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AccountAbility is an international, not-for-profit, professional
institute dedicated to the promotion of social, ethical and overall
organisational accountability, a precondition for achieving
sustainable development. AccountAbility is dedicated to promoting
accountability for sustainable development by:

m Creating a credible assurance standard and underlying
accountability framework

m Providing quality professional development and certification

m Advocating an enabling public policy environment for
organisational accountability

m Developing innovative ‘ideas-for-action’ through
research and practice.

Since 1992, Business for Social Responsibility (BSR) has helped
companies of all sizes and sectors achieve business objectives and
efficiencies in ways that respect ethical values, people, communities,
and the environment. A leading global business partner, BSR provides
tools, training, advisory services and collaborative opportunities in
person, in print and online that equip companies to make socially
responsible business practices an integral part of business operations
and strategies. Today, BSR member companies have nearly $2 trillion
in combined annual revenues and employ more than six million
workers around the world.

Brody Weiser Burns specializes in developing corporate community
partnerships that create business value and improve the lives of
low-income individuals. It provides strategic planning, stakeholder
engagement, and program design for corporations, foundations,
and leading nonprofit organizations.
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Introduction to the Business and Economic
Development Project

Cross-Sector Learnings

This overview is one of the products of a research program conducted by AccountAbility

and BSR, assisted by Brody Wiser Burns. The core aim of the study is to normalize the

management of economic impact as a regular aspect of business performance and outcomes.

To this end, the project seeks to:

m Deepen the understanding of how companies are responding, and can further respond,
to the growing challenge for them to improve their economic impacts.

m Identify and develop business strategies and public policies within specific industries that
are likely to enhance the effective role of business in improving their economic impact.

What is Economic Impact?

‘Economics’ refers to the production, distribution and consumption of wealth in society.

‘Economic impact’ is defined as any increase or decrease in the productive potential of the
economy. Economic impact extends beyond the boundaries of any single organization and
is linked to both the environmental and social elements of sustainable development.

By understanding economic impact, we seek to understand how a company adds value to society.

In this report, we distinguish between “direct” and “indirect” impacts. Direct impacts are
the immediate economic affects of a company’s financial transactions. Examples include
the economic benefits that are created through the payment of wages and taxes. Indirect
impacts are the economic effects that are created through a company’s operations or
through provision of goods and services. So, for example, while having a direct impact as
they create jobs, pharmaceutical companies have an indirect economic impact through the
provision of drugs, which help improve the health status of the residents of a country.
This improvement in health status is both an end in itself, and also has a significant and
positive impact on the economy of the country.

Why is economic impact important for business to understand and deliver?

Business needs to understand and deliver on its economic impact because this is a crucial
pathway through which business can create benefits (or harm) for its communities.
Understanding and improving economic impact also can help business address key issues:
® Acquiring a license to operate

® Mitigating reputational and operational risk

m Developing new products and improving sales revenue
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If companies understand and account for their economic impact, this can provide a new
platform from which to inform and engage stakeholders on the broader debate on the
role of the sector in society. It can help articulate what companies can and can’t do, and
where the will and resources of other players, such as governments or NGOs is needed
for constructive steps to be taken to address macro-socioeconomic issues.

Lessons Learned Across Sectors

This project looked in depth at four industry sectors: financial services, pharmaceuticals,
agriculture, and extractives. This overview of the report provides the lessons learned

across the four sectors. The remainder of this particular report looks in depth at the
lessons learned in one sector — financial industry.

The key lessons about the economic impact of companies across
the sectors explored in this project include:

1. The Type of Engagement with Communities Matters. A company’s indirect economic impacts
on disadvantaged communities can be as great, or greater, than its direct economic impacts. For
both the financial services and pharmaceutical sector, our research found that the indirect eco-
nomic effects, particularly the effects that arise from access to the products and services of the
sector, tended to generate the most significant economic impacts. These impacts tended to far
outweigh the impacts created by the sector’s employment, its plant and office locations, and it’s
purchasing. The reverse was true for the agricultural sector. For agriculture, employment and
purchasing by corporations tended to generate more significant economic impacts on low-
income communities than the provision of products.

Our research has led us to develop the following thesis: The nature of engagement with
low-income communities shapes whether a corporation’s direct or indirect economic
impacts will be more important. If a company engages with a low-income community
primarily because of its labor (as in agriculture or manufacturing), direct economic
impacts will be more important. If a company engages with a low-income community
primarily as a market for its goods and services, indirect economic impacts will be more
important. Finally, if a company engages with a low-income community primarily for its
natural resources, direct impacts (such as the payment of wages) will predominate initially.
In these cases, over time, indirect impacts, especially those relating to environmental
effects, will become more important.

2. Infrastructure Greatly Impacts Company Contributions to Development. The scale of a
company’s indirect economic impacts is frequently driven by the actions of organizations
outside the company’s control. A company has significant control over much of its direct
economic impact. It has control over which it hires, where it locates its plants, and from
whom it purchases. This is much less true with regard to its indirect impacts. This can be
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seen most easily in the pharmaceutical sector, where whether or not drugs are available
at affordable prices is just one piece in a large puzzle. If drugs are available, but there are
no doctors or clinics, and the public is largely uneducated or ill informed, there will be
relatively little impact to providing affordable drugs. Conversely, if all these elements are
in place, there will be a significant and positive impact from providing affordable drugs.
Similarly, in the financial sector, simply providing credit to individuals who do not have
access to markets, management talent, sound regulation and a viable court system,
usually does not enable them to build viable businesses. These elements have to be in
place before lending typically has a significant positive indirect economic impact.

This creates particularly difficult challenges for companies that are working in countries
which are doing a poor job of creating the enabling infrastructure that will allow a com-
pany’s products and services to create significant positive economic impact. This may be
due to corruption, or a lack of ability, or simply to alternative priorities. In these cases,
our research shows that there are a number of viable strategies open to companies. These
include joining an industry coalition (such as Fair Trade), working with UN or multilateral
organizations (such as Extractive Industries Transparency Initiative), or working with
government agencies (such as Merck’s Botswana Initiative). Companies also need codes
of conduct clarifying how they will engage with governments, and under what terms.

3. Partnerships with Others Greatly Amplify Company Contributions to Economic
Development. Partnerships and coalitions are often elements of strategies that create
significant indirect economic impact on disadvantaged communities. The most successful
examples in our case studies—the examples where companies were creating positive
indirect economic impacts that were affecting thousands of people and creating millions
of dollars of value— were primarily done with partners or in coalitions. Having a
significant economic impact almost always involved creating changes in the enabling
environment, which had to be done in partnership or in coalition.

While partnerships are valuable and important, it also was clear in many cases that most
of the thought and energy was going into making the partnership effective rather than
making it accountable. Why is accountability particularly important in the creation of
indirect economic impact? Because this type of impact is often a “public good” or a
“merit good.” The benefits are often spread out among community members whether or
not they have a relationship with the company, and whether or not they have paid for the
benefit. Public and merit goods have particular sensitivities that require greater considera-
tion than is often given with an eye towards:

1) Equity — who gets the goods, and (more importantly) who doesn’t?

2) Fairness — who pays how much and when?

3) Quality — who decides what the right level of quality is?
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To ensure that they are addressing these sensitive issues well, our research suggests
that companies need to build in accountability processes that engage the legitimate
representatives of the community.

4. Engaging Governments is Often the Critical Missing Link for Successful Impact. Corporate
engagement with governments and public policy can be an important way in which companies
create indirect economic impacts, both positive and negative, for low-income communities.
In each of the sectors studied, we found that the ways in which companies engaged with gov-
ernments—as regulators, funders, and lawmakers— often had profound effects on low-income

communities. In addition, companies often appeared to shape their strategies for engaging with
governments in ways that often did not take into account these impacts.

A first step in addressing this issue would be the development of greater transparency about
corporate engagement with governments and a company’s influence over public policy. What is
the sum of a company’s dealings with government? What are the company’s public policy objec-
tives? And, most importantly here, what are the likely impacts on low-income communities?

Our research suggests that there can be sharp differences between the interests of national
governments, local governments, and low-income communities. Simply engaging with
national governments in a way that creates economic benefit for the country, as a whole
does not imply that those benefits will trickle down to the poor.

5. There is No Silver Bullet: Creating Value for Communities is Driven by Context.

A consensus has not yet emerged over how to understand and implement strategies that
create significant improvements in indirect economic impact on disadvantaged communities.
There were considerable differences from case study to case study about what the businesses
counted as economic impact, what they saw as their role, the strategy that they were pursu-
ing, and what relationship these activities had to their core business operations. For some
(like the case studies of companies located in Palestine), the key way to create economic
impact was simply by being in business in their communities. For others, like some of the
pharmaceutical companies, creating economic impact on disadvantaged communities was a
by-product of trying to meet societal expectations. For yet others, like some of the compa-
nies in the agricultural sector, creating economic impact was part of creating a new market
and trying to reach new customers. These are dramatically different but context-driven
views on the realities and rationales that drive strategy for creating economic impact.

6. Businesses Fail to Account for Their Complete Economic Impacts. Very few companies are
tracking or reporting either quantitative or qualitative measures of their indirect economic
impacts on disadvantaged communities. Some companies report on quantitative measures
of their direct impact, such as jobs created, salaries paid, and taxes paid. Some report
qualitative measures of their indirect impact—programs they have created, opportunities
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that they helped support, etc. For many, it’s because it is too complex to determine or
staff resources and expertise. For others, it’s because they don’t see it as their responsibility.
And in some cases, it may be counterproductive, as the agriculture report suggests.
Without a consensus view on what business responsibilities are for creating economic
impact, it is difficult for businesses to see a clear and consistent rationale for spending
time and energy collecting, analyzing, and reporting data on economic impact.

7. Models and Guidance Are Needed to Equip Business to Better Identify and Account
for the Type of Impacts It Can Have. The most relevant next step is to develop industry
consensus on models and frameworks for understanding, building, and accounting for
indirect economic impact. Given the lack of consensus over what counts as impact, how
to create that impact, and what the business role is in creating that impact, it is not
appropriate to work on the development of metrics. It is an especially important first step
to develop models and frameworks for understanding indirect economic impact. Once
this has been attained, it will then be possible to start work on developing disclosure
practices that fit the models and help us understand progress.

Our research suggests that the development of consensus can best occur industry by
industry. What counts as impact, how to create it, and what the business role in creating
it is, varies so significantly by industry sector that it will not be possible to develop a
“one size fits all” framework.

In each industry sector, a range of stakeholders, including large companies, small companies,
civil society organizations, government agencies, and community representatives, will need to
develop a consensus on what the key areas are for social, environmental and economic impact.
Once this is done, they can then work to develop analysis and insight on the strategies for
addressing economic impact in these areas. What are the key risks and opportunities of improving
(or not improving) economic performance in these areas? What are appropriate and achievable
goals? Once this work is completed, it will be possible to develop methods for corporate
accountability for economic impact.

Summary

In summary, our research shows that improving economic impact is a critically important way
for businesses to create benefits for the communities with which they interact. And yet, the
process of managing and accounting for economic impact is still in a formative stage. Businesses,
civil society organizations and governments need to come together to develop a better under-
standing of the key pathways through which specific industries can create positive economic
impact. This will enable the development of robust framework for economic impact. Business
will be better able to identify and manage their economic impact, improving their reputations,
license to operate, and revenues, while at the same time creating positive benefits for communities.
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Executive Summary

The financial services sector and capital markets have a significant influence on how
economies develop, principally through their role in allocating financial capital between
different economic activities, as well as through their own operations.' Not only do banks
manage their own financial and sustainability performance, they are in a position to influence
socio-economic and environmental performance in client organizations and through their
lending strategies. In this report, we examine whether and how leading banks manage the
corporate economic impacts of their core lending activities.

The aim of this research is to explore whether banks account for the types of economic
impacts arising from their lending activities. It asks who are the real beneficiaries of bank
lending activity and whether banks take this into account in their core business decisions.
Specifically, it questions how some banks understand their economic impacts and whether
and how this informed the development and delivery of lending products and services.

AccountAbility and BSR have developed a methodology through which companies can begin to
articulate and account for the economic impacts of their business activities —siting, employment,
procurement, product and service development and delivery, contribution to taxes, investment
and philanthropy (See Appendix A). This report focuses on the bank lending sector’s product
development and delivery business function, and through this explores corporate understanding
and accountability of banks. As for all sectors, there is less data on product-related impacts than
other for other aspects of business activity, which is a critical impact area for banks.

This study explores whether and how banks understand and manage the economic impacts of
their products —through product development, use and delivery of loan products—on the com-
munities that use them. This relates to both production-side economic impacts and consumption
side product-related economic impacts. Production-side impacts might include the operations of
bank branches, and might include employment, sourcing from local suppliers and environmental
impacts. While the impact of these activities is important, the most significant economic impacts
are likely to accrue to customers and the wider economy. Consumption-side economic impacts
relate directly to the access to finance debate, as well as questions that have arisen over who
banks lend to and for what type of economic activity. Most attention on banks in this area has
focused on project finance for large and environmentally sensitive projects. Access to finance
refers to the lack of availability of finance to specific communities. These issues have largely
defined the corporate responsibility of banks in the eyes of some major stakeholders.

This report explores how some banks understand and account for their economic contribution
to society. For some, economic impact management is already an important internal management
tool and stakeholder engagement platform. For others, the value of managing economic
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impact is clear, but the challenge is finding ways to do it. Ideally, corporate management of
economic impact allows company to better inform and engage stakeholders on the broader
debate on the role of the sector in society. They can better articulate what they can and can’t
do, and where the will and resources of other players, such as governments or NGOs are
needed for constructive steps to be taken to address macro-socioeconomic issues.

In Section 2, the report examines what sustainability principles and standards mainstream
banks have adopted around the world, and the extent to which those standards capture the
most significant potential economic impacts of bank lending. In Section 3, the report sets out
some of the key framework issues and players driving banks to consider sustainability issues.
Section 4 explores key issues of risk and opportunity for banks, and how these have
informed current bank responsibility practices. Section 5 concludes that few banks, using
existing standards or developing their own methodologies, manage the economic impacts of
their core lending products and services on their mainstream client base and financially
excluded sectors of society. Banks can add economic value through their decisions on who to
lend to, lending to activities that generate ongoing investment and employment, or lending to
other organizations that can reach beyond the banks’ existing markets to poor and disadvan-
taged communities.” Stakeholder concerns have focused on important, but limited sets of neg-
ative impacts of banking activities, such as environmentally and socially sensitive projects, or
financial inclusion. This focus misses the potential benefits to economic development of more
strategic bank management of their core lending products.

Public policy settings affecting bank lending are critical in the success or otherwise of banks
to socio-economic development. A better understanding of banks’ economic contribution can
provide a platform for them to negotiate and articulate their responsibilities and manage risks
and opportunities around these issues. Risks and opportunities for each bank will differ and
depend on the company’s key stakeholders, but in all cases, a better understanding of eco-
nomic impact provides a useful mechanism to manage tradeoffs between the different types
of costs and benefits to society they create by doing business.

The intention of this report is to increase understanding of:

®m How banks understand and address their economic impact.

® Whether an understanding of economic impact contributes bank responsibility debates

m [ssues around which management frameworks might be developed to support economic
impact management and enhanced corporate accountability in the sector.

m To test the overall framework of economic impacts aligned with business functions by
exploring product related impacts of the sector on poor and disadvantaged communities

m Assess sustainability reports of leading banks on their coverage of economic impact
(Appendix B).
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The research methodology included:

1) Desk research

2) We held a cross sectoral workshop in the US to explore commonalities and differences in
managing economic impact across 4 selected sectors

3) Research partners in India, and OPT held multi-stakeholder workshops to inform and
communicate their research findings, including provision of case studies.

4) Developed case studies based on in-depth interviews with companies. The purpose of case
studies is to exemplify current understanding and management of the economic impact of
banking in a range of different political, social and economic contexts.

1. What Does Bank Lending have to do
with Economic Development?

Development theorists have argued that financial intermediation through the banking system
enables the allocation of savings to investment, improving productivity and the rate of eco-
nomic growth. Early theorists proposed a two-way relationship between financial develop-
ment and economic growth.’ Since then, research has focused on specific functions of the
financial system in supporting economic growth. In this paper, we will focus on the role of
bank lending and what that means for the accountability of individual banks, and whether
banks understand and account for the economic impacts of their lending activities.

Bank lending is a major component of capital flows from developed to developing
economies, and has proven to be one of the most volatile over the last decade. Growth in
trade finance, financial liberalization, short terms loans have all been cited as reasons why
around half of international bank lending to developing economies is short term.* More than
60% of these loans are to borrowers in 10 developing countries. At the same time, the sheer
size of loans issued by some banks are larger than the entire banking facilities of small countries.
These clearly have significant impacts, but there is no systematic disclosure of what these are.

While it has not been possible to prove causality in the relationship between financial sector
development, economic growth, employment creation and poverty alleviation at a macro-eco-
nomic level, there is wide recognition that improving poor people’s access to credit and insur-
ance services, strengthens their potential productivity and thereby, their potential for sustain-
able livelihoods.” In the context of macro-economic development, which is taken broadly to
mean economic growth including notions of wealth distribution justice, the way in which
banks address their economic impact is the focus of this report. In this respect, it is the
quality, not just the quantity of capital flows, including bank lending, to developing economies,
that may determine whether banks contribute to improved sustainability. Enhanced accounta-
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bility for economic impact is one way for banks to examine these issues—to begin to manage
the quality of their contribution to economic development and sustainability.

At a corporate level, there is much evidence of the relationship between bank lending decisions
and the ability of companies to create jobs. Credit use is well documented by banks and
many banks assess loans on a profitability per employee basis.

In simple terms, financial markets facilitate resource allocation by collecting savings and
channeling to investors. Banks allocate capital according to regulations governing the sector,
as well as their own risk management considerations. Through economies of scale in infor-
mation, financial services providers are thought to reduce leakages in savings and allow funds
to be invested in longer-term projects, or allow risk sharing.® Mainstream macro-economic
theory assumes lenders and borrowers have access to same (and perfect) information and
there are no transaction costs. Much contemporary literature focuses on the potential costs
and implications of this not being the case, particularly for small borrowers who have little
real choice on where to borrow. At this level, the challenge is to improve access to and
quality of information to small borrowers, and reduce the costs of borrowing.

Appropriate public policy settings are crucial. They can ensure or frustrate information and
capital flows to areas where they profit both investors and society. At a company level, provide
the right incentives for companies to develop and distribute products that are accessible and
enable actors either at the bottom, or outside of formal markets. Banking services work in
the context of existing levels of infrastructure development, familiarity with technology, and
trust in institutions.

Bridging the gap between macro-economic development targets and micro-economic business
level activity is uncharted territory. Corporate responsibility standards, have not, so far tackled
these questions and much of the agenda has been set by NGOs, with banks and international
finance institutions (IFIs) responding to specific areas of concern. A key to understanding
how business contributes to broader socio-economic goals is to understand the shape and
extent of its economic footprint on specific communities and markets.

We do not seek to add to the debate on financial regulation, but focus on corporate
accountability and the extent to which the economic impacts of banks’ commercial activities
are considered and disclosed.
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Corporate Responsibility and Economic Impact

This report explores whether and how banks understand and manage the economic impacts
of their core products and services —through product development, use and delivery of credit—
on the communities that use them or are affected by them. Direct economic impacts, such as
the environmental costs of bank branch use of resources or benefits associated with running
bank branches or benefits such as providing jobs and skill development, or indirect costs and
benefits such as those generated by bank clients. This might include the impact of specific
financial products and services, such as small business loans, trade finance, or project finance
terms for specific investments. Arguably, it is through their core lending activities that banks
potentially create their most significant positive and, in some cases, negative economic
impacts. The Bank of Palestine case suggests an informal recognition of this.

employees, to suppliers, to shareholders,

What Is an
Economic Impact?

to/from government, to investors, to its key
communities and being reinvested in future

Economics refers to the production, productive capacity, as well as with

. ) - :
distribution and consumption of wealth in ~ €OMPetItors. A company’s investment in a

society. Economic impact has been broadly =~ €OMMmunity can serve as an engine of

used to define any increase or decrease in growth in the economy, through employ-

ment, boosting local supply chains and

the productive potential of the economy.
developing a new skills base.

Economics extends beyond the boundaries

of a single organization and is linked to both

the environmental and social elements of Indirect Economic Impacts are often

sustainable development. By understanding referred to as (supply) multiplier
impacts—they may or may not be signifi-
cant depending on the business model in

question. Indirect impacts are the second

economic impact, we seek to understand
how a company adds value to society, of

which its internal stakeholders are a subset. : .
round employment impacts of a business

A company’s economic impact may be seen
as a cost or a benefit to society, but this is
not always reflected in corporate accounts.
The most commonly used standard to
report on economic impact is the GRI.

The GRI has divided economic impacts
into direct impacts and indirect impacts.

Direct economic impacts are those created
by a company’s financial and other rela-
tionships it has with its stakeholders—to

activity—the jobs generated along the com-
panies supply chain or at a particular loca-
tion, but not directly by the company.
Third and subsequent rounds of impact are
the induced, or income multiplier impacts
which refer those impacts generated by
increases in wealth generated by the com-
pany’s activity. Improved health can have
have significant multiplier effects through
the economy.
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Bank of Palestine - ‘A Local Bank Committed to People in Need’

Bank of Palestine (BoP) is the largest Palestinian bank. Established in Gaza in 1960, it was closed
by the Israeli occupation forces in 1967. It re-opened in 1981 after a long legal battle and won a
court order to re-start operations in Gaza only. The bank has grown since and its capital stands
now at US $20.2 million. Turnover is US $12.3 million. BoP enjoys 10% market share. It employs
438 people and has the largest branch network with 22 branches. Tulkarem is the only city
without a branch and the bank is working hard to establish a presence there.

When the BoP considers a loan, it reviews the intent of the loan to gain a sense of how their loan
would impact society, as well as assessing the financial implications for the Bank. This is an
informal approach to managing economic impact but it does demonstrate the BoP’s desire to
understand the implications of its business on the society it serves.’

With foreign banks pulling out of the Occupied Palestinian Territories (OPT), continued opera-
tion of local banks has been increasingly important to guarantee access to credit for Palestinians.

BoP maintains that its most critical economic impact relates to the provision of financial services,
its core business activity. BoP offers a variety of products and services to its customers. The bank’s
customers range from the unemployed to low-income poor to businesses in the area. Efforts are
made to provide access and convenience to customers, through services like money transfers,
point of sale terminals and user-friendly hours of operation. The bank focuses primarily on the

Bank of Palestine’s product portfolio and corresponding economic impacts

Products Issues Financial implications for ~ Economic impacts in Palestine
Bank of Palestine
Lending Access to finance Profitable for wealthier = US $51,101,640 total extended
clients; high risk for ® 0% of the above amount is the rate of
small and medium sized repayment
enterprises (SMEs) m 7% is the average risk for the different loans

m 146 companies provided with bridge
financing during severe economic closures
and periods

Banking Security of cash Provides capital m Promotes savings for priority investments

assets for lending at 2.5% interest
Mortgaging Ownership of m 30,526,694 loans extended

assets m 5,077,894 individuals using home as

collateral asset for further economic growth

Microfinance  Access to finance for ~ Break-even, through = US$5,257,550 loans extended

the poor partnerghips with ] US$892,165 total unpaid balance

Pre-requisite financ-  international and local ® 9% interest rate

ing for sustainable institutions

livelihoods
Convenience  Access to banking Efficiencies; This service allows customers a more reliable
banking, despite closures No service charges and flexible service and also enhances their
online banking ability to manage their finances. It saves each
bank machines customer about an hour of their time per
automated transaction. If each bank machine’s average
payments number of transactions per hour is 25 and the

average customer using the machine earns
between US $1 and US $10 per hour; that
equates to a saving of US $25 to US $250 per
hour, per machine for the Palestinian economy
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low-income sector of the Palestinian population, and has seen positive results both in terms of
financial performance of the bank’s loan portfolio, as well as enabling Palestinians to generate
wealth. There are some successful individuals and companies who started by borrowing US
$1,000 years ago and are now borrowing amounts of around US $400,000.*

Economic Impact on the Poor — With the BoPs focus on microfinance, there are programs
available to assist Palestinians in different ways.

Small Business Program — A joint program between the bank and the Ministry of Finance
(MOF). MOF gives US $1,000-3,000 loans to small business owners, or those aspiring to own a
small business within Gaza and the West Bank. Approximately US $3 million is provided in total
by MOE The BoP’s philosophy is that the available money should be distributed to the people
who need it most. This is an unwritten policy endorsed by the Chairman of the bank. In the
past, the Welfare Association has also been a partner in providing lending assistance to the poor.

Low Income Loans/Insurance Loans — With this program, the bank is able to offer loans of 7
times the applicant’s salary without collateral. If an applicant has three creditors, the loan
amount can be increased to a maximum of 25 times of salary. Payback arrangements are based
on 36 months. This type of loan is common for government employees who have been employed
for at least six months, and repayments are taken directly from their salary. If the borrower
defaults on payment, the insurance company pays back the bank.

Student Loans — Loans to students are viewed as an investment in the future. The BoP lends to
students based on their need, and repayment terms are also flexible. As forms of collateral, a
family member must co-sign the loan, and students are unable to obtain their graduation certifi-
cates until the loan is paid back. Student loan applications must be accompanied by a letter from
the university indicating fees for the year.

Budget Instalment/Housing Loans — These loans are available for purchase of household items
such as computers and furniture, or may be extended to those looking to purchase a home.
Budget installment loans have the lowest repayment rates as the total value of the loan is often
very small. House purchase loans carry longer repayment terms which allow individuals to take up
to 60 months to pay back the loan. The monthly repayment amount is decreased in this manner.

Collaboration with Other Sectors — The BoP also targets big business. The bank is currently
working with medical sectors to bring medical equipment from abroad. By providing loans to
local medical businesses, the BoP is playing an important role in underwriting development of
the health sector.

Economic Impact by Client Market Segment — BoP has made an effort to identify how products
and services are best delivered to each client market segment. BoP’s full range of financial services
meets the needs of wealthy individuals and businesses and allows the bank to compete on an
international level. It also has a variety of loans and repayment options for low-income individuals.
This non-traditional financing enables these individuals and businesses to become more self-suffi-
cient. Partnerships catering to this population bridge the gap between the clients’ current finan-
cial state and a state of increased financial independence. With its flexible lending and repayment
scenarios, the Bank can also assist the unemployed and very poor. Partnerships with government
and big business allow maximum financial assistance.
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As BoP seeks to balance social responsibility with business sense, it is imperative that the bank
partner with other organizations and government to build emergency resources in the event of
default of payment.

Lessons Learned, Opportunities, and Next Steps

Many of the banks product and service decisions are based on intuitive or estimated economic
impacts on customers and society. Given this important decision-making relationship, enhanced
tracking of economic impacts of products and services may indeed lead to product/ service
innovation that better serves both client and company.

Given the major structural challenges in the society, there are opportunities to explore international
best practice of collaboration among finance sector stakeholders to improve the functioning of the
rule of law and influence enhancements in appropriate laws. Palestinian law indicates that 35% of
profits made locally must stay within the country as a form of community reinvestment. There are
efforts to increase this percentage. The BoP maintains over 70% of its profits locally.

Given the intense immediate need for poverty-level micro-finance, there are opportunities to
learn from other microfinance initiatives in developing countries and conflict zones. Many corpo-
rate clients, and/or potential corporate clients, are borderline viable. Innovative partnerships that
increase client mentoring to help ensure good governance, prudent financial management, and
enhanced performance will likely make the difference between viability or bankruptcy for
individual firms, and an a macro level, a survival economy instead of a collapsed economy.

BoP has sought to take steps to understand how to operate in a severely challenged market.’
Given the importance of what is at stake, the BoP anticipates that it will gain significantly from
applying a continuously improving its understanding of the economic impacts of its products and
services to product innovation and delivery.

From the client perspective, if loan objectives are realized and they enjoy a sufficient return
on investment, then the loan has a positive economic impact. From society’s perspective, a
loan financing productive investment potentially generates positive multiplier effects in the
local or national economy by creating new jobs and new incomes, then it has a positive eco-
nomic impact—if it doesn’t generate social or environmental costs that outweigh the benefits.
It is this side of the equation that has been most scrutinized so far. The extent to which these
indirect impacts or multiplier effects benefit poor and disadvantaged communities depends, in
part, on whether and how banks or their clients engage with them—as customers, as employers,
and so on.

In corporate responsibility discussion, much attention has focused on environmental impacts
of the financial sector. This has manifested in debate on whether International Financial
Institutions (IFIs) should fund or guarantee environmentally and socially sensitive projects,
such as hydro-electricity projects, and sustainable financing. In response to these concerns,
there has been a range of voluntary initiatives, such as Forge II, the Equator Principles and so
on, seeking to address aspects of these concerns.
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Market failures, including the failure of poor people in developing countries to borrow against
future earnings, is cited by development theorists as a barrier to economic development in
developing countries. In many developed countries, financial inclusion debates have lead to
bank and public policy strategies to address access to credit in disadvantaged communities and
it is in this area, usually part of philanthropy programmes, that banks have focused their efforts.

Beyond this, there has been little impetus for banks to account for the economic impacts of
their core business activities—taking deposits and lending. There is little clarity and consisten-
cy on the scope and extent of the socio-economic impact of bank lending decisions —reflecting

the difficulties in defining, measuring and comparing performance in this aspect of the triple
bottom line.

If companies understand and account for their economic contribution to society, including on
poor and disadvantaged communities, it can provide a new platform from which to inform
and engage stakeholders on the broader debate on the role of the sector in society. It can pro-
vide a basis from which companies articulate what they can and cannot do, and where the
will and resources of other players, such as governments or NGOs, is needed for constructive
steps are to be taken to address macro socio-economic issues. Public policy settings affecting
the delivery of financial services are critical in the success or otherwise of bank contributions
to socio-economic development, and importantly, ongoing business sustainability.

AccountAbility and BSR have developed a methodology through which all companies,
including banks can articulate the economic impacts of their business activities, designed to
align with business decision-making processes or ‘domains’ of business activity. This method-
ology aims to provide a means by which companies in all sectors might begin to articulate
their significant economic impacts. A key objective of this report is to determine whether or
not this methodology provides a useful way to explore sustainability issues for bank lending
activities. Research in the financial services sector has focused on product-related economic
impacts offering scope to approach the access to credit question from a corporate accounta-
bility perspective, as well as provide a basis from which to explore where company impacts
and responsibilities converge. (See Appendix A).

In the first phase of work on “Business and Economic Development,” Accountability and
BSR surveyed 68 company reports and found company reporting on economic issues and
impact is limited, both in quantity and quality. In part, this was attributed to the limitations
of emerging process, reporting and assurance standards, both in terms of what issues they
covered; confusion of the difference between economic impacts and financial impacts; and for
whom economic impacts should be measured. This is also true for the banking sector inter-
nationally—while some companies have adopted aspects of the GRI, many have not explicitly
reported their economic impacts. This includes both costs and benefits of their business activ-
ities to society.
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In the case of the bank sector, and specifically lending activities, the full economic cost of
lending includes financial costs (such as cost of capital, interest, fees), as well as any negative
impacts generated by the loan. These might include negative environmental impacts generated
or unsustainable private debt levels. The full economic benefits would include the value created
for shareholders, for customers, employees, suppliers, government (taxation) as direct eco-
nomic impacts. But it is arguable that the most significant and positive impacts of the sector
are indirect impacts created by investment, increased productivity, and second round employ-
ment and income effects, generated by bank products and services.

Intuitively, the indirect and induced economic impacts of consumption of credit are a signifi-
cant product-related economic impact for the banking sector, which can have a direct impact
on the capacity of individuals, communities and countries to engage in economic activity.
Consumption related impacts might include the impact of products or services on a specific
community, at a local, regional, national or international level. The access to finance debate
has implicitly assumed that the impact of ‘consumption’ of certain financial service products
is a ‘good’ and seeks to broaden the indirect and induced economic benefits of such access.
Banks, and bank managers, exercise judgement in balancing these issues against assessments
of when credit becomes a potential negative impact on individuals and communities, such as
through indebtedness, as well as managing the bank’s exposure to risk.

Companies do not have full control over whether and how indirect economic benefits
manifest, but do provide a vital ingredient to their realization.

Most sustainability management tools focus on the operations of companies. This can, in part
be explained by available business tools. Reporting direct economic impacts is quite straight-
forward, and most banks do disclose some of it in their annual reports, whether or not they
present it in a GRI format. But these do not reflect the extent to which banks contribute to
broader sustainable economic development needs. Banks do not, in and of themselves, have
substantial social, environmental and (direct) economic footprints. Rather, it is through their
interaction with other actors in the economy that the most value is potentially created.

The significance of the impact of decisions associated with banking functions is likely to vary
in different sub-sectors. For banks involved in project finance, financing society’s stock of
physical capital, investment decisions are likely to have important economic impacts. For
banks addressing financial inclusion issues, these have traditionally been addressed through
corporate philanthropy functions, but there are hopeful signs of these being incorporated into
core product functions. Corporate philanthropy represents only a small proportion of a
bank’s potential impact. If banks manage the economic impact of their core products, they
could have a far more significant impact than with finite charitable program. Across sectors,
product-related impacts are least understood but critically important in addressing access to
credit issues. Money is the product banks deal in.
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Getting financial services to the poor in both developing and developed countries relies
heavily on a range of factors including political will, the geographic spread and quality of
local infrastructure, resources and expertise, and the presence and capacity of appropriate
non-government partners. Often, these factors are beyond the direct control of banks, but
may be influenced by them. Understanding what financial services poor people need in different
context is critical. Poor people need financial services in small amounts—generally savings,
credit, and insurance products in the first instance—which implies high transactions cost.
Poor peoples have limited access to the formal banking sector, an often deal through non-bank
financial intermediaries such as micro-finance operators or traditional money lending.

They are also vulnerable to predatory and usurious lending and debt collection techniques.

Arab Bank - ‘The largest Arab banking network’

Arab Bank was established in 1930 with a vision to serve the Arab world. The bank’s founder,
Abdul Hameed Shoman was a Palestinian émigré who spent 18 years in the United States as a
businessman before returning to the Middle East. Shoman understood the need and the potential
for a bank that was committed to the development of the Arab economies. By 1994 political
changes in the Middle East meant Arab Bank could re-open eight branches that had been operat-
ing in the West Bank and Gaza Strip prior to 1967, as well as opening new branches throughout
the Palestinian self-rule areas.

The Bank took a 55% share in the Arab Palestine Investment Bank which was established with the
International Finance Corporation and Germany’s Deutsche Finanzierungsgesellschaft for Beteiligung
in Entwicklungslandern (DEG). In a departure from its normal strict concentration on banking,
it became a founding shareholder in the US$200 million Palestine Development and Investment
Company (Padico), which was established in 1993 to help revitalise the Palestinian economy.

The growth of the Arab Bank has occurred against a background of both regional political tur-
bulence and spectacular growth and development. Arab Bank currently has a balance sheet of US
$32.3 billion, shareholder's equity of US $2.9 billion and a 2003 income of US $227.7 million.
Arab Bank’s direct economic impacts include contributing US $70 million per year to the
Palestinian economy—US $15m on salaries, US $55m on locally sourced goods and

services—a significant impact where the GNP is $2 billion.

Arab Bank’s decision to continue operations in Palestine, where other banks have withdrawn,
has generated positive local economic impacts. These include:
® Employment: Employment of 678 staff and US$1.25M in wages paid monthly

m Sourcing and Procurement: Whenever possible, goods and services are procured locally
(US $55m per year).

m Philanthropy 5% of pre-tax profits donated to priority community initiatives.

The most critical economic impacts have been those relating to access to financial services.

Arab Bank is committed to taking steps to assist the poor, reflecting the core values of the founding
family. At the same time, it is recognized that profitability is also a key responsibility of business.
Therefore, the struggle becomes balancing the risks of unsecured lending with the benefits of
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assisting people in becoming self-sufficient, loyal customers of the bank.

Arab Bank has a standard product portfolio that has increasingly applied innovation and
partnerships to develop products and services that meet the needs of increasingly low income,
marginalized, and unemployed persons. The company serves both businesses and individuals.
For the bank to remain profitable and solvent, the bank’s key business activity is credit-based
lending as opposed to commission-based banking services, including teller services, cheque
chasing and transfer services.

To manage unsecured lending, Arab Bank and others operating locally practise “name-based
lending”. This relies on Palestinian values which prize social integrity and a clean financial
record. Arab Bank lends to assist people to purchase household items of varying values. By
reducing the amount of money loaned, as well as the minimum payment due (as low as US $11
per month), Arab Bank is able to target people who have a salary and lend against their salary
transfer. In this way, Arab Bank is able to serve the working poor segment of the population.

Arab Bank has a large microfinance program, as do many local banks. A number of donors
provide a guaranteed fund that shares risk and allows the bank to lend to those who would
otherwise not qualify.

Through partnerships, delivery of products and services must break even in the near term, and
the bank must remain profitable in Palestine. The Arab Bank extends itself, to the best of its
abilities, to these clients because:

m [t feels that if it is able to make life easier for people, those satisfied customers
will generate repeat business.

m [t prevents further local economic deterioration and collapse
m [t promotes international partnerships and adoption of best practices

m It is the right thing to do, and is consistent with the Bank’s mission.

Start Your Business — This microfinance program is available to new businesses or business
extensions. It is funded by DEG" (and offers between US $10,000 and US $120,000 for new
business ideas. This program is an example of risk sharing, where the risk fund is called upon
based on the decision of Arab Bank.

DEG and Arab Bank provide training to businesses. To date, they have offered US $5 million
to over 300 borrowers. The average amount loaned is between US $10,000 and US $30,000.
However, when the Intifada started 4 years ago, the bank had problems with non-performing
loans and stopped the program altogether between 2001 and 2002. It was restarted in
January 2003 with 60 loans. Since then the repayment rates have improved following institu-
tion of stricter guarantees. Repayment rates have always been highly correlated to the area.
For example, repayment is 100% in Ezria.

Community Habitat Finance — In partnership with an American NGO, Arab Bank loans money
to very low-income people who need housing improvements or extensions. Palestinians have a
strong connection to their home and pride themselves on it. As families grow, they extend their
homes to keep the family under one roof. Home ownership is culturally important.
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The program loans up to US $10,000 to very low income people, and has seen 99% repayment
rates, even in the Gaza Strip. Millions of dollars have gone through the program since its start in
1997. In the beginning, salaries of loan recipients could not exceed US $700/month, but this restric-
tion has now been removed as the bank realised that success levels of the program would be high
due to the fact that owner occupied dwellings constitute 70% of the population. People are also
able to take repeat advantage of the program and can apply again after the first loan is repaid.

IFC Investment Loan Program: Joint project between the International Finance Corporation
and Arab Bank - This program targets very small businesses. Each loan is initially US $2,000.
If repaid in full, you can then get a US $4,000 loan and so on.

This worked well before the Intifada, but the program was stopped shortly afterwards. With 20
days straight of curfew, it is difficult for small businesses, such as cart-keepers to survive. The
collateral on these loans was again primarily social, like a social circle of borrowing. The focus
was on building relationships, trust, community involvement, and creating a network of social
relations. Since social and peer pressures are very significant in Palestinian society, this product
was very successful before Intifada. If the situation permits, the bank will restart this program.
The bank has experimented with several other microfinance programs. Unfortunately, all were
stopped during the most recent outbreak of violence in 2001.

Other products and services having significant economic impacts include: Arab Bank works with
Western Union to assist Palestinians working abroad in sending money home to their families.
Western Union specifically targets immigrants and Arab Bank believes that 90% of Palestinians
in the US are sending money home from the US to Palestine.

Arab Bank is attempting to get into the leasing business, but there are currently no laws to sup-
port it. Amendments to the tax code are required, followed by enforcement. The Bank has lob-
bied government to get these amendments and has worked effectively with international organi-
zations to lobby government on a range of legislative issues.

Lessons Learned, Opportunities, and Next Steps

Economic Reporting: The bank internally tracks sectors of the economic indicators set out in the
GRI. Organizing these in a structured reporting format, and tracking other GRI indicators, pro-

vides a foundation for enhanced understanding of financial and economic impacts. It also serves
as a logical first step in extending its tracking to the economic impacts on society of its products

and services. Such national sustainability reporting could serve as a pilot in OPT and catalyst for
the company at the international level.

Many of the bank’s product and service decisions are based on intuitive or estimated economic
impacts on customers and society. Given this important decision-making relationship, enhanced
tracking of economic impacts of products and services may indeed lead to product/ service inno-
vation that better serves both client and company. There are opportunities to explore internation-
al best practices of collaboration among finance sector stakeholders to improve the functioning
of the rule of law and influence enhancements in appropriate laws. The intense immediate need
for poverty-level micro-finance, there are opportunities to learn from other micro-finance initia-
tives in developing countries and conflict zones.
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Many corporate clients, and/or potential corporate clients, are borderline viable. Innovative part-
nerships that increase client mentoring to help ensure good governance, prudent financial manage-
ment, and enhanced performance will likely make the difference between viability or bankruptcy
for individual firms, and on a macro level, a survival economy versus a collapsed economy.

Local leadership companies like Arab Bank have already taken important steps to understand
how to meet the needs of a severely challenged market. Given the seriousness of what is at stake,
financial sector companies like Arab Bank in the West Bank stand to gain significantly from
applying a continuously increasing understanding of the economic impacts of their products and
services to product innovation and delivery.

Understanding the product-related economic impacts of other sectors, where their products and
services are regarded as a ‘good’, may have lessons for the bank lending sectors. One example
might be the pharmaceutical sector, which is grappling with how to extend access to its products to
those who cannot afford them. In some countries, pricing of medical products has been restricted,
costs of some products subsidized,and so on. Ability to manage the distribution of services and
products, through appropriate investments in technology and partnerships, can ensure that busi-
ness decisions are effective and sustainable, both with respect to a company’s internal and external
stakeholders. It can also highlight shared responsibilities, and show were systemic weaknesses,
such as a lack of political will and investment in unsustainable and ultimately risky ventures, that
cause the potential benefits of bank lending to ‘leak’ from the economy.

2. Banks & Sustainability Standards,
Guidelines and Principles

In addition to the range of standards and principles that are commonly used by companies
across sectors, there are a number of standards developed specifically for the banking sector.
Principally, this has emerged through increasing pressure on banks to manage their environ-
mental impacts and risks. Concerns from bank stakeholders (government, institutional
investors, shareholders, customers, suppliers, employees and non-governmental organizations)
and is directed towards two areas: performance in terms of direct (operational) impacts, and
indirect (core business) impacts resulting from the management and delivery of products and
services. Set out below are voluntary principles and standards that are either amongst those
most commonly adopted by banks, or specifically designed for banking activities, following
which we analyse which of the world’s largest banks are using them.

In reviewing financial services sector adoption of voluntary principles and standards, we
analysed publicly available information from the top five banks from the US, UK, the top ten
European banks, and the top ten banks from the rest of the world, as ranked by Forbes

(See Appendix B). This only reflects publicly stated bank policies and principles. It does not
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assume that having adopted policies or disclosed impacts, that banks have implemented those
policies across their business.

We found that only 13 of 37 banks specifically reported on their broader economic impact (not
just financial). Uptake of voluntary sustainability principles and reporting mechanisms was gen-
erally low. Among the various corporate responsibility initiatives available to businesses, partici-
pation in international indices, notably the Dow Jones Sustainability Index and FTSE4Good
have attained the highest level of participation among the world’s largest commercial banks.

Most popular standards in the banking sector

The most popular normative principle: UN Global Compact

The most popular reporting standard: Global Reporting Initiative

The most popular guideline: OECD Guidelines for multinational enterprises

The most popular index/rating: Down Jones Sustainability Index and FTSE4Good

Principles

UN Global Compact: Of the banks surveyed, this is the most commonly used set of normative
principles adopted by banks.

Equator Principles: These principles are intended to serve as a common baseline and framework
for the implementation of internal environmental and social procedures and standards for
project financing activities across all industry sectors globally. They apply specifically to project
finance initiatives valued in excess of US $50 million. While focused explicitly on environ-
mental and social concerns, as reflected in the World Bank Safeguards policies, there are
significant economic implications of implementing these principles. By doing so, the projects
banks fund seek to minimise the environmental and social costs that would otherwise be
borne by local or national communities, as well as take into account how to maximise the
benefits of the project that accrue to local or national communities —such as enhanced
environment quality, enhanced employment opportunities, or enhanced demand for local
goods and services. As of September 2004, 27 banks have committed to adopting the
Equator Principles. Unibanco’s experience is set out in the case below.

OECD Guidelines for Multinational Enterprises: This addresses some economic impact
accountability issues. The Guidelines suggest companies disclose some aspects of the direct
economic impacts as set forth in the Global Reporting Initiative —“operating results and sales
by geographical area and the sales in the major line of business for the enterprise as a whole,
significant new capital investment by geographical area and, as far as practicable, by major
lines of business for the enterprise as a whole; a statement of the sources and uses of funds by
the enterprise as a whole;...average number of employees in each geographical area; research
and development expenditure for the enterprise as a whole.”
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Unibanco: Adopting the Equator Principles

Unibanco is the third largest private-sector financial group in Brazil with over US $20 billion in
assets.With a market share of about 5% of the national market, the bank serves over 13.5 mil-
lion customers through a network of 1,559 branches. Its four main business lines are wholesale
and retail banking, insurance and private pension plans, and wealth management. While
Unibanco’s shares are quoted on both the Sao Paulo Stock Exchange and the NYSE, the Moreira
Sales family controls the bank.

In 2003, the bank completed 11 project finance mandates worth over US $300 million, across a
variety of sectors. The bank has over 3,000 corporate clients. To align project financing to its
corporate responsibility strategy, Unibanco became the first emerging market bank to adopt the
Equator Principles in 2004. Unibanco is creating a CSR department. The Unibanco Institute cur-
rently oversees all banks’ projects regarded as having social content. For project finance, only
senior managers with extensive market experience assess projects.

By adopting the Equator Principles in June 2004, Unibanco has joined other 23 banks world-
wide, which have agreed to use this set of criteria to evaluate social and environmental risks and
approve credits in project financing. Banks use the Equator Principles in three ways: 1) to
exclude financing of projects who fail to meet minimum social and environmental requirements,
2) to set benchmarks for improving project’s design and performance, and 3) to hold clients
accountable for meeting social and environmental standards.

With the largest infrastructure projects in the world being predominantly financed by banks
holding leverage of over 50%, Unibanco maintains that banks should be more accountable for
the potential impacts of projects. In integrating the principles to the bank’s project financing
strategy, Unibanco has used the premise that only projects that effectively contribute to the coun-
try’s development and simultaneously help to preserve the local communities and environment,
should meet approval." To assess a project’s contribution to national development, Unibanco
analyses the country’s current circumstances and trends and prioritise projects in certain industry
accordingly on a case-by-case basis. For example, in 2002 Brazil went through an energy short-
age that cost the economy millions. As a response, Unibanco has endeavoured to facilitate as
many projects as possible in the energy sector to help the country to stabilise the situation.

For Unibanco, the key driver to adopt the Equator Principles was to strengthen the banks project
finance expertise and market position. Unibanco believes that clients seeking finance for type A
(evironmentally or socially sensitive) projects will increasingly seek banks with a strong social
and environmental background to consult on how to mitigate risks associated with these projects.
Furthermore, the bank is hoping to leverage from the relationship with other banks and easier
access to international financial institutions (IFIs).

Given Brazil’s history of economic instability, the sentiment of international investors to retaining
long term assets in Brazil, including during periods of global risk aversion and internal market
illiquidity has been a major obstacle to economic stability and ongoing economic development.
Both Brazilian banks and the Government have sought to persuade international lenders to leave
credit lines in place to avoid capital flight and ensuring damage to the economy. Unibanco has
increasingly developed multilateral initiatives with international lenders such as the IME, to provide
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trade finance facilities in recent years. Unibanco currently has US $1.5 billion of credit lines out-
standing with more than 100 international banks as well as local banks. The bank has the largest
portfolio of facilities with export credit agencies (ECAs) and multilaterals. These decisions have a
significant macro-economic impact as they not only provide the country with finance during critical
periods, but also contribute to stabilise international investor sentiment towards Brazil.

The ALL do BRASIL US $117 million railroad modernization is one project that Unibanco
implemented under IFC Guidelines. The project was financed by IFC credit lines to the value of
US $23 million. ALL do BRASIL is a provider of logistics services, including mainly rail and
truck transport, warehousing and distribution in southern Brazil. The project aimed at increasing
the company’s productivity and substantially reducing the number of accidents by replacing and
renovating the railway, including wagons, locomotives, support units, rolling stock, systems
improvements, telecommunications and information technology.

In applying the Equator Principles/IFC guidelines to the ALL do BRASILs project, Unibanco was
required to undertake a social and environmental risk assessment, as well as ongoing reporting
and monitoring of compliance with both the Brazilian legislation and the IFC guidelines. The
main environmental concern for the project was that ALL do BRASIL’s did not have an environ-
mental license to operate its rail tracks and related installations at the beginning of the project.
This was typical of the industry in Brazil following privatization in 1996. Although the national
legislation requiring environmental licensing has existed since 1981, enforcement of regulations
was weak. Most railroad companies did not obtain a license after privatisation.

In this respect, the application of the IFC guidelines Equator Principles emphasized the impor-
tance of regulatory compliance for Unibanco’s clients to secure project finance from Unibanco.
While the project was underway, and before Unibanco signed onto the principles, the project was
a good test for Unibanco to use them as a management tool. As a result, ALL do BRASIL pio-
neered, along with other concessionaries and a number of state environmental authorities, an ini-
tiative to explore ways of regularizing ALL do BRASILs environmental status. In 2001, ALL do
BRASIL presented a draft “Terms of Reference” with suggested guidelines for consideration by
the Brazilian National Environmental Agency (IBAMA) and the National Environmental
Institute, to conduct the environmental licensing process. The document proposed that ALL do
BRAZIL BRASIL should divide its rail network in several sections and for each section, simpli-
fied Environmental Studies had to be carried out, following a schedule of works agreed between
ALL do BRASIL and IBAMA, who would then determine the grant of the operational licenses
for each interval.

ALL do BRASIL complied with IBAMA’s requirement and with the Schedule, having presented
all the relative environmental studies in 2001, 2002 and 2003. In 2003, IBAMA granted permis-
sion for all the state environmental agencies, in which ALL operates, to approve ALL do
BRASIDs environmental license process. Unibanco maintains compliance was crucial to ensure a
positive impact on the various communities affected. ALL do BRASIL publicly disclosed infor-
mation on social or environmental impacts caused by the company’s operations throughout the
project. The company undertook a simplified Environmental Impact Assessment (EIA) for each
section of the railway, including publication of past incidents followed by a public consultation
process. The focus on these aspects represented a substantial change in the way development
plans are carried out in Brazil.
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One of main impacts for Unibanco in adhering to social and environmental guidelines was
increased bank scrutiny on implementation. In the past, ensuring social and environmental devel-
opment was regarded as the project sponsor’s responsibility. Although banks generally expected
borrowers to apply appropriate environmental management, they lacked consistent standards
and tools to enforce and monitor these functions. As Unibanco had been complying with IFC
social and environmental criteria for approving credit lines since 2002, the only new measure
needed was to extend its policy to cover all infrastructure projects worth over US $50 million.

According to Unibanco’s head of project finance, the adoption of the Equator Principles has
generated business in the compliance, credit and project finance areas of the bank. To enhance
capacity and improve employee expertise in the field, Unibanco is currently designing a training
programme with external consultants and recruiting specialists. When Unibanco first assessed
the likely impacts of the adoption of the Equator Principles on the bank’s business, the analysis
pointed to a potential loss of competitiveness, as the bank would have a more demanding criteria
for assessing projects than its competitors. However, the medium-term evaluation of the principles
implementation have shown that the bank has found a new market.

Banks that sign the UNEP Statement by Financial Institutions commit to integrate environ-
mental considerations into all aspects of their operations. This relates to economic impact
considerations in as much as it enables banks to manage the environmental costs and benefits
of their lending decisions on society. The UNEP FI commitment asks banks to focus on three
key areas of environmental sustainability:
a) Internal operations or managing the direct environmental impacts of their own
operations.
b) Identify and quantify environmental risks as a normal aspect of risk assessment
and management
c) Develop products and services that promote environmental protection

While there are no means of enforcing implementation of the commitment, banks adopting
the statements commit to leading “promot(ion) of environmental responsibility, conduct
internal reviews and measure activities against their environmental goals, share information
with customers and other stakeholders, support research, engage in dialogue with other
financial institutions, share best practice with them, and work with UNEP to review their

success in implementing the Statements.”'*

UNEP and GRI have released a consultation set of draft reporting guidelines for financial
services providers on environmental disclosures to be finalized in 2004. Earlier UNEP FI
consultations had found that the mainstream investor community had demanded
environmental information from banks because:
a) There was a lack of specificity of disclosure requirements under securities law and
other regulations



Business & Economic Development

b) There is a high level of scepticism in the financial sector on the financial impact of
environmental liabilities, and
c) A lack of relevant and comparable information reported.”

While this refers to a different part of the financial services sector to which we are address-
ing, it is noteworthy that key bank stakeholders—institutional investors—do not yet regard
disclosure of environmental information as critical. Nonetheless, they play a part in an
important consultation and outreach process which has generated a high level of debate
around the role of financial services in generating sustainable environmental outcomes.

London Principles in Financing the Future are an aspirational set of principles, developed by
Forum for the Future for the Corporation of London and launched at the World Summit on
Sustainable Development in 2002. The London Principles take a broader view, both in recog-
nising the role of all, not just asset management’s, role in sustainable development, as well as
taking a broader view of sustainability to include social and economic aspects as well as
environmental considerations.

London Principles

Economic Prosperity

1. Provide access to finance and risk management products for investment, innovation and the
most efficient use of existing resources

2. Promote transparency and high standards of corporate governance in themselves and the
activities being financed

Environmental Protection

3. Reflect the cost of environmental and social risks in the pricing of financial risk and
management products

4. Exercise equity ownership to promote efficient and sustainable asset use

5. Provide access to finance for the development of environmentally beneficial technologies

Social Development

6. Exercise ownership to promote high standards of corporate responsibility by the
activities being financed

7. Provide access to market finance and risk management products in disadvantaged
communities and developing countries.
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Signatories of the principles undertake to report annually on

progress towards their implementation. With respect to this UN Global Compact 9

report, which has focused on the value added (or detracted) CERES 2

to society by bank lending activities, discussion of London Global Sullivan 1

Principles point to a number of systemic weaknesses in the The Natnral Step 2

sector in provision of new finance. They are in the areas of UNEP FI Programme 8
Equator Principles 4

credit risk assessment in project finance, access to finance for

new technologies, and financial inclusion.
Management and reporting tools

Global Reporting Initiative (GRI) is the most commonly used sustainability reporting guide-
line across sectors. The GRI Economic Indicators seek to measure the direct economic
impacts—the direct flows of money between an organization and key stakeholders — payments
to employees, suppliers, government, investors, and from customers. The GRI also provides
for companies to identify indirect impacts, but no specific indicators have been developed for
indirect economic impacts. For the financial services sector, indirect impacts are critically
important. Indicators for indirect economic impacts, externalities or impacts that are not
reflected in the cost and price of monetary transactions, such the cost of environmental
degradation or the benefit of improved water quality, have not been developed at a generic
level. Induced, or multiplier effects such as the impact financial intermediation has on creat-
ing business opportunities and prospects for economic activity in the community are difficult
to measure. The pro-poor economic impact of Barclays Bank through its operations in Kenya
was measured in 2003 which provides lessons for banks in understanding and managing
their economic impact." As summarized earlier, there is a body of economics literature that
seeks to understand some of these questions, but this has not provided practical guidance for
banks on what, to whom and how they should be accountable. The GRI published a
Financial Services Sectoral Supplement in 2002 which focuses principally on social perform-
ance. This is the most commonly used sustainability reporting guideline used in the banking
sector. It was developed by SPI-Finance.

The SPI-Finance process was undertaken with a group of financial institutions from a range
of countries including Australia, Germany, the Netherlands, South Africa, Switzerland and
the UK. It developed of key performance indicators for the financial industry covering:

m internal social performance

m social issues in the supply chain

m performance to community and society in general

®m social impacts of products and services

m corporate social responsibility (CSR) management
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These issues clearly have direct implications for the economic pillar of the triple bottom line,
as set out in the GRI Indicators. There have been criticisms that the SPI-Finance stakeholder
engagement process was not inclusive enough. GRI is currently conducting a multi-stakeholder
process to develop environmental indicators for the financial sector.

Key economic impact indicators suggested were in SPI 2002, but referred to as social indicators,
include: Economic Value Added (Soc 1), Total Charitable Contributions (Soc 2). On the
banking side, SPT 2002 suggested banks disclose their retail banking policy, lending profiles,
and lending with high social benefit. Any such disclosures are voluntary and there is no

compulsion that they are audited.

Companies that have endorsed the CERES Principles are obliged to report annually on their
environmental performance. Endorsers use the 2002 GRI Sustainability Reporting Guidelines
as the basis for their report, supplemented by CERES Corporate Reporting Requirements.
CERES is a coalition of investors and interest groups seeking to improve business accounta-
bility for environmental performance. Over 70 member companies have endorsed CERES,
and CERES works to review performance of endorsing companies against its principles.
CERES, together with the Investor Network for Climate Risk, published a guide to help
investors implement the recommendations of the Investor Call for Action on Climate Risk
signed by investor leaders including public pension, labour pension fund, and foundation
endowment trustees representing over US $800 billion in assets.

FORGE II Guidelines provide an implementing toolkit for

banks to manage and report on environmental risks associat- ~ OECD Guidelines 4
ed with their operations. These guidelines were developed by ~ GRI 12
a group of UK financial services sector players” in the con- SPI Finance 2
text of UK financial sector regulation and market concerns, EPI Finance 1
and as part of a stakeholder consultation process. Of most 150 9002 3
relevance to this report, the Guidelines distinguishes between 150 14001 6
. . . . AA 1000 2

the Indirect (Core) environmental impacts of bank business
e . . . . . London Benchmark 2
activities, including project finance, commercial lending and L0 C r .

. . . . onvention

r'etall b'anklng and pers'onzjll lendlng,. as well as direct (opera- 1CC Business Charter 5
tional impacts). The principles provide a step-by-step guide FORGE 1
for all types of financial services provision from an environ- ASPI Eurozone 3
mental risk and opportunity perspective. They have been Sigma 1

shared with a number of organizations, such as the British
Bankers Association, Association of British insurers, the
United Nations Environment Programme, other European banks and insurers. These provide a
good basis from which to explore bank economic impact, but few have adopted or reported
against them.
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Indices and Performance Ranking

Dow Jones Sustainability Index and FTSE4Good were the
most commonly reported sustainability rankings in the Serme 1
financial services companies in our sample. Ranking is done ~ _PJSI 21
on the basis of surveys and is therefore voluntary. FTSE4Good 21
Ockom 4
: Ethibel 2

Reporting Trends thibe

CRI 2
. Good Reputation 1
In term§ of ge(_)g.r?pblcal spread of banks sgrveyed, corporate . Purchasing .
responsibility initiatives have been more widely adopted by BiE 5
European financial institutions than in the US and the rest of 7 = 1

the world. While being the most widely used sustainability
reporting tool in the sector, the GRI has been adopted by only three banks outside Europe of
those surveyed.

Although there are a range of available tools for economic impact management and reporting,
dedicated annual reports on corporate social responsibility are more commonly used in
Europe than in the other parts of the world. But even in Europe economic impact reporting is
not widespread. Moreover, while managing impact on poor and disadvantaged communities
form part of many banks’ philanthropy programs in Europe, reporting on the impact of
banks’ core products and services, or on partnership delivery mechanisms, is rare.

Very few institutions endeavour to understand and report on both production-side and con-
sumption-side related economic impacts. Most reporting standards focus on production-side,
or the economic footprint of its operations, rather than the economic impact of consumption
of its products on consumers and the wider community. In the case of the banking sector, it is
arguable that the most significant and positive contribution banks make to society is through
the impact of their products on local and national economic growth. The benefits of this only
indirectly accrue to banks, in the form of greater business activity and therefore greater busi-
ness opportunities over the longer term.

In Europe, bank responsibility issues focus on company operations, mainly in the areas of
environment and financial inclusion, whereas in the US the focus remains on philanthropy.
Bank management of the financial inclusion is regulated in the US. The level and consistency
of information disclosed in the US is better than in Europe, but perform different roles in eco-
nomic activity. In the US, global corporate citizenship initiatives, such as the UN Global
Compact and the Global Reporting Initiative, have very low adoption among the nation’s
largest banks. That being said, US banks present a high degree of investment and products
dedicated to low-to-moderate income communities. In the US, financial services companies
contribute to community development mainly through lending for affordable housing and
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education, and on the product-side through lending in terms of loans to SME’s and the disad-
vantaged through (Community Development Financial Institutions (CDFIs). Charitable giving
through donations, foundations, volunteering are still seen as the main tool by US banks to
community contribution.

Regulations

Banking is a highly regulated sector and there are markedly different views on bank supervisory
policies, which are beyond the scope of this report.'* Most regulation governing bank activities
is developed and implemented at the national level, and differs across countries. The principle
aim of bank regulation is to avoid banking system crises, although the historical rationale

for establishing central banks in different countries often differed from this purpose — from
financing wars in the UK to distrust of concentrated power in the US."” Reserve, capital and

liquidity requirements are intended to serve this objective.

Protecting investors is also a key objective of bank sector regulation. As referenced above,
there are asymmetries in information available to lenders, borrowers and investors in the
economy, and regulation is intended to provide protection against financial institutions abus-
ing their market position. Once again, the strength of regulation to minimize financial sector
abuse of power, or to ensure competition in the banking sector varies across countries.
National level regulation reflects a societal trade-off between appropriate level of competition
within the sector and the extent to which financial institutions are able to operate at suffi-
cient scale to reduce unit operation costs and the cost of capital. In many countries banking
associations have generated codes of conduct that their members adopt that establish process-
es of engagement and information to be provided to customers. Deposit insurance performs a
similar function.

Consumer credit rules are important and evolving areas of regulation with respect to a bank’s
economic footprint. With intensified competition and marketing activities in the banking sec-
tor, rules in a number of countries governing advertising standards, standardizing methods of
calculating annual percentage rates on credit cards, and e-commerce are increasingly on the
public agenda.

In most countries, national banks have policies and procedures in place to ensure that com-
mercial banks and their subsidiaries do not engage in any practices that might be considered
predatory, and that their lending complies with safety and soundness standards as well as
consumer protection laws." The most common themes in enforcement cases in developed
countries have been associated with banks who do not make complete or accurate disclosures
to borrowers and thus end up violating the law as consumers are refused the right to make
informed choices.
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Regulators face a number of challenges in enforcing existing consumer protection regulations.
In the case of predatory lending, there is no standard definition of what constitutes “predato-
ry lending”, it is difficult to establish systematic and organised system for data collection on
predatory lending, and regulators are still in the early data-gathering stage.

Different countries have used distinct approaches to address unfair lending practices and keep
up with a much larger and sophisticated consumer credit market. Proposed revisions to the
UK and EU legislation are expected to transform the consumer credit market within the next
two years."” In the EU, the second Consumer Credit Directive is aimed at harmonising credit
for consumers across the common market. This has been widely criticized with a record
number of requests for amendment to the draft directive.

In the UK, the Consumer Credit Act (CCA) is being reviewed to provide greater empower-
ment and protection for consumers, while maintaining a competitive environment for lenders.
The CCA also aims at simplifying the advertisement regime and offer new powers to the
Office of Fair Trading (OFT) to fine lenders for unacceptable practices as part of a wider
attempt to cut down on indebtedness. The Over-Indebtedness Task Force has been estab-
lished to promote responsible lending; increase financial literacy; developing advisory services
and encouraging affordable credit.

Recent enforcement of fair lending laws raises serious and challenging issues for banks, thrifts
and other lenders. In the last few years, regulatory and reputational drivers have been effec-
tive in ensuring that fair lending complaints influence bank behaviour as well. As we have
seen, consumer activities such as boycotts can damage profitability and harden access to
funds. Regulatory risk in these areas is clearly an issue for bank reputation.

Separately, but with related implications, the UK Competition Commission reviewed the
supply of banking services to small and medium sized enterprises (SMEs) for the period
1998-2000 and delivered its report in 2002. It found that specific practices of the four large
clearing houses in the UK limited effective competition and its positive effects on SME
customers. It found that while SMEs were generally satisfied with bank services, “the four
largest clearing houses were charging excessive prices and therefore making excessive prof-

its...with adverse effects on SMEs or their customers.” This was found to be the case in
England and Wales.”

A third objective of financial sector regulation is to create efficiency—both within its own
operation and to enable the flow of resources through the economy occur with low transac-
tions costs. For the sector to operate efficiently, public trust in the sector and regulation is
essential, but not always present in all countries. This has been highlighted in case studies
with the Arab Bank and Bank of Palestine. Financial institutions in OPT face major hurdles
related to the absence of a state of law. There are no rights and obligations or enforceable



Business & Economic Development

ownership of capital, which makes it more difficult for lenders to lend, borrowers to borrow,
and creditors to secure loans. For example, houses cannot be valued in the standard manner
because there is no right to assets. It is difficult to enforce client contractual obligations with-
out law enforcement or judicial process, particularly with the security apparatus having been
destroyed. Because of its geographical and political situation, the banking sector routinely
deals in three currencies: the shekel, the Jordanian dinar and the US dollar. While some of
these issues are specific to the Palestinian situation, others, relating to the state of law and
law enforcement around property rights are problematic for banks in many countries.

Politically or socially driven objectives, such as promoting investment in housing, promoting
exports or specific projects also lead to different forms of regulation in different countries.
This paper examines the different approaches the US and UK governments have adopted to
address financial inclusion issues, and what this implies for banks.

All businesses share common corporate responsibility challenges with respect to core business
functions, such as employment policies and practices, siting decisions, community investment
and so on. In this section, we have sought to identify issues that are significant and particular
to the financial services sector, and one of its core business areas, lending. We have not
addressed other core banking functions in this report, including underwriting, investing.

Rather than provide an exhaustive list of regulations here, specific regulations affecting cor-
porate economic impact are referred to in company case studies where they impact on banks’
ability and incentive to understand and manage their economic footprint. Key regulatory
areas include:

Public procurement requirements, such as those in the EU requiring a ‘Best Value
Assessment’, are required to reflect some or all aspects of sustainability (environmental,
social, economic) in public tenders. This affects the way in which companies, and their
creditors, compete for government business which is an important market for banks and
their clients.

An area that highlights the different approaches to managing the macro level socio-economic
impacts of banking are shown by the different approaches of the US and UK government
towards financial inclusion.

Financial Inclusion: Two Approaches

Enhancing access to finance is one tool through which banks can contribute to economic
development. In the UK, we have seen products and services targeting deprived communities
in the banking sector have increasingly become part of bank’s voluntary reporting focus. In
most cases, this can be attributed to a mix of market forces and government pressure through
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social and industry-specific regulatory policies. Approaches to financial exclusion have dif-
fered across countries, and US the UK experience demonstrates this. In the US, the parame-
ters for financial inclusion are defined by law and embodied in social policies such as the
Community Re-investment Act (CRA). In the UK, banks are not legally bound to act on
financial inclusion issues.

In the US, the role of wealthy communities in society is delineated differently than in Europe.
In this socio-political context, US banks approach to corporate responsibility has historically
focused on philanthropic donations through foundations. In response to concerns that banks
were failing to serve areas in which they draw deposits (“red-lining” certain postcodes), the
government introduced the CRA in 1977. The CRA requires banks and thrifts to serve all
communities in which they are chartered and from which they take deposits. Under the CRA,
the Federal Deposit Insurance Corporation (FDIC) assess and rate banks on how many loans,
investments, and services they offer to low-to-moderate income borrowers and neighbourhoods.

Incentivizing this law, agencies must consider these records when evaluating applications for
charters, bank mergers, acquisitions and branch openings. As a result, US banks have signifi-
cantly increased availability of their products/services to disadvantaged communities.
Although CRA assessments focus on lending, investment and service, the most significant
impact has been through its lending arm. US Treasury findings shows that CRA lenders and
their affiliates were responsible for an increase of 97% in home purchase loans in the 1990’.”
US banks have initially increased their operations in deprived areas to comply with CRA
obligations, however recent developments suggest that many US banks now see low-income
communities as an opportunity for business development. A significant portion of the US
population lives in low-to-moderate communities and the positive results of investing banks
have shown these communities represent an important market for business expansion. In the
last ten years, the vast majority of acquisitions have involved banks with under $ 1 billion in
assets in the US2. A Treasury official commented that this has been influenced by the relative-
ly stable profitability of small banks over the past decade both by return on assets and equity,
which demonstrates the attractiveness of community banking.”

Over the years, a number of market trends and added CRA mechanisms have enhanced its
regulatory effects. Public disclosures of bank lending activities in deprived areas in the 1990,
providing data on the range and quality of local banking services, the FDIC has enabled con-
sumers to make more informed decisions and encouraged banks to improve their services.
Local community groups and other government regulators have also benefited from more
readily available information on the banking sector activities. In addition, the accelerated
consolidation in the sector has heightened awareness of CRA regulations, as banks are
required to have at least a “satisfactory” rate to expand into new business lines.
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Evidence of the stabilization of community banking in the US has been the significant growth
of Community Development Financing Institutions (CDFIs). CDFIs provide financial services
to individuals and businesses that are unable to access credit from banks. CDFI assets have
nearly doubled over the past two years. This can be attributed to the relatively safe environ-
ment for this type of investment in the US. FDIC not only covers any deposit in this sector
through its CDFI Fund, but also the New Markets Tax Credit (NMTC) compensates for any
low return while simultaneously mitigating risk by certifying specific investments.
Furthermore, there have not been any significant failures/losses in this industry so far, which
conveyed the message that investment in CDFlIs is a sound investment.

Recently, the federal bank and thrift regulatory agencies have proposed rules to eliminate the
CRA’s investment and service test for banks with assets between $250 and $500 million.”
This means that CRA would no longer take into account the number of community develop-
ment loans, investments or branches these banks provide to low-to-moderate communities.
According to the federal agencies, these changes are necessary to reduce the regulatory bur-
den on banks. On the other hand, there are concerns that this shift might decrease the access
to banking services and capital for undeserved communities. For instance, if over 1,000
banks are no longer required under the CRA to invest in Low Income Housing Credit, which
have been a major source of affordable housing, this will have a significant impact on large
numbers of immigrants and low-income minority groups.*

In the UK, the Social Investment Task Force and its report to the Chancellor in 2000 was one
of the main motivations for banks to address financial inclusion. In the absence of legislation
enforcing financial inclusion, banks have voluntarily developed products and partnerships to
address financial inclusion. In general, UK banks voluntarily report on financial inclusion to
a much greater extent than US institutions. Although US banks tend not to report on corpo-
rate responsibility issues, they do disclose similar information through their CRA mechanisms.

The Bank of England discloses data on all banks with significant exposure to the UK small
business market, but not on lending to individuals. This data relates to small business lending
(defined as accounts with an annual debit turnover below £1 million) in the 5% most
deprived areas of the country on an aggregated basis. Few banks voluntarily disclose their
results. While some banks argue that significant costs of disclosure, which would be ultimate-
ly passed to the consumer, others do not see the link between disclosure and improved finan-
cial inclusion. Two of the four big UK banks, Barclays and Natwest/RBS disclose lending and
deposit profiles in 5 of the most deprived communities in the UK. Smaller banks, with strong
social responsibility credentials such as The Co-operative Bank and Unity Bank, have also
voluntarily disclosed this information.
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In the last few years, the growth of lending to small business in deprived areas has remained
lower than lending to small businesses across Britain. Moreover, small business borrowings
have been constrained by a shortage of alternative sources of finance such as early-stage equi-
ty finance, for businesses that do not qualify for loans. In spite of Bank of England reporting
that lending margins have been consistently higher in deprived areas compared to the general
population, UK banks appear to regard loans to low-income borrowers as having a higher
risk of default than loans to higher income borrowers.

The growth of CDFIs represents an important development in tackling financial inclusion in
the UK. The significant majority of CDFIs lending portfolio by value, comprising 55% of
£34 million, goes to social enterprises while loans for personal consumption are highest. This
trend is very different from the US where the focus is on home purchase loans. This is attrib-
uted to different social security provisions for public housing in the US and UK. Given the
infancy of the sector in the UK, it is too early to tell what the impacts of CDFI activities in
the UK will be. Most CDFIs begun their operations in the last 2-3 years. At present, there is
information on the number and value of loans provided, but this does not show whether
loans have stimulated enterprise, created jobs and increased local household incomes.

To provide incentives for new and existing sources of private investment in social enterprises,
such as accredited CDFIs, the UK government enacted the Community Investment Tax Relief
(CITR). The tax relief provides relief on tax liabilities. Commercial banks are the largest con-
tributors (21% of total contributions) to CDFI funds in the UK and this tax relief is likely to
further encourage banks to invest in these enterprises. On the other hand, the Phoenix Fund
has been the most expressive supporter (30%) of revenue costs.” In addition to those meas-
ures, the Community Development Finance Association (CDFA) created in 2002 has played a
crucial role in promoting and growing the CDFI sector and improving credit flows into
deprived areas.”®

Regulation and the enforcement of regulations such as the CRA has enabled the US govern-
ment to push the financial inclusion agenda, particularly with respect to financing housing
for low income communities. In the UK, public housing policies go some way to address this
need. In the UK, the voluntary approach has given banks the flexibility to explore market
opportunities in deprived communities without the regulatory burden. This includes the cost
of compliance, which is often passed on consumers. While it is not the role of this report to
evaluate the success of these two approaches, it seeks to highlight the importance of public
policy and social context in understanding how banking activities have economic impact.

Money Laundering

While all industry sectors are affected by fraud, the financial sector has suffered more than
most. One in six banks have reported money laundering incidents between 2001 and 2003.”
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According to the PricewaterhouseCoopers economic crime survey, the detection rate have
grown significantly in recent years as a result of improved control and compliance systems,
and heightened awareness of economic crime. In general terms, money laundering may be
defined as any offence arising from criminal proceeds being laundered through regulated or
unregulated businesses.

Money laundering was criminalized about 20 years ago. The first legislation was enacted in the
US followed by legislation in over 100 other countries around the world.* This was triggered
by the growing awareness that by tackling illegal money flows, governments could reduce scope

for other forms of crime. As banks are particularly vulnerable to fraud because they provide
much of the finance for other businesses, the industry is amongst the most highly regulated.

In well-regulated financial sectors, there are one or more law enforcement agencies with powers
to take disciplinary action against those that fail to meet national standards and prosecuting
breaches of regulations. Regulatory risks may include restrictions or removal of licenses and
fines, and reprimands or even imprisonment to officers or employees involved. Enforcement of
law may be conducted under special powers, including the reversal of the burden of proof. This
means that individuals and businesses need to prove that they are not involved in money laun-
dering beyond all reasonable doubt. Furthermore, some countries have now extra-territorial
laws that enable enforcement agencies to make people and organizations in other countries
accountable for offences outside their national territory.

In recent years, one of the major changes to the existing regime is “failing to disclose or
report” offences. Failure to report either suspicion of money laundering or politically exposed
persons may now amount to a criminal offence.” These changes were partly triggered by the
enactment of the US Patriot Act, which was designed to boost the existing US money-laun-
dering regulation and the UN Anti-Terrorism Crime and Security Act 2001. This shift has
made reporting and monitoring requirements more demanding in many parts of world, but
mainly in the US and European countries involved in the effort to fight terror.

Since September 11th, 2001, governments and regulators have required banks to take greater
responsibility for money laundering issues. Banks have been compelled to invest in sophisti-
cated systems of control and compliance for dealing with stricter regulations. Within a socio-
economic context, there are concerns that the increased costs of compliance—adopting new
monitoring systems and procedures and staff training—are passed on to the consumer, thus
making basic financial services unaffordable for poor individuals. This issue is particularly
relevant to developing countries where small nominal increases in fees can have a substantial
impact on the affordability of financial services/ products.

In an attempt to close the gaps that might have assisted terrorists in the September 11th,
2001, new money laundering regulations expanded the existing regime to include the regula-
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tion of money services businesses, such as bureaux de change, money transmission and
cheque cashers. Given the important role that foreign remittances play on sourcing finance to
immigrants’ relatives in their country of origin, regulators need to balance security concerts
with the adverse impact that new regulations might pose on the scale and inflow of these
funds into local economies.

By making banks more accountable for money laundering offences, governments and regula-
tors may make it more difficult for criminals to use the financial system, but they may also
make it more difficult for disadvantaged communities to access financial services. As a result
of new regulatory demands on individual’s identification, banks will have to become stricter
with their requirements for customer’s information, collaterals and credit history to provide
basic financial services. Given that lack of credit history and collateral are amongst the most
acute problems for the poor to access finance, this can increase credit barriers for poor
individuals and SMEs.

Recognizing the increasing risks associated with money laundering to individual banks and
the whole financial sector, a group of the world’s largest banks have agreed to a set of
(Wolfsburg) global anti-money laundering guidelines in 2000.*

The principles were formulated through the exchange of policies and practices by those
banks. Provisions in this guideline, focus on policies revolving around the relationship
between high net worth individuals and bank departments. These banks recognize that these
individuals seldom try to use their financial power to secure anonymity and nominate third
parties to represent them. They also cover the identification and monitoring of unusual and
suspicious transactions.

More importantly, by putting in place effective policies and procedures to deter money laun-
dering, banks are not only protecting their investments and future growth prospect, but also
fostering economic development. In 1996, the United Nations estimated that money launder-
ing accounted for US $1 billion in transactions daily.** Money laundering measures play a
vital role in preventing unfair competition. They also give legitimate businesses a sounder
base to pursue business development as they hold greater knowledge of related threats and
opportunities.

3. Key players in the Financial Services Sector
Companies and Sector Overview

In their role as financial intermediaries between lenders and borrowers, banks have traditionally
operated to reap the best financial returns for their investors within the regulatory frameworks
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determined by national governments. In pursuit of global markets, bank sectors have tended
to become more concentrated over the last decade, both within markets, including in the
emerging European single market, and across markets. The banking environment continues
to evolve and banks are evolving into financial services firms.

“The banking industry too has experienced consolidation, as the number of insured
commercial banks declined from about 11,450 in 1992 (with total assets of $3.5 trillion)

to about 7,960 in June of this year (with total assets of $6.7 trillion). Remarks by Governor
Olson before the First Annual Convention of the Obio Bankers League, Columbus, Ohio
November 12, 2002.”

In the US, a process liberalization of restrictions on interstate bank ownership, culminating in
the Reigle-Neal Act of 1994, removing remaining barriers to interstate ownership, and allow-
ing banks to consolidate and innovate. Financial modernization legislation, repealing the
Glass-Seagull Act, passed in 1999 permitted banks to expand product offerings and delivery
mechanisms, and have enabled banks to compete more effectively with non-bank financial
intermediaries. At the same time, this was regarded as an important step in breaking an anti-
competitive industry structure in the US.

European banks (including UK banks) are the largest lenders to all regions globally, the
Japanese banks lend mainly in the Asia Pacific, while US banks focus mainly on Latin
America. Increasingly, Spanish banks are doing the same. The 25 poorest countries, mainly
African, receive less than 1% of international bank lending.**

Banks & Partnerships

Banks have increasingly engaged in partnership initiatives to address specific issues. Typically,
these have tended to focus on the challenges associated with financial inclusion issues, as well
as general community outreach and development programmes, such as through provision of
education and training, support for sporting clubs in disadvantaged areas and so on.

The challenge for banks seeking to develop partnerships to promote access to credit, whether
through micro finance organization or community development organizations, is to develop
mechanisms to evaluate the performance and accountability of partnerships. If banks are to
engage in partnerships beyond philanthropy, they will increasingly need to demonstrate that
their participation provides a good return on corporate investment—both with respect to share-
holder and other stakeholder interests. Key questions for partnerships include how they
account to their constituent members, as well as to external stakeholders. Partnerships are not,
of themselves, an inherent ‘good’. Their value to members and society depends on their capacity
to achieve a specified and agreed outcome, in an accountable and transparent manner.
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By attempting to provide their own solutions to finance, some NGOs have been responsible
for change in finance sector. The Bangladesh-based Grameen Bank, which has tackled rural
poverty by providing small loans to impoverished women, is a prominent example. The bank
has benefited over 2 million people and loaned US $2.4 billion. While the bank is not a non-
profit organisation, it is a social enterprise modelled on credit unions, thus being owned by
their customers.

Furthermore, a number of experiences in different parts of the world have demonstrated the
capacity of micro-finance NGOs of delivering financial services to poor people. While NGO
micro-finance programs do not reach many people, they provide concrete examples of how
the banking sector can explore new market opportunities and drive social change.” In India,
NGOs and Self-Help Groups (SHG) have been key to the successful provision of credit to the
poorest of the poor.*

In developed countries, it has developed to address social exclusion issues, where groups can-
not access the formal banking sector, and may receive some form of welfare benefits, or are
earning a non-declared income from informal business activity. In the UK, the figure for this
group is reckoned to be between 2-4 million people.”” The structure of the welfare system
creates disincentives for welfare recipients to supplement their income through formal
employment or economic activity until a threshold level of income can be generated. For
microfinance institutions (MFIs) in developed countries, finding ways to harness existing
infrastructure and relationships is critical in minimizing costs. Securing lines of credit is a
challenge where returns for this type of lending are generally regarded as low and unnecessarily
risky. Moreover, when MFIs are successful—when their clients are successful, clients ‘graduate’
to the formal banking sector. In this context product and service development and delivery
are critical elements for MFIs to succeed.
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ICICI Bank in India

ICICI Bank is the second largest bank and the largest private bank in India. It has subsidiaries in
life insurance, general insurance, investment banking, and venture capital that are market leaders
in their respective segments. This case study profiles the ICICI Bank’s development efforts
through its micro-finance provision of credit and insurance through ICICI Bank’s Social
Initiatives Group (SIG).

No information has been provided or publicly available on how company resources are used and
budgeted for broader economic development or how impacts are measured and managed.

(1) Micro-credit — ICICI Bank

ICICI Bank funds a dedicated not-for-profit group, the Social Initiatives Group (SIG). The SIG
focuses on early child health, elementary education and micro financial services. The SIG’s micro-

finance practice aims to maximise access to basic financial services for the poorest of the poor in
India.

The SIG’s programs and projects seek to generate measurable outcomes with minimum quality
requirement. With limited resources, their efficient use is imperative if they are to generate a
positive impact on the maximum number of people.

ICICI Bank’s micro-finance channels include direct lending to individuals, MFIs and NGOs. reach-
ing 0.18 million members with an asset size of over US $14 million and deposits of US$ 55 mil-
lion accessible through 200,000 outlets. This makes it the fourth largest micro-finance portfolio in
India. Its micro-finance services include banking services, micro loans, home loans, two-wheeler
finance, insurance, savings, and remittance. The Bank has been recognised by the National Bank
of Agriculture and Rural Development (NABARD) for its SHG-Bank Linkage programme and
continues to design and develop new products specifically for the micro-finance sector.

The key elements of its micro-finance strategy are low cost outreach, partnerships for risk shar-
ing and mitigation, and group lending approach (joint liability as collateral). Low cost outreach
is through shared networks model leveraging existing channels that include MFIs, NGOs, coop-
eratives, trade/ dealers and distributors, and new networks such as Internet kiosks.

The SIG is supporting the development of a low cost ATM in the range of Rs. 30,000-Rs.
50,000 (US $6650-1000) per unit. A biometric-based authentication mechanism is under devel-
opment at the Indian Institute of Technology in Chennai, to and is hoped will enable access for
illiterate customers. Another relevant project is the SARI Project which attempts to provide con-
nectivity through a new technology, corDECT Wireless in Local Loop, capable of providing both
telephony and Internet connectivity simultaneously. The plan is to establish one hundred kiosks
in the first phase of the project. The second phase will seek to provide a number of applications
over this network including in areas such as education, health, micro-finance, rural banking and
e-governance. The DHAN Foundation, a local NGO, is partnering with the SIG to establish 50
kiosks through its SHG members. The project is planned to be commercially sustainable to
ensure scalability of Internet access for rural India.

(ii) Insurance —ICICI Prudential Life Insurance Company & ICICI Lombard General
Insurance Company

ICICI Prudential Life Insurance Company has had a presence in India’s rural areas since 1999.
The company offers services to low-income populations in partnership with NGOs, corporates,
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MFlIs, and rural Internet kiosk networks. Some of its products include:

Mitr is an endowment product. It includes savings, life cover & protection and caters to both a
young and middle-aged clientele with low but regular income.

Suraksha: This product provides protection of the family in case of death. On death, the sum
assured is paid to the beneficiary. There are no maturity benefits, however, so in case of survival
till maturity, the policy terminates without any returns. The plan is available for both regular and
single premium modes. In specific cases, the policy can be assigned to the Lending Institution,
which becomes the beneficiary, to cover the loan amount. This product is targeted at people
seeking a high cover product with a low premium.

ICICI recognises that in a country such as India, micro-finance is often the only means for poor
people to provide essential financial cover for their families. Given the amount of financial sup-
port needed in a country the size of India, a more sustainable alternative to government and
NGO efforts (typically reliant on foreign aid) was needed. For the ICICI Group this situation
presented an opportunity to use its nationwide reach and local expertise to expand access to
financial services for underserved communities.

ICICI Bank’s Social Initiatives Group (SIG) focuses on scalable initiatives. Scalability implies the
ability to draw upon important elements of a program and adapt them to suit the needs of a spe-
cific situation. Even if the program itself is not directly scaleable, it should be possible to take
away significant lessons from it in order to enrich work in other settings.

The SIG measures and analyses the short- and long-term impacts - primarily social - of these ini-
tiatives. It assesses how an initiative is performing in terms of predetermined goals and in com-
parison to alternatives. The SIG assigns greater value to programs/ organizations that carefully
examine the short-term and long-term implications of their actions.

In its research work and impact assessment, the SIG often works in partnership with academic
institutions such as the Institute of Rural Management, Anand; Massachusetts Institute of
Technology; Tata Institute of Social Sciences; University of California, Berkeley and the
University of Southampton.

ICICI Bank continues to face challenges such as high serving costs, poorly functioning commodi-
ty markets, insufficient collateral, high dependence on rainfall, regulatory issues, and issues relat-
ed to individual customer capacities such as health and education. Serving costs remain high due
to geographically dispersed and small unit sizes, high cash handling requirements, and moral
hazard and adverse selection. Commodity markets continue to function poorly due to poor price
transmission mechanisms, weak linkages between markets, no systematic cleaning, grading, and
sorting facilities, and inadequate transportation, warehousing and cold chain facilities. Section
(8) of India’s Banking Regulation Act 1949 prohibits banks from buying, selling, and bartering
goods otherwise than as realisation of security given to or held by it. Branch licensing norms and
capped interest rates comprise other regulatory issues that present a challenge for the Bank.

(Sources: www.worldbank.org, “Micro Finance Products”, ICICI Bank, December 2003,
www.icicisocialinitiatives.org)
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Banks and NGOs have focused on understanding what the impacts of partnerships are, in
terms of the amount of money loaned, the number of loans, to whom and for what purpose,
but these impacts can only be measured over time. Even direct impacts, such as financing a
successful small business, can only be measured over time. Moreover, the most significant
economic impacts are on individuals with whom the banks may have little, if any contact.
The positive impacts generated through financial intermediation are often mediated through
partners—through public financing and other policies, and through NGOs.

The effectiveness of partnerships depends in great measure on the quality of the relationships

between in country partners and the distribution chain in question. Some research has been
done in other sectors to understand how in-country partners perceived partnerships with a
range of companies or initiatives, but this field remains largely untested.*

Investors

Institutional investors have tended to raise concerns around sustainability around specific
issues and themes, such as climate change and other environmental issues affecting environ-
mentally and socially sensitive industries and companies, rather than focusing on the bank
lending sector itself. Issue and sector specific risks have lead to increasingly active risk man-
agement of banks’ corporate loan portfolios, to avoid concentrations of risk in high-risk sec-
tors, such as mining, and to diversity their loan and investment portfolios.”

There are few examples of specific banks being targeted by institutional investors over corpo-
rate governance issues. In California, California Public Employees’ Retirement System
(CalPERS), the largest pension fund worldwide and the California State Teachers Retirement
System (CalSTRS), the third largest pension fund in the US) agreed to help uphold Investment
Protection Principles put forward by State Treasurer in 2002. The same year, then State
Treasurer, Angelides announced that his office would no longer do business with HSBC
Securities, because it had failed to comply with the principles. At the same time, relationships
with 22 other banks were under review. In effect, an investment bank had been barred from
working with a state for failing to meet corporate governance standards.” Since then CalPERS
has asked 90 investment banks and brokers engaging in trading for the pension fund to adopt
a set of 15 standards that will prevent conflicts of interests and corporate abuse. The
Investment Protection Standards (IPS) were modeled after the Investment Protection Principles
adopted by CalPERS Board in 2003.* In another development, CalPERS adopted a country
review process to take into account issues such as transparency, political stability and labour
standards to screen investments in emerging markets. On the basis of the review, pulled out of
public equity positions in Indonesia, Malaysia, the Philippines and Thailand in 2002.

There have been a number of cases where Socially Responsible Investors (SRIs) along with
NGOs have successfully encouraged banks, such as Citigroup to manage environmental
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impacts more comprehensively.” The Bank of Montreal supported a shareholder resolution on
environmental risk management in February 2004. The resolution called for the bank to dis-
close how it evaluated and managed environmental risk in its business. Bank of Montreal
management overwhelmingly supported the resolution calling on the bank to disclose how it
evaluates and manages environmental risks to its business. In April 2004, a shareholder group
withdrew a proposal on environmental risk management from the JPMorgan Chase annual
meeting proxy statement following the bank’s agreement to address environmental concerns,
including establishment of company policies and procedures on environmental issues and
stronger stakeholder engagement processes. On the economic responsibility front, religious
investors have discussed developing country debt with banks, and more recently they have
been joined by SRIs in predatory lending discussions.

Stakeholder activism is less prevalent in developing countries for a range of reasons outside
the scope of this report.*

Industry Organizations

Reflecting industry structure, industry organizations tend to be arranged geographically,
with sub-regional and national bodies around the globe. At the national level, professional
bankers’ associations tend to be membership organizations. Services offered to members may
include information, research and statistics, as well as representing sectoral interest in public
policy formulation.

The International Financial Services Association (IFSA) is dedicated to the international trans-
actions processing areas of banks and other financial institutions. It focuses on reimburse-
ments, collections, letters of credit, treasury operations, and funds transfer products—the
banking operations that make international trade possible.*

At the international level, the recently formed International Banking Federation will address
legislative, regulatory and other issues where there is a common interest and where it affects
the banking industry globally. The countries represented by the Federation collectively* have
more than 18,000 banks with 275,000 branches, including around 700 of the top 1000
banks that manage worldwide assets of over US $31 trillion.

There are also a range of national level banking associations which focus in specific areas of
banking, such as cooperative banking, consumer banking, as well as on specific issues such as
wetlands conservation.
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NGOS

While the banking sector has internationalised with many banks having large-scale operations
in several countries, bank regulation is largely governed at the national level. The stringency
and scope of regulation varies across countries. In this context, NGOs have played an impor-
tant role in pressuring and persuading banks to improve management of their environmental
and social impacts across borders.

Activists have often found the legislation governing business behaviour and their enforcement to

be weak. While banks may have operated in compliance with the law, this may not have met
stakeholder expectations. NGOs have targeted the behaviour of specific banks rather than lob-
bying for regulatory change. Organizations, such as the Rainforest Action Network (RAN),
have been successful in addressing issues associated with specific products or loans. In 2000, the
organization launched a campaign to persuade the world’s largest bank—Citigroup, to become
more environmentally responsible. After four years of consultation, the bank adopted a new set
of environmental standards. By targeting large transnational banks, NGOs have sought to
achieve widespread change, as these banks are easily identified and present in several markets.

Consumer groups have also played a key role in protecting the consumer interests and mak-
ing individual banks accountable for their practices. In the US, the Consumer Federation of
America and the Center for Responsible Lending have highlighted banks’ lending practices
and their impacts on consumers. Some banks have often charged overdrawn customers with
steep fees for what amount to short-term loans. As banks are not always required to disclose
on the effective interest rates, many have used these “legal” practices to abuse consumers. In
2004, Wells Fargo was named in a lawsuit by The Association of Community Organization
for Reform Now (ACORN) for targeting low-income and troubled borrowers.

NGOs have also contributed to public awareness of commercial banks’ role in supplying
credit to poorly managed developing country governments. The internationally organized
Jubilee 2000 movement, World Development Movement, Oxfam and the Freedom from
Debt Coalition, have variously supported reduction or elimination of debt held by highly
indebted poor country (HIPC) governments in the late 1990’- early 2000’s, and focused their
attentions mainly on International Financial Institutions (IFIs). Commercial banks with signif-
icant exposure to HIPC governments were criticized for lending, and for demanding repay-
ment of the face value rather than market value of debt. While it has been argued by banks
and others that to write off all or part of loans might create a moral hazard, pro-debt reduc-
tion advocates responded that commercial banks were free riders, benefiting from the costs of
debt reduction ultimately borne by tax payers in developed countries after debt was acquired
through secondary markets. Many commercial banks have written off public sector debt in
the series of debt crises that have emerged over the past 20 years, such as through the Brady
Plan and secondary markets.
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International Principles and Organizations

As banks are regulated nationally, international institutional architecture around banking
activities, have a less immediate impact on day-to-day bank activities than national regulatory
requirements. Nonetheless, changes in the sector, through technological changes, widespread
liberalisation of financial markets, and the speed and volume of international capital flows
have transformed financial markets over the past two decades, and have lead to calls for
mechanisms to ensure stability international financial movements. Those that most affect
banking and the sustainability agenda include:

World Bank and International Finance Commission (IFC)

Amongst a range of functions, the World Bank provides loans and grants to finance poverty-
reduction and economic development efforts around the world. It uses two types of loans:
Investment loans finance goods, works, and services in support of economic and social devel-
opment projects in a broad range of sectors, usually between 5-10 year programmes. While
these initially focused on projects to produce physical infrastructure, they increasingly focuses
on capacity building in developing countries, with a view to improved governance and invest-
ment environments, as well as provision of public goods and poverty reduction programmes.
Adjustment loans provide quick-disbursing external financing to support policy and institu-
tional reforms. They typically run for one to three years. These to have evolved from sup-
porting macro-economic policy reforms, to focus more on structural, financial sector, and
social policy reform, and improving public sector resource management. They seek to create
an enabling environment for private sector investment.

The World Bank also offers several types of guarantees and risk management tools for
lenders supporting investments in developing countries. By doing so, the Bank intends to act
as a lender of last resort.*

The IFC is the largest multilateral source of loan and equity financing for private sector projects
in developing countries. It seeks to promote sustainable private sector development by:
financing private sector projects located in the developing world; helping private companies
in the developing world mobilize financing in international financial markets; and providing
advice and technical assistance to businesses and governments.

IFC policies and investment decisions are collectively set by its 176 member countries. The
IFC's corporate powers are vested in the Board of Governors. The Board of Governors has
delegate many powers to the Board of Directors which reviews all projects. The IFC’s author-
ized capital is US $2.45 billion. Share capital is paid in by member countries, and voting is in
proportion to the number of shares held.
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The IFC should have robust economic impact indicators and be an ideal model for private
banks to follow. But, in practice, the IFC evaluates the development effectiveness of their
transactions ex poste. This reflects, in part, the difficulty in defining and prioritising develop-
ment priorities across countries that have diverse development needs, and the political context
in which the IFC operates. Not all member countries agreed just how important social, envi-
ronmental and economic impacts are or at what stage of development they become a prime
consideration. The question remains, what are appropriate economic impacts and what can
commercial banks learn from development banks. Even for development banks, market
considerations are a factor when private finance is also required for project to proceed.

The IFC has developed a concept of the economic rate of return (ERR) which seeks to quantify
the impact of mature IFC-supported projects on development. This is a useful model for private
banks to consider. The ERR provides a conceptual framework to capture the full private and
social costs and benefits of a project, and the IFC has conducted studies on a range of its
mature projects to determine their economic development impacts. The ERR is based on a
stakeholder model. It identifies each projects key stakeholders who vary from project to
project. It then suggests a methodology to assessing the direct impacts of the project on stake-
holders, and comparing these to the situation that would have prevailed had the project not
gone ahead, or the opportunity costs or benefits of the project for each stakeholder group.

In this framework, stakeholders identified include financiers, employees, customers, suppliers,
competitors and neighbours.” In this respect, the framework is unique in that it provides a
mechanism to assess the impact of a project on different stakeholder groups, and a mechanism
through which banks can assess the overall development impact of their project finance activities.
While the concept seeks to quantify impacts, estimated profits to financiers, wage difference
for employees, costs/savings/choice to consumers, increased business for suppliers, health
impacts, taxes paid/subsidies received and so forth, IFC economists note that qualitative
input is important where impacts cannot be quantified.

The approach does not address how a project specifically impacts on poor communities, or
other specific community groups, but provides a framework in which the overall benefits are
informed by different stakeholder perspectives. Economists developing this methodology have
also suggested further work might be done to incorporate uncertainty and environmental
costs and benefits into the model.

The IFC methodology provides a framework to estimate the direct economic impact of a
project on its host country and community. In this respect, it goes beyond existing voluntary
corporate standards and measures, as it focuses on impact rather than reflecting company
activities. While it does not reflect indirect impacts, it provides useful lessons for project
financing as well corporate lending activities.*
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IFC Safeguards Policy relates to environmental and some social impacts of IFC supported
projects. At present, they relate to environmental assessment, natural habitats, pest manage-
ment, safety of dams, international waterways, indigenous peoples, involuntary resettlement,
cultural property and child and forced labour. These are all important aspects of managing
the costs and benefits of sensitive projects, but they do not routinely call project sponsors to
account for the anticipated and ongoing assessments of project economic development
impacts. The IFC do not include a requirement for socio-economic assessments for all IFC-
supported projects. In recognition of stakeholder concerns, and the evolution of sustainability
and business, the IFC published a review of its Safeguards Policy in 2004 which acknowl-
edged a range of gaps in the policies, both in substance and implementation. Importantly, IFC
loans to financial intermediaries are highlighted in the Review, as well as gaps in ensuring
loan recipients are able to implement the principles through their client networks.* While
resource constraints within the IFC have been one factor affecting the IFC’s ability to service
financial intermediary loan recipients, and to monitor and account for the sustainability per-
formance and impact of these loans. Managing environmental and specific social costs and
benefits is an important, but not the only contribution IFC lending can have on economic
development. Understanding and defining better intended economic impacts of IFC lending
for projects and to financial intermediaries is an important aspect of linking corporate
accountability to the broader development agenda.

IFC, Economic Impact & Project Finance: Highlighting the Challenges

The BTC project spans three countries—Azerbaijan, Georgia and Turkey and is supported by an
international consortium of oil companies, the BTC Pipeline Company (BTC Co). There are 11
partners in the BTC Co, the largest being BP and SOCAR, the state-owned oil company of the
Azerbaijan Republic. The project is intended to provide additional capacity for the Caspian Sea
Qil fields to export anticipated increases in oil output from the development of the Azeri-Chirag-
Gunashli (ACG) oilfield. Current export routes, which includeshipping through the Turkish
straits, have reached full capacity. It is estimated that the pipeline will provide additional capacity
of up to 1 million barrels/day. The full capital investment of the ACG-BTC project is expected
to be US $15 billion over 20 years. It was the first project treated as category A under the
Equator Principles.

The IFC is providing long-term finance directly, as well as through mobilizing commercial bank
funding through its B loans to sponsor smaller BTC Co partners’ participation in the project. A
comprehensive socio-economic assessment was conducted at the project appraisal stage to antici-
pate and manage the economic impacts of the project. Socio-economic impact assessments for
IFC supported projects are disclosed to the public, along with other project documentation.

For the BTC project, disclosed direct economic impacts include:

m Increased tax revenues—current forecasts Government of Azerbaijan revenues for the ACG
project including the pipeline are US $21-58 billion over 30 years, as well as a steady stream of
transit income anticipated at US $0.6-0.7 billion between 2005-2024.

m Infrastructure investment, as well as indirect benefits associated with institutional capacity
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building supported by companies and IFIs.

® Employment in areas where the pipeline will run is very limited. New employment opportuni-
ties for 2,000 skilled, semi-skilled and unskilled workers in each country will be associated
with the construction phase of the project, recruiting from as close to the project as possible in
all categories. This number will fall to 200-300 in each country to operate the pipeline. These
positions will be skilled positions.

m BTC Co will seek to establish and broaden its local supplier base.

® The company will invest in community development, provide employment to a limited number
of local staff.

The oil and gas sector currently comprises 25% of GDP and 80% of export earnings in

Azerbaijan. How the government manages and invests increased export and tax revenues will be

critical in the extent to which this opportunity translates into sustained economic development.

As the principle benefits will accrue at the macro-economic level, the extent to which they benefit

deprived groups in society will be significantly influenced by in-country political and economic

governance processes.

Further analyses of expected indirect impacts at local levels have also been conducted. In
Azerbaijan, 60% of the population is ‘poor’, and 20% of families severely vulnerable. Access to
water and sanitation along the pipeline are limited, and where available, of poor quality. The
European Bank of Reconstruction and Development (EBRD) has estimated that during the con-
struction phase 70% of expenditure will leak out of the Azerbaijan economy, and that the multi-
plier (of indirect and induced impacts) will be 1.43. Given the short time frame of the project,
sustained benefits to local communities will be limited unless it attracts additional investment
and sourcing opportunities.

Having conducted impact assessments in the lead up to project approval, follow up evaluations
compare actual impacts with those anticipated in project documentation, as well as the effectiveness
of mitigation measures adopted in the project. At the same time, there has been ongoing concern
about the project’s impact and role in enabling human rights violations, as well as an information
leak bringing into question the veracity of BP’s statements on safety issues.

Within its broad Sustainability Framework, which characterizes development impacts as:

1) Contributions to economic development
2) Improvements to the regulatory and investment climate, and
3) Contributions to poverty reduction,

the IFC has developed an economic tool for assessing and measuring development impact. The
framework distinguishes between private or financial returns (to investors) and social returns
(those costs/benefits that do not accrue to investors) from the perspective of different stakehold-
ers that are affected by the project. Using economic analysis, the overall economic impact is
measured, and referred to as the economic rate of return (ERR). The types of costs or benefits
that are not captured by financial rates of returns include taxes, subsidies and other government
payments; transaction costs that may prevent an investor from earning income on services or
infrastructure provided to a community—the cost of collection may not warrant collection of
fees; externalities or ‘by-products’ of a project that benefit or cost communities; and how these
are experienced in imperfect markets.”
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ERR has been used to monitor performance of a range of IFC supported projects. In internal
evaluations of projects, the IFC uses the ERR as an indicator to assess overall development
impact, requiring an ERR of at least 10%, as well as qualitative impacts. Aggregate results of
internal project evaluations are published annually by the Operations Evaluation Group.

In addition, it has also been used to assess the effectiveness of IFC work units in achieving devel-
opment outcomes through the balanced scorecard methodology that was adopted by the IFC in
2002. As a basis for the IFC’s participation in project, given its mandate to stimulate growth and
reducing poverty in developing countries, it needs to understand the private and social returns of
projects it is involved in. The IFC balances the need to participate in projects that have good
development impacts, while at the same time maximizing its financial capacity to realize these
impacts in future. Understanding, being able to compare development impacts across countries
and sectors is important in informing how the IFC allocates future resources to achieve these ends.

The International Monetary Fund’s purpose is to promote international monetary coopera-
tion; facilitate the expansion and balanced growth of international trade, and contribute to
the promotion of high employment levels and real income, and to the development of the
productive resources of all members; promote exchange stability; assist in the establishment
of a multilateral system of payments and eliminate foreign exchange restrictions; recourse to
safeguards to shorten the duration and lessen the degree of disequilibrium in the international
balances of payments of members.*!

Trade in Services GATS and WTO

Banks tend not to disclose their lobbying positions for market liberalization negotiated
through multilateral, regional or bilateral trade negotiations.

Unlike other WTO agreements, General Agreement on Trade in Services (GATS) obligations
only cover sectors agreed by each member country and these are listed in their schedule of
commitments, whether and what WTO member countries agree to negotiate with respect to
their financial services sector varies widely.

In negotiating terms, a country’s services offer, which is a document detailing what minimum
conditions a country is prepared to offer. This is usually a list of domestic legal and regulato-
ry requirements for each sector that a country is willing to negotiate on. As such GATS com-
mitments will reflect national standards rather than international requirements. Other WTO
members can ask countries to improve the conditions as part of the negotiating process, or
for the country to include new services sectors.
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Non-Bank Financial Institutions (NBFIs)

Non-bank financial intermediaries both complement and compete with commercial banks.
Historically, a distinction has been made between banks and NBFIs. The latter have been
subject to different, and often more lenient forms of legislation, enabling them to compete on
a different basis. In developing markets, NBFIs have often been able to access the lower end
of the market, and informal markets that were beyond the reach of banks.

As a result of deregulation in many developed countries, legislative changes and advances in
computers and telecommunications, this distinction between bank and NBFI’s and the basis
on which they compete is becoming blurred. Banks and NBFIs are increasingly offering the
same services, and compete using ever improving technology to reduce costs and improve
costs to existing users in developed economies.

In developing countries, small-scale alternative lending strategies that have attracted attention
include community-based credit schemes that operate outside the formal banking structure.
There are now micro-finance projects in many developing countries, but project research has
focused on the relationship between banks and MFIs in India. MFIs are increasingly seen by
banks as a potential delivery mechanism, but prospective partners are often selected through
a trial and error process rather than on the basis of MFI disclosed information. This makes it
difficult for banks to scale up their lending through MFIs as delivery partners.

Indian Context: Due to its large size and population of more than one billion, India’s GDP
ranks among the top 15 economies of the world. However, around 300 million people—or
about 75 million households—are living below the poverty earning less than US $1 a day.
It is further estimated that of these households, only about 20% have access to credit from
the formal sector. Additionally, the segment of the rural population above the poverty line
but not rich enough to be of interest to the formal financial institutions, also does not have
good access to the formal financial intermediary services, including savings services.

The micro-finance industry estimates the annual credit usage of all poor families at over Rs.
45,000 crores (US $9.78 million), of which some 80 per cent is met by informal sources.
This figure has been extrapolated using the numbers of rural and urban poor households,
and their average annual credit usage (Rs. 6000 or US $130, and Rs 9000 or US $196, per
annum respectively), assessed through various micro studies.

The importance of micro-finance in a country such as India cannot be overstated: it has sig-
nificant developmental import in addressing both (i) the issue of unmet financial need, and
(ii) addressing the polarisation of society as economic liberalisation leads to a sharpening of
the haves and the have-nots.
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It is now widely accepted that if credit is offered on affordable terms to the poor, this can help
bring about major reductions in poverty, promote empowerment among marginalised groups,
and deliver widespread overall developmental benefits. Yet with more than 80% of households
still unable to access credit at reasonable rates, it is clear that a number of major obstacles and
issues remain. In terms of concerns, the major one referred to trust, transparency and account-
ability in this sector. As both foreign and domestic banks become more interested in the poor
as a new market, they will seek partnerships existing MFIs and NGOs but this will require a
greater deal of attention to professionalism and accountability by these players.™

SHARE Microfin Limited:India

SHARE Microfin Limited (SML) began its microfinance operations as a two-year action research
project funded by a recoverable grant from the Asia Pacific Development Center and a soft loan
from the Grameen Trust.” Soon, two branch offices were operating in Kurnool and Guntur
Districts. Within a year, the original targets for the program were met, and SHARE continued to
expand its activities. By 1996, four branches were in operation, and another six branches opened
in 1997. The Dachapalli branch in Guntur District achieved operational self-sufficiency in 1996
and financial self-sufficiency in 1997, covering all operational expenses, including the cost of
funds borrowed, with income earned.

In its attempts to achieve overall financial self-sufficiency, SHARE has been constrained by
Indian laws which do not permit the society to leverage net worth or equity or to earn a profit.
To complicate matters further, because Indian tax law did not recognise charitable institutions
carrying out microfinance activities, SHARE’s tax-exempt status was also often challenged.

As a result SHARE Microfin Limited (SML) was ultimately registered as a public limited compa-
ny and as a Non-Banking Finance Company (NBFC) with the Reserve Bank of India. This struc-
ture allows SML to access commercial funds, thus facilitating future growth. The existing
SHARE microfinance branches were taken over by SML between 1999 and 2001, and all
branches opened since then are operated by SML.

SML has an authorised capital of US $3.3 million, of which US $1.2 million consists of contribu-
tions by 26,034 poor women clients. SMDs clients have also contributed 99% of total equity;
only 1% is owned by outside sources. Two representatives of the shareholders, or the clients of
SML, sit on the Board of Directors.

The Indian rating agency, M-CRIL, has declared SML as an a+(Alpha plus) MFI with a
Composite Score of 79%. This rating indicates strong organisational, management and financial
performance by the company and declares it highly recommended for investments. Another rat-
ing agency, CRISIL, ranked SML at “mfR3” on a scale from mfR1 (being the highest rating) to
mfR10 (being the lowest rating).

By November 2002, SML had 99 branches operating in 18 districts in India, with 229,814
members, all of whom are poor rural women forming 45,538 borrower groups. In total, over US
$65.6 million has been disbursed by SHARE and SML since 1993 with a repayment rate of
100%. SML targets its programs at the poorest rural women in Andhra Pradesh. Services are
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available to the bottom 50% of women living below the poverty line. A housing index and asset
holding criteria are used to select clients. In order to be eligible, a woman must have total asset
holdings of less than US $500 and per capita family income of less than US $7.50 a month.
SMUDs operational self-sufficiency stands at 111% and its financial self-sufficiency of 109%. By
March 2006, SML plans to have served 300,377 women at 150 branches with total loan dis-
bursements of US $64,919,564.

SML management views micro-credit as the single most critical input for poverty reduction. Its
perspective is as follows: the poor have been excluded by the formal financial system; they have
no physical or financial collateral; government sponsored programs are largely subsidy-based,
attracting people for one-time benefits; the poor are driven to local money lenders where credit is
exorbitantly priced, ensuring that the borrower never comes out of poverty. The poor are there-
fore unable to utilize their skills for lack of capital. Regular access to micro-credit on reasonable
terms with simple procedures, quick disbursements with full and frequent (weekly) repayments,
is seen as the critical input for poverty reduction.

Accordingly, SML offers access to micro-credit to enable households to use their skills in income
generating activities and help them generate surpluses. The intention is to support clients to slow-
ly expand into multiple activities (e.g., keeping buffaloes with a small shop and fruit trade) with
additional loans and own resources, thus countering seasonal and activity based risks. There is
perceived to be a good fit between the immediate needs of poor households and the services pro-
vided by SML, resulting in full co-operation from women members and their husbands.

A study conducted by the International Food Policy Research Institute (IFPRI) found that 85%
of SMULs clients are in the bottom 20% below the poverty line, reaffirming that the institution
effectively targets the poorest of the poor. A UNDP study on the empowerment of women found
that SML clients have become much more active in making family decisions, sending their chil-
dren to school, and practising proper hygiene.

An impact assessment study undertaken by external experts, found that 76.8% of SMLs mature
clients have experienced a significant reduction in poverty. For example, when they began using
SMUs services, 64% of its clients had been considered as Very Poor, and the remaining 36% as
Moderately Poor. Three to four years later, only 7.2% remained Very Poor. The majority
(56.8%) were classified as Moderately Poor. The remaining 36% of clients had improved house-
hold incomes enough to be classified as Non Poor.

Having more income earners in the household is of course a function of children growing
up-changing from mouths to feed into hands to earn. But grown children of new client house-
holds simply join their parents doing daily labour. Mature clients are able to borrow from SHARE
to create self-employment for themselves, and increasingly for other members of their households.

Diversification of the source of household income is also strongly related to poverty reduction.
Some 82% of client households with three or more sources of income had experienced signifi-
cant reduction in their poverty compared to only 47% of households with one source of income.
Although raising buffalo for milk is a dominant activity in the first years of borrowing, by their
third and fourth year, SHARE Microfin clients demonstrated no less than 17 different combina-
tions of sources of household income, with none being clearly dominant. Some combined buffalo
and tea shops, some petty trade, oxen for ploughing and cultivation of chillies on leased land.
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Some had goats and grocery shops and sent their sons out for daily labour. It is clear that in the
context of rural India, spreading one’s risk among several enterprises and types of work is a better
strategy for escaping poverty than growing one business.

The key challenges that SML has had to overcome during its early stages include the following:
m Mobilising financial resources

m Opposition from money lenders and the rich

m Staff dropout in the initial years

m Effect of Government Development programmes—e.g. subsidy and loan write off melas (fairs)
m Clients—undertaking collective responsibility for repayment

m Lack of mobility/public transport system to reach clients’ villages which are 30 km from the branch
m High salary costs

m Inter-personal problems, accommodation and entertainment issues related to staff

m Field staff spending more time on paper work at office than in the field.

m Lack of client confidence in SHARE activities

m Migration of villagers for employment

4. Risks and Opportunities

This section sets out some of the key areas of risk and opportunity for banks that shape their
long term operating environment and profitability, as well as their contribution towards sus-
tainable development.

Operational Risk

The Bank for International Settlements (BIS) defines operational risk as the risk of loss resulting
from inadequate or failed internal processes, people and systems or from external events.
This includes legal risk, but not strategic and reputational risk. Banks generally define opera-
tional risk as any risk other than credit or market risk. The BIS understands operational risk
to mean “the risk of loss resulting from inadequate or failed internal processes, people and
systems or from external events.”** Of pertinence to the sustainability agenda, this includes
issues such as employment practices and rights, client, product and business practices such as
misuse of confidential customer information and money laundering. It does not include
strategic or reputational risk.

Customer Activities and Sustainability Issues
NGOs have played a key role in monitoring banks that have committed to international stan-

dards and principles, principally given the current lack of institutions regulating these initiatives.
For example, Bank Track, an international network of civil society organizations, has encour-
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aged banks to adopt international principles, such as the Equator Principles and UNEP Finance,
to implement related policies and translates them into real changes in their project finance busi-
ness. Since the Equator Principles were launched, Bank Track has advocate transparency and
reporting to ensure that signatories are implementing policies implied by their membership.

NGOs have also focused their efforts on specific, environmentally and socially sensitive proj-
ects, such as the Baku Tbilisi Ceyhan Oil pipeline that spans across Azerbaijan, Georgia and
Turkey. The project has been criticized for causing significant social and environmental

impact, undermining human rights, and contributing to disrupting peace in the region. Since

nine Equator Principles signatories decided to support the controversial pipeline in 2004,
leading environmental and human rights groups have been pressing these banks to abandon
the financial package as they argue that the project breaks the Equator Principles on several
counts. Also, 22 NGOs led by the International Rivers Network and Friends of the Earth
have also called on private banks not to sell bonds of the China Development Bank (CDB) as
they accuse the state bank of using intermediaries to raise money for environmentally detri-
mental projects. (See also example in Section 3)

In recent years, access to credit, the damage that unmanaged borrowing can cause has become
one of the main concerns for the industry. A key aspect of debate has focused around banks
extending credit to borrowers based on the liquidation value of the collateral, rather than the
borrower’s ability to repay them. These loans present a higher risk of default and represent
the basis of predatory lending as the bank extend the credit to the consumer on the basis of
their collateral assets, such as homes.

NGOs have also influenced business through their increasing role in corporate governance
and accountability. This has been achieved by the establishment of norms of governance and
partnerships with both governments and businesses. In 1999, AccountAbility launched the
AA 1000 Framework, which has been designed to help organisations to improve their organ-
isational accountability and performance by learning through stakeholder engagement.
Furthermore, this type of initiative has played an important role in conferring legitimacy on
banks and other business activities.

Empirical research has also revealed that the vast majority of the world’s largest banks offer
now a whole range of products and services related to the environmental sustainability agen-
da. For instance, a survey of 34 leading banks recently revealed that half of all the banks
researched had specific environmental loans in their portfolio . Nonetheless few account for
the economic impact of their products and this issue has not been addressed for mainstream
products outside the financial inclusion debate. While there have been important develop-
ments in this financial inclusion area, it remains outside the core business of mainstream
banks, and it is in the latter area where banks have their most significant impacts.
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Ethics and Transparency

In recent years, banks have faced demands to exceed their legal obligations because of their
substantial influence in the pace and direction of economic development and growth. This
trend has been emphasized by the reports of banks unethical practices and scandals involving
predatory lending and money laundering issues. And, the pressure of NGOs and consumer
groups who have increasingly targeted financial institutions for driving voluntary change
rather than lobbying for greater law enforcement. On the other hand, the industry is going
through change with many banks setting up CSR or environmental departments and develop-
ing environmentally friendly and pro-poor products. This has been mainly influenced by the
rise in international standards and principles from multilateral banks, such as the Word
Bank. This has led to a growing awareness in the financial sector that there are risks and
opportunities involved in improving environmental and social credentials.

One of the most detrimental risks associated with unethical behaviour is the impact these
practices can have on the organisations reputation. If unethical practices are made public,
they can lead stakeholders to boycott the company, which can incur high costs and low rev-
enues for the organisation involved. This can also make it more difficult for the organisation
to obtain licenses and approvals, or even raise funds from multilateral agencies. In general,
campaigns have targetted leading banks. (See also NGO Section)

There is a growing recognition ethical behaviour can generate business benefits through
enhanced trust with customers, investors, employees and other stakeholders. Socially respon-
sible investment has developed into a large business segment for many financial institutions.
This sector has been driven by screening strategies, which allows investors to hold shares
only in companies that support practices such as human rights and employee protection. The
rise in sustainability indices and international reporting initiatives such as the FTSE4Good
and the GRI has also played a role in allowing consumers and investors to reward compa-
nies or projects with improved business and better access to credit.

Disclosure

Through greater transparency and disclosure, banks can play an important role in fostering market
discipline and financial stability, and ultimately contribute to broad economic development.
Disadvantaged communities are particularly vulnerable to market disturbances as their low-income
status rarely enables them to make allowances for critical situations. Improved public disclosure can
reduce the severity of financial disturbances on the macro-economy and the disadvantaged.

In recent years, the extent to which a bank disclose business data and risk exposure has
become important to investors and rating agencies. Furthermore, enhanced disclosure has
played a role in allowing the market to appropriately reward banks that are well managed.
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Barclays: Disclosure and Deprived Communities

Barclays is an international financial services group engaged primarily in banking, investment
banking and asset management. It is one of the largest financial services groups in the UK and
operates in nearly 70 countries, employing more than 20% of its staff and having 30% of
branches outside the UK. In 2003, its direct economic impacts included payments of £32.8 mil-
lion to the community, nearly £1 billion in taxes, and employment of 74,800 people.

As part of its commitment to tackling financial inclusion, Barclays has focused on the economic
impact of its products and services in deprived areas. This agenda has taken a very different
route to other countries such as the US, which has a compliance-based approach and is focused
mainly on lending for housing. In the UK, financial inclusion is focused on the opportunities for
individuals, small firms and communities to engage in private economic activity. In the UK, 4.9 %
of Barclays’ business current accounts were held by small businesses in deprived areas (as defined
by the Bank of England) in 2003, and outcomes for 2002 business start ups in deprived areas
were similar to the Barclays mean, with a slightly higher than mean proportion continuing to
trade at the end of 2003. In 2003, Barclays provided discounted lending of £2.7 million to 6
CDFIs and revenue support of £90,000 to the CDFI sector.

Barclays Brand and Reputation Committee (B&RC) reports to the Group Executive Committee
and is responsible for developing Barclays’ CSR agenda, ensuring conformance with Group poli-
cy across all businesses, and identifying and managing issues of non-compliance. Three sub-com-
mittees report to the B&RC, covering Environment, Community and Social Affairs and Global
Diversity. The financial inclusion team was established in 2000.

Banks are required by the Bank of England (BoE) to disclose aggregated information on activities
in deprived areas. In 2000, Barclays became the first UK bank to report individually its deposits
and lending in deprived areas of the UK in its corporate responsibility report. At the time,
Barclays decided to disclose this information to the public to provide a mechanism to build part-
nerships with social partners in communities. In 2003, Barclays disclosed information on the pro-
portion of Barclays’ small business accounts, proportion of term loan accounts and outstanding
term and overdraft lending in deprived communities, the number of business start-ups in deprived
communities, as well as information on personal banking products held in deprived areas.

This data provided useful information on the national picture but was less useful to decision
makers at the community level— it was not the right information and was not detailed enough.
Barclays has worked with the New Economics Foundation (NEF) to understand how data from
Barclays’ management information system (MIS) could be applied to improve transparency and
the quality of decision-making in four communities with different profiles of deprivation. The
first step was to develop a Bank Disclosure Template (BDT) based on data available from the
MIS. The BDT was presented to stakeholders in the four communities, and following a consulta-
tion process was amended and supplemented by local economic information and perspectives.
The NEF work helped Barclays to understand its business base in the four communities, includ-
ing business density, size and form of business, sector focus and implications of seasonality, busi-
ness turnover, financial product use, and the relative margins on the cost of business borrowing,
nature, growth and survival rates of start ups.
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The ensuing stakeholder engagement process found that disclosure of this type of disaggregated
information was useful as a planning and management tool for local CDFIs and local economic
development policy makers wishing to improve access to finance in their communities. Key areas
for further work identified included:

m Information on effective referral processes from Barclays to non-bank finance providers to
address financial exclusion issues and improve the quality of the business base

m Understanding risk profile and assessment by the bank so that local risk profiles might be
improved, and

m Enhanced coordination with business support network and Barclays.

Building on this work, Barclays has sought to understand the market for its products in deprived
areas, as well as understanding how to extend access to finance to lower ends of market, through
partnership mechanisms such as CDFIs. Barclays extends access to its products and services
through a range of CDFIs, such as StreetUK, which seeks to support sole traders and owns of
micro-enterprises with up to 5 employees. Barclays lends to Street UK at a subsidised rate.

Barclays was able to demonstrate its commitment to the financial inclusion agenda in the UK
(that emerged with the Social Inclusion Taskforce in 2000) through disclosure this has enabled
Barclays to differentiate itself without commercial disadvantage, and provided a route for con-
structive engagement in the social sector. As this process evolved, there was a growing awareness
in business units that harnessing the bank’s charitable resource to lead corporate research and
development could help define products and services and appropriate delivery mechanisms that
could scale up commercially driven lending to deprived areas. Barclays recognised that to make a
sustained contribution to this agenda, it had to find a way to do so that was profitable.

In 2003 Barclays lent £295m to small businesses in deprived areas. CDFIs have a total loan and
investment portfolio of £106m. Of this, most value is represented by loans to social enterprises,
with just over 20% of value to SMEs and 4% of loans in number.

In 2003 in England and Wales, there are 3.7 million businesses and 3.1 million business current
accounts. Barclays has 600,000 small business customers and regards this as a market with
development potential.

Stakeholder feedback on Barclays’ reporting process welcomed Barclays’ disclosure initiative. At
the community level, stakeholders involved have valued information on business demographics
most. From Barclays perspective, enhanced information exchanges and stakeholder engagement
provided a basis on which Barclays could research appropriate business mechanisms, as well as a
way to test different types of products and product delivery. Managing economic impact for
Barclays continues to inform Barclays in developing strategies to develop new markets in the UK.

Since the launch of the Barclays financial inclusion team in 2000, it has been increasingly incor-
porated into the corporate culture. Both employees and shareholders are persuaded that Barclays
can generate long term profitable business opportunities through this agenda, as well as continu-
ally renew its license to operate.

The NEF research pointed to a customer continuum, moving from those businesses in deprived
areas which undertake formal business banking activities, to those engaged in informal economic
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activity through personal accounts but who are not eligible for business accounts and those only
having access to funds through CDFIs. This research has also informed Barclays’ understanding
of what information needs to be exchanged for these partnerships to operate most effectively.

In the longer term, Barclays envisages its relationships with CDFIs will be adopted by business
banking areas and managed on a commercial basis, rather than being managed through the cor-
porate responsibility function. In 2003 Barclays began exploring options for establishing a
wholesale relationship with CDFIs to grow the micro finance market. The bank has earmarked a
£1m charitable donation to help create a wholesale CDFI fund. It is in detailed discussions to
secure the commitment and funding of it chosen partners, the Regional Development Agencies,
to enable the fund to be launched in 2004.

This program has also thrown up new challenges for Barclays to understand and define the
socio-economic impact of partnerships with CDFIs. Barclays has longstanding relationships with
a number of CDFIs in the UK, many of which are based on trust. It is in the long-term interests
of Barclays to ensure that the borrowers with whom they have an indirect relationship through
CDFIs are enriched by this relationship, and graduate to the formal banking sector. Barclays is
piloting a formal declined business loan referral process, so that customers seeking loans, but
who do not meet Barclays’ loan requirements, can be referred to a CDFI.

The next challenge for Barclays is to understand how to define and measure the socio-economic
benefits of these partnership impacts, so this information can inform banks where and how
banks make social, and ultimately commercial investments in the CDFI sector that create new
markets for bank products and services.

Private Personal Debt and Predatory Banking Practices

Banks have been heavily criticised by regulators, NGOs and consumers because of their poor
transparency, which have facilitated predatory lending practices. From the consumer perspec-
tive, the public and private interest in disclosure may not always coincide. While greater dis-
closure can allow consumers to make more informed purchasing decisions, some banks have
been accused of using the amount and complexity of papers and industry jargon in personal
and home loan deals to abuse consumers. Bank charges, fees, commissions are a legitimate
way for banks to cover their operating costs, but the transparency with which they do so is
critical. Whether explicit or implicit changes, they add cost to bank customers and contribute
to the exclusion of poor people from the formal banking sector. Financial literacy programs
addressing these issues have been developed by consumer organizations in developing coun-
tries, but access to these is poor in developing countries, and may not address broader issues
of access to formal economy institutions and mechanisms in many developing countries.

With technological innovation, developments in e-commerce and the sector more generally,
there is a lag between consumer protection regulation and practice. This is particularly so in
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developing countries where customers are more financially vulnerable. In South Africa, the
government is reviewing consumer credit protection regulation which dates back to the
apartheid era, for both banks and NBFI’s. Aggressive marketing campaigns have been
criticized for increases in private personal indebtedness. In each country, there needs to be a
negotiated balance between personal and institutional responsibility, and the nature of this
depends on societal expectations.

Financial Inclusion

While banks have initially provided basic financial services to poor and disadvantaged com-
munities to comply with regulations, such as the Community Reinvestment Act (CRA) in the
US, or as part of their philanthropy programs, there has been a growing awareness of the
potential market opportunities embedded in this market. The growth in partnership with
CDFIs and micro-credit initiatives are amongst the best examples of how banks world-wide
are engaging in this field.

Transparency can also provide a basis for better stakeholder engagement. In recent years, a
few banks have voluntarily produced and disclosed data across its portfolio and in under-
invested communities. Although the potential use of this data have not been fully explored,
banks who have disclosed, have often benefited from more information and standing to back
up decision-making and explore new business opportunities, principally in undeserved areas.

Transparency exposes actions of individual banks. In the US, stakeholders can compare
banks that display a poor rating in providing financial services in low-and-moderate income
communities, through CRA disclosures. This creates an incentive for banks to improve the
range and quality of services and products available to disadvantaged communities.
Disclosure has also informed regulators, consumer groups and individuals, in their banking
choices. This is not widespread practice where banks are not required to disclose by law.

The nature and role of micro-finance in developed and developing countries address quite dif-
ferent causes and manifestations of poverty as highlighted by our case studies from India and
the UK. In developing countries, micro-finance has evolved as a response to the poverty allevi-
ation agenda. While some banks, who position themselves as ethically and/or environmentally
responsible, have sought to service the bottom end of markets, as well as those who fall out-
side markets, as part of their core business, this is not true for most mainstream banks. Few
take economic impact considerations into account when developing new products.
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Santander Hispano: Immigrant Communities and Banking in Spain

Santander Hispano is the largest financial group in Spain, the second largest in the Eurozone and
a market leader in Latin America. Commercial banking represents 86% of its net operating
income, Latin America in this sub-sector with other activities including asset management, private
banking, corporate banking, and investment banking and treasury. In 2003, market capitalisation
was over €44 million with more than 100,000 employees and 35 million customers. The group
has invested 2.7% (€61 million) of its net attributable income in social and cultural activities.

In 2002, Santander issued a Social Responsibility Plan defining its concept of sustainability, goals
and reporting criterion in this area, as well as providing a structure for the bank’s actions in the
field. Santander’s focus has been on community economic and social development through edu-
cation. Santander has recently established a CSR department with its own executive committee
and administrative council, which oversees and evaluates the bank’s CSR activities and functions
every three months. The department’s functions include liasing with responsible indices, such as
the FTSE4Good, and Down Jones Sustainability Index, preparing the bank’s CSR report, pro-
moting voluntary work among employees and engaging shareholders and clients into the bank’s
CSR activities.

Following the Ministry of Internal Affairs 2001 statistic—that the number of immigrants to Spain
had increased 147% and is now projected to comprise 20-25% of the Spanish population by
2015-Santander perceived a potential new market. In 2001, Santander conducted a series of
consultations with different immigrant and social organisations to understand these communi-
ties’ banking needs and experience. Of the three broad immigrant groups in Spain (retirees from
Western Europe; Eastern Europe and China; from North Africa and Latin America), the greatest
need was perceived for immigrants from North Africa and Latin America. Consultation process-
es with these groups found they had been routinely obstructed from gaining access—to which
they were legally entitled—to banking services in Spain through onerous bank requirements.

Consultations revealed that immigrants with in this group were from countries in which only 10-
20% of the population used banking services and few had a banking history. On arrival in
Spain, immigrants recognised the need to participate in the banking system, but had low levels of
financial literacy. Santander found that on arrival in Spain, immigrants from these countries
tended to find employment in domestic service, agriculture or construction and earn €500-
600/month. The majority lived in major urban centres. In the early stages of Spanish residency,
this group of immigrants most needed to be able to open bank accounts, to use standing orders,
to remit money overseas, obtain cash cards and to take personal loans.

To service this community, Santander established International Express in Madrid, a branch dedi-
cated to the immigrant community, providing the services that stakeholders had identified in con-
sultations. The branch provided detailed advice to customers how the Spanish banking system
functions and explained to customers their individual rights and obligations as bank customers.

With the rapid response to the International Express Service, the branch capacity to serve cus-
tomers was soon overwhelmed and after only four months, Santander decided to embed the serv-
ice provided in its 2,600 branches in Spain.
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Santander has commissioned a study to evaluate the impact of this new business area. At this
stage, however, it is possible to identify the nature of economic impacts that such a service has
had through customer responses and demands. Santander conducts regular surveys of customers
in this group to understand how their banking needs evolve over time. Once immigrants obtain
residency (usually after 2-3 years) they seek to bring family members to join them and establish
small businesses. Most expect to remain in Spain at least for their working lives, and over time
require similar products and services to long-term residents and citizens, such as business loans
and home mortgages. In future, Santander anticipates immigrant groups will comprise 10-15%
of its business in Spain. The initiative has provided the foundations to thousands of immigrants
to not only access basic financial services, but to facilitate economic activities from entry-level
employment to building businesses, remit funds to relatives in their country of origin and to
become part of the taxbase.

Santander’s approach to immigrant communities has lead change in the financial services sector
in Spain with respect to these communities. Other Spanish banks have made some of their servic-
es/products available to immigrants since 2001. For example BBVA, Spain second largest bank,
has created a special branch for dealing with remittance and La Caja, the third largest bank
operating in the Spanish market, has recently committed to have 10% of their customer base
from this group of immigrants but have not developed specific products to achieve this.

Santander was the first Spanish bank to recognise an important emerging market in Spain. In
2001, most Spanish banks perceived this group of immigrants as unprofitable customers and dis-
suaded their custom through onerous requests for documentation. There have been no specific
regulatory drivers for banks to respond to demographic and socio-economic change in Spanish
society. In launching International Express, Santander recognised that while the short-term
returns on the service would not match other potential areas of business, that the long-term
prospects for developing a new market was important. Moreover, there was a clear recognition
by the bank that this was one means through which it could reconcile short-term business drivers
with broader sustainability objectives. As it happened, the International Express service became
profitable after eleven months. Santander has now more than 200,000 immigrant customers with
increasingly sophisticated banking needs.

Having established its presence in this increasingly important market, Santander is facing increas-
ing competition from other banks for immigrants’ business. Continued innovation will be impor-
tant in maintaining the edge in this market. Within this perspective, Santander is currently devel-
oping a number of products specifically designed for the immigrant market. This new service line
includes bank accounts with reduced cost, micro-finance and partnerships with foreign banks to

create a low-cost remittance service for small funds with the view to enable the integration of the
immigrant’s relatives into the banking system in their country of origin.
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5. Conclusions: Economic Impact Management in Banking

Banks are in a unique position to mitigate social, environmental and economic risks.They are
also able to promote sustainable development, through their business activities.Few banks
actively manage the economic impact of their core lending products. Mainstream bank con-
sideration of economic impact is largely confined to:

® Direct impacts—those around employment policy, the environmental impacts of their own
operations, and community projects

m Mitigating negative environmental and social consequences of project finance, and
m Addressing financial exclusion, largely through philanthropy, but with emerging efforts to
scale up these efforts on a commercial basis.

These are all important but miss the most significant economic impacts that banks make.
These agendas have largely been driven by social and political pressure, manifesting with reg-
ulation in some countries, and voluntary initiatives in others. Sector specific voluntary efforts,
such as adoption of the Equator Principles and the London Principles have reflected and
advanced the debate on what responsibility banks should bear for impact of their client activ-
ities. This debate has taken place at the most visible end of the lending spectrum—driven by
concerns over large and environmentally destructive infrastructure projects. However, there is
more at stake. Stakeholder concern has focused on the costs of bank activities to society,
rather than the potential benefits of improved transparency and management on economic
impact. If banking activities are not perceived as a driver and facilitator of economic develop-
ment by society at large, it is an opportunity lost for society to engage with banks to optimize
their economic impacts.

While banks implicitly recognized the contribution their business activities make to society,
few seek to account for this. This can be partially explained by the lack of, and difficulty in
obtaining corporate information on actual and potential product impacts; attention on nega-
tive, rather than potentially positive impacts; and the challenge for banks to find sustainable
business models and accountable partnerships to deliver improved economic choices to society
through enhanced access to finance.

As the most significant and positive economic impact of banks in adding value to society is
likely to be the indirect multiplier effects of bank lending, improved bank transparency on
these impacts is of critical importance in maintaining ongoing license to operate.
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Banks can, and some banks do, disclose the aspect through which their core business
products and services generate economic impacts.This includes reporting on:

m Whether core products service poor and disadvantaged communities

m Lending profiles—how much do they loan to SMEs and under what fee structures
and criterion?

m Who their services are marketed to and how?

m Adherence to industry codes of conduct on lending

® Whether and how they tailor products for SMEs and poor communities

m Financial literacy efforts for SMEs and poor customers

m Extent to which banks lend to sectors that generate new employment opportunities

m Lending for infrastructure development and anticipated economic returns

® The nature and volume of trade they finance-sector, origin and destination

® Donations to/investment in partnerships as product delivery mechanisms—such as those
addressing financial inclusion issues

m Whether and how they build economic sustainability criteria into their risk assessment
models both for projects finance and corporate lending.

m Adherence to and continuous improvement in implementing voluntary principles, and

m Existence of savings/deposits products for poor customers.

The case studies reflect different aspects of bank understanding or management of economic
impact. What is clear from this research, is that there is little consistency or coherence in
whether and how banks manage their economic impact.

It is apparent from the case studies, that the challenges facing banks in different economies
are diverse. As a result, the policy and bank proscriptions for each country will differ
markedly. Ultimately, what matters is what is effective in addressing the economic issues at
hand-this may or may not be regulation. In the US, for example, the CRA has had a positive
impact in improving bank transparency and performance on financial inclusion. But the
financial inclusion challenges in the US are different from those in India, the UK, and the
Occupied Palestinian Territories. Whether regulation is the most appropriate solution to these
aims is unclear. Similarly, OPT regulations requiring banks to retain a percentage of their
profits in the OPT are not enforced. The best way forward is to understand better how banks
add value in each society, who benefits before making an assessment of what the most appro-
priate response is. These responsibilities are not those of banks alone. To enable informed
stakeholder discussion, banks can improve the transparency and consistency of efforts to
manage the economic impacts, of their core business activities.
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Towards Consistency?

The case studies demonstrate how some banks have interpreted aspects of their economic
impacts. They demonstrate the complexity of factors affecting how bank lending products
impact, and the players and framework conditions influencing their contribution to socio-
economic development.

At the same time, they show that for the sector as a whole, there is a lack of consistency of

approach to economic impact. This is true for direct production side impacts, where there are
already existing standards tools. Most importantly for the banking sector, this is true for indi-
rect and consumption side impacts. Most banks companies disclose only general descriptions

of some of their programmes. Reporting against established and comprehensive frameworks
and criteria, such as those set out in the London Principles is limited. No bank reports
against all criteria to a credible degree.

The way in which information is disclosed for different products often varies within compa-
nies across different markets. While sector leaders have found innovative ways to communi-
cate with stakeholders in a credible way, the sector is, overall reacting to stakeholder con-
cerns rather than setting a constructive agenda.

Accounting for Economic Impact

Greater consistency of disclosures, both across business areas within companies and across
companies would go some way to address mistrust of the sector, which has manifested in
concerns about anti-competitive behaviour, inaccessible product terms and conditions, preda-
tory practices and so forth. Understanding access to credit in the context of corporate eco-
nomic impact is a way forward for banks to engage stakeholders. It provides flexibility to
accommodate different corporate strategies to address stakeholder concerns, whether finding
new business models, or through philanthropic programmes.

Overall, exploring the economic impact of bank lending activities through the product devel-
opment and distribution function was a useful tool to surface most of the stakeholder issues
around bank lending.

Another key advantage of reporting processes related to economic impact is that it can enable
more informed internal decision-making. Whatever business model banks pursue, a richer
understanding of potential product impact in specific programmes or product lines, can inform
companies how to make best use of their investments in access to finance issues. This is essen-
tial in persuading internal stakeholders of the rationale for choosing one project over another,
one partner over another, or one country over another as the focus of corporate efforts.
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As a key and growing product delivery mechanism for both commercial and philanthropic
efforts, there is a clear need for greater partnership accountability. Much work has been
done, by banks such as Citigroup and Barclays, to understand what makes partnerships work
effectively. But there is also a need to understand what is needed to make partnerships
accountable, not only to members, but to their external stakeholders. If companies are to
‘scale up’ and manage a range of partnerships concurrently, better partnership accountability
is needed. This is true for all sectors, but is of critical importance to the bank sector where
partnerships may be the only delivery option in poor communities.

Gaps in Methodology

Having applied the methodology developed by AccountAbility and BSR to the banking and
other sectors, it has become clear that it should be expanded to include an additional business
function. A recurrent issue in public debate has been the potential impact of corporate influ-
ence on government policy. Much of the perceived lack of transparency of the sector has been
driven by concerns that corporate and industry lobbying will mitigate against stakeholder
preferences. This is particularly relevant to the financial sector which has encountered anti-
globalization concerns as it has sought to follow customers across national borders. The
loudest criticisms internationally have stemmed from banks involvement in sensitive projects
in developing countries.

Similarly, how companies manage their relationships with governments and other customers
in developing countries can entrench system wide distortions. Corruption is a well recognised
‘tax” on development and poses risks for banks doing business in some developing countries.

We therefore propose the methodology includes an additional business function—Government
Relations. This would enable companies to include in their economic impact assessment cor-
porate policies and practices relating to lobbying, political donations, corruption and trans-
parency and a rationale for these decisions. Corporate responses to these issues are critical
across all sectors, but particularly important in the banking sector where the relationships
between companies and government are multi-faceted. Strategies might include more wide-
spread adoption and implementation of internal Codes of Conduct on bribery and trans-
parency. Similarly, wider sectoral participation in multi-stakeholder initiatives to address
transparency issues that could provide valuable insight to banks. While some companies dis-
close corporate positions on these issues, there is clearly a gap between public disclosures and
perceptions that only enhanced transparency and corporate accountability can address.

More needs to be done to understand how corporate activities, such as the provision of
different bank lending products, fit into sustainable development. By understanding and
beginning to map how basic banking products impact in different regulatory environments
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and resource settings, we can begin to understand how bank activities contribute to sustainable
economic development.

For companies to articulate and refine their contribution to societal objectives, understanding
the economic impacts of its business decisions and programs is a helpful starting point.
Corporate understanding of their business’ economic impact in specified poor communities
provides a link between micro level impacts of an individual banks’s operations with desired
macroeconomic outcomes.

Some banks understand the contribution of their products’ impact on a community, the
economic costs and benefits they imply, as well as the contribution their products can make
to a community realizing its sustainable economic development ambitions. By optimizing
investment development of products and services, finding the right partners to deliver credit
beyond their own markets, and companies can best justify resource allocation decisions both
internal and external stakeholders, and make the best possible contribution those they seek
to assist.

If the industry is to take a leading role in shaping debate in this area, then understanding
corporate economic impacts will provide a constructive and dynamic platform for discussion
with stakeholders.
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Appendix A

Relationship between Business Activity & Economic Impact

1. Facilities and Siting Management Where it locates its facilities?
m Real Estate What it locates there?

How it locates its facilities

2. Employment Who is hired?

How staff are developed?

3. Product and Service Development Accessible to whom? What it sells?

m Use and Delivery How it manufactures?

= R&D Where customers can access products
® Business Units or services?

How it delivers? Who vendors are?

Where it buys from?

4. Sourcing and Procurement How it sources services?
Who its vendors are?

Where it buys from?

5. Investments and fiscal contributions Where it borrows money?
® Finance Department Where it invests?
m Treasury Taxes paid

6. Philanthropy and Community Investment
m Giving
® Volunteerism

m Social capital and partnership
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Financial Services Sample
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Banks surveyed were selected from the Forbes 2000 List, which ranks the world's largest

companies, by a composite of sales, profits, assets and market value. The list spans 51 coun-

tries and 27 industries.

Five Largest American Banks
CitiGroup (W-1/ B-1)

Bank of America (W-6/B-2)

JP Morgan Chase (W-15/B-4)
Wells Fargo (W-25/B-7)
Wachovia (W-41/B-11)

Bank One (W-52/B-14)
Washington Mutual (W-67/B-17)
US Bancorp (W-77/B-19)

Fleet Boston Financial (W-86/B-22)
National City (W-148/B-32)

Five Largest UK Banks

HSBC Group (W -7/ B-3)

Royal Bank of Scotland (W-19/ B-6)
Barclays (W-27/ B-8)

HBOS (W-36/ B-9)

Lloyds TSB Bank (W-47/ B-12)

Ten Largest European Banks

BNP Paribas — France

Banco Santander Central — Spain
ABN - Amro Holding — Netherlands
Societe Generale Group — France
BBVA - Banco Bilbao Vizcaya — Spain
UniCredito Italiano — Italian

Dexia — Belgium

Rest of the World

Royal Bank of Canada — Canada
National Australia Bank — Australia
Westpac Banking — Australia
Kooming Bank — South Korea
Banco Bradesco Group — Brazil
State Bank of India Group — India
BOC Hong Kong — China

Standard Bank Group — South Africa
Sberbank of Russia — Russia
Sumitomo Mitsui - Japan
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Appendix C

Research Partners

The African Institute of Corporate Citizenship (AICC)

The African Institute of Corporate Citizenship (AICC) is based in South Africa. The aim of
the AICC is to advance corporate citizenship in Africa. AICC was established in 2001 as a
non-profit organization committed to leading Africa’s corporate citizenship practice through
advocacy, research, capacity building, and leadership and network development.

Centre for Social Markets (CSM)

The Centre for Social Markets (CSM) is an independent non-profit organization dedicated to
making markets work for the triple bottom line—people, planet and profit. Through our
offices in India and the United Kingdom, and an international network of partners and asso-
ciates, CSM promotes responsible entrepreneurship, ethics and accountability worldwide.
Founded in 2000, we are a values-based organization committed to sustainable development
and human rights.

Funda¢iao Dom Cabrale (FDC)

About FDC

Fundac¢ao Dom Cabral (FDC) is an educational centre for executives and companies based in
Brazil. It was created in 1976 as a branch of the Extension Center of the Catholic University.
It is an autonomous, nonprofit institution, managed to produce results for the community, its
allied companies and clients.

Fundacion PROhumana

Fundacion PROhumana is a non-profit, non-politically affiliated, independent, private organ-
ization, which carries out its work in citizen and corporate social responsibility since 1998.
Its Mission is to promote a culture of citizen and corporate social responsibility in Chile
through proactive citizenship, expressed in individuals, institutions and firms.

Instituto Ethos

Instituto Ethos is a pioneering organisation of the Corporate Social Responsibility movement
in Brazil. Sao Paulo-based, Ethos acts throughout the country and maintains partnerships
with key organizations involved with CSR all over the world.

OPT Trade Center—PalTrade

OPT Trade Center—PalTrade is a national, non-profit, fully private sector, membership-based
organization. It operates through offices in the West Bank and Gaza Strip and has strong
market networks worldwide

PalTrade, strives to develop the capabilities of the private sector by assisting Palestinian firms
in all aspects of international trade.
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This report is a product of a research program conducted by AccountAbility and BSR.
The core aim of the study was to normalize the management of economic impact as a
regular aspect of business performance and outcomes.

This study is comprised of four separate industry reports:
Finance
Pharmaceutical
Agriculture
Extractives

All reports are available on www.ecomomicfootprint.org
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