


As many financial institutions remain in a reactive
mode to sustainability, it is likely that we will see
a growing divide between the leaders and laggards,
with environmental, social, and governance risks
becoming ever more concentrated in the loan books of

the laggards. Meanwhile, proa(_‘fjveﬁnan(_‘ja]

institutions will have the potential
to tap into new consumer and
product-driven market niches.
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The role of companies in a society is
currently going through a transition
that presents important opportunities and,
in many ways, is being felt most strongly in
developing economies. Expec'['atjons are
highest in the developing world

for the private sector to go beyond
core business lines to help improve education and

health systems, address poverty, protect the environment and reinforce
human rights. By responding effectively to these expectations, local companies
can not only protect and enhance their reputations, but also ensure that they are on
equal footing with multinational corporations entering their markets.
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Prosperity, environmental protection, and social justice are
considered to be the core of every economy. Developing the
human resources of banking and financial institutions in order to

create sound, efficient, and responsive
ﬁnarlcial institutions that are environmentally

and socially sustainable can help achieve substantial

business benefits.
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FOREWORD

Sustainability is now increasingly recognized as central to
the growth of emerging market economies. For the private
sector, this represents both a demand for greater social and
environmental responsibility as well as a new landscape of
business opportunity.

The financial sector has been late to respond to this trend but
is emerging as an important driver across all sectors in an
economy. In the banking sector, new standards and codes of
conduct promote corporate accountability, transparency, and
consideration of impacts on environment and society. One clear
example is the Equator Principles, based on IFC’s social and
environmental performance standards and adopted by an in-
creasing number of banks that operate in developing countries.

IFCisproud ofitsleadershipin creating and applying high social
and environmental standards in private sector investments,
as well as in supporting innovative business models in areas
such as sustainable energy and access to finance for women.
Our work in emerging markets has shown us that effectively
managing these risks and leveraging opportunities associated
with sustainable development can add value for our clients
and, as a consequence, for us. The financial sector has become

a priority area for IFC and today accounts for approximately
40 percent of IFC’s total portfolio. We believe we are ideally
positioned not only to provide financial resources but also to
share knowledge to help financial institutions meet and create
demand for products and services with a sustainability focus.

The research presented in this report shows a very positive
move among banks from trying to avoid risks to proactively
looking for ways to tap the business opportunities offered
by sustainable development. The resulting benefits for banks
range from increased profitability and market value to a
stronger reputation and improved image in the community.

We hope this report will be useful to emerging market banks
that want to increase their competitive advantage by pursuing
a sustainability strategy — and in the process create long-term
value for themselves and their clients. We also hope that a
wider community of banks will be motivated by the successes
of their colleagues from Africa, Central and Eastern Europe,
and Latin America featured here and will be encouraged to
adopt the Equator Principles. The Principles provide the ideal
risk-management framework for banks, whether they invest in
their own country or abroad.

L

Jyrki 1. Koskelo
Director, Global Financial Markets Department, IFC

Rachel Kyte
Director, Environment and Social Development
Department, IFC
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ABOUT
THIS REPORT

A New Look at a Fast-changing Sector

This report is an outcome of work done by IFC’s Sustainable Fi-
nancial Markets Facility (SFMF), a capacity-building and techni-
cal assistance program focusing on the social and environmen-
tal aspects of finance and investment in emerging markets. With
the support of the donor governments of Italy, Luxembourg, the
Netherlands, Norway, Switzerland, and the United Kingdom, and
relying on a global network of partners, IFC has delivered Com-
petitive Business Advantage (CBA) workshops for managers of
financial institutions around the world since 1997.

In 2002, IFC conducted a survey of participants in the CBA work-
shops to better understand the sustainability challenges and
opportunities faced by banks in emerging markets, and to find
out how they were responding. The results were published in a
2003 report, Beyond Risk. Since then, the global financial indus-
try has experienced a significant transformation in which so-
cial and environmental responsibility has become increasingly
central to business performance. This trend is expanding to in-
clude emerging markets, which are quickly becoming an inte-
gral part of international capital flows. When IFC conducted a
second survey of banks in 2005, the responses showed greater
awareness of the importance of sustainability and better man-
agement of both risk and opportunity.

Responding to the 2005 Survey of
Financial Institutions

The data for the 2005 survey came from 120 financial institu-
tions that had participated in the Competitive Business Advan-
tage workshops between October 2002 and September 2005,
covering 43 countries. We asked them what they considered
to be key social and environmental risks and opportunities for
them and their clients; their motivation and constraints in con-
sidering these issues in their operations; what steps they have
taken to implement appropriate management procedures/
systems; and what kind of impact integrating sustainability
has had on their business.

The new survey and additional feedback received from a num-
ber of financial institutions have revealed a demand for infor-
mation, both to raise awareness and to aid in building insti-
tutional capacity. The most immediate needs expressed by the
respondents were for

I more information on sustainability issues specific to particu-
lar regions

I guidance on investment opportunities in specific industries
and ways to involve local expertise

I practical examples that demonstrate successful implementa-
tion practices

With these needs in mind, this report builds and expands on
our previous research and provides greater insight into the
specific issues and drivers within the banking sector. The sur-
vey results as well as more detailed, practical experiences of 14
financial institutions help to strengthen the business case for
sustainable banking and show how progress has been made in
the implementation of formal social and environmental man-
agement procedures.

Going a step further, the report also analyzes current global
and regional trends and presents an overall picture of where
we stand today with regard to social and environmental sus-
tainability for financial institutions in emerging markets. The
report demonstrates how all these elements contribute to a
continuous process in which improvements in social and envi-
ronmental management lead to greater business benefits.

Scope of the Report

We have focused our analysis on financial intermediaries in
emerging markets: commercial banks, investment banks, leas-
ing companies, microfinance institutions, and other related
financial institutions. Development banks and insurance com-
panies can also benefit from our findings. However, they are
largely outside of the scope of the discussion, as they have more
specific and somewhat different needs with regard to manag-
ing social and environmental sustainability issues.



The survey results presented in the report summarize results
for commercial banks, the largest and the most diversified
group of financial intermediaries in emerging markets. Com-
mercial banks also comprise the biggest group of the survey
respondents and provide the most representative sample for
analysis. Results for microfinance institutions, leasing institu-
tions, and investment banks are in line with the results ob-
tained from commercial banks.

More information on the methodology and results of the 2005
IFC Sustainability Survey of Financial Institutions can be found
at http://www.ifc.org/SFMF

TYPES OF FINANCIAL INSTITUTIONS SURVEYED
(PERCENT OF RESPONDENTS)

13% 6%

2|% other Microfinance

Private equity

institution
7%
Development bank/
Multilateral organization

5%
41% Investment bank
Commercial bank

7%

Leasing

Source: IFC Sustainability Survey of Financial Institutions (2005).

Good Practice Examples

The report provides practical examples of 14 financial institu-
tions in 12 countries that have taken concrete steps to integrate
social and environmental sustainability into their policies,
practices, products, and services. They include 12 commercial
banks, a leasing company, and a microfinance institution. These
examples serve to

I Share expertise in implementing social and environmental
management systems

I Describe innovative financial products that can help banks
expand their business in areas related to social and environ-
mental sustainability

I Demonstrate positive business impact from integrating social
and environmental considerations in banks’ operations

More than 120 financial institutions in 43 emerging market
countries were surveyed. These included:

. Financial institutions that make up the banking sector
in emerging markets, together with commercial banks.
They are linked by their function in the economy, the
intermediation of financial flows: that is, borrowing funds
from depositors or organizations and channeling these
funds to individual and corporate borrowers in the form
of business and commercial lending.

Commercial banks

Private equity institutions and other organizations—such as
research and consulting organizations, government agencies,
stock exchanges, and NGOs—specializing in social and
environmental issues in the financial sector or interested in
those issues. Responses from these institutions are outside
the scope of this report but are included in the aggregated
survey results.
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EXECUTIVE SUMMARY

What are the major social and environmental risks that banks
face in emerging markets? How can these risks be transformed
into opportunities and ways to access new markets and clients?

This report serves as a guide for strategic planning for finan-
cial institutions that want to improve their competitive ad-
vantage by integrating social and environmental sustainabil-
ity concepts, management systems, products, and services into
their businesses. It is particularly targeted to commercial and
investment banks, leasing companies, and microfinance insti-
tutions that together comprise the banking sector in emerg-
ing markets.

The report presents the business case for sustainable banking
by drawing on responses to a 2005 Sustainability Survey of Fi-
nancial Institutions conducted by IFC as well as 14 case stud-
ies from pioneering financial institutions. The survey collected
and analyzed data from more than 120 financial institutions
in 43 emerging market countries that had participated in IFC’s
Competitive Business Advantage training workshops. The re-
sults reveal drivers, opportunities, and trends in the banking
sector’s response to sustainability.

Capturing the Business Case

One of the key findings in this report is that individual banks
must devise their own unique business case for sustainable
banking. This is determined by their business goals combined
with the sustainability trends and factors in the markets and
sectors in which they operate.

According to the 2005 IFC survey, reputation and branding has
become the top reason for many banks to integrate sustain-
ability considerations into their management practices. 68 per-
cent identified the need to increase their credibility and repu-
tation as the main reason to consider social and environmental
issues. 64 percent of respondents identified investor demand
as a critical factor.

Compliance with government regulations, although impor-
tant, is no longer the top driver. Instead, other incentives in-

clude increased value to shareholders, lower risk and better
returns, and client demand.

For financial institutions, the process of continual improve-
ment means integrating better standards as well as expand-
ing the view of what generates long-term value for themselves,
for their clients, and for society. The report provides insight into
some of the most prominent business opportunities in four
fast-growing areas: sustainable energy, cleaner production,
biodiversity conservation, and banking services to low-income,
underserved groups. It also looks at an opportunity to benefit
from financing improvements in corporate governance of cli-
ent companies.

This move to achieve greater long-term value is expected to
be driven from both inside and outside financial institutions.
Banks that use these strategies will gain a competitive edge.
They will also strengthen their positions by contributing to
the macroeconomic development of the countries or regions
in which they operate, facilitating their integration into the in-
ternational financial community, and serving as models of best
sustainability practice that others can follow.

Understanding Unique Drivers for Sustainable
Banking in Emerging Markets

What motivates banks in emerging markets to reassess their
business practices and engage in sustainability-oriented risk
management and product development? Pressing environmen-
tal issues as well as the need to alleviate poverty and protect hu-
man rights remain priorities in emerging markets. Local commu-
nities that live around large projects financed by banks have their
own priorities, and are emerging as new regulators as well.

The scope of responsibility for financial institutions in emerg-
ing markets is therefore widening — from environmental
protection to social inclusion of underprivileged groups and
consideration of other social issues, such as labor practices,
protection of indigenous populations, and preservation of cul-
tural heritage.



>>The financial sector is a critical channel through which price signals,

regulation, and civil society pressure can direct financial capital to more

or less sustainable economic activity. <<

FINANCING THE FUTURE, THE LONDON PRINCIPLES

As global players rapidly increase their presence in the bank-
ing sector in emerging markets, it will make the sector more
complex and thus more vulnerable to financial and non-finan-
cial risks, as well as increased competition. To build customer
loyalty and meet new market demands to sustain their market
share, emerging market banks are increasingly adopting glob-
al standards in risk management, international standards of
openness in reporting and accountability, and more effective
strategies for product development.

The 14 best practice examples in this report illustrate how dif-
ferent financial organizations have pursued different goals
tailored to their specific markets. They include a major Czech
bank that is leading the way in commercial financing for SME
sustainable energy projects, and an African bank providing
loans for environmental improvements in waste collection and
treatment as well as microfinance to rural communities and
women. Other banks in this report are adopting best practice
measures to assess social and environmental risk in their proj-
ects, and another became the first African bank to publish a
sustainability report.

Creating Business Value through Environmental
and Social Management

Only by effectively managing social and environmental opportu-
nities alongside risks can banks create long-term value for their
businesses. Considering risk alone will not be enough to gener-
ate new markets and profits. However, pursuing sustainability-
related, market opportunities does not automatically mean that
a bank will reduce its social and environmental risks.

To manage both risks and opportunities strategically and com-
prehensively, banks need to integrate a systematic approach—
a social and environmental management system (SEMS)—into
their processes and operations. Building and operating an ef-
fective SEMS entails several processes that must occur in parallel.

To succeed, banks need to bring their written policies into ac-
tion through a strategy for creating long-term value through

SUSTAINABLE FINANCE AND
SUSTAINABLE BANKING

Sustainable finance is defined as the provision of
financial capital and risk management products to
projects and businesses that promote, or do not harm,
economic prosperity, environmental protection, and
social justice.?

Sustainable banking can be defined as a decision

by banks to provide products and services only

to customers who take into consideration the
environmental and social impacts of their activities.”

a Forum for the Future (2002, p. 3).
b Bouma, Jeucken, and Klinkers (2001, p. 101).

sustainable banking. This entails capacity building and train-
ing, as well as setting measurement and evaluation standards.
Effective reporting is just as important to ensure that results
are communicated back to banks’ shareholders and a wider
group of stakeholders. These processes should be tailored to fit
banks’ own business goals and organizational culture.

Although implementing an SEMS is not without costs, banks over-
whelmingly report that the benefits outweigh the costs.86 percent
of the commercial banks in the survey reported positive changes
as a result of steps taken to integrate social and environmental is-
sues in their business. 19 percent perceived these changes as sig-
nificant. Not a single respondent reported a negative change.

Social and environmental risk management improves the quality
of abank’s portfolio and lowers insurance liabilities and compen-
sation claims. Pursuing innovative financial solutions and prod-
ucts generates direct profits in new markets with new clients.
All these elements contribute to improving a bank’s brand value.
Banks in the survey noted reduced risk (74 percent), improved
access to international financing (48 percent), improved brand
value and reputation (39 percent), and improved community
relations (26 percent) among the most significant benefits.
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INTRODUCTION

The Link Between Sustainability and Finance

Sustainability in the private sector is increasingly understood
as the creation of not just financial and economic value but
alsolong-term environmental and social value for a wide range
of stakeholders — including shareholders, employees, custom-
ers, suppliers, communities, and public-sector partners — with
particular consideration for the needs of future generations.

The global importance of sustainability is reflected in chang-
ing consumer expectations and emerging national and inter-
national legislation. Companies’ chances of operating success-
fully and engaging in international trade depend more and
more on their ability to mitigate social and environmental risks
and to capitalize on opportunities for innovation. Sustainabil-
ity has become an essential element of competitive advantage
and something businesses can no longer ignore.

Recognizing this trend, many companies are looking to integrate
sustainability into their businesses. For many, the first challenge
is knowing where and how to start. The next is getting the nec-
essary inflows of capital to begin transforming their operations.

Financial institutions, as the providers of finance for businesses
of all shapes and sizes, have a pivotal role to play in promoting
sustainability across industries, sectors, and communities. Sus-
tainability also offers vast potential for financial institutions to
improve their own products and services.

For financial institutions, sustainability has two components.
One component is managing social and environmental risks
in strategic decision-making and lending. Financial institu-
tions can strengthen their portfolio by systematically evaluat-
ing these risks in the loan or investment appraisal process. In
this way, they can focus investments on those companies and
projects with high environmental, social, and financial perfor-
mance. Doing so can help protect their asset portfolio by de-
creasing nonperforming loans, thereby increasing financial
stability and protecting the bank’s reputation.

The other component is identifying opportunities for inno-
vative product development in new areas related to sustain-
ability. This entails creating financial products and services

that support commercial development of products or activi-
ties with social and environmental benefits. A growing cluster
of these opportunities has evolved and includes renewable
energy, energy efficiency, cleaner production processes and
technologies, biodiversity conservation, microfinance, finan-
cial services targeted to women, and low-income housing.
Business models that address these dimensions are yielding
new clients and markets. They are also helping financial insti-
tutions differentiate themselves from competitors, improve
their reputation among key customers and stakeholders, at-
tract new capital, and generate goodwill and support from
stakeholders.

A Changing Landscape for Banking

In its broadest definition, the banking sector includes commer-
cial and investment banks, leasing companies, microfinance
institutions, and other related institutions. All these forms of
financial institutions are united by the fact that they interme-
diate financial flows by borrowing funds from individual de-
positors or a wide range of organizations and channel these
financial resources to individual and corporate borrowers,
mainly in the form of business and commercial lending.

Compared to institutions that invest in the equity of compa-
nies (private or listed equity institutions), institutions that lend
usually offer financial services to their customers on a short-
er-term basis and charge fees for providing their financial re-
sources. For deposit-taking financial institutions, minimizing
risk and finding new ways to attract customers are major busi-
ness goals that guide the entire flow of their operations.

Commercial banks are the most important financial interme-
diaries in the economy in most countries, as they link savings
and investments. In recent years, commercial banks have con-
verged with the functions of other financial service providers,
such as investment banks, leasing companies (see case, ACBA
Leasing), and microfinance institutions (see case, ACLEDA
bank), and have broadened their lines of business to become
more competitive. Commercial banks now engage in money
market operations, project finance, insurance business, leasing
operations, mortgage finance (see case, Bank of Georgia), secu-
rities trading, and financial advisory work.



>>Banks are moving from defensive banking—where management

of social and environmental impacts is seen as an additional cost—

to sustainable banking—where sustainable development is seen as

an advantage and an opportunity for growth. <<

DEFINING SUSTAINABILITY

Sustainability is about ensuring long-term business
success while contributing toward economic and social
development, a healthy environment, and a stable
society. IFC’s definition of sustainability, used in this
report as applied to financial institutions, encompasses
four dimensions of good business performance.?

* The financial sustainability of the financial institution
and its client-companies, so that they can continue
to make a long-term contribution to development

The economic sustainability of the projects and
companies the financial institution finances, through
their contribution to host economies

Through the portfolios of their customers, banks are exposed to a
morediverseset of social and environmentalissuesthanthe average
business and, to a certain extent, than other financial institutions.
Accordingly, banks and other financial institutions are shifting their
focus and reorienting their activities. They are increasingly moving
from avoiding risks to creating opportunities: from defensive bank-
ing—where environmental management is seen as an additional
cost—to sustainable banking—where sustainable development is
seen as an advantage and an opportunity for growth.

Such a shift requires a fundamental change in perspective: a
focus on creating long-term value. The new approach stands
in contrast to earlier and narrower management systems that
deal with social and environmental risk. For instance, systems
such as 1SO 14001 focus on process conformance?, where the
main target is compliance with necessary regulations imposed
by relevant authorities. By contrast, a comprehensive approach
to sustainability focuses on process performance, where the fo-
cus is on creating value in the process of achieving the financial
institution’s business goals.

Capitalizing on Industry Trends

Banks in industrialized countries have recognized that
sustainable banking can bring sizable business benefits. In

* Environmental sustainability through the
preservation of natural resources

* Social sustainability through improved living
standards, poverty reduction, concern for the welfare
of communities, and respect for key human rights.

These considerations, taken together, aim to capture
a fuller range of factors that influence the decisions,
activities, products, and services of financial
institutions, including the social and environmental
impacts of their work.

a. IFC. (2005, p. 19).

emerging markets, the following global trends and factors are
strengthening the case for sustainable banking as a means of
differentiating banks in increasingly competitive markets:

I The private sector is using innovation to play a role in
addressing global concerns. Significant environmental
threats and growing demand for action on social
issues are causing both the industrial and the financial
sector to seek new ways of doing business. Notable
examples include extreme pollution in China, the energy
efficiency crisis in Central and Eastern Europe, and the
HIV/AIDS epidemic in Sub-Saharan Africa. Supported
by governments and international organizations, many
companies are producing innovative products, services,
and business models to respond to such challeges.

Market-based mechanisms are gaining more power to
stimulate investments in sustainability. Rising oil and gas
prices are stimulating a move to new sources of energy. The
Kyoto Protocol, which came into force in 2005, is creating
commercial value from energy efficiency and renewable
energy initiatives (see chapter 4). Consumer demand for
more sustainable products and services, as well as tighter
restrictions on imports by developed markets, such as the
European Union (EU), are driving improvements in the

INTRODUCTION
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technologies and business models used by producers in the
developing world.3

I Concerned NGOs are turning more attention to banks.
Rather than simply criticize, NGOs are increasingly seeking
to collaborate and advocate change in banks’ social and
environmental policies and practices. For example, over
100 advocacy groups signed the Colleveccio Declaration
at the World Economic Forum in 2003, calling upon
financial institutions to implement more socially and
environmentally responsible lending policies. 4

I leading international financial institutions are setting
higher standards. IFC was one of the first multilateral
finance institutions to commit to high standards for
managing social and environmental risk in its private
sector investments. IFC’s standards, updated in 2006, have
in turn been used as the basis for the Equator Principles,
a voluntary set of principles adopted by ten international
banks in 2003 and now applied by 43 financial institutions,
covering 80% of global project finance (see http://www.
ifc.org/sustainability). In April 2006, leading institutional
investors from 16 countries, and representing more than $2
trillion in assets, signed up to the Principles for Responsible
Investment, aninitiative of the United Nations Environment
Programme Finance Initiative (UNEP Fl) and the UN Global
Compact (see http://www.unpri.org).

In addition, a variety of industry trends and factors are lead-
ing to greater integration of the world’s financial markets and
intensifying the move toward sustainable banking.

I Consolidation. A number of cross-border mergers and
acquisitions have taken place as a way to respond to
financial crises.s

I Liberalization of banking sectors and heightened com-
petition in traditional markets has increased pressure on
major international banks to find new areas for growth.
The result has been a rapid increase in external capital
flows and acquisition of emerging market banks by large
international banks.

>> Social and environmental
considerations are becoming vital
in ensuring competitiveness and

differentiating banks in increasingly

competitive markets. <<

I Rapid credit growth and higher risk exposure. Since 2002,
credit has grown by about 50 percent in many countries
in Europe and Central Asia, as well as in several countries
in Africa’ Such rapid growth may cause deterioration in
credit quality. It signals a need for tighter risk management
in general and more diligent credit risk assessment and
stronger supervision in particular.

Technology transfers and innovations in banking products
and processes. Such improvements often accompany the
entry of foreign banks and result in more competitive
pricing and a more efficient allocation of credit in the
financial sector as a whole.®

As global players increase their presence in the banking sec-
tor in emerging markets, the sector will become more complex
and competitive and thus more vulnerable to financial as well
as nonfinancial risks. As competitive pressure from large for-
eign banks intensifies, banks in emerging markets are reassess-
ing business practices, including local lending and risk assess-
ment practices.?

Finally, the scope of responsibility for financial institutions in
emerging markets is widening: from environmental to social
inclusion. Alleviating poverty and protecting human rights
remain top priorities in emerging markets. As a result, local
financial institutions are being called upon to help address a
variety of social concerns through their core services, such as la-
bor practices, protection of indigenous populations, and pres-
ervation of cultural heritage.

The Dynamic Business Case for Sustainable
Banking in Emerging Markets

To achieve the greatest long-term benefit, individual banks
must devise their own unique approach and business case for
sustainability. This is determined by how they want to align
their business goals with trends in the markets and sectors in
which they operate. The case studies in this report illustrate
how different financial organizations have pursued specific
goals in different markets. The last part of this introduction



summarizes major lessons learned by banks that have under-
taken initiatives in sustainable banking.

As the evidence in this report shows, the business case for fi-
nancial institutions is a dynamic process of continuous change.
One step flows into the next and further strengthens the case
for sustainability (see figure).

DEVELOPING AN APPROACH

Banks can start devising their own business case by identifying
the risks as well as the opportunities offered by their markets
and lines of business, and assessing how these can support
growth for their clients as well as themselves.

Examples of new markets and areas of business include en-
ergy efficiency and renewable energy, cleaner production fi-
nance, biodiversity conservation, developing sustainable sup-
ply chains, and providing financial resources to underserved
groups (see chapters 3 and 4).

INTEGRATING ENVIRONMENTAL AND SOCIAL

MANAGEMENT SYSTEMS

The next step is to implement changes to more systematically
minimize risks and capture opportunities. This may mean adopt-
ingaseries of organizational innovations, including formal social
and environmental management systems and improvements
in corporate governance. Resources will need to be allocated to
support these innovations and train and hire staff as required.

Good corporate governance, both for financial institutions and
companies in which they invest, is a requisite for sustainability
(see chapters 2 and 4). Innovations in this area will include a
greater emphasis on openness, transparency, and accountabil-
ity,and engagement with a wider range of stakeholders.

MEASURING THE BENEFITS

The best approaches to sustainability are ones that meet the
needs of stakeholders while strengthening a business’ own
operations and bottom line. Recognizing and measuring the

THE DYNAMIC BUSINESS CASE FOR SUSTAINABLE
BANKING IN EMERGING MARKETS

The need to respond to drivers of
sustainable development and new
trends in the banking industry

Environmental and
social management

Sustainable
business
growth

Business Benefits

Increased engagement
with stakeholders and
communication of results

benefits of sustainability as a competitiveness strategy is an
important part of ensuring long-term buy-in from sharehold-
ers and stakeholders alike.

There is growing evidence that innovative approaches to sus-
tainability can bring substantial benefits to a bank’s overall
business performance. Examples include
I Greater and higher long-term returns by financing more
sustainable projects and businesses
I Reduced risk
I New business development through new products
and services
I Increased market share in sustainability-driven sectors
I Enhanced reputation and better brand value
I Better access to capital from international financial
organizations
I Increased value to shareholders

STIMULATING WIDER CHANGE

Encouraged by the success of pioneers, the uptake of sustain-
ability by a much wider range of banks is strengthening and re-
inforcing the business case. This is particularly true for risk man-
agement. In recent years, voluntary industry frameworks such
as the Equator Principles have helped build an international
consensus around the need for and benefits of social and envi-
ronmental standards. Adherence to such standards is gradually
becoming standard banking practice. To maximize the competi-
tive advantage of sustainability, banks are now turning to the
new frontier of innovation in products and services.

>> The results of the IFC 2005 survey indicate that the business

case for sustainable banking is strong. <<
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Evidence of the Business Case

Are banks in emerging markets actually strengthening their abil-
ity and undertaking more initiatives to manage risk and pursue
opportunities through sustainability? The 2005 IFC Sustainabil-
ity Survey of Financial Institutions found the following trends
among 120 financial institutions in 43 emerging markets:

I Banks in emerging markets have increased their awareness
about the risks and potential benefits associated with social
and environmental issues.

Virtually all the commercial banks that responded (98
percent) reported they consider social and environmental
issues, either by managing risks, developing business
opportunities, or both. 58 percent said their banks
consider social and environmental opportunities.

I The business case for sustainable banking is strong.

86 percent of respondents reported positive changes as
a result of steps to integrate social and environmental
issues in their business. 19 percent perceived these
changes as significant. None of the respondents
reported a negative change from considering social and
environmental issues.

I The integration of sustainability into management systems
and practices brings tangible benefits, including new lines
of business, new clients, greater access to financing, greater
shareholder value, and improved reputation and goodwill.

74 percent of the commercial banks in the survey reported
a reduction in risk as a result of considering social and en-
vironmental issues. 48 percent noted improved access to
international capital, 39 percent benefited from improved
brand value and reputation, 35 percent developed new
business, and 26 percent benefited from improved com-
munity relations.”

I Reputation and branding is the top reason that banks in
emerging markets integrate social and environmental
considerations into their management practices.

KEY REASONS WHY BANKS CONSIDER
SUSTAINABILITY ISSUES (percent of respondents)

Increased credibility
and gain in reputation

Demand by investors 64
‘btter returns
better returns
Increased value m
to stakeholders
Potential for business m

development

Banks/clients facing 20
liability claims

Non-performing

loan experience m

Demand by clients
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PERCENT

Source: IFC Sustainability Survey of Financial Institutions (2005).

Compliance with government requlations, although
important, is no longer the top driver.

68 percent identified the need to increase their credibility
and reputation as the main reason to consider social

and environmental issues. 64 percent identified investor
demand as a critical factor.

I Banks increasingly see the potential for lending in areas
such as sustainable energy, cleaner production, biodiversity
conservation, and good corporate governance.

Anumber of respondents saw opportunities to strengthen
their portfolios by providing loans for environmental
projects (74 percent), getting access to new markets (59
percent), developing new business in sustainability-driven
sectors (52 percent), and providing loans/advisory services
for eco-efficiency and cleaner production (44 percent).

There is a demand for guidance and support.

86 percent of the banks surveyed expressed the need for
further assistance. This included sustainability learning
(73 percent), information (70 percent), and technical
assistance and advisory services (68 percent).



>> Strong outcomes are most likely
when banks and their client
companies can incorporate
sustainability measures

LESSO NS LEARN ED and practices into their own

management systems. €<

The case studies in this report show examples of commercial
banks, a leasing company, and a microfinance institution that
have taken concrete steps to integrate sustainability into their
policies, practices, products, and services. The following are 10
lessons for effective integration drawn from their experiences:

1 Design a social and environmental management system
(SEMS) that goes beyond written policies into action,
such as allocating human and financial resources for
implementation, and training employees. The policy is
a necessary but not sufficient step for implementing a
strong management system. Other elements should reflect
institutional structures and operations.

2 Bring on board and support dedicated managers and/or social
and environmental departments, staffed by experts with ap-
propriate academic background and experience, and respon-
sible for implementing social and environmental controls.

3 Adopt an organization-wide approach to capacity building,
and reinforce it with training and the support of senior
management.

4 Systematically integrate social and environmental procedures
for risk management into overall risk management systems
for all projects. Sustainability risks vary by project size and
industry, but are potentially present in any project.

5 Transform the assessment of sustainability risks into the
creation of business benefits. Work with clients to improve
their social and environmental performance rather than
simply rejecting potentially risky investments.

6 Make social and environmental considerations part of overall
market assessment and project appraisal. In choosing their
approach, banks should define priority areas and focus on
them. Avenues for engagement can include
®m market research into sustainability-driven sectors
B partnerships with communities, NGOs, and related
organizations

m identifying demand among existing customers for
products with social and environmental components,
such as affinity credit cards and “green” or social trusts

© Hidajet Delic-Degi | World Bank photo library

7 Cooperate with international financial organizations,

tapping both financial resources and technical assistance.

Join voluntary industry frameworks, such as the Equator
Principles, to benefit from shared knowledge and expertise.

Communicate improvements to stakeholders in a clear and
transparent manner. Improved reputation and relationships
with stakeholders is one of the immediate benefits of
adopting sustainability as a business approach. Getting
the message out can be done through a variety of channels,
such as sustainability reports, Web sites, and the media.

10 Undertake continual improvements to ensure that the

institution’s commitment to sustainability goes beyond
compliance with legal requirements and remains effective
as a tool for gaining competitive advantage.
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CHAPTER ONE

REGIONAL TRENDS AND FACTORS
DRIVING SUSTAINABLE BANKING

Along with international trends and factors, region-specific and country-specific drivers for sustainable banking come into play
in particular emerging markets. Prevailing social and environmental problems, countries’ macroeconomic development, and
the availability of natural resources may be factors, as well as cultural and religious perceptions (see map 1.1). Local communi-
ties that live around large projects financed by banks have their own priorities, and are emerging as new regulators as well.

The discussion that follows considers sustainability drivers for the banking sector in five emerging market regions: Asia and
the Pacific, Central and Eastern Europe and the Former Soviet Union, Latin America, the Middle East and North Africa, and
Sub-Saharan Africa. It also presents two cases to illustrate regional trends: Ceska Sporitelna, which built a new line of business
in response to regulatory changes in the Czech Republic; and Afriland First Bank, based in Cameroon, which supports African
socio-cultural and economic values through its business ventures.
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AMERICA

* Importance of natural resources
for economic growth
« Strong environmental legislation
B and government support
-, NGO movements
« Lead taken by large banks

LATIN
>> In general in emerging markets, AMERICA

risks are greater, but so are opportunities. <<



>> The scope of responsibility for financial institutions in
emerging markets is widening: from environmental protection
to consideration of social issues and social inclusion of

underprivileged groups by providing access to finance. <<

« Strong influence of EU
standards for export

* Privatization

¢ Industry growth and need for
modernization of industrial base

 Improvements in legislation

 Competition and foreign control
of banks

* EUROPE & RUSSIA

asine SR
PACIFIC . *Dependence on export of fish,
timber, agriculture
MIDDLE EAST 4 « Opening of capital markets to
& NORTH AFRICA A '\ foreign capital
N ¢ Improvements in risk regulation
* EU standards 7 in banking industry
« Improving local regulations ; "‘ ’ e

SUB-
SAHARAN
AFRICA

* Pressing social issues
(e.g. HIV/AIDS)
* Needs for foreign investment
« Stakeholder pressures
« Strengthening of corporate
governance codes
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>> The banking sector in emerging markets is becoming

more complex—and thus more vulnerable to financial and

nonfinancial risks, as well as increased competition. This serves

as a strong incentive to banks to adopt international practices

and standards in social and environmental sustainability. <<

Asia and the Pacific

In the aftermath of the Asian financial crisis of the late 1990s,
economic restructuring and market reforms have been at the
forefront of the Asian banking sector. Before the crisis, sustain-
ability was not on the radar of Asian banks, since performance
was driven by rapid economic growth and market liberaliza-
tion, propelled by massive capital inflows.’

Government intervention has helped rebuild confidence in the
market through the establishment of a risk-based approach to
lending and investment and credit risk analysis. Governments
in the regions have the opportunity to encourage and even pro-
vide incentives for banks to incorporate systematic procedures
for assessing social and environmental risks. Many Asian coun-
tries have also updated their environmental legislation in the
past decade. Weak regulatory implementation and an absence
of strict enforcement severely impede improved environmen-
tal performance.? There is a limited litigation culture in many
countries in Asia,> varying from fairly uncommon in Thailand
to an absence of a functioning judicial system in Cambodia. As
a result, many Asian banks perceive environmental legislative
risks to be Tow.4

Thus for the next decade, sustainable banking in Asia is likely
to be driven mainly by market mechanisms, such as privatiza-
tion and consolidation, and the importance of Asian exports
in global supply chains, including textiles and fishery, forestry,
and agriculture products, as well as electronics, appliances, au-
tomobiles, and consumer goods.

Asmarket barriers that have historically inhibited foreign banks
from operating in many Asian countries have fallen, competi-
tion has intensified. Foreign banks are taking equity stakes in
domestic banks and are competing with domestic banks for
market share. The infusion of corporate sustainability policies
and procedures by foreign banks into their Asian subsidiaries
may encourage leading domestic banks to adopt sustainable
lending practices.

With the accession of a number of Asian countries into the
World Trade Organization (WTO) and other nations about to
get their membership, Asian countries must consider the im-
plications of domestic environmental policies and labor stan-
dards on trade. As Asia’s dependence on exports continues,
the region’s exporters will be forced to invest in technology
upgrades to meet growing requirements from foreign buyers.
This will present Asian banks with an opportunity to develop
sustainability products such as green credit lines and cleaner
production loans to enable the region’s exporting companies
to meet these demands (see chapter 4). South Asia has many
opportunities in the renewable energy segment, especially so-
lar energy. This sector is strongly supported by the government,
and banks have developed significant experience in developing
models of financing (see chapter 4).

Central and Eastern Europe and the Former
Soviet Union

The collapse of communism and decline of planned economic
systems in Central and Eastern Europe and the Former Soviet
Union in the 1990s led to massive privatization, corporate
growth,and increased global capital flows into the region.These
efforts have been undermined by economic instability and
disruptions, such as the Russian financial default in 1998. The
region’s outdated industrial base has generated severe energy
efficiency problems and numerous social and environmental
hazards. Lack of funding as well as problems with defining
property rights for many industrial and municipal projects
make it difficult to tackle air and water pollution, or repair or
replace deteriorating infrastructure, such as sewage systems
and street lighting.

Many Eastern European countries have strong social and en-
vironmental legislation. However, the laws are only weakly
enforced because of problems with corporate governance and
corruption. The influence of civil society groups and NGOs is
still rather weak in the transitional economies. On the posi-
tive side, governments are taking steps to enforce regulatory
mechanisms to mitigate social and environmental impacts.



© Texterno | Texterno, in Ternopol, Ukraine, produces premium quality textiles,
utilizing some of the newest production technologies in the world. The plant is very
energy-efficient and places a premium on worker safety. It was financed by Bank
Aval (Raiffeisen) and exports have proven very successful in the international market

(see story, p. 57).

For example, the new Energy Security Policy, adopted in 2005
by Ukraine emphasizes attention to energy efficiency and al-
ternative sources of energy. The launch of a National Agency for
Energy Conservation is also expected.

Sustainability considerations for banks in the region are largely
affected by the proximity to the European Union (EU). This prox-
imity strongly influences manufacturing and trade in such sec-
tors as textiles and other light industrial manufacturing, food,
forestry, and agriculture In addition, penetration by major EU
banks into the banking sector in the region is extremely high
[see story, Bank Aval (Raiffeisen), p. 57].

Maturing capital markets in Western Europe have squeezed
margins in the corporate banking sector. After facing declin-
ing revenues in corporate banking, and an unsatisfactory at-
tempt to penetrate the domestic retail segment, Western Euro-

pean banks were forced to move east, where they are mostly
interested in the investment banking segment. For example,
in Romania the almost simultaneous privatization of two
major banks in 2006, Banca Commerciala Romana (see story,
p. 76) and Casa de Economii si Consemnatiuni, put as much
as 9o percent of banking assets under the control of foreign
banks—one of the highest percentages in Europe.

The expansion of the European market opens up export op-
portunities for companies in both EU-accession and non-EU
countries. As European export regulations and market-based
mechanisms, such as labeling and certification, have a strong
social and environmental component, they generate high de-
mand for cleaner production and energy efficiency finance,
especially for countries that have already joined or are striv-
ing to join the Union in the near future (see stories, UralTrans-
Bank, p. 66; Bank “Center-invest,” p. 46; ACBA Leasing, p. 62;
Ceska Spotitelna, p.18).

Latin America

Among today’s emerging markets, Latin America has signifi-
cant ecological, economic, and social advantages, exemplified
by its enormously rich natural resources and biodiversity, as
well as its cultural diversity and innovative approaches to mul-
tilateral integration in subregions such as Central America.s
As Latin American countries seek to position themselves more
advantageously in international arenas, the need for major in-
vestments in services, technologies, and environmental man-
agement systems has been growing.

The banking sector in Latin America has been exposed to glob-
al financial sector trends for perhaps the longest period of time
of any other emerging market. Many Latin American coun-
tries experienced exchange rate and banking crises as well
as severe fluctuations in their macroeconomies in the 1990s.°
Latin American countries have privatized many of their banks
and have encouraged foreign banks to enter their domestic
markets (see story, Banco Cuscatlan, p. 38).

continued on page 20...
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BEST BANKING PRACTICES: CASE |

CZECH REPUBLIC

CESKA SPOR”ELNA, A.S. (member of the Erste Group)

Leading the Way in Financing Sustainable Energy Projects

At A Glance

Ceska Spofitelna is a major bank in the Czech retail and municipal market. Geared toward small-scale

clients, SMEs, towns, and municipalities, it also plays a key role in the financing of large companies and

corporations and ranks among the leading securities dealers in the Czech capital market.Ceska Spofitelna

Financial Group, with almost 5.4 million clients, is the largest bank in the Czech Republic, as measured by

number of clients. In 2000, Ceska Spofitelna became a member of Erste Bank, a powerful Central European

financial group with more than 15 million clients. Within the following 18 months, Ceska Spofitelna had

successfully completed its transformation, aimed at improving all key areas of the bank. It continues in

the improvement of its products and services and the modernization of technology, while making work

processes more effective. | www.csas.cz

Recent legislative changes in the Czech Republic introduced
long-term tariffs favorable for the generation of renewable
energy electricity, making the renewable energy sector more
attractive for project development and related financing. Ceska
Spoftitelna began exploring these opportunities and financing
such projects, in cooperation with IFC and other investors.

Launching Innovative Financial Products

The bank has developed an investment loan especially
designed for SMEs to finance energy-saving investments and
investmentsinrenewable energy sources, the Financing Energy
Saving Applications product (FINESA). This was made possible
by an IFC guarantee for up to half of the loan, accompanied
by an extensive technical assistance program. The guarantee
significantly facilitates the availability of capital for the
bank’s clients and reduces administrative costs pertaining
to the estimation and possible acquisition of other hedging
instruments.

Financing Renewable Energy

MICRO-HYDRO. [FC issued a partial credit guarantee and
provided technical assistance to Ceska Spofitelna in 2005 to
support construction of a small hydropower plant in Eastern
Bohemia. This was done through IFC's Commercializing Energy
Efficiency Finance (CEEF) program, which supports financing
for sustainable energy projects in emerging and transition
economies. With a maximum power output of 380 kW, the
plant is expected to reduce greenhouse gas emissions by 1,559
tons annually. The plant became operational in May 2006.

WIND POWER. In 2005 Ceska Spofitelna invested in the
first fully commercially financed wind power project in the
Czech Republic, a 2-MW wind power plant in North Bohemia.
Favorable local wind conditions combined with a supportive
regulatory framework for renewable energy projects pave
the way for the economic viability of wind power generation
that relies solely on commercial financing, without any direct



>> Sustainable enerqy finance has increased our bank’s visibility and market

differentiation in a highly competitive domestic market. <<

LADISLAV DVORAK, HEAD, SPECIAL PRODUCTS FOR SMES, CESKA SPORITELNA

subsidies. The plant is now operational. With expected annual
electricity production of approximately 5,000 MWh, it is
estimated to reduce greenhouse gas emissions by 5,600 tons
annually. Operational results to date have exceeded original
expectations. The sponsor is now planning to install another
two 2-MW turbines at the same location.

Bottom Line Impact

Today Ceska Spofitelna is leading the way for commercial
financing for energy efficiency and renewable project finance
for SMEs in the Czech Republic.Just18 months after the program
started, by March 2005, these projects had generated $8 million
in loans. The project pipeline is now over $50 million.

By building good relationships with international financial
organizations such as IFC on sustainable energy initiatives,
the bank has benefited from capacity building, technical
assistance, and risk-sharing tools, while strengthening its
ability to provide technical assistance to its client companies.
As first-mover and innovator, Ceska Spofitelna is enjoying the
benefits of increased visibility and market differentiation in a
highly competitive local market.

© Olga Kordova, Ceskd Spofitelna | Weir on the Upa River in Czech Republic, the
future site of a small hydro power station. The project is being financed by Ceskd
Sporitelna, a.s. (member of the Erste Group).
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>> The business case for sustainable banking is strongest when

a bank can focus on a business line where it can take advantage

of scale, become a first mover, or find a niche market. <<

... Latin America continued

International as well as regional development banks have been
active in advancing the agenda of sustainable banking. The
1992 Rio Summit brought a number of new stakeholders into
the discussion on sustainable development in the region. The
development of the Tocal microfinance industry, the intense
activity of civil society organizations in the promotion of cor-
porate social responsibility and environmental standards, and
the new set of practices being introduced by global institutions
are opening new fronts. NGO focus on the financial industry
is a very recent movement. Pioneers were Ecuador’s Fundacion
Futuro Latinoamericano (FFLA) and Friends of the Earth Brazil-
ian Amazon, through its EcoFinance Project.” All these drivers
explain why Latin America has some of the most progressive
banks in emerging markets. Some joined such global initiatives
as UNEP FI Statement and Equator Principles at the early stage
(see stories, Unibanco, p. 52; Banco Itau-BBA, p. 34).

Sustainability-oriented efforts at Brazilian banks began with
social reporting in the early 1990s, when Banespa (Banco do
Estado de Sao Paulo) published Brazil's first financial sector
social report. In 1993, the Brazilian Banking Federation issued
the first social report for the financial industry. As of 2004, five
of the largest banks in Brazil have made nonfinancial informa-
tion publicly available, either in the form of a separate social
report or in their annual reports. The world-renowned leader in
sustainability banking, Banco Real, began formally incorporat-
ing assessments of social and environmental aspects of trans-
actions into its overall funding approval process in 2001.% In
2000, Banco BBA Creditanstalt (today Banco Itau-BBA) became
the first bank to establish a set of formal procedures to man-
age social and environmental risks, and to require the explicit
consideration of environmental issues in project financings.
In 2002, Unibanco launched its own social and environmental
risk management system.

Latin America has been an active player in carbon finance
since the mid-199o0s. It played a major role in the forerunner
to the Clean Development Mechanism (CDM). When the CDM
became operational in 2003, six of the nine first project meth-
odologies approved by the Executive Board were from Latin
America.® Brazil and Peru are leaders in carbon finance, while
Chile, Honduras, Mexico, and Nicaragua have a growing project

pipeline. Project finance is concentrated in the areas of renew-
able energy, gas capture, and large hydro projects; other sizable
areas are forestry, energy efficiency, and fuel switching.

The Middle East and North Africa

Among the most pressing environmental issues in the Middle
East and North Africa are water availability and quality, as well
as desertification. Water scarcity and land degradation re-
duce the quality of both farmland and agricultural products.
Maintaining quality is increasingly important because exports
of agricultural products to the European Union are a major
source of income. Exporters in the region are under pressure
to comply with the EU’s environmental, health, and safety re-
quirements. The free trade agreement between Morocco and
the United States also incorporates environmental standards.

Air pollution, carbon emissions, energy consumption,and pres-
ervation of coastal areas are serious environmental problems.
Given the importance of the tourism industry, preservation
of the coastal areas is directly linked to the region’s economic
development. A number of pressing social issues, including
youth unemployment and gender inequality, are undermin-
ing the region’s potential for economic and financial inclusion
of a wider population.

Environmental, health and safety, and labor regulations in the
Mediterranean region are being strengthened through a host
of donor programs, such as the EU’s Neighborhood Policy, de-
signed to improve management of these issues and gradually
harmonize the regulatory framework with that of the Euro-
pean Union. The Mediterranean Environmental Technical As-
sistance Program—an innovative partnership between coun-
tries of the Mediterranean region and multilateral donors to
enhance capacity to develop and enact sound policies for the
environment—has been working effectively since 1990.°

IFC and the World Bank are completing joint pilot programs
in sustainable finance in Egypt, Morocco, and Tunisia. The
programs aim to identify the drivers for sustainable finance
in these countries and develop the capacity of central banks
and local banking institutions for sustainable finance. In



response, banking associations in all three countries, with
the support of their central banks, have sponsored capacity-
building workshops and issued publications on managing
environmental risk.

Although the region does not have an extensive history of
environmental law, regulatory policy has gained momentum
over the past few years. National governments have also
recognized the need to upgrade many of their production
systems.Tunisiahas emerged as theregional leader in creating
a regulatory environment for sustainable development and
has created the Ministry for the Environment and Land Use
Planning to address the issues. For example, while Tunisia
is the world’s fourth largest producer of olive oil, it has no
nationally branded product. The Tunisian government has
identified significant opportunity to upgrade the entire
production system and establish a branded product. Egypt
has enacted a National Energy Efficiency Strategy, which
focuses on three goals: accelerating the use of natural gas
instead of oil; developing national energy efficiency codes
and standards; and promoting private investment in energy
efficiency activities." Parallel programs are endeavoring to
strengthen enforcement. As regulatory enforcement improves
inthe region,environmental and related liabilities will become
significant risks to lenders.

The banking sector is becoming increasingly aware of environ-
mental and social risks and opportunities in the region and is
taking steps to manage them. For example, CIB (International
Commercial Bank), which operates in Egypt, Qatar, and Saudi
Arabia, has recently joined the Global Banking Alliance for
Women (GBA), a worldwide group of banks that are sharing
best practices to accelerate the global growth and develop-
ment of women’s businesses and women'’s wealth creation.”

Sub-Saharan Africa

The African approach to sustainability is distinguished by
the importance placed on social issues, such as HIV/AIDS,
inclusion and empowerment of disadvantaged groups, and
protection of local societies (see story, Afriland First Bank, p.
22).3 Notably, post-apartheid South Africa is responding to the

© Courtesy of Nedbank | The Mayebuye Wetlands project, sponsored by the
Nedbank Green Trust (see story, p. 29). Students from a local environmental
education club help the project coordinators clean up a portion of the Klip River,
which flows through Soweto, Johannesburg.

long-standing economic marginalization of black South Afri-
cans by transforming its economy through a concept known
as Black Economic Empowerment (BEE) (see story, First Rand
Bank, p. 72). The Financial Sector Charter is a unique indus-
try-led framework that establishes the principles upon which
BEE will be implemented in the sector, establishes targets to
implement the principles, and outlines mechanisms to moni-
tor and report on progress.* Overall, the agenda of the African
banking sector broadened considerably following the World
Summit on Sustainable Development (WSSD) in Johannes-
burg in 2002.

Africais facing a severe shortage of energy resources, having to
rely mostly on traditional sources, such as wood fuel. The short-
age is largely due to uneven distribution of energy resources
that calls for integration of energy development throughout
the continent.”

African social and environmental regulations have been
steadily improving over the past decade. For example,
under South Africa’s National Environmental Management
Act (NEMA), financial institutions can be found liable for
environmental pollution and risks of a social nature. Corporate
governance standards have also expanded significantly in Sub-
Saharan Africa. A good example is the standards developed
by the Institute of Directors in Southern Africa and its King
Committee on Corporate Governance.™ Increasing stakeholder
pressure is gaining momentum, such as NGO attention to the
Chad-Cameroon pipeline.

These improvements are vital for Africa, as it faces strong com-
petition for international investments from other emerging
markets. International private banks are active in Africa and
have been introducing social and environmental standards
into the region’s lending practices. In 2005, Nedbank became
the first bank in Africa to adopt the Equator Principles (see

story, p. 29).
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BEST BANKING PRACTICES: CASE 2

AFRILAND FIRST BANK

CAMEROON

Supporting African Socio-cultural Values by Investing in

Sustainable Development
At A Glance

Afriland First Bank (First Bank) was created in 1987. Its philosophy is inspired by the need to promote

African socio-cultural and economic values as well as provide expertise and support for the integration

of the African culture into modern management practices and sustainable development. The Bank’s

portfolio consists of individuals and corporate and private institutions, with special emphasis on

individuals and small businesses. Afriland First Bank operates through a network of 13 branches in

Cameroon as well as affiliates in the Democratic Republic of Congo, Equatorial Guinea, and Sao Tomé

and Principe; and offices in Congo Brazaville, China, and France. Along with providing traditional banking

services, it also has a leasing division, ALC (Africa Leasing Company); and operates venture capital
funds, Central Africa Investment (CENAINVEST) and MicroTrust Fund (MITFUND), for micro and small

enterprises. As of December 31, 2005, Afriland First Bank had 310 employees, of which 67.5 percent were

men and 32.6 percent were women. Total assets rose 23 percent from 2004 to 2005, from FCFA 181.1 billion

($362.2 million) to FCFA 223.6 billion ($447.3 million).

Afriland First Bank’s Sustainability Vision and Policy is to be-
come the leading financial institution in Central Africa, with a
focus on the medium- and long-term quality of its investment
portfolio and with value added that comes from greater social
and environmental awareness and management.

In 2000, Afriland First Bank developed an environmental policy
framework, which it updates regularly. Within the Department
of Research and Corporate Banking, the bank created an Envi-
ronmental Division which develops, updates, and oversees the
environmental policies. The bank also carries out social due
diligence that is focused on the internal governance structure
of client companies, including workers’ organization, their
working conditions, and their social amenities such as health
security, to avoid social, economic, and political tensions and to
enhance workers’ performance.

| www.afrilandfirstbank.com

Afriland First Bank participates actively in national
sustainable development activities, such as promoting
renewable energy, waste treatment, and access to finance
for the poor. For example, the bank has provided a loan to
Afrigaz, a company that distributes cooking gas. With its
innovative approach of providing gas refill services on-site
through a network of mini-stations, Afrigaz enjoys market
advantages as compared to its competitors, which must
transport gas cylinders as far as 200 to 500 km to be refilled.
However, the mini-stations were not constructed according
to environmental norms and were perceived as dangerous
by the surrounding neighborhoods. To reduce the risks and
increase users’ perception of safety, Afriland First’s loan to
Afrigaz included the cost of constructing a firewall around its
mini-stations and putting appropriate security measures in
place (13 percent of the total cost).



In 2006, the bank plans to finance a garbage collection com-
pany, making sure the loan is used to collect and treat garbage
in a way that reduces its impact on the environment. Due dili-
gence was carried out on-site to verify social as well as tech-
nical parameters, including the distance of the dump site to
inhabited areas, the buffer perimeter, and treatment of special
waste, such as waste from hospitals.

Rural development activities are fundamental to sustainability
in Africa but are often neglected because of major hurdles
to making them financially self-sustaining. Afriland First
Bank promotes rural development through its network of
rural microbanks, the MC? which provides financing to rural
communities, and MUFFA, which specializes in providing
financing to women in urban and suburban areas. The
Department of Microbank of First Bank and a local NGO,
ADAF (Appropriate Development for Africa Foundation), help
ensure the success of MC? and MUFFA by providing training,
refinancing support, supervision, and control through the
microbanks to the local communities.

Afriland First Bank is increasingly seen by its clients as a bank
that supports sustainable development. As such, bank rep-
resentatives are often invited to public forums, conferences,
workshops, and seminars on sustainable development. First
Bank has been invited to participate in the creation of the
Cameroon Renewable Energy Fund (CREF), along with SNI
(National Investment Company) and E+Co (Energy House).
This renewable energy fund will promote investment in
smaller hydro-electricity and biomass transformation into
electricity, and also encourage the setting up of rural energy
enterprises in Cameroon. Within the bank, loan analysts are
becoming aware of the importance of environmental risk in
loan evaluation and are transferring this awareness to port-
folio managers. Afriland First Bank has also gained respect
from its partners, such as the Netherlands Development Fi-
nance Company (FMO), by abiding by the principles of sus-
tainable development.

>> Afriland First Bank respects the

social and environmental
sustainability of all its projects.

In line with our goal to be the
African Bank of the Third
Millennium, we are committed to
promoting economic and social
development through added value
in our investments in Cameroon and
Africa according to the mandate
for the financial sector set out by
the United Nations. Our depositors
and shareholders want to see their
money invested judiciously and
without adverse impacts on either
the environment or the social

well-being of people. <<

DR.SIMEON NUMBEM,
CHIEF OF THE ENVIRONMENTAL DIVISION,

AFRILAND FIRST BANK
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CHAPTERTWO

IMPLEMENTING SOCIALLY AND
ENVIRONMENTALLY SUSTAINABLE
MANAGEMENT PRACTICES

Only by effectively managing social and environmental opportunities alongside risks can banks create long-term value
for their business. Considering risk alone will not be enough to generate new markets and profits. However, pursuing
sustainability opportunities does not automatically mean that a bank will reduce its social and environmental risks.

To manage both risks and opportunities strategically and comprehensively, banks need to integrate a systematic
approach—a social and environmental management system—into their processes and operations.

A Social and Environmental Management System

Industrial organizations use social and environmental man-
agement systems to assess and manage the direct impacts of
their operations. Banks do not generate significant social and
environmental impacts themselves. However, the way in which
their clients manage the impacts of their business activities
can pose tisks to the bank’s assets and reputation, as well as
present opportunities for additional financing and growth.
Therefore for financial institutions, including banks, a social
and environmental management system (SEMS) is a system-
atic process to assess the environmental and social risks and
opportunities arising from their clients’ business activities,
manage the bank’s exposure to them, and improve operating
efficiency and effectiveness.

The system ensures that sustainability considerations play a
part in all of the organization’s decisionmaking processes, in-
cluding credit assessments and portfolio analysis. It enables
the organization to consider environmental and socioeconom-
ic issues comprehensively, and by so doing, move beyond sim-
ply complying with regulations to taking advantage of sustain-
ability opportunities.

Such a management system is sometimes referred to as an
environmental management system. However, financial insti-
tutions are increasingly broadening their systems to include
community, social, and more wide-ranging socioeconomic con-
siderations,as well as environmental ones. Accordingly, they are
taking a more comprehensive approach to sustainability, and,

in the process, generating greater long-term value for them-
selves, their clients, and society.

To be truly effective, an SEMS must become a part of a bank’s
overall management system. It extends to organizational
structure, planning activities, responsibilities, practices, proce-
dures, processes, and resources for developing, implementing,
achieving, reviewing, and maintaining that system.” Such a
system offers a more strategic approach, with defined objec-
tives, formal policies, action plans, allocated resources, and
trained and expert staff.

At the core of an SEMS is the ability of a financial institution to
decide what services it will offer to which clients, what impacts
of the client’s business/projects are to be taken into account,
and what terms of business, advice, and support it will offer.

Building and operating an effective SEMS entails several pro-
cesses that must occur in parallel (see figure 2.1). A number of
initiatives may be required to bring policies into action, such
as capacity building in training, setting measurement and
evaluation standards, implementing incentive schemes, and
carrying out reporting initiatives that target both bank share-
holders and a wider group of stakeholders. These processes
must be tailored to fit banks’ own business goals and orga-
nizational culture. The case studies at the end of this chapter
and throughout this report illustrate how different banks have
gone about putting a sustainability system in place, have di-
rected it toward different goals and different markets/niches,
and have carried it forward.



>> To be truly effective, a social and environmental

management system must become a part of a

bank’s overall management system. <<

FIGURE 2.1
STRATEGY FOR CREATING LONG-TERM VALUE
THROUGH SUSTAINABLE BANKING

Implement a social and environmental management system (SEMS)

Generate innovative financial
products and services to capture
opportunities in the area of
sustainable development

Improve management of
environmental and social risks

GENERATE INDIRECT PROFITS:
Reduce costs and liabilities

GENERATE DIRECT PROFITS:
Attract new clients and tap new markets

IN THE SHORT- AND MEDIUM-TERM:
Improve financial and nonfinancial performance in meeting business goals

INCREASE ENGAGEMENT WITH STAKEHOLDERS
Strengthen involvement in environmental and social sustainability internally,
within the organization, and externally, with stakeholders

IN THE LONG TERM:
Strengthen brand value, which in turn generates goodwill, builds the consumer
base and market share, attracts partners and financing, and increases profits

The Benefits of a Social and Environmental
Management System

An effective social and environmental management system
(SEMS) can expand the range of benefits for a financial
institution (box2.1).Social and environmental risk management
generates indirect profits for a bank (see figure 2.1). That is,
by reducing costs and risks, risk management improves the
quality of the portfolio and lowers insurance liabilities and
compensation claims. Actively pursuing opportunities by
introducing and pursuing innovative financial solutions
and products generates direct profits in new markets, with
new clients.

© Jouni Martti Eerikainen, IFC | The Ingenio la Magdalena sugar mill in Ciudad
Merliot, El Salvador, financed by Banco Cuscatldn (see story, p.38). The project design
helped the company cut air pollution and waste water.

Another major benefit is improved brand value. This is very im-
portant for banks, as their business depends on their clients’
trust in them and their ability to provide products and servic-
es discretely and professionally. Good brand value opens new
opportunities and helps attract capital and clients. To create
and maintain their brand, banks need to build a reputation of
strong and sustainable financial performance, sound corporate
governance, and solid corporate responsibility (figure 2.1).

BENEFITS OF CONSIDERING SOCIAL AND ENVIRONMENTAL
ISSUES OUTWEIGH COSTS, COMMERCIAL BANKS REPORT
Implementing social and environmental management system
is not without costs. A number of banks believe the risks as-
sociated with the relatively experimental areas of sustainable
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>> Engaging constructively with stakeholders and

improving communication of results can generate

banking are high. But the findings of the 2005 IFC survey are
revealing: banks that have put in place an SEMS and pursue
new opportunities overwhelmingly reported that the benefits
outweighed the costs.

86 percent of the commercial banks that responded to the sur-
vey reported positive changes as a result of the steps taken to
integrate social and environmental issues in their business. 19
percent perceived these changes as significant. Not a single
respondent reported a negative change from considering
social and environmental issues.

These positive changes include reduced risk (74 percent),
improved access to international financing (48 percent), im-
proved brand value and reputation (39 percent), and improved
community relations (26 percent). Significantly, 35 percent
of banks developed new business as a result of considering
social and environmental risk and opportunities. Seventeen
percent of respondents reported cost savings as a benefit of
considering social and environmental issues at their banks
(see figure 2.2).

Improving Stakeholder Engagement

As part of the process of managing social and environmental
sustainability, banks need to increase engagement with stake-
holders, making themselves more open and more accountable
to a wider range of interested parties. Banks need to engage
stakeholders in their own organization: employees, staff, and the
governing board. They also need to reach out beyond their own
organization, to shareholders, investors, community groups, the
government, NGOs, the media, industry associations, and others,
as appropriate.

This process also entails communicating results clearly, openly,
and thoroughly. This is very important for banks, as their busi-
ness depends on their credibility, and on the trust that their
clients and other stakeholders have in them. Clear, open, and
transparent communication can help build trust. It can also
build operational efficiency within the organization.

long-term value for a financial institution. <<

BOX 2.1
THE BENEFITS OF A SOCIAL AND
ENVIRONMENTAL MANAGEMENT SYSTEM

« Systematic and consistent approach to social and
environmental issues

* High impact on cost/benefit ratio

* Easy integration into existing organization and
management systems, leading to improved risk control

* Better communications, resulting in improved public
relations, greater stakeholder dialogue, and credible
commitment toward staff and external stakeholders

* Improved access to international capital markets and fund-
ing from multilateral institutions and development banks

Source: Competitive Business Advantage Workshop. Developed for IFC by
EcoFact (2004)

Within the bank, it is important to clearly communicate the
goals, directions, policies, and processes entailed in the sustain-
ability management process to all employees and make sure
they understand them (see lessons learned reported by Banco
ltau-BBA, p. 34).

Outside the bank, it is important to engage the wider com-
munity that may be affected by or concerned with the proj-
ects and activities the bank backs. Banks must make sure that
their initiatives to minimize adverse social and environmen-
tal impacts and increase investments in sustainable areas
are visible to a wider public. This is a way for a bank to create
sound reputational advantage. Communicating a bank’s per-
formance in sustainability initiatives and social and environ-
mental management to external stakeholders is a key compo-
nent in creating long-term value. Among other things, it can
enhance the bank’s reputation, build its brand, and improve
its image in the community (see figure 2.1).



FIGURE 2.2
BENEFITS OF CONSIDERING SOCIAL AND
ENVIRONMENTAL ISSUES

(percent of commercial banks)
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Cost savings
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© Martin Dasek, IFC | Workers building the base of a 2-MW wind turbine in North- Better qual“_y of
ern Bohemia, a project financed by Ceskd Sporitelna, A.S. (member of the Erste Group) work/regulations
(see story, p.18).

Increased revenues

Demonstrating financial gains from sustainable banking is also Developed new
a way to enhance shareholder value. Moreover, good public re-  products and services
porting can improve a firm’s access to capital and to interna-
tional markets.

other

o - —
o

A major part of improving communication is engaging in
clearer, more open, and more thorough (“transparent”) public PERCENT

reporting on environmental, social, and economic performance.

Leadership in reporting can help banks develop their brand and  source: iFc sustainability Survey of Financial Institutions (2005).
differentiate themselves in the marketplace. It can also generate  Note:The figure shows the percentage of commercial banks that responded to the
positive relationships with external stakeholders.: survey that cited a certain type of benefit as a benefit to their bank.

Themostcommonlyusedinternational sustainability reporting
guideline across sectors is the Global Reporting Initiative
(GRI). The GRI launched its third generation of reporting
guidelines (G3) in October 2006, and is currently piloting a
Financial Services Sector Supplement containing indicators
for social and environmental performance. Today, GRI provides
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the most widely used sustainability reporting framework
for the banking sector.3 In addition, several sets of social and
environmental performance indicators have been developed
as aresult of collaboration amongdifferent groups of financial
institutions (table 2.1).

TABLE 2.1

MAJOR INTERNATIONAL VOLUNTARY
SUSTAINABILITY INITIATIVES ADOPTED BY THE
BANKING SECTOR

BANKING SECTOR CROSS-SECTORAL
PRINCIPLES AND

FRAMEWORKS

SUSTAINABILITY
FRAMEWORKS

Equator Principles? UN Global Compact®

The Business Charter for
Sustainable Development,
International Chamber of
Commerce®

UNEP FI Statement by Financial
Institutions®

The London Principles of

. L
Sustainable Finance® The SIGMA Guiding Principles

World Business Council for
Sustainable Development Financial —
Sector Statement’

a. http://www.equator-principles.com/

b. http://www.unglobalcompact.org/AboutTheGC/index.htm]

c. http://www.unepfi.org/signatories/statements/fi/

d. http://wwwi.iccwbo.org/policy/environment/idi309/index.html

e. http://www.forumforthefuture.org.uk/aboutus/financingthefuture_pagezzs.aspx
f http://wwwwhbcsd.ch/plugins/DocSearch/details.asp?type=DocDet&Objectld=MTc3
g. http://www.proveandimprove.org/new/tools/sigma.php

Another aspect of increasing engagement with stakeholders is
promoting corporate governance. Within its own organization,
the financial institution may need to undertake a number of
steps to build its capacity:

I Improving decision making capacity

I Strengthening the board of directors, to improve their
expertise and empowering them in decision making

I Establishing strong internal controls

I Making a high level of transparency and disclosure a
standard throughout the organization

I Building up reporting capabilities

I Planning for succession

A discussion of corporate governance within financial
institutions is beyond the scope of this report. However, the IFC
offers a number of resources to help financial institutions and
their clients strengthen corporate governance (www.ifc.org/
corporategovernance).

Banks can also help improve the corporate governance
of their client companies by providing special financial
products (see chapter 4) This is especially important for
businesses in emerging markets, where corporate governance
improvements can improve a firm’s access to capital and
access to international markets.

The case study that follows (the Nedbank Group) shows how
effective engagement with stakeholders can create value for
a bank.



BEST BANKING PRACTICES: CASE 3

NEDBANK GROUP

SOUTH AFRICA

Embracing Global Sustainability Standards and Broadening

Community Involvement
At A Glance

The Nedbank Group is a leader in corporate responsibility and socially and environmentally sustainable

investment in Africa. One of the four largest banking groups in South Africa, the Nedbank Group also

operates elsewhere in Sub-Saharan Africa and the United Kingdom. Nedbank is a subsidiary of Old Mutual

PLC, which is listed in the UK. It had approximately 3 million retail banking clients, 763 branches and

retail outlets, and over 22,000 employees as of March 2006. The Nedbank Group set its vision to become

southern Africa’s most highly rated and respected bank in ten “Deep Green Aspirations,” one of which

is to be “highly involved in the Community & Environment.” The primary strategic focus also includes a

commitment to becoming truly accessible to all South Africans through Black Economic Empowerment

(BEE) as well as leveraging investments made in the community and environment and aligning these with

primary business imperatives. | wwww.nedbankgroup.co.za or www.nedbankgreen.co.za

Nedbank Group’s business case for integrating sustainability
considerations into its operations includes meeting legislative,
regulatory, and supervisory requirements; capturing brand/im-
age and marketing benefits as a “green”bank; capitalizing on the
growth of socially responsible investment; improving employee
morale; and improving risk identification and management.

Establishing an Environmental Policy
and Creating Oversight Structures for
Sustainability Management

In 2004, Nedbank developed a comprehensive revised environ-
mental policy on management of social and environmental
risks in lending and financing. The policy reaffirms Nedbank’s
recognition of the precautionary approach to environmental
management, which strives to anticipate and prevent poten-
tial environmental degradation, while continuing to be sensi-
tive to the environment in the Group’s business activities. The
Environmental Management Programme is structured so as to
provide corporate support and divisional implementation to
promote a sustainable environment.

The responsibility for sustainability management and report-
ing was assigned to the Enterprise Governance Division, head-
ed by former South African public protector Selby Baqwa, who
is also a member of the group’s Executive Committee. A Group
Transformation and Sustainability Board Committee were also
constituted, and, at management level, a Group Corporate Citi-
zenship Committee was established (see figure, p. 31).

Pursuing Comprehensive and Credible
Sustainability Reporting

Nedbank produced comprehensive sustainability reports
for the 2003, 2004, and 2005 financial years. The 2004 report
used the Global Reporting Initiative (GRI) standards as the
guiding principles, together with sector-specific guidance:
the Sustainability Performance Index (SPI) social indicators
for the finance sector, and the UNEP/GRI environmental
reporting indicators. To achieve high credibility, the report
went through a thorough stakeholder feedback process,
including stakeholder meetings across South Africa, a full
audit by internal auditors, and independent assessments by an




>> The support offered by the IFC has been invaluable in growing the skills base

and understanding within Nedbank regarding sustainability management.

It has also been really useful to interact with other financial institutions on the

same path at IFC training sessions and events, and share ideas and case studies.

JUSTIN SMITH, SENIOR MIANAGER GOVERNANCE AND SUSTAINABILITY,

academic institution (UNISA's Centre for Corporate Citizenship)
and a non-profit organization, WWF-SA. Putting the systems
in place to undertake sustainability reporting has helped the
bank improve the level of management information available,
increase transparency in reporting, enhance its reputation
among analysts and media, strengthen the brand, and increase
organizational involvement.

Building on the Equator Principles

In November 2005, Nedbank became the first bank in Africa to
adopt the Equator Principles. Nedbank adopted the Principles
for a number of reasons, including the considerable potential
to build on Nedbank’s reputation. Moreover, a formal policy for
social and environmental responsibility in project finance is in
line with rapid developments in South African legislation and
codes and will bolster the Group’s existing risk management
processes, as well as the Nedbank Group environmental poli-
cy. In addition, Nedbank can share skills and knowledge from
collaboration in training and policy development with other
Equator banks. Adopting the Principles is in line with the re-
lationships Nedbank has developed with the United Nations
Environment Programme, WWEF, and the African Development
Bank, among others.

Affinity Programs

Nedbank has an active conservation partnership with the
WWE called The Green Trust. Initiated in 1990, the trust has
been expanded, and has raised at least R65 million ($10.7 mil-
lion) though green credit cards, check books, and savings ac-
counts to fund more than 140 projects in South Africa, rang-
ing from environmental education to tree planting and food
gardening in poorer urban environments. Nedbank is also
involved in the Sports, Arts and Culture, and Nelson Mandela
Children’s Fund Trusts.

NEDBANK ENTERPRISE GOVERNANCE AND COMPLIANCE

The Nedbank/WWF SA Conservation Partnership is the first
formal conservation partnership in South Africa. WWF provides
input into Nedbank’s environmental and sustainability policies
and strategies and works closely with the Nedbank Foundation
to create opportunities for involvement for both staff and cli-
ents.Together, the Nedbank Group Foundation, the Green Trust,
and the Enterprise Governance and Compliance Division chan-
neled R10.24 million ($1.8 million) into environmental initia-
tives in 2004 and 2005.

These programs link economic and environmental issues.
While they raise funds for environmental conservation, they
are also a means of attracting and retaining clients. Support
of The Green Trust and Sports, Arts and Culture Trust made
nearly half (47 percent) of customers more loyal, according to
Nedbank’s customer survey.

Enhancing Reputation

Nedbank’s efforts have also translated into considerable inter-
national recognition.

I Nedbank is one of three South African companies included
in the Dow Jones World Sustainability Index and is ranked
first in its category in the Johannesburg Securities Exchange
SRIindex.

I Nedbank was chosen the best emerging market bank for
corporate social responsibility at the Banker Awards in
London in 2005.

I Nedbank won the Mail & Guardian’s Greening the Future
award for most improved environmental performance.

I Nedbank was a finalist in the Africa Investor awards in
the category of Sustainability Investing in Africa and the
Business Reporting award for its Sustainability Report

I Ernst & Young awarded Nedbank second place in the 2005
Excellence in Sustainability Reporting Survey awards in
South Africa.

<«



NEDBANK’S SUSTAINABILITYMANAGEMENT STRUCTURE
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