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THE “EQUATOR PRINCIPLES”:

IMPROVED SOCIAL RESPONSIBILITY IN THE PRIVATE FINANCE SECTOR

by Miki Kamijyo*

INTRODUCTION

n a time of growing need for emphasis on social issues in

developing countries, a group of leading private financial

institutions established common environmental and social
standards for project financing called the Equator Principles (the
“Principles”).! The Principles provide a voluntary set of guide-
lines in an effort to better manage socially and environmentally
complex investments in emerging markets. June 2004 marked
the one year anniversary? of this bank-led initiative, which has
moved the global investment and finance industry a step for-
ward in promoting sustainability. The Principles are innovative
in that the guidelines bring the notion of prior informed consent
into every private industry sector, from mining and forestry to
manufacturing and construction.

This initiative is a constructive attempt for banks that have
adopted the Principles, “Equator Banks”,3 to learn about social
and environmental issues in project finance. This education in
turn will lead to greater expertise in these issues across all indus-
try sectors, which will better enable the Banks to control their
risks. Equator Banks recognize that environmental and social
controversies over a project can impact the bottom line, and the
Principles are essentially good for business.

The private finance sector is critical to influencing major
infrastructure projects. By establishing environmental and
social standards in the finance industry, Equators Banks have the
impressive ability to positively affect sustainable development
and human rights principles at the international, national, and
local levels.

HISTORY OF THE EQUATOR PRINCIPLES

The concept of the Equator Principles emerged in October
2002, at a meeting between the International Finance
Corporation (“IFC”) and leading banks to discuss social and
environmental issues in project finance. About five years ago,
environmental groups and socially responsible investment funds
started to focus on commercial banks and private institutions
that funded controversial projects typically avoided by the
World Bank and other public institutions.3 On June 4, 2003, ten
leading banks from seven countries announced the adoption of
the Principles® and agreed to abide by the World Bank’s volun-
tary code of environmental standards. The name was originally
the “Greenwich Principles”, but changed to reflect the global
initiative in which the equator represented balance.”

COMPONENTS OF THE EQUATOR PRINCIPLES

The Principles include a Preamble, a Statement of Principles,
and three exhibits: an environmental and social screening process,
the International Finance Corporation (“IFC”) Safeguard Policies,
and the World Bank Group Specific Guidelines.
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THE PREAMBLE

The Equator Banks that have adopted the Principles pledge
to only provide loans to projects which have undergone the
screening process and are able to comply with the Principles’
policies and processes. The Preamble is a statement of com-
mitment from financiers to address environmental and social
policy issues in project financing.8 To uphold these Principles,
these financiers agree to assess and manage environmental and
social risk by carefully reviewing all proposals that request
project financing.?

THE STATEMENT OF PRINCIPLES

The Statement of Principles is a set of concrete steps for
the Equator Banks to classify projects into high, medium, and
low risk categories.!0 The Banks will then require the borrow-
er to complete an environmental and social review in which
they have demonstrated that they complied with the World
Bank and IFC Policies and Guidelines as well as local host
country laws.!!l The borrower is also required to make this
review, the Environmental Assessment (“EA”), available to the
public in the local language and in a culturally appropriate
manner. The particularly high risk projects will be subject to
independent expert review.!2 In a situation where the borrower
is not complying with the environmental and social obligations
of the loan agreement, lending institutions may declare the
project loan in default.!3

The Equator Principles include a screening process, based
on the IFC’s environmental and social screening process, which
describes the high, medium, and low risk classifications of pro-
posed projects.14 This process determines the extent and type of
EA a project should undergo according to the project’s level of
risk and adverse environmental impacts.!> A high or medium
risk project calls for an EA that examines negative and positive
impacts, and also recommends measures needed to prevent,
minimize, mitigate, or compensate for those adverse impacts.!0
The purpose of the screening process is to require borrowers to
reveal to the lending institution all possible and anticipated
impacts, as well as considering any feasible alternatives includ-
ing a “without project” situation.!”

THE EXHIBITS

The exhibits in the Principles adopt the World Bank Group
Guidelines and Policies,!8 using the same terminology and cat-
egorization that the World Bank Group does, thereby creating
consistent approaches to assessing a potential project’s risk.

*Miki Kamijyo is a J.D. candidate, May 2006, American University,
Washington College of Law. The author wishes to thank Professor Daniel
Bradlow for his guidance and advice.
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The Guidelines are sector-specific standards that apply to the
technology and processes of specific industries, such as oil and
gas, rail transit systems, or pesticide handling.!® On the other
hand, the Safeguard Policies are a general approach to critical
issues that apply to all sectors, such as assessing environmental
impact and preserving cultural property.20 In adopting both the
Policies and Guidelines, the Principles provide a comprehen-
sive approach applicable to almost any investment in the
emerging markets.

The Principles are the finance industry’s approach to “pro-
mote responsible environmental stewardship and socially
responsible development.”?! Any endorsing entity of the
Principles, including multilateral institutions, may establish
internal policies and processes consistent with the Principles.
The Principles are a significant step in implementing socially
responsible principles at the private sector level. National gov-
ernments, local communities, and indigenous people will bene-
fit from the Equator Banks’ proactive movement to minimize
environmental and social risk. At the same time, borrowers and
industries will benefit from the positive move away from harm-
ful and high-risk projects. The Equator Banks themselves gain
the advantage over peer institutions by introducing better cor-
porate practices and providing their clients with improved
accountability and sound financial management.

IMPLEMENTATION AND EFFICACY OF THE
PRINCIPLES

CRITICISMS OF THE PRINCIPLES

To date, twenty-five institutions in Europe, North America,
Asia, Australia, and South America have voluntarily adopted
these Principles.22 But critics point to the Principles’ purpose as
being one without substance. The Principles may be seen mere-
ly as good PR or an attempt by banks to manage their reputa-
tional risks with clients and shareholders. NGOs have argued
that the Principles are inadequate because they lack accounta-
bility mechanisms,23 contain critical loopholes, and are weak on
social issues.24 Banks in the past have funded controversial
projects, and the goal of financial institutions is to reduce finan-
cial risk and liability. Nevertheless, both the Equator Banks and
the NGOs should view the Principles as an opportunity for the
financial industry to take a self-initiated step towards a globally
responsible agenda.

EFFECTIVENESS WITHOUT ENFORCEMENT MECHANISMS

While there are no formal mechanisms to enforce the
Principles, Equator Banks should utilize the Principles as a
learning tool in which the Banks improve their portfolio of
potential projects. The Principles are not simply a tool to exploit
the project’s problems after the project has already been com-
pleted. They should also not be used just as a compliance instru-
ment by which to criticize banks. Instead, the goal of the
Principles is to create a process for Equator Banks to scrutinize
potential projects before agreeing to finance them.

By adopting these voluntary standards as an accepted
methodology to establish sustainable development practices,
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banks will not only realize anticipated financial gains, but also
receive intangible benefits such as improved relations with
investors, a more conscientious corporate goal, and decreased
exposure to liability. In setting environmentally sound practices,
companies recognize that such practices bring value to compa-
ny identity and future stability in the marketplace, ultimately
helping to strengthen the economy.25

SELF — IMPOSED ENFORCEMENT MECHANISMS

An effective social and environmental standard will be one
that requires financial reporting, regular periodic compliance
audits, and staff resources. In the Statement of Principles, envi-
ronmental assessment of a possible project will report a long
list of issues, including major hazards, use of dangerous sub-
stances, and consideration of environmentally and socially
preferable alternatives. With this list of issues, Banks can set
practical standards by which to reject unsuitable projects.
These Banks should incorporate the Principles as a natural
learning loop and create self-imposed fiscal responsibility and
transparency. The Banks should not use the Principles to avoid
public scrutiny and self-evaluation, but use it to create a viable
and efficient implementation mechanism within the Banks’
everyday financial practices.

.. . the goal of the
Principles is to create a
process for Equator Banks
to scrutinize potential
projects before agreeing to
finance them.

THE PRINCIPLES’ EFFECT ON INDIGENOUS
PEOPLES

In its list of Safeguard Policies, the Principles address the
concerns surrounding effects on indigenous peoples.26 The
Principles call for an EA that considers socioeconomic impacts
as well as impacts on indigenous peoples and communities.2”
The Principles call for participation of affected parties in the
design, review, and implementation of the project.28

The Equator Banks’ adoption of the Principles is in
response to mounting pressure from those who publicly accuse
large entities of “poisoning the air and water, denuding the
forests, and destroying the livelihood of locals who get in the
way.”29 In its Safeguard Policies, the World Bank emphasizes
that issues pertaining to indigenous peoples must be based on
the “informed partici-pation [sic] of the indigenous peoples
themselves.”30 By adopting these Safeguard Policies, the
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Equator Banks have acknowledged the unique anthropological
and sociological status that indigenous peoples and tribal
groups possess.

UNLIKELY ALLIES: GLOBAL FINANCIAL INSTITUTIONS
& INDIGENOUS PEOPLES

Affected indigenous peoples have now found an ally in the
unlikeliest of places: large, global financial institutions. In
applying the Principles to bank financing, the Equator Banks
have provided powerful support for developing social standards.
For example, Citigroup strengthened its policies on respecting
indigenous rights3! and did not renew its financial advising con-
tract with a controversial Camisea Gas Project in Peru.32 The
Camisea Gas Project exposed indigenous peoples to diseases
such as small pox and influenza, killing an estimated 50% of the
indigenous Nahua population.33 Bank of America, another lead-
ing U.S. bank, has a lending criteria for developing countries in
which it will evaluate not only

tantly, involves indigenous peoples more prominently in the
project’s development. As with many social policies, the
Principles’ objective is to foster full respect for indigenous peo-
ples’ dignity, human rights, and cultural uniqueness.*0 In
embracing this objective, global financial institutions have now
lent their support and influence to the same cause. Human rights
has become an integral part of global finance and development.

STRENGTHENING THE PRINCIPLES
NGOs have assessed the implementation and effectiveness
of the Principles and recommended various measures to ensure
they are implemented in a meaningful and transparent way. 4!
CREATING ACCOUNTABILITY
To enforce the Principles, one option is to require that
Equator Banks create an annual reporting format to demonstrate

they are implementing the Principles, and to measure how the
Principles are making a differ-

a borrower’s capacity for
repayment, but also the purpose
of the transaction and the
impact on the local populace.34
Bank of America also recently
adopted new environmental ini-
tiatives, which include refusals
to lend to projects where
indigenous land claims are
unresolved.33

ENSURING THE

PARTICIPATION OF
INDIGENOUS PEOPLES

In applying the Principles
to bank financing, the
Equator Banks have
provided powerful support
for developing social
standards.

ence. In this way, stakeholders
and investors of Equator Banks
can hold these banks account-
able for upholding the
Principles.  Applying  the
Principles to bank projects will
minimize risk liabilities and ulti-
mately affect financial profits.
However, as with any policy
implementation, there is a need
for transparency in order to
monitor and ensure proper com-
pliance. Public disclosures,
internal controls, and external

The Principles acknowl-
edge that issues concerning the rights of indigenous peoples and
local communities arise in a variety of sectors, including dams,
extractive industries, tourism, education, and use of dangerous
substances. The Principles detail prerequisites of a development
plan for indigenous peoples.36 These prerequisites necessitate a
thorough and qualified study of the indigenous peoples affected
by the project: taking into account, for instance, local patterns of
social organization, religious beliefs and resource use, the legal
status of the affected groups in the host country’s legislation,
and the government institutions assigned responsibility for the
groups.3’ These prerequisites listed here are not exhaustive, and
Equator Banks are free to implement policies that best fit their
own company infrastructure. But the clear purpose of the
Principles is to ensure full local-level participation of indige-
nous peoples in project preparation and development. The bor-
rower must ensure that indigenous peoples benefit from devel-
opment investments, and the Banks do not even have to appraise
potential projects until the borrower develops suitable mitiga-
tion plans.38

The Principles obligate the borrower to implement a devel-
opment plan, and banks are given benchmarks that can be mon-
itored during supervision of the project.3? This gives the Banks
constructive control over large-scale projects, but most impor-
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reporting are some of the
approaches to establish this transparency so that endorsing insti-
tutions and the public may observe the Equator Banks’ imple-
mentation processes.

Multilateral and global institutions have used independent
inspection mechanisms to facilitate public reporting of viola-
tions.42 However, the emphasis in the Principles is not on the
recourse measures, but on a bank’s ability to operate responsi-
bly from the initial onset of a project, thereby avoiding viola-
tions down the line.

AVOIDING POLITICAL EXPLOITATION

As more banks and institutions adopt the Principles and join
the group of Equator Banks,*3 some may see opportunities for
powerful joint lobbying or political exploitation of their associ-
ation.*4 However, adoption of the Principles should not entitle
Equator Banks to hold any type of lobbying position that might
undermine the Banks’ good faith efforts and progress. Nor
should Equator Banks take advantage of borrowers and coun-
tries that legitimately need project loans. It is important to
remember that the Principles and their implementation are
designed to protect the natural environment and indigenous and
cultural populations. The Equator Banks must exercise judg-
ment in determining how best to utilize its social policies. This

SUSTAINABLE DEVELOPMENT LAw & PoLICY



heavy burden will inherently cause the Banks to seriously eval-
uate their financial goals and the means used to achieve those
goals. The Principles are a way to reflect on the socially useful
value of a project and how it will improve markets and countries
that strive to advance and compete in the global economy.

LEADING THE FINANCE INDUSTRY

Through voluntary adoption of the Principles, the Equator
Banks are compelling themselves to substantially change the
way they conduct business. The Principles provide a frame-
work for these Banks to critically evaluate how their financial
decisions may harm or damage the environment and its local
communities. Banks are accountable to their stakeholders, and
their portfolio of bank projects will reveal the social value of a
project in a developing country. We must understand that
extractive industries, manufacturing, and dam projects will
continued to be financed, and these projects will continue to
present numerous environmental and social threats. Therefore,
Equator Banks should not only minimize a single project’s risk,
but guide the financing industry towards more socially respon-
sible goals, potentially persuading all financing institutions to
adopt the Principles.

CoNCLUSION: THE FUTURE OF THE PRINCIPLES

The Principles were intended to integrate social, environ-
mental, and ethical decisions into global project financing and
development. The Principles are by no means a complete solu-

tion to the development industry’s questions, and the Equator
Banks will not have the capability to remove all risk from future
projects. However, in agreeing to enforce the Principles for all
loans above $50 million, these Banks are utilizing their influen-
tial roles to force borrowers to reconsider their project’s viabili-
ty. The executive vice president of the IFC has acknowledged
that “this will change the rules of the road for about $100 billion
in global investment over the next 10 years.”#> By making such
a bold move in the private sector, the Equator Banks are send-
ing a clear message to developing countries, stakeholders, and
local communities that they will only support those projects
complying with these social policies and processes. Their
majority in the market share4¢ will also force other banks to
adopt the Principles, which in turn will transform financial bor-
rowing and dictate the social goals of the entire private sector
financing community.

We should continue to closely watch the progress of the
Equator Banks and keep open the dialogue between these institu-
tions and the public community. But more importantly, we should
optimistically anticipate the positive ripple effects that these
Principles have already begun to create. The circle of Equator
Banks will grow, support for the Principles will strengthen, and
the global investment climate will reflect the move towards envi-
ronmental, social, and economic sustainability. @
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