sakhalin II project, for example, has damaged ecologically sensitive salmon spawning grounds used by natives for fisheries (Kuprewicz, 2006), and endangered the grey whale species that lives in the area (Greens Warn Banks off Sakhalin; Summer Production Season Starts, 2004).

The history of such problems stretches back to the World Bank’s efforts at project finance.  The difficulties that occurred gave rise to what were the Safeguards, and are now known as the Performance Standards.  For the World Bank, country infrastructure development projects had high positions on the list of bankable projects, and two in particular have been cited for their role in bringing the environmental and social issues to the fore in banking decisions.  These are the Polonoroeste road project in Brazil and the Narmada dam project in India (Wade, 1997).  Both projects precipitated resettlement problems, though neither included such issues in the assessment of the project.  In Polonoroeste, the road construction swelled the population in the target area from 620,000 in 1982 to 1.6 million in 1988.  In the Narmada project, the dam (in which the Bank eventually declined to participate due to resettlement problems) would have displaced 40,000 households due to the dam and portions of another 68,000 households from the attendant canals.  

As might be suspected, the profit incentive in project finance serves to exacerbate, not attenuate, the externality problem.  Of particular concern are those projects that occur in developing economies.  Such economies and their governments experience wide swings, providing investors with a ‘get in and get out’ mentality that gives little concern to either environmental or social problems created as a result of the venture (Sauermann, 1986).  

The governments of the countries where such projects occur have little incentive to stem the externality problem.  Often, these governments are weak or ineffective, unable or unwilling to monitor the projects and their effects.  At times, these governments may be corrupt and more interested in the taxes and revenues generated than in protecting the environment or the indigenous peoples present in these areas.  

I now turn to an examination of the EP in its current form as an answer to these crucial issues regarding both voluntary codes and the project finance industry.

THE EQUATOR PRINCIPLES AS CODE OF CONDUCT
The direct antecedents to the EP are the principles and guidelines of the World Bank and its private sector financing arm, the International Finance Corporation.  Given the intertwined history of these principles with the EP, I will discuss both here.  The IFC Performance Standards (previously known as the Safeguards) are based on an assessment process that categorizes the social or environmental impacts according to a three-tiered system.  These categories are:

· Category A – Projects with potential significant adverse social or environmental impacts that are diverse, irreversible or unprecedented;

· Category B – Projects with potential limited adverse social or environmental impacts that are few in number, generally site-specific, largely reversible and readily addressed through mitigation; and

· Category C – Projects with minimal or no social or environmental impacts. (IFC E&S Review Procedures, 2006).

The IFC recently revised the Safeguards as the Performance Standards (PS)
.  The consultation on the PS has produced strong resistance from the NGO community.  The IFC released its initial consultation draft of the PS on 16 August 2004.  For its part, the IFC sought to make the application of the PS more flexible in order to allow for greater leeway in lending applications.  Such flexibility, it argued, is required for the multiple scenarios confronted in project financing (IFC Performance Standards – What’s New and Different, 2005).  The PS, IFC contends, are more integrated, giving more emphasis and scope to client management of social issues in conjunction with environmental issues.  IFC highlights a better approach to community engagement, with the PS requiring “Free, Prior and Informed Consultation” and ”broad community support” (IFC Performance Standards – What’s New and Different, 2005: p. 2) as project requirements.  IFC notes that labor and community health standards have been strengthened, and IFC will ascertain that the client has the capacity to implement the Action Plan and social/environmental management system required as part of the loan process.

NGOs have been quick to point out the various issues left untended or weakened in the revisions.  Shannon Lawrence of the Environmental Defense Fund argued that the PS revisions weaken the social and environmental standards, not strengthen them as IFC argued (Lawrence, 2005).  In particular, she notes that the new PS “remove unambiguous benchmarks regarding the timing of consultations with affected communities and the disclosure of information.” Further, she argues that clients, not independent experts, are now the ones to produce social and environmental assessments for high-risk projects, and are likewise responsible for the monitoring activities associated with those assessments.  

These criticisms, among many offered by NGOs, are pertinent in that the revision of the EP just promulgated followed the revision of the PS, and the criticisms of the PS pertain equally to the revised EP.  These criticisms again underline the suspicion that in the tension between investor rights and responsibilities, investor rights will win the day (Muchlinski, 1999; Newell, 2001).  I now turn to examine the EP in their revised state.

Structure and operational aspects of the Equator Principles

In 2002, in the midst of RAN’s campaign against Citigroup, IFC convened a meeting of four project finance banks: ABN AMRO, Citigroup, Barclays and West LB in order to produce a self-regulatory system that would mute the criticism of the NGOs.  These four banks, in consultation with the IFC, produced the EP.  The EP were promulgated in 2003, with 10 banks as original adoptees.  In the three years since, that number has grown to 51, with a revision of the EP in July 2006.  In the first half of 2006, EPFIs underwrote only 34% of project finance debt in emerging economies.  The principles are leveraged, however, by the fact that all loans an EPFI participates in must be EP-compliant.  That leverage pushes the EP-compliant debt offerings in the first half of 2006 to 93% (Ellis & Caceres, 2006).  

Though the EP were devised and promulgated under the auspices of the IFC and its PS, there is no formal organization that oversees the EP.  Rather, the EP is simply a set of principles that exist by common agreement among the banks that have adopted the EP.  It should also be clear that such banks do not sign anything; rather, the term ‘adopt’ appears to have been carefully chosen to highlight the voluntary nature of the EP.  Some banks appear to be highly (and even beyond) compliant with the EP (Lawrence, 2005).  Such compliance can only be determined by disclosure, however, and the majority appear to be low in disclosure of either EP performance or process data.

The lack of any governance mechanism is a fundamental flaw.  Its clearest and most detrimental impact is on the issue of adverse selection.  EPFIs have little disincentive to join the collective, and face few sanctions should they not comply with the strictures of the EP.  The one sanction that might be most important is a non-public sanction: should it become known that some EPFI is an unreliable partner in terms of EP compliance, the more compliant banks might choose not to join in underwriting projects with that particular EPFI.  However, as there might be other banks willing to step in and finance projects, that deterrent seems paltry in contrast to the good will that might accrue from being known as an EPFI.

This lack of governance is made more deeply troubling by the lack of transparency and evidence of poor performance.  BankTrack, a consortium of NGOs, has been active in examining the activity of the EP-adopting banks.  On the anniversary of the EP for each of the past three years, BankTrack has issued a report summarizing the activities and reports of banks that have adopted the EP (BankTrack, 2004; 2005; 2006).  The 2006 survey, “Shaping the Future of Sustainable Finance: Moving from Paper Promises to Performance” involves examination of public records as well as survey reports solicited from the EP-adopting banks.  Banks were surveyed in two waves, with 15 responding to the first wave and 23 to the second.  The response of a number of the banks was non-disclosure (i.e., they either only responded with what was already publicly available, or noted they do not disclose social or environmental policies or procedures).  

In its 2006 report, BankTrack examined bank policies with respect to 13 areas: human rights, labour rights, indigenous people, climate and energy, dams, biodiversity, forests, fisheries, extractive industries, sustainable agriculture, chemicals, transparency and reporting by clients, and environmental and social management systems.  The scoring was performed on a five-point scale (Table 2).

- - - - - - - - - - - - - - - - - - -

Insert Table 2 about here
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Of the 39 banks evaluated, only two received scores of ‘4’ in a policy area (HSBC for dams, and Rabobank for human rights), and the highest overall ratings, averaging scores over the 13 areas, went to ABN AMRO and HSBC, each receiving an average score of 1.31 (converted to a D+ in the overall scoring system).  In the area of transparency, EP-adopting banks somewhat arbitrarily received a score of ‘2’ for adopting the EP requirements with respect to disclosure, and non-EP banks received a score of ‘0’.  In the area of environmental and social management, EP-adopting banks were given a score of ‘1’ for the EP requirements that banks have an E&S management system, and non-EP banks were given a score of ‘0’.  The report is skeptical, however, in that EP-adopting banks were less than forthcoming in either of those areas.  The score reflects more of a presumption that EP-adopting banks are at least minimally complying with EP requirements.  The report’s comment on transparency is illustrative:

Even where banks have the best policies, little information is available about their systems or practices for implementation.  It was therefore impossible to assess, let alone compare, their efforts at implementation.  We know anecdotally that significant efforts are being made.  We also know that even banks with relatively strong policies continue to support transactions with significant environmental or social impacts.  This practice cannot continue without eroding the credibility of all banks committed to sustainable finance.  (BankTrack, 2006: p. 6.)

These banks are insisting on a ‘trust us’ perspective, and the world has moved to a ‘show us’ perspective.  The clash of these two perspectives will result in the diminishment of confidence in the project financing sector.  

Lacking any effective governance mechanism (e.g., oversight board, umbrella group, etc.), the EP amounts to a self-regulatory environment that is wholly contained within each adopting bank.  Public confidence in a self-regulatory environment critically depends on effective and reliable monitoring and disclosure (Sethi, 2003). With each bank withholding information on both its performance standards and procedures, and little in the way of monitoring or external governance, visible investments become the indicator of rigor of application of the EP.  Very few banks disclose projects they have declined to invest in, perhaps due to fear of chasing away future prospects.
  On the investment side, EP-adoptees have invested in questionable projects.  ABN AMRO is invested, for example, in the Chad-Cameroon pipeline, a project that has received heavy criticism from Amnesty International for its effect on environmental and social issues in both Chad and Cameroon. Barclays, another EP-adoptee, is invested the Trans Thai-Malaysia Gas pipeline.  Little poverty reduction is predicted, and much damage to the local ecosystem and reduction of living standards for local communities appears quite probable (Corporate Responsibility, 2005). 
Externally, NGOs may question investment decisions (as they have done), but given the lack of performance or process disclosure by banks, NGOs can at best assume the banks are following the EP.  The integration of the EP mechanisms within each bank therefore become critical in ensuring the EP do not become a symbol of greenwash.  The difficulties encountered here are structural, differing with each bank.  The critical issues for within-bank governance are twofold: first, what internal management systems are established in response to the adoption of the principles; and second, what capacity (i.e., personnel) does the bank then put in place to administer the principles?  

With respect to the first issue, BankTrack’s “Unproven Principles” report indicates that a number of banks have simply adopted the EP, and do not have or do not disclose what mechanisms are in place to review proposals.  The report notes that Calyon, an EP-adoptee and one of the leading project finance banks (ranked 8th worldwide in terms of project finance by Dealogic in 2004), has good disclosure on transactions financed, but does not disclose internal implementation processes.  Dexia, another EP-adoptee, reports that it has procedures in place but declines to report what those are.  

The same report also notes that some banks (e.g., ING, ABN AMRO, HSBC and RBS) require EP-applicable projects to be reviewed by multiple committees.  At ING, EP-applicable projects go to the highest Credit Committee, and at ABN AMRO, Category A and B projects go to the Sustainable Business Advisory unit.  Citigroup is also reported to have strong implementation.  CIBC appears to have an implementation system, but that system seems mainly directed at minimizing lender liability.

Given that the EP appear to be a closely-held self-regulatory system, the willingness of each bank to commit resources to the EP is critical.  This leads to an analysis of capacity building.  The willingness of a bank to dedicate and train employees in the EP is some measure of the bank’s commitment to the EP.  Again, there is great variance in the willingness of banks to commit to training employees and putting key employees in place to ensure EP compliance.  ABN AMRO, for example, had trained 445 staff according to BankTrack, and had specific internal offices set up for EP reviews.  Barclays has an Environmental Risk Management unit and conducts regular staff training.  Calyon, a bank with a very decentralized management structure, has trained over 100 employees in the EP.  Citigroup has a number of key staff positions dedicated to EP implementation, and has trained management staff in the EP.  HSBC reports both internal procedures and trained staff.  

A number of other banks seem much less able or willing to commit resources to EP implementation via training or dedicated personnel.  MCC, an Italian investment bank and arm of Capitalia group, makes no public comment regarding current capacity or plans for capacity building with respect to the EP.  Banco Bradesco, Banco Itaú and Itaú BBA, Brazilian banks, did not have capacity and no declared intent to build capacity for EP implementation.  

The leading edge of implementation appears to be the construction of specific tools for EP evaluation schemes.  ABN AMRO, Barclays, Citigroup, and RBS all reported having such tools.  In sum, therefore, it appears that there is a very mixed level of integration of EP into the day-to-day decision making structures of the various banks.

One key structure underlying the ability and willingness of such banks to implement the EP either through mechanisms, personnel or dedicated tools is the financial value of project finance to the bank.  Banks for which project finance is of little value either in absolute or percentage terms will lag in their commitment to EP implementation, whereas those banks with larger revenue streams from project finance may be more willing to dedicate resources to internal governance mechanisms.  Of the top ten banks in project finance in 2004, six were EP banks, and each was cited by BankTrack as having, in one manner or other, good EP mechanisms and/or personnel (see Table 3).  

- - - - - - - - - - - - - - - - - - -
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With a reported 85% of project finance funds tied to the EPFI, free riding and lack of implementation and capacity are critical issues.  Problems from free riding and poor implementation and capacity are limited in effect to the extent that the lead bank in the project finance syndicate is one of the larger banks with greater compliance structures, as the lead bank is responsible for vetting the project firm’s compliance with the EP.  Such an arrangement will lead to greater, rather than lesser, compliance with the EP.  This is not always the case, however, and free riders or poor performers may at times be the lead bank particularly in developing country deals.  Three of the banks cited for lesser capacity (Banco Bradesco, Banco Itaú and Itaú BBA) are all banks located in Brazil, a major Amazon area and vulnerable to the exact sorts of development the EP are meant to constrain.  

A second issue with regard to free riders and poor implementation and capacity pertains to loans where the lead bank is not an EP adoptee.  Table 3 shows that, of the top ten project finance banks in 2004, 39% of all funds were located in non-EP banks.  In the first half of 2006, over 62% of top ten project finances bank monies came from non-EPFIs (Table 1).  It seems quite likely that these banks will be leaders in many project finance activities, and the non-EP compliant projects will be syndicated through such banks.  Certain EP-adoptee banks have reported that they will only participate in loans that comply with the EP (e.g., Westpac and HSBC are noted in BankTrack’s “Unproven Principles” report as adopting this posture).  However, others appear moot on this point.  The large amount of project finance monies available through the top ten banks combined with the lack of disclosure and lackluster capacity building among banks with lesser project finance revenues points to severe free rider, implementation and capacity problems for the EP.  There is simply no clear assurance that the EP-adoptee banks are abiding by the EP promises.  

The Content of the Equator Principles

In its current version made public 6 July 2006, there are ten principles in addition to the Preamble (http://www.equator-principles.com/principles.shtml).  The Preamble begins with a statement that as financiers, these banks play a role in the promotion of environmental stewardship and social development.  As shall be shown, however, that role is neither clear nor untroubled.

The scope of the EP has been expanded.  Initially, the EP applied only to projects in excess of US$50 million, and that threshold is now lowered to US$10 million.  In addition, the revised EP apply to project financing advisory activities, not simply to project financing activities.  Those who revised the EP should be commended for such action, as these revisions appear to follow the lead of the more forward-thinking banks. 

As can be seen by a review of the EP, A major issue is that metrics that are not in evidence.  In order for a code to be considered legitimate, there must be clear and measurable metrics associated with the code (Sethi, 2003).  In this most recent revision, there are no true metrics involved in the EP.  In the Preamble, the implementation is described as follows:

These principles are intended to serve as a common baseline and framework for the implementation by each EPFI [Equator Principle Financial Institution] of its own internal social and environmental policies, procedures and standards related to its project financing activities.  We will not provide loans to projects where the borrower will not or is unable to comply with our respective social and environmental policies and procedures that implement the Equator Principles. (Equator Principles, 2006: p. 1.)

The appeal to a framework devoid of metrics renders monitoring meaningless.  Without objective verifiable metrics to measure performance, banks are able to interpret almost anything in their favor.  For example, the requirements of “free, prior and informed consultation” and “broad community support” mentioned in the fifth principle offer no specific guidance as to what might constitute such consultation or support.  Does the provision of summaries of environmental and social assessments constitute adequate information for consultation?  Who gets to decide what information goes into the summary?  In the zones where indigenous peoples live, what measure constitutes “prior consultation”?  Is sixty days (the time most frequently mentioned in the document) sufficient?  Does someone translate the technical jargon of a report to a language that indigenous people might understand?  Most importantly in such consultation, what level of support constitutes “broad community support”?  Is 50% plus one sufficient?  Does it have to be a larger majority?  In cases where multiple solutions are supported by different community factions, if the borrower’s solution gets the largest support (though less than 50%), does that constitute broad support?  These are significant issues, and there needs to be clear, observable metrics in place so that all parties can be in agreement with the decision of the lending bank.  The alternative, and current state of affairs, is constant and open debate regarding the status of projects vis-à-vis EP standards.

When this lack of metrics is set against the lack of performance and procedure disclosure offered by many of the banks, one is left to wonder exactly what is ruled in or out.  Essentially, this problem indicates once more that the EP are really established at each individual bank.  The EP themselves are simply guiding principles that give a general direction.  It is true that the scope of application has been extended to projects of US$10 million or more, and to more activities than simply project finance (project finance advisory activities are specifically mentioned).  

As the application of the EP is based on categorization and assessment, the EP pertinent to each of these is illustrative of the metrics problem.  The footnote to EP2 on social and environmental assessment includes the following statement: “For the purposes of Equator Principles compliance, this will be an adequate, accurate and objective evaluation and presentation of the issues, whether prepared by the borrower, consultants, or external experts.” (Equator Principles, 2006: p. 2).  Keeping in mind the gravity of Category A projects particularly in their impact on the local communities and their environments, it is puzzling why the borrower should be allowed to conduct its own S&E Assessment.  In fact, not only is the borrower allowed to conduct its Assessment, the borrower defines what is adequate in terms of the Assessment, and any mitigation or management issues flowing from the Assessment.  Given the lack of external governance of the EP, this is not much more than a blank check to any EP-adoptee banks that wish to embrace the EP in name only.

Principle 5 (Consultation and Disclosure) reveals the depth of the issue.  Its footnote reads:

Consultation with Indigenous Peoples must conform to specific and detailed requirements as found in PS7 [Performance Standard #7 of the IFC].  Furthermore, the special rights of Indigenous Peoples as recognized by host-country legislation will need to be addressed. (Equator Principles, 2006: p. 3).

EP5 is consistent with PS7, offering scant protection to indigenous peoples.  Again, the borrower is free to set the standards for what constitutes “free, prior and informed consultation”, and the adequacy of how any remedies might address concerns raised in the consultation process.  Importantly, the borrower is not required to disclose the entire Assessment and Action Plan to the affected community.  Rather, the borrower may disclose only a summary of these documents.  Since “the devil is in the details” more often than not, this is troubling.  The entire process of assessment, mitigation and management planning, disclosure and consultation is within the free purview of the borrower.  The bank is required to do no more than review documentation submitted by the borrower with respect to these issues.  The host-country government may also be involved, but as most host-country governments in developing countries are inclined to weigh economic development over social or environmental protection, this again is scant comfort that the EP will in fact be followed.  PS7 does require “broad community support” of the development project, but again, the strength of such support is entirely determined by the borrower.  The EP is clearly flawed here in both external monitoring and publicly available information.  

Questionable investments make the case for governance, monitoring and external reporting even stronger.  In its 2004 report, BankTrack noted eight projects that were in process through the banks that were of questionable merit, and another five that were seeking finance in the coming year (BankTrack, 2004).  In a recent report, BankTrack (van Gelder, 2006) examined a number of candidates for the 2006 Financial Times Sustainable Banking Awards, and found that many investments were problematic on environmental, social, and sustainability criteria.

The lack of clear, verifiable metrics that are transparently monitored allow for such critiques to take place, and to be believed by the public at large.  These may well be reasonable investments, but the lack of metrics and disclosure jaundice the viewer’s eye.  Given the financial incentive to all partners in the agreement, and the lack of any substantive disincentive to any of these partners to participate, there is reason to assume that loans will be made that violate the EP.  The EPFIs must endeavor to show that such is not the case.  Lacking that proof, society will assume that the EPFIs are maximizing profit at the cost of society.

CONCLUSION

Voluntary codes such as the EP, pressure from NGOs, the threat of litigation and regulation, and regulations themselves are all measures intended to enhance the corporation’s efforts at corporate social responsibility and performance.  Singling out the EP for criticism may appear to some as unfair, but banks and project finance firms have chosen the route of the EP as a primary venue for reputation defense (Wright and Rwambizuga, 2006).  Further, given the inadequacies associated with the other means of control, measures such as the EP may prove the more effective of the lot.  Hence, it is vital to address the criticisms offered here and move to improving the EP.

The EP suffer from a number of systemic issues.  Central to the current situation is the lack of an adequate governance mechanism.  Banks are allowed to adopt the EP, and from that point forward, are not accountable to any governing body for enforcement of the provisions of the EP.  This allows the number of EP adoptees to be artificially large, as some sign up and give little evidence of compliance in their investments.  This allows both free riders and adverse selection in the group of adoptees.  Given that the low bar for admission is already in existence, the remedy lies now in adopting a strong governance mechanism that enforces compliance with the EP.  Failure to comply with the EP should merit dismissal from the adoptee group.  

Compliance requires meaningful, objective and measurable metrics accompanied by adequate disclosure.  The drive for flexibility exemplified in the EP revisions must be tempered by measures that can observed by all parties.  As noted earlier, “broad community support” among the affected communities is an ambiguous term at best, and blatant permission for the borrower to do as it pleases at worst.  Such measures must be made quantifiable so that they have meaning and can result in processes and performance that all agree are sufficient to uphold the EP in both letter and spirit.  It must be demonstrated that by protecting investor responsibilities, one also protects investor rights by reduction of social pressure on the firm.

Disclosure of performance and process by the participating banks must be complete and de rigueur, not partial and occasional.  Many banks are woefully inadequate in their disclosure, not revealing the loans that have been rejected nor the processes and internal mechanisms developed to deal with loans subject to the EP.  Banks must also account for investments that raise questions among the NGO community and civil society at large.  Failure to confront challenges on this level leaves the EP banks open to the charge of ‘greenwash,’ and rightfully so.

It may be that smaller banks, or banks that profit less from project finance, will be loathe to enter such a system and put forward the necessary effort and resources to comply with the EP.  That should not be considered a drawback to moving forward with such a system.  On the one hand, not all banks should be EP adoptees.  Banks are ostensibly adopting the EP to burnish their reputation, and those who are not willing to support the system should not be allowed to free ride or to drag down the reputations of those who do actively support the EP.  On the other hand, there are many opportunities for such smaller banks to participate in the syndication of loans initially underwritten by EP compliant banks.  Such a position may allow them to participate in the EP while at the same time reducing their financial commitment.  The lead EPFI will be the one primarily responsible for enforcing the loan covenants, and the other lesser banks can subscribe to the position of the lead bank.  Such participation may allow banks to contend they support the EP while at the same time not be EP adoptees and subject to the resource commitments that such a position entails.  This suggests that there might be some manner of primary and secondary adoptees, where the primary adoptees bear a larger burden than the secondary adoptees.  This may or may not be feasible, but primary adoptees must be clear and forceful in their commitment lest the EP be perceived as yet another “wolf in sheep’s clothing” scheme.
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TABLE 1.

Top Ten Project Finance Banks for the First Six Months 2006.

	Rank
	Bank
	Underwritten Debt US$m
	Number of Deals
	Equator Bank Status

	1
	JBIC
	4735.00
	7
	Non-Equator Bank

	2
	Public Investement Fund
	2547.00
	3
	Non-Equator Bank

	3
	Citigroup
	1227.95
	10
	Equator Bank

	4
	HSBC
	1018.49
	9
	Equator Bank

	5
	BNP Paribas
	890.95
	7
	Non-Equator Bank

	6
	Société Generale
	877.22
	9
	Non-Equator Bank

	7
	West LB
	847.73
	8
	Equator Bank

	8
	ING
	794.13
	8
	Equator Bank

	9
	Standard Chartered Bank
	788.52
	8
	Equator Bank

	10
	Mizuho
	756.11
	7
	Equator Bank


Source: Ellis, S., & Caceres, V.  2006.  Equator Principles financing: The international fallout.  Infrastructure Journal, September/October.  

TABLE 2.

BankTrack Scoring System for EPFIs.

	0
	No publicly available policy addressing the subject.

	1
	Vaguely worded or “aspirational” policy with no clear commitments.

	2
	Some clear commitments, but no part of the policy meets relevant international standards.

	3
	Some parts of the policy meet international standards, but other parts are either absent, vague or below relevant international standards.

	4
	All, or nearly all, of the policy meets or is in line with relevant international standards.


Source: BankTrack, 2006.  Shaping the Future of Sustainable Finance: Moving from Paper Promises to Performance.  Downloaded from http://www.banktrack.org on 26 June 2006.

TABLE 3.

Top Ten Project Finance Banks 2004.

	Table 2.  Top Ten Project Finance Banks 2004
	
	
	
	

	
	
	
	
	
	

	
	
	Volume of Projects
	
	

	Bank
	EP Status
	(US$ Billions)
	
	

	BNP Paribas
	Non-EP Bank
	5.1
	
	5.1
	13.7%

	Citigroup
	EP Bank
	4.8
	4.8
	
	12.9%

	Barclays
	EP Bank
	4.7
	4.7
	
	12.6%

	Royal Bank of Scotland
	EP Bank
	4.1
	4.1
	
	11.0%

	Credit Suisse
	EP Bank
	3.6
	3.6
	
	9.7%

	Société Général
	Non-EP Bank
	3.5
	
	3.5
	9.4%

	Korea Development Bank
	Non-EP Bank
	3.1
	
	3.1
	8.3%

	Calyon
	EP Bank
	2.9
	2.9
	
	7.8%

	Sumitomo Mitsui Banking Group
	Non-EP Bank
	2.8
	
	2.8
	7.5%

	ABN AMRO
	EP Bank
	2.6
	2.6
	
	7.0%

	
	
	37.2
	22.7
	14.5
	

	
	
	
	61.0%
	39.0%
	

	
	
	
	
	
	

	Source: Dealogic
	
	
	
	
	


� The IFC Performance Standards came into effect on 30 April 2006, and can be found, with their attendant documents, at: � HYPERLINK "http://www.ifc.org/ifcext/enviro.nsf/Content/EnvSocStandards" ��http://www.ifc.org/ifcext/enviro.nsf/Content/EnvSocStandards� 


� For one analysis of the lack of disclosure, see BankTrack, 26 January 2006, “Shaping the Future of Sustainable Finance: Moving from Paper Promises to Performance.”  Found at: � HYPERLINK "http://www.banktrack.org/doc/File/Our%20Publications/BankTrack%20publications/0_060126%20Sustainable%20finance%20full%20report.pdf" ��http://www.banktrack.org/doc/File/Our%20Publications/BankTrack%20publications/0_060126%20Sustainable%20finance%20full%20report.pdf�  Downloaded on 6/26/06.


� BankTrack’s 2005 report, “Unproven Principles,” reviews the adopting banks as of that time, and of the 26 adoptees, 8 had no disclosure, 12 had limited disclosure, and 6 had good disclosure.  Of those, only four (ABN AMRO, HSBC, ING, and Westpac) disclosed the number of transactions declined partly as a result of the EP.
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